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S TRENGTHENING THE I NTERNATIONAL M ONETARY
S YSTEM AND I NTERNATIONAL E XPERIENCE IN
R ESOLVING D EBT P ROBLEMS
AI Ming and Alfred Schipke1

For the fourth year, the People’s Bank of China (PBC) and the International
Monetary Fund (IMF) held a joint conference to discuss issues that are in
line with China’s reform agenda. The objective of these conferences has
been to identify practical policy solutions based on international
experience. This year’s joint conference focused on two timely issues: (1)
how to strengthen the global international monetary system and (2) the
international experience in resolving credit booms and debt problems.

I NTERNATIONAL M ONETARY S YSTEM
The ongoing transformation of the global economy has important
implications for the functioning of the international monetary system.
Significant recent developments include the increasing role of emerging
market and developing countries and more pronounced financial
interconnectedness, which has altered the nature of systemic risk. The
legacy of slow post-crisis global growth, in particular in advanced markets,
and the prospect of a succession of monetary policy normalization events
over the next few years from the reserve-currency-issuing central banks—
along with China’s rebalancing and the end of the commodities super
cycle— present further challenges to the system.
Against this backdrop, it was propitious to review reform avenues
that could strengthen crisis prevention and global mechanisms for
adjustment, cooperation, and liquidity provision. This is also the focus of
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the Group of Twenty (G20) agenda, this year under the presidency of
China. The session on the international monetary system examined four
possible areas of reform: (1) mechanisms for crisis prevention and
adjustment; (2) rules and institutions for enhanced global cooperation on
issues and policies affecting global stability; (3) mechanisms for the
adequate supply of global liquidity—building on the important milestone of
the renminbi’s inclusion in the SDR basket; and (4) a more coherent global
financial safety net, with a strengthened IMF at its core.

D EBT

AND LEVERAGE

Globally, booming credit is often associated with greater leverage, and is
followed by periods of subpar growth and—in many cases—financial
distress. During credit booms, corporate investment and credit rise sharply,
but as the efficiency of investment falls, enterprises eventually scale
investment back and begin deleveraging. This usually lowers economic
activity, wages, and household income.
Credit booms and busts are common in emerging markets, but the
global financial crisis was a reminder that advanced economies are equally
susceptible. In addition to drawing lessons on how to minimize the risk of
credit bubble buildups, conference participants looked at past deleveraging
experiences that might be relevant for China.
Since the global financial crisis, China’s policy stimulus has led to
strong credit growth and a buildup of corporate debt. As China implements
its ambitious reform program to move toward a sustainable and high
quality an consumption driven-driven growth model, the question has been
what lessons can be learned from international experience of how best to
reduce vulnerabilities and leverage. In this context, participants also looked
at China’s corporate bond market. While it provides an important
alternative form of financing, its development needs to go hand in hand
with appropriate risk pricing and a strengthening of supervision and
regulation.

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

iii

China’s surge in public debt over the past years was mainly driven by local
governments. To address this issue, the government has implemented a
number of reforms, including a large local government bond-swap
program. Conference participants discussed the government’s recent
reform efforts, including the implications of the swap program, and—based
on international experience—identified areas for further reforms.

C ONFERENCE

PARTICIPAN TS

This joint PBC/IMF conference brought together international and Chinese
experts and policymakers; PBC and IMF staff; as well as staff from the
Ministry of Finance, China Banking Regulatory Commission, China Securities
Regulatory Commission, the Development Research Center of the State
Council, and other Chinese government agencies to discuss these issues.
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O PENING R EMARKS
CHEN Yulu2

Distinguished guests,
Vice Minister ZHU Guangyao,
Ladies and gentlemen,

Good morning!
I welcome you all to this conference. This is the fourth conference jointly
held by the IMF and the People’s Bank of China. Today we will focus on
strengthening the international monetary system (IMS) and on
international experiences in resolving debt problems. These issues have
been widely discussed recently, ever since China's G20 Presidency. I’d like
to share with you some of my thoughts on the G20 framework.
On the IMS. China restored the International Financial
Architecture Working Group after its G20 Presidency. We have made
great progress in five areas: the IMF’s quota and governance reform,
capital flows, the global financial safety net, sovereign debt restructuring
and debt sustainability, and an enhanced role for the Special Drawing
Right (SDR). Such progress is very important for a stronger IMS. Going
forward, more efforts will be made in the following areas:
First, in light of more volatile capital flows, we need to better
monitor capital flows and associated risks. We hope the IMF can help its
members better tackle challenges by sharing international experiences
and best practices.
Second, orderly sovereign debt restructuring is important for
stability of the IMS. We should further incorporate enhanced collective

2
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action and pari passu clauses into new and existing sovereign debt to
achieve market-based restructuring.
Third, with implementation of the 2010 quota and governance
reforms, the Fund’s governance structure and resources have been
improved. The IMF’s lending tools are more effective. The global financial
safety net centered on the IMF has been strengthened. Meanwhile,
regional financial arrangements have been playing a more important role
in this respect. Therefore, a key issue in the future is how to allow
regional financial arrangements to better supplement and support the
global safety net. As a cochair of ASEAN+3 this year, China is willing to
actively contribute to the Chiang Mai Initiative Multilateralization’s
support for and cooperation with the IMF.
Fourth, we need further reform to the SDR to expand its use,
including reporting of financial and economic data in the SDR in parallel
with the U.S. dollar, and issuing SDR-denominated bonds. China recently
released its foreign exchange reserve data in the SDR along with the U.S.
dollar, and has researched the possibility of SDR-denominated bonds in
China. We encourage the IMF and other institutions to consider the SDR
as a unit of account, and to use it more in their publications and statistics.
China’s debt issue is structural. The debt level is low in the
household sector but high in the corporate sector; local governments are
heavily indebted, whereas the central government is not.
There are three factors concerning high corporate leverage worth
special attention:
First, the aggregate ratio is high. This means debt financing
through bank loans and bond issuance is commonly practiced. Therefore,
it is not surprising that China’s corporate debt level is relatively higher
than that in other countries. But if it gets too high, there will be
problems.
Second, China’s equity market started late and is still developing.
Indirect financing and debt financing remain dominant, where savings are
channeled through banks and the bond market and then into debt. This
helps explain why China’s debt-to-GDP ratio is high and continues to rise.
Strengthening the International Monetary System and International Experience in Resolving Debt Problems
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Third, reforms and opening up have created many investment
opportunities in China. However, given China’s low per capita income and
lack of wealth accumulation, private investors tend to borrow money to
develop. As corporate and personal wealth gradually grows, debt
financing will be used less. But this process will take time and patience.
We will also need to find the right ways to facilitate this process.
We believe that China’s debt issue could be resolved by step-bystep reforms. Diversification of financing channels will turn more savings
into equity investments, and less into loans and debt. The recent 13th
Five-Year Plan puts forward the idea of decisively developing the capital
market. This is an important solution. I believe that with more reforms
and development, China’s debt issue will be resolved. We will also learn
from international experiences in this process. We look forward to an
open discussion and valuable suggestions from all participants.
I wish the conference complete success.
Thank you!

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

4

SESSION I
S TRENGTHENING THE I NTERNATIONAL
M ONETARY S YSTEM
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S TRENGTHENING THE I NTERNATIONAL M ONETARY
S YSTEM
3

ZHU Jun

Strengthening the International Monetary System (IMS) is a very broad
topic and has many important aspects, for example, crisis prevention and
adjustment, rules and institutions for global cooperation, supply of global
liquidity in which the special drawing right (SDR) has a role to play, an
enhanced global financial safety net (GFSN), and so on. I’d like to focus on
two points, the GFSN and broader use of the SDR.

GFSN
The GFSN is a key topic on the G20 agenda this year. In the context of
heightened market volatility and rekindled concerns over global financial
risks, discussion of strengthening the GFSN is increasingly relevant. The
IMF’s recent papers on stocktaking of the IMS and adequacy of the GFSN
have provided us with a useful starting point and important references
for our discussions.
The GFSN consists of multiple layers, with the IMF at its core. In
the wake of the recent global financial crisis, the IMF has undertaken a
range of important reforms to improve its legitimacy, credibility and
effectiveness, including implementing the 2010 quota and governance
reform, overhauling its surveillance and policy tools, and strengthening
its lending capacity and toolkit.
Facing the current challenges, there is still more to do. For
example, the Fund’s quota and governance structure needs to be further
improved by shifting quota shares to dynamic emerging market and

3
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developing countries to better reflect their weights in the world
economy. Building on its central role in the GFSN, the IMF can improve
cooperation with other elements of the GFSN such that more resources
can be mobilized at the global level in an integrated manner.
As important components of the safety net, regional financial
arrangements (RFAs) support and supplement the IMF. To enhance
coordination among different layers of the GFSN, cooperation between
the IMF and RFAs should be encouraged. I’d like to introduce the People’s
Bank of China’s (PBC’s) efforts to strengthen cooperation between Chiang
Mai Initiative Multilateralization (CMIM) and the IMF.
As one co-chair of the ASEAN+3 financial cooperation this year,
the PBC is actively promoting cooperation between the CMIM and the
IMF. Deputies of the ASEAN+3 Finance Ministers and Central Bank
Governors have agreed to conduct a joint test run with the IMF in the
meeting early this month. The upcoming test run features a scenario in
which a CMIM member will apply for the CMIM facility linked to the IMF
program, so as to test the coordination mechanism between the CMIM
and the Fund for crisis resolution. The PBC and IMF are now discussing
relevant issues. The joint test run will kick off in the second half of 2016.
At present, 70 percent of the CMIM arrangement resource is
linked to the IMF program, referred to as the “IMF linked-portion.” A
member is eligible for the linked portion only if an IMF program is in
place or is expected to be established in the near future. So far, the
CMIM has not conducted a test run on activating facilities linked to an
IMF program, thus the coordinating mechanism is not sufficiently clear.
The purpose of this test run is to enhance the operational readiness of
CMIM, improve the coordination mechanism with the IMF, and further
strengthen the GFSN.
The upcoming test run is an important first step toward
strengthening cooperation between the CMIM and the IMF, and efforts
will be made in the future to further enhance this cooperation.

B ROADER U SE

OF THE

SDR
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Let me turn to the broader use of the SDR. The SDR has stabilizing effects
and can play a supplementary role to the IMS. We need to take concrete
steps to broaden the use of the SDR, such as reporting financial and
economic data including foreign exchange reserves in SDR in parallel with
the US dollar, and issuing SDR-denominated bonds.
First, because the SDR could be more stable than individual
currencies in the basket, having the SDR as a reporting currency and an
accounting unit would make financial statements and statistics more
objective and easier to understand.
Taking advantage of these benefits, China released SDRdenominated foreign exchange reserve data in parallel with US dollar
data earlier this month. We will soon report more economic and financial
data in the SDR and US dollar.
We encourage other countries and institutions to consider the
benefits of using the SDR as unit of account. For example, the IMF may
consider using the SDR as a reporting unit in its publications and
databases, or provide an SDR-denominated version in parallel with
existing practice. This could help make analysis more accurate and
objective.
Using the SDR as a reporting currency implies that risks will also
be measured in SDRs, because the SDR will be used for accounting and
auditing purposes. Therefore, reporting in SDR can automatically lead to
hedging needs for the SDR.
Second, there may be scope for developing an SDR-denominated
bond market. SDR-denominated bonds automatically embed a diversified
currency portfolio and exposures to major reserve currencies. There will
also be more demand for SDR-denominated assets if balance sheets were
reported in SDR or financial products were quoted in SDR.
We can provide initial impetus for market development and
encourage and facilitate the private sector to join. The PBC is looking into
steps for issuing SDR-denominated bonds in China, which will allow
investors to diversify their portfolios into a range of reserve currency
assets. Some institutions have shown interest, and we are working with
Strengthening the International Monetary System and International Experience in Resolving Debt Problems
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them on the term sheet, such as proposed tenor, interest rate, how to
calculate the coupon, size of placement, potential investors, whether
there will be an active secondary market, and so on.
Of course, we all know that there are some inconveniences, such
as lower liquidity, wider spread, higher settlement costs, and possibly
lack of an active secondary market. However, we can develop technical
solutions to alleviate those inconveniences. For example, we can have
large market makers between SDR and the US dollar, and between SDR
and the RMB, so they can provide more liquidity. We need to be creative
and adopt a long-term view.
Third, we can also think of ways to make better use of existing
SDRs and increase their liquidity. Currently, most SDRs are held by
countries as reserve assets but cannot be used for interventions or
payments. The IMF can explore options to make the SDR more liquid
within the official sector.
A broader role for the SDR could also help alleviate some
unnecessary burden on reserve-currency-issuing countries. The benefits
of being a reserve currency are perhaps overstated, while costs might be
underestimated. Broadly speaking, any reserve-currency-issuing central
bank will have to meet its domestic objectives in an environment in
which the use of its currency is global. And this is not always easy. The
PBC has already felt these inconsistencies, even though international use
of the RMB is still quite limited. In this respect, a broader role for the SDR
could be helpful.
To sum up, the SDR was created to make the IMS more stable and
resilient, and the SDR is still relevant today. We should support ongoing
work to broaden its use, including reporting financial and economic data
in SDR in parallel with the US dollar and exploring ways to issue SDRdenominated bonds. We can take concrete steps now that will lead to
tangible progress in the future.
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S TRENGTHENING THE I NTERNATIONAL M ONETARY
S YSTEM
4

Alfred Kammer

The world is going through major economic and financial changes (please
see the corresponding presentations, including figures and tables). It is
becoming more multipolar as emerging markets and developing
countries (EMDCs) integrate into the global economy. Financial markets
are becoming more complex with more interconnections, and nonbank
players are growing in importance. These shifts present major
opportunities for global growth, but also significant risks to global
economic and financial stability. This calls for a renewed dialogue on the
5

effectiveness of the international monetary system (IMS). In my
presentation today, I will present some of the key stylized facts on how
the global economy has evolved, I will set out some of the key gaps in the
IMS, and finally I will close with some possible reform areas.
To date, the current IMS has performed better than its
predecessor, but the crisis and postcrisis developments highlighted that it
must adapt in line with economic and financial developments.
How has the global economy been evolving?
We are seeing a more multipolar global economy emerging with
the sustained growth and the rapid trade integration of EMDCs. Since
2000, EMDCs’ share of world GDP has increased by more than two-thirds,
reaching 40 percent in 2014. While trade integration was fast, financial
integration and deepening in EMDCs has proceeded at a much slower
pace than in advanced economies. While China is less financially
integrated than other EMDCs, it is a notable exception when it comes to

4
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its high financial market depth. Why do we need to care? If financial
integration of EMDCs gets ahead of deepening and regulatory
improvements, it could be a source of financial instability and capital flow
volatility.
Financial globalization led to a dramatic increase in global capital
flows. These have increased by more than 25-fold between 1980 and
2007, compared to an eight-fold expansion in global trade.
Cross-border liabilities of EMDCs have tripled over the past
decade. Moreover, nonbanks are now playing an increasingly important
role in intermediation.
Financial cycles appear to have become synchronized, and while
the cycles of some countries such as the United Kingdom and Australia
have been highly correlated with the United States for decades, this
pattern has extended to most other advanced economies since the crisis.
The length and the amplitude of the U.S. financial cycle have increased
markedly, and cyclical surges and troughs of capital flows seem to have
moved in tandem with the financial cycle, mirroring its amplitude over
the past decade.
In addition, the prospect of monetary policy normalization coming
in succession over the next few years from the reserve currency–issuing
central banks, China’s rebalancing, and the end of the commodity
supercycle will present further challenges to the system.
So what are the gaps?
Let’s look first at global adjustment mechanisms. First, global
current account imbalances have narrowed since the crisis. But this
narrowing reflected compressed demand in many deficit countries rather
than adjustments in both deficit and surplus countries. This adjustment
contributed to an inferior global growth outcome. Second, the nature of
the adjustment appears to have contributed to the buildup of financial
imbalances. Low growth in deficit countries contributed to expansionary
monetary policies in advanced economy central banks, with global
spillovers of liquidity. As a result, stock imbalances widened, with
increasing balance sheet mismatches.
Strengthening the International Monetary System and International Experience in Resolving Debt Problems
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Constrained domestic policy choices. In a highly interconnected global
financial system, with one or two major reserve currencies, policy and
financial developments in the issuing countries have significant spillover
effects on others. These spillovers constrain the domestic policy choices
in countries with open economies and less developed financial markets,
especially in those economies with fixed exchange rates. Importantly,
monetary policy is more constrained in how it can be used to respond to
domestic concerns than it would be without imported financial
conditions, posing greater challenges for macroprudential management.
Regulatory gaps. One gap is the absence of global oversight of
capital flows. Financial globalization has led to the reconfiguration of the
size and structure of global balance sheets, raising the risk of destabilizing
capital outflows. Moreover, the crisis demonstrated the potential for
financial imbalances to generate systemic risks as shocks spread via
contagion, given synchronized financial cycles. Another gap is nonbanks.
While substantial progress has been made on the financial regulatory
reform agenda, there has been slower progress in expanding the global
prudential regulatory parameter to encompass the rapid rise of
nonbanks.
Global liquidity challenges/Limited global liquidity mechanisms.
While the global financial safety net (GFSN) has grown significantly since
the global financial crisis, this growth has led to a more decentralized
safety net that remains untested. The layers include international
reserves, which have grown fastest, regional financial agreements (RFAs),
bilateral swap lines, and the IMF.
To assess the adequacy of the GFSN we evaluated how well
different sets of countries are covered along five dimensions;
predictability, speed, reliability, cost, and policies.

6

We found that reserve currency–issuing advanced economies are
well served by the current GFSN. This is due to the ability to fully rely on
printing reserve currencies and access to bilateral swap lines from other
6
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reserve currency issuers. However, emerging markets face a more
decentralized and uncertain safety net, which leaves sizable financing
gaps and thus provides incentivizes to over accumulate reserves. Most
elements are very costly. They can be financially costly, such as reserves
and market-based instruments, or politically costly due to stigma with the
IMF and, to some extent, RFAs. Many GFSN resources are inadequately
predictable, particularly swap lines and RFAs. In addition, there is a lack
of reliable cover for the full duration of shocks given that most elements
provide time-bound support.
In short, the tensions in the functioning of the IMS, compounded
by the ongoing transformation of the global economy, need to be
addressed to shore up the effectiveness of the system. Possible reforms
fall in four areas: crisis prevention and adjustment, global cooperation,
mechanisms for ensuring an adequate supply of global liquidity, and
building a stronger GFSN. Let me discuss each:
What can be done in the first reform area: crisis prevention and
adjustment?
EMDCs’ financial integration in the global economy needs to be
supported by helping them deepen their financial markets to provide a
safe environment for financial integration. Deeper financial markets
could help raise domestic demand, facilitate greater reliance on exchange
rates to achieve external adjustment, and strengthen EMDCs’ ability to
cope with capital flow volatility.
A more equitable burden of adjustment needs to be promoted
across countries. Raising global aggregate demand is a shared
responsibility. During our recent Spring Meetings, countries agreed to use
a three-pronged approach - structural, fiscal, and monetary policies, both
individually and collectively, to lift actual and potential growth.
Excessive leveraging needs to be discouraged. While Basel III is
helping to strengthen bank capital and reduce leverage, macroprudential
policy needs strengthening in countries and at the global level. A deeper
understanding of their impact and interaction with other policies is also
needed. We are working together with the Financial Stability Board on
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these issues. Encouraging longer-term equity-based financing can also
help limit excessive leverage.
Surges in capital flows that fueled credit booms in many countries
point to the need to consider together the analysis of capital flow
management and macroprudential policies. We are currently reviewing
the experience under our institutional view of capital flows, which is a
cornerstone the macro framework for broad capital flow risk
management.
And sovereign balance sheets need to be made safer. Financial
instruments, for instance, GDP-linked bonds, that allow for risk sharing
with the private sector can provide recession insurance and reduce the
likelihood of defaults.
What about the second reform area, rules and institutions for
global cooperation? As countries become increasingly integrated, with
greater potential for spillovers, effective cooperation becomes
increasingly critical for the system. The IMF will have to play a central role
in promoting cooperation between its members, particularly through
strengthening its spillover analysis, and on capital flow management.
In the third reform area, mechanisms for adequate supply of
global liquidity, let me focus on the possible role of the special drawing
right (SDR).
The official SDR: One could argue that demand for reserve assets
is continually increasing and “safe” reserve assets need to be produced
through fiscal deficits, and investment inflows to purchase them tend to
be associated with current account deficits in the issuing country. This
creates tension in an IMS that is based on few currencies that serve as
reserve assets. The official SDR was seen as a way to supplement the
sources of reserve assets to meet demand without the costs of
accumulating reserves. In short, the SDR might help lower the propensity
of countries to self-insure, which could alter the pattern of capital flows
by raising effective liquidity buffers. However, for this to work, the supply
and demand for the SDR would need to increase, and its liquidity be
strengthened.

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

14

The private SDR: A private SDR would serve a somewhat different
purpose. A private SDR is any claim denominated in SDR, whether issued
by the official sector or private sector. SDR assets could create an
alternative to existing reserve assets.
In the fourth reform area, the global financial safety net could be
strengthened through reforms at the IMF: We are looking at our lending
toolkit. Prequalification could help ensure that funds are readily available
and could reduce the stigma associated with IMF resources. For instance,
an instrument that could provide quick, predictable, and reliable liquidity
could help ring fence innocent bystanders hit by liquidity shocks and thus
limit the potential for contagion.
The IMF could also strengthen its cooperation with the different
elements of the GFSN, which would help make the system more
predictable and reliable, improve speed, reduce costs, and help promote
good polices. And we could offer a policy-signaling-instrument that could
be used by the other layers of the system.
To conclude, the ongoing transformation of the global economy
needs a stronger IMS, and strengthening the IMS is a shared
responsibility requiring concerted efforts.

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

15

T HE R OLE OF THE RMB IN R EFORMING THE G LOBAL
M ONETARY S YSTEM
LI Daokui (David)7

It has been nearly 10 years since the outbreak of the global financial crisis
in 2007 [sic] (please see the corresponding presentations, including
figures and tables). In the post crisis era, the major economies have
differed in terms of monetary policy stance. With the gradual recovery of
the US domestic economy, the dollar is now poised for an interest rate
hike after experiencing a long period of quantitative easing; the euro area
and Japan are in a deep mire of deflation and will likely continue with
their loose monetary policy. Major emerging market countries, in the
wake of the global financial crisis, stood out as a stabilizing force in the
world economic recovery. However, in recent years, with lower prices for
oil and other commodities, the financial situation and economic growth
in certain energy-and resource-dependent countries fell into malaise. In
the current global financial system, the tightening of monetary policy and
rising interest rate in the United States will lead to a partial reversal of
capital flows to the emerging market countries, triggering localized
financial shocks. We believe that the major issue in the current
international monetary system is the shortage of dollars in the presence
of dollar dominance in the monetary system, and that an important way
to solve the current dilemma is the internationalization of the RMB.

C URRENT

CHALLENGES FA CING THE INTERNATION AL
MONETARY SYSTEM

Despite the quantitative easing by one major developed economy after
another subsequent to the financial crisis, global liquidity is still
insufficient. The proportion accounted for by M2 in financial assets
7
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(including stocks and bonds) denominated in the dollar, the yen and the
euro has shown a falling trend since 2007. The stock of the dollar,
although rebounding slightly due to several rounds of quantitative easing
between 2008 and 2012, has been in the doldrums since then. For a more
complete measure of total money supply in major developed countries,
we take the sum of M2 denominated in the dollar, the yen and the euro
and calculate the percentage accounted for by issued currencies in world
GDP. The indicator is shown to have been falling consistently since after
the financial crisis in 2008, from 47.96% in 2009 to 39.39% in 2014. Thus,
the problem in the international monetary system since the financial
crisis has not been excessive issuance of currencies but a shortage
thereof.
Meanwhile, the global monetary system is over-dependent on the
major international currencies, particularly the US dollar. According to a
study of cross-border holdings of monetary assets (Daokui Li et al., 2016),
holdings by global non-US investors of dollar-denominated assets has
risen rather than fallen since after the crisis, indicating the degree of
internationalization of the dollar. For example, cross-border dollar
holdings as a percentage of aggregate cross-border foreign currency
holdings reached approximately 35% in 2013. In addition, transactions
denominated in the dollar in the SWIFT system as a percentage of the
total is as high as 44%. In contrast, the share of the United States in
Global GDP has continued to decline and was a mere 22% in 2013. The
mismatch between the internationalization of the dollar and the size of
the US economy also reflects the fact that the global monetary system is
overly dependent on the dollar.
Based on a study by Daokui Li, et al. (2009), tightening by the
United States of its monetary policy indeed increases financial risk and
triggers financial crisis in emerging market economies. In fact, since 2014,
major emerging market economies such as Russia, Brazil and South Africa
have faced varying degrees of currency devaluation and domestic
inflation, while commodity prices have fallen drastically.
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P OSSIBLE

WAYS TO MITI GATE THE PLIGHT OF T HE
INTERNATIONAL MONETA RY S YSTEM

Dollar dominance in the international monetary system and liquidity
shortage will inevitably trigger systemic risks and lead to losses to the
global economy. How, then, are we to mitigate risks and resolve the
current dilemma in the monetary system? We put forward a three-part
proposal.

A. L O O S EN I N G MO N ET A RY P O LI C Y B Y T H E U N I T E D S T AT ES
Without changing the existing monetary framework, an increase in the
supply of the US currency is the most direct means to ease the various
regional financial crises. However, the implementation of such policies
have an important premise, namely, that the Federal Reserve becomes
the world's central bank, instead of just the issuer of the US currency. In
fact, since the financial crisis, US monetary policy has been based on
macroeconomic data in the United States itself. Even if the financial
resilience and risk tolerance of other countries has been taken into
account when devising such policy, the indirect focus has still been on
how the implementation of the policy will impact the economic
conditions of the United States itself, albeit by way of the fiscal and
financial conditions in other countries. Recently, Federal Reserve
Chairman Janet Yellen stated publicly that "under the current
macroeconomic trends, the outlook for the US economy is relatively
optimistic, posing no significant potential risks...... only a slowdown in the
domestic economy will affect the monetary policy of the United States."
Therefore, to relieve the shortage of international liquidity, we
cannot rely solely on the United States to increase its money supply,
especially given the lack of balance in global economic growth and given
the various external shocks faced by developed and developing countries
alike. In order to overcome the current difficulty, we must start from
reforming the dollar dominance in the international monetary system.
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B. A MO R E A CT I V E IMF A N D I S S UAN C E O F S U FF I C I EN T SDR S
As a supranational currency, SDRs are undoubtedly the best option for
resolving the dilemma arising from the sovereign status of the dollar. In
times of international liquidity shortage in the emerging market
economies, the IMF, by providing emergency loans to crisis countries, can
mitigate risks and prevent contagion. However, we have to consider two
related issues.
First, the fact that a country is applying for loans from the IMF
will, to a degree, seem to suggest the emergence of a crisis in its financial
markets. In addition, because they find it difficult to accept a lot of the
terms attached to the loans, most sovereign states are relatively cautious
when applying for them. Some are even reluctant to borrow from the
IMF during a crisis.
Secondly, although global SDRs have undergone several rounds of
expansion, the overall amount outstanding has reached only $204.1
billion, which is only a drop in the bucket compared with a total of $11
trillion in global foreign exchange reserves. Thus, the role of SDR deposits
as supplementary foreign exchange reserves is not fully realized.
Although the SDR can be a good means to solve the plight of the
monetary system, it is far from having become an international reserve
currency because of its lack of circulation and small size.

C. A MO R E ST A B LE AN D I N T E RN AT I O N A LI Z E D RMB
With the rise of China's international status, the internationalization of its
currency is inevitable. The RMB is playing an increasingly important role,
not only in the region but on a global scale. Specifically, it is having a
positive impact on the global monetary system through three avenues.
First, an increasing number of currencies are gradually becoming
detached from the dollar anchor, choosing instead to peg the RMB.
Immediately after the currency reform measures pronounced by China
on August 11, the RMB depreciated sharply against the US dollar, while
the Thai baht, Malaysian ringgit and other Southeast Asian currencies all
followed the RMB into the devaluation window during the same period.
Because of the close trade relationship between China and these
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emerging market countries, a stable exchange rate between emerging
market currencies and the RMB plays an increasingly important role in
maintaining a healthy balance of trade and a stable current account
balance. We believe that the stability of the RMB exchange rate,
including against the dollar and against a basket of currencies, is
particularly important for the stability of regional financial markets and
for boosting confidence in emerging market countries.
Secondly, while using more RMB broad, China imports an
increasing amount of commodities, thereby stabilizing the economy of
the emerging market in an indirect way. During the first quarter of 2016,
the pace of investment and industrial production in China rebounded,
resulting in some signs of recovery, which was soon reflected in
international commodity prices. Steel prices increased by 35% from the
end of 2015 to early April 2016, while copper futures also rose by nearly
10 percent. Because of the size of its international commodity imports
and exports, China is no longer a commodity price-taker and has
gradually assumed the part of the price setter. Therefore, China is crucial
for stabilizing the prices of major traded goods internationally and for
preventing financial risks to emerging market countries.
Thirdly, China is expanding the global circulation of the RMB
through increased foreign direct investment and thus is playing a role in
adding to global liquidity. During the last 15 years, while the growth of
inbound foreign direct investment to China showed a slowing trend, the
share accounted for by China in the global outbound foreign direct
investment rose significantly, indicating the country’s influence in the
field of capital became larger. Outflow of direct investment capital will
help improve the ability of China's foreign exchange capital to generate
income. At the same time, it increases the stock of international
currencies in the target countries of its investments, such as those in
Africa and Latin America, thereby supplementing the foreign exchange
reserves of emerging market countries.
According to estimates by Daokui Li et al. (2016), RMB assets held
by foreigners currently stand at $3.2 trillion. While this is the result of a
significant growth in recent years, it accounts for only about 3.2% of
global cross-border capital holdings, which is well below the 35%
Strengthening the International Monetary System and International Experience in Resolving Debt Problems
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accounted for by such assets denominated in the dollar. We believe that
the status of the RMB in the global monetary system will continue to
elevate over the next 10 to 20 years and the currency will become an
important supplement to global liquidity, thus playing an important role
in resolving the current difficulties in the international monetary system.
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S TRENGTHENING THE I NTERNATIONAL M ONETARY
S YSTEM
Chia Der Jiun

C APITAL F LOWS

AN D

8

V ULNERABILITIES

• 2008 marked the end of a long financial super-cycle and large
expansion of international capital flows, especially between advanced
economies.
– Deleveraging of banking systems
– Receding of securitization
– Retrenchment of cross-border banking flows
– Consolidation of sovereign debt
– Deep and long recession in advanced economies (AEs); emerging
market economies (EMEs) did relatively well

C APITAL F LOWS

AN D

V ULNERABILITIES

• Are we at the end of another expansion of capital flows that had its
genesis in the expansion of AEs’ central bank balance sheets? This time,
flows into EMEs were a big part of the story.
•

Reasons for vigilance:
– Previous turns in US monetary policy have had international
spillovers
– Internal and external imbalances and financial vulnerabilities are
present in major EMEs

8
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– Unprecedented expansion of credit in EMEs, especially emerging
Asia, coupled now with a downshift in growth
•

Reasons to not be excessively worried:
– Monetary policy is turning at a much more gradual pace and to a
lower amplitude than previous cycles
– Policy frameworks, macro positions, banking systems, and reserve
positions are generally stronger
– Exchange rate flexibility has been an important feature of
adjustment
– Composition of capital inflows into emerging Asia over past six
years has been portfolio flows rather than cross-border banking flows
– Portfolio inflows into local currency debt has been strong. Initial
signs are that these have been stable. Episodic outflows have been
small relative to cumulative inflows.

• Net impact? Variability between countries but a full-blown emerging
market crisis is unlikely.

P ROSPECTS FOR A M ORE S TABLE I NTERN ATIONAL
M ONETARY S YSTEM
• Over past decades, capital flows into EMEs have been dependent on
AE financial cycle and US monetary policy cycle.
• Diversification from this concentrated exposure could be potentially
stabilizing for the international monetary system.
• Progressive liberalization of capital account in China,
internationalization of RMB and resultant capital flows could in the
longer term provide this diversifying effect.
•

China’s low correlated with the financial cycle is key.

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

23

• China’s diversifying influence is likely largest in Asia, similar to how
euro area policies have a larger influence on Central and Eastern
European countries.
•

Potential for both shocks and stability to be transmitted.

• A successful and stable China, and an orderly process of capital
account liberalization is a global public good.

C HINA ’ S G ROWING I NFLUENCE

ON

F INAN CIAL M ARKETS

• Economic and trade integration of China with the global economy is
far ahead of its financial integration.
• Yet, at a relatively low level of financial integration, China’s influence
on emerging Asian markets has already been significant.
• Influence of Chinese equity markets on emerging Asian equity
markets is well documented by the Bank for International Settlements
and the IMF.
• Impact of RMB on Southeast Asian currencies has risen over the past
several years as the RMB progressively gained greater flexibility.
– More recently, analysis by the Monetary Authority of Singapore
shows that the influence of the RMB has further increased since
August 2015. The RMB is a more significant influence than either the
euro or the yen, while the US dollar is still dominant.
• As the financial integration of China grows, China’s influence on
international capital flows, currencies, and asset markets will also grow.
• Potential for very large gross flows from domestic and international
portfolio reallocation toward privately held assets and portfolio flows on
the liabilities side.
– Majority of China’s gross international investment assets is official
foreign reserves.
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– Majority of gross international investment liabilities is foreign
direct investment.

S PECIAL D RAWING R IGHT (SDR) S ECURITIES
SDR instruments bring potential benefits—ease of diversification, lower
costs, lower volatility, greater portfolio stability, and others; particularly
for less active, longer-term investors.
• The fundamental challenge for greater acceptance of SDR
instruments is that investors can directly gain access to assets in the
underlying currencies, and can take their own view of the currency
composition of their portfolios.
• Additional challenges include liquidity constraints and less developed
market infrastructure than instruments in the underlying currencies.
• Greater acceptance and usage of SDR instruments could require SDRs
to have attributes superior that are superior to the underlying assets, for
example, robust market making, tighter bid-offer spreads, continuous
and transparent pricing, availability of hedging instruments, and lender of
last resort.
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SESSION II
I NTERNATIONAL E XPERIENCE IN
R ESOLVING D EBT P ROBLEMS AND
D ELEVERAGING
Part I: International Experience with
Credit Booms and Deleveraging
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T HE C AUSES AND C ONSEQUENCES OF F INANCIAL
I NSTABILITY
9

Moritz Schularick

Financial crises are rare events (please see the corresponding
presentations, including figures and tables). If we are to understand the
empirical regularities underlying them, we have to go back in time to
obtain a large number of observations. Over the past years, this new
emphasis on long-run quantitative research on the causes and
consequences of financial instability has yielded important new insights
with regard to the link between private credit growth and banking crises
(Schularick and Taylor 2012); the output effects of financial crises and the
effects of debt overhangs on recovery trajectories (Jordà, Schularick, and
Taylor 2013); as well as the important amplification role of asset prices
(Jordà, Schularick, and Taylor 2015).
In this short article, I aim to summarize the main insights from this
recent line of research. I will focus on three main insights from long-run
cross-country studies: First, financial crises are best described as credit
booms gone bust, that is, an acceleration of credit growth relative to
country-specific trends is the best early-warning sign of financial crises.
Second, financial crises have considerable real effects as debt overhangs
and balance sheet repair slow down the recovery for an extended period.
Last, in the upswing and downswing, asset price bubbles and their
collapses amplify these phenomena.

C REDIT

BOOMS GON E BUS T

The idea that financial crises are credit booms gone wrong underlies the
oft-cited works of Hyman Minsky and Charles Kindleberger. Yet until
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recently, firm statistical evidence was still scant. Some evidence existed
that systemic financial crises in emerging markets were preceded by
rapid expansion of credit, but recent studies have shown that the same
problem afflicts advanced economies.
A paper by Schularick and Taylor (2012) contributed to this
literature in two ways. First, it assembled long-run data for 14 developed
economies from 1870 to 2012, in contrast to the focus of much of the
recent literature on the experience of developing countries with shorter
time series. The key interest of the paper is in determining whether there
is systematic evidence for credit-growth-induced financial instability. To
answer this question, Schularick and Taylor proposed using a basic
forecasting framework: does a country's recent history of credit growth
help predict a financial crisis, and is this robust to different specifications,
samples, and control variables? Formally, they specified a probabilistic
model of a financial crisis event in a given country in a given year as a
function of lagged information.
Their core result, since then replicated and extended in various
ways, is that credit growth (measured as real credit growth or changes in
the credit-to-GDP ratio) is the best early warning indicator for financial
crises. A one standard deviation change in real loan growth increases the
probability of a crisis by about 2.5 percent. Given that the sample
frequency of crises is under 4 percent, these results demonstrate a high
sensitivity of crises to empirically observed loan growth accelerations.
The authors also show that the model has predictive power, as measured
by a standard tool used to evaluate binary classification abilities-- the
Receiver Operating Characteristic (ROC) curve.

C REDIT

BITES BACK

Another question that has attracted considerable attention relates to the
output effects of financial crises: are recessions following financial crises
different? Using advanced econometric techniques Jordà, Schularick, and
Taylor (2013) show that after five years, the financial-crisis recession path
of real GDP per capita is about 5 percent lower than the normal recession
Strengthening the International Monetary System and International Experience in Resolving Debt Problems

28

path, with the difference being highly significant at standard confidence
levels.
Moreover, Jordà, Schularick, and Taylor (2013) go one step
further and show how a large build-up of credit makes recessions worse,
in normal as well as in financial recessions. They construct a measure of
“excess credit” buildup during the boom and correlate this measure with
output declines in the recession and recovery phases. They show that
over a century of modern economic history in advanced economies, a
close relationship has existed between the buildup of credit during an
expansion and the severity of the subsequent recession.
Yet are the observed effects of credit on outcomes a proxy for
omitted information about the economy? Using the local projection
method, Jordà, Schularick, and Taylor (2013) track the effects of excess
credit on the paths of seven key macroeconomic variables for up to five
years after the beginning of the recession. This richer dynamic
specification shows that excess credit shapes the recovery path
responses of other macroeconomic variables. The study finds large and
systematic variations in outcomes such as investment, lending, interest
rates, and the current account depending on the credit intensity of the
preceding cycle. While these effects appear stronger in recessions that
coincide with financial crises, they remain clearly visible in garden-variety
recessions.

A SSET

PRICE AMPLIFICA TION

More recently, the role of asset price bubbles has come under increased
scrutiny. After the global financial crisis, many policymakers embraced
the idea that there are two categories of bubbles. First are pure,
unleveraged “irrational exuberance” bubbles that may pose a limited
threat to financial stability and the macroeconomic outlook. But then
there are also “credit boom bubbles'' that are characterized by a
potentially dangerous combination of surging asset prices fueled by
credit growth. The interaction of the two is thought to sow the seeds of
severe economic distress. In such bubbles, positive feedback between
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credit growth, asset prices, and increasing leverage can be observed.
When such credit boom bubbles burst, the deleveraging pressures may
weigh on the economy for a long time.
Jordà, Schularick, and Taylor (2015) study these issues empirically
and find evidence that the combination of asset price bubbles and credit
booms is particularly harmful. When asset price booms and credit booms
coincide, the risk of a financial crisis rises substantially, and the ensuing
recessions are considerably more painful. The fallout from credit-fueled
bubbles presents a great danger to the macroeconomic outlook.
Leveraged housing bubbles turn out to be the most harmful combination
of all. These results put more nuance on earlier work on the causes of
financial instability. It is not credit growth alone, but the interaction of
credit and asset prices that matters for financial stability risks and the
economic costs of financial crises.
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H OW TO D EAL WITH C REDIT B OOMS
Giovanni Dell’Ariccia

10

Credit booms buttress investment and consumption and can contribute
to long-term financial deepening (Levine 2005) (please see the
corresponding presentations, including figures and tables). But they
often end up in costly balance sheet dislocations, and more often than
acceptable, in devastating financial crises, whose costs can exceed the
benefits associated with the boom. Indeed, credit booms have been
historically associated with financial crises (Reinhart and Rogoff 2009).
And while only about one-third of booms have ended in crashes, some of
these crashes have been spectacular, contributing to the notion that
credit booms are at best dangerous and at worst a recipe for disaster
(Gourinchas, Valdes, and Landerretche 2001; Borio and Lowe 2002;
Enoch and Ö tker-Robe 2007).
These dangers notwithstanding, until the 2008–09 global financial
crisis the policy debate paid limited attention to credit booms, especially
in advanced economies.11 This lack of attention might have reflected two
issues. First, with the diffusion of inflation targeting, monetary policy had
increasingly focused on interest rates and had come largely to disregard
monetary aggregates.12 And regulatory policy, with its focus on individual
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institutions, was ill-equipped to deal with aggregate credit dynamics.13
Second, with regard to asset price bubbles, there was the long-standing
view that it was better to deal with the bust than to try to prevent the
boom because unhealthy booms were difficult to separate from healthy
ones, and in any event, policy was well equipped to contain the effects of
a bust.
The crisis, preceded by booms in many of the hardest-hit
countries, has challenged that view. In its aftermath, calls for more
effective tools to monitor and control credit dynamics have come from
several quarters (see, for instance, FSA 2009). And the regulatory
framework has already started to respond. For instance, Basel III
introduced a capital buffer range that is adjusted “when there are signs
that credit has grown to excessive levels” (Basel Committee on Banking
Supervision 2010).
Yet, while a consensus has emerged that credit booms are too
dangerous to be left alone, there is little agreement on what the
appropriate policy response should be. First is the issue of whether and
when to intervene. After all, not all booms end up in crises, and the
macro costs of curtailing credit can be substantial. Second, should
intervention be deemed necessary, there are questions about what form
such intervention should take. Is this a natural job for monetary policy, or
are there concerns that favor other options? This presentation (based on
a recently published paper [Dell’Ariccia and others 2016]) explores past
credit booms with the objective of assessing the effectiveness of
macroeconomic and macroprudential policies in reducing the risk of a
crisis, or at least limiting its consequences.
It should be recognized at the outset that a more interventionist
policy will inevitably imply some trade-offs. No policy tool is a panacea
for the ills stemming from credit booms, and any form of intervention will
entail costs and distortions, the relevance of which will depend on the
13
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characteristics and institutions of individual countries. With these caveats
in mind, the analysis in the paper brings the following insights:
First, credit booms are often triggered by financial reform, capital
inflow surges associated with capital account liberalization, and periods
of strong economic growth. They tend to be more frequent in fixed
exchange rate regimes, when banking supervision is weak, and when
macroeconomic policies are loose.
Second, not all booms are bad. About a third of boom cases end
up in financial crises. Others do not lead to busts but are followed by
extended periods of below-trend economic growth. Yet many result in
permanent financial deepening and benefit long-term economic growth.
Third, it is difficult to tell “bad” from “good” booms in real time.
But there are useful telltale signs. Bad booms tend to be larger and last
longer (roughly half of the booms lasting longer than six years end up in a
crisis).
Fourth, monetary policy is, in principle, the natural lever with
which to contain a credit boom. In practice, however, capital flows (and
related concerns about exchange rate volatility) and currency
substitution limit its effectiveness in small open economies. In addition,
because booms can occur in low-inflation environments, a conflict may
emerge with its primary objective.
Fifth, given its time lags, fiscal policy is ill-equipped to stop a
boom on a timely basis. But consolidation during the boom years can
help create fiscal room to support the financial sector or stimulate the
economy if and when a bust arrives.
Finally, macroprudential tools have at times proven effective in
containing booms, and more often in limiting the consequences of busts,
thanks to the buffers they help to build. Their more targeted nature limits
their costs, although their associated distortions, should these tools be
abused, can be severe. Moreover, circumvention has often been a major
issue, underscoring the importance of careful design, coordination with
other policies (including across borders), and close supervision to ensure
the efficacy of these tools.
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All of the above raise important questions about the optimal policy
response to credit booms. Our view is that when credit booms coincide
with periods of general overheating in the economy, monetary policy
should act first and foremost. If the boom lasts and is likely to end up
badly or if it occurs in the absence of overheating, then macroprudential
policy should come into play. Preferably, the use of macroprudential
policy should be in combination and coordination with macroeconomic
policy, especially when macroeconomic policy is already being used to
address overheating of the economy.
Questions also remain about the optimal mix and modality of
macroprudential policies, also in light of political economy considerations
and the type of supervisory arrangements in the country. Political
economy considerations call for a more rules-based approach to setting
macroprudential policy to avoid pressure from interest groups to relax
regulation during a crisis. But such considerations have to be weighed
against the practical problems and unintended effects of a rules-based
approach, such as the calibration of rules with rather demanding data
requirements and the risk of circumvention in the presence of active
earnings management. The design of a macroprudential framework
should also consider the capacity and ability of supervisors to enforce
such rules so that unintended and potentially dangerous side effects can
be avoided.
Finally, policy coordination across different authorities and across
borders may increase the effectiveness of monetary tightening and
macroprudential policies. Cooperation and a continuous flow of
information among national supervisors, especially regarding the
activities of institutions that are active across borders, are crucial. Equally
important is the coordination of regulations and actions among
supervisors of different types of financial institutions. Whether and how
national policymakers take into account the effects of their actions on the
financial and macroeconomic stability of other countries is a vital issue,
calling for further regional and global cooperation in the setting up of
macroprudential policy frameworks and the conduct of macroeconomic
policies.
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K OREA ’ S C REDIT C YCLE E XPERIENCE
14

Yongbeom Kim

The Korean economy today remains resilient despite the global downturn
(please see the corresponding presentations, including figures and
tables). Korea’s record high credit rating in 2016 reflects its sound
macroeconomic fundamentals and stable financial system. The road to
where we stand today, however, was a bumpy one. We went through
three distinctive credit cycles in Korea over the past 20 years, which gave
regulators hard-earned lessons with which to weather future economic
turbulence.
In 1997, Korea had a credit cycle triggered by a rapid rise in
corporate debt. The sector’s debt-to-equity ratio nearly doubled from
1996 to 1997 as companies borrowed heavily to expand their capacity
both at home and abroad. Such leveraged investments, normally a
“good” thing, became highly risky when they did not generate returns. In
the late 1990s, the corporate sector’s return on equity fell sharply as its
leverage went up. Moreover, the structure of the debt was vulnerable.
Short-term dollar borrowing caused currency and maturity mismatch
risks. Another vulnerability was that the corporate leverage binge was
driven by the rapid growth of shadow banking. Merchant banks and
investment trusts were the main vehicles for the leverage problem. They
were regulated by less stringent standards than those of banks. The
nonperforming loan ratio of merchant banks, which stood at just 4.5
percent by domestic standards in 1997, rose sharply to 12.4 percent as
reassessed by global standards.
Korea was not immune to the full-blown crisis that swept Asian
countries in 1997; however, the policy responses we took became a
textbook example for many other countries. The key to Korea’s quick
recovery was our accurate diagnosis of the illness, which led to the best
14
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cure for the problem. We recognized the problem as a balance sheet
cycle; therefore, our policy was focused on restoring the banking system,
whereas many other countries at that time came up with growth-focused
measures. The Korean banking system was recapitalized and reshaped
through closures and mergers and acquisitions. A resolution trust
corporation like KAMCO was created to deal with toxic assets from
companies and banks. Insolvent companies were forced to go bankrupt
to address excess capacity. Financial supervisory and regulatory
functions, divided among different agencies and organizations, were
integrated into a single control tower agency for the entire financial
system. Thanks to these policy efforts, the Korean economy rebounded
strongly with solid growth and stability.
In 2003, another credit cycle turned in Korea, driven by a
consumer credit binge this time. Tighter regulations on corporate lending
caused a “balloon effect” that drove a surge in consumer lending. As
Korean consumers went on a credit-fueled spending binge in the early
2000s, the country’s credit card businesses grew more than 10-fold in
just two years. Back then, we did not yet have a proper risk management
system in place. As a consequence, credit card defaults sharply increased
because many were struggling to pay their debt.
Our policy response was focused on creating a new credit rating
system to assess consumers’ creditworthiness. We fostered private credit
bureaus and let them use a broader range of credit information in
addition to the data on public credit registries, which resulted in more
accurate assessments of consumer credit risks. The household
delinquency rate, which had risen sharply in the early 2000s, stayed at
steadily low levels during the global financial crisis in 2008.
In the early 2000s, another risk rose in the Korean economy amid
the global liquidity surge caused by the Fed’s monetary easing. It was a
house price bubble in the property market. Our policy measures were
intended to target speculative activities to ensure that such measures did
not have chilling effects on the wider economy. The government
introduced macroprudential measures, which targeted “problem” areas
by limiting loan-to-value ratios in 2002 and debt-to-income ratios in
2005. Although there were some micro-adjustments to take various
Strengthening the International Monetary System and International Experience in Resolving Debt Problems

45

evolving economic conditions into account, the measures successfully
curbed a rapid rise in property prices and removed most of speculative
elements from the market.
What policy implications can we draw from our past experiences?
First, credit cycles are inevitable. The key is properly managing
them. In the 1990s, when the Korean economy was growing fast, a credit
crisis was only a remote concern. Back then, we thought the corporate
sector debt-to-equity ratio of 400 percent was fine. However, it turned
into a nightmare. Still, figuring out how much debt is fine or at which
levels it starts to get risky remains an ongoing challenge for regulators.
One thing we learned from our past experience is that debt could
become risky at any level when profits fall and growth slows. Another
important challenge for us is finding the right regulatory balance to avoid
the “policy pendulum” effect. There is a tendency for regulators to set
regulations too tight after a credit cycle that they believed to have been
triggered by regulations that were too loose. However, such a drastic
policy swing could cause an unexpected shock in the macro economy.
Second, managing credit cycles is a matter of determining how to
restore the economy’s impaired balance sheet. Historically, many
countries have mistakenly confused balance sheet problems with income
statement ones, resulting in incorrect policy responses. Expansionary
stimulus alone cannot prevent a credit bust. Growth takes place only
when the balance sheet is sound. Credit-driven excess capacity is nearterm GDP positive but longer-term economic and financial system
negative. In managing credit cycles, it is important for regulators to move
swiftly in dealing with pockets of problems before the problems worsen
into “too-big-to-fail” situations.
Third, emerging countries need to manage their credit cycles
more prudently than G7 countries. The G7 countries have hard
currencies, meaning they have more room for using economic stimulus in
dealing with leverage problems. However, emerging economies cannot
fix credit cycles with more credit. It is among the perils of being a
medium-sized open economy, like Korea. Policy makers also need to be
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aware that eliminating business cycles for political gain will only lead to
more risks piling up in the economy.
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C HINA AND E MERGING M ARKET C RISIS T AXONOMY
Jonathan Anderson

15

KEY POINT: Government carve-outs and recapitalization are generally
tools for post crisis clean-up rather than crisis prevention, and this will
likely be the case in China as well (please see the corresponding
presentations, including figures and tables).
In this note we would like to examine the myth that China cannot
have a financial crisis because it can easily recapitalize banks and fiscalize
bad debt.
The idea here is simple. China is not only a closed economy; it is
also a heavily state-driven economy, and the lion’s share of the credit
stimulus boom of the past six years is little more than state-owned banks
lending to government-affiliated borrowers.
As a result, we should not be too worried about the level of
corporate debt in the system, or implied nonperforming loan (NPL) ratios.
When push comes to shove, the government can easily take bad debts
onto its own books and recapitalize banks if needed, just as it did in the
aftermath of the 1990s bubble.
This would increase the public debt ratio, but the government still
has fiscal room (and in any case effectively sets interest rates as well).
And banks’ asset quality would be made whole again, their capital would
be replenished ….
… ergo, no crisis.
Right?
Not really.
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In fact, it is not the size of outstanding debt in the economy or the quality
of assets on bank balance sheets (or, for that matter, the level of capital
solvency) that leads to a financial crisis.
Instead, it is the underlying funding risk—something that neither
government carve-outs nor recapitalization truly address. These are
measures that clean up messes, but do not inherently prevent them in
the first place.
A simple example:
To see why, consider the following massively stylized example
with three simple charts.
We start with a bank that has only two items on its balance sheet:
loan assets of 100 on one side, matched by “plain vanilla” deposit
liabilities of 100 on the other (Chart on page 4 of corresponding
presentation-see appendix).
Now let’s create a crisis scenario. Assume that the bank goes on a
huge credit binge over the ensuing five years, tripling the amount of
loans on its balance sheet and rapidly lowering the quality of those loans
as well. And assume further that only half of this binge was funded with
standard “safe” household and corporate deposits, with the rest coming
either from shady short-term arrangements with local nonbank financial
institutions or equally short-maturity external borrowing.
Now the balance sheet looks like this (Chart on Page 5).
Where is the crisis risk? It is in the circled portion of the chart
(Page 6).
As you can see, implicit funding instability has skyrocketed, as a
full one-third of the bank’s liabilities can be called at short notice,
whether because of concerns about the bank’s own ability to repay,
sudden stress in nonbank lenders, or a macro reversal of foreign capital
inflows. This is precisely what lay at the heart of every bank credit–
related emerging market (and developing market) crisis.
And now let’s imagine that the government, alarmed at the runup of debt in the economy and the associated rise in NPLs in the banking
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system, decides to take the most extreme action possible: it takes every
last loan off the banks’ books and replaces them with AAA government
bonds, that is, a 100 percent carve-out.
What does the balance sheet look like now?
As shown in the Chart on Page 7, the entire asset side has been
switched from (crappy) loans to government debt.
But does this reduce the risk of a banking crisis?
It certainly can at the margin, in the sense that NPLs and asset
quality can no longer serve as a catalyst for funding pullout. However, it
does nothing to address the fundamental problem, that is, sharply
heightened liability-side liquidity exposure. Specifically, the circled green
bar in Chart 3 is exactly the same size it was in Chart 2, and thus still
leaves the bank open to other liquidity-related shocks that can cause a
Minsky lockup.
How does this relate to China?
We have only two things to stress here.
The first is that we do not mean to imply that the Chinese
financial system today is facing the same magnitude of unstable liability
exposures we showed in the sample charts above. This is still far from the
case.
But second, nonetheless, the longer the credit and debt boom
goes on, the closer China gets to those crisis funding risks.
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RESOLVING CHINA’S DEBT PROBLEM
Markus Rodlauer and Wojciech Maliszewski

16

China’s high credit growth points to macroeconomic risks (Please see
the corresponding presentations, including figures and tables). In
response to the global financial crisis and collapse in external trade, China
deployed policies to boost domestic demand supported by high credit
growth, which averaged about 20 percent per year between 2009 and
2015—much higher than nominal GDP growth and the previous trend.
The credit-to-GDP ratio rose from about 150 percent to more than
200 percent over the same period as a result, and stood at 15–25 percent
above the level consistent with the historical trend at end-2015—a
potentially dangerously high “credit gap.” The gap is comparable to that
of countries that experienced painful deleveraging.
Credit growth in China is concentrated in the corporate sector.
The rapid increase in credit could reflect financial deepening in a fastgrowing economy. But the credit-to-GDP ratio for the corporate sector is
significantly higher in China than in countries at a similar level of
development and indeed exceeded the level typical for developed
economies. This indicates that credit growth has been faster than that
consistent with a normal path of financial deepening.
High corporate investment after the global financial crisis has
been the main factor behind sizable credit growth. Credit has financed a
broad-based scaling up of infrastructure spending and real estate
investment, which has then supported rapid development in upstream
industries such as steel, cement, and coal. In addition, corporate sector
borrowing has increased in response to growing payments arrears.
The use of capital has become less efficient, hitting financial

16

Markus Rodlauer is Deputy Director, and Wojciech Maliszewski is Senior Economist, Asia
and Pacific Department, IMF.

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

52

results. The “efficiency of credit” (incremental GDP growth relative to an
incremental increase in credit) has been declining. Growth payoffs from
additional capital spending have been falling despite the additional
borrowing to finance balance sheet expansion. As a result, the corporate
leverage ratio has been rising while returns on assets have been steadily
falling, suggesting deteriorating debt-servicing capacity. This is most
pronounced in real estate, construction, and related upstream activities.
State-owned enterprises (SOEs) have been more leveraged and
less profitable than the private sector. They have acted partly as a
conduit for policy-driven investment. Soft budget constraints (access to
cheap financing by state-owned banks underpinned by implicit
guarantees by the government) have also contributed to the large
buildup of leverage in SOEs. IMF staff estimates suggest that implicit
guarantees translate to a 4–5 notch upgrade in credit ratings, and appear
to lower borrowing costs by about 1–2 percentage points. Because
borrowing costs are not commensurate with returns and risks, they
distort the allocation of resources and promote inefficiency.
Banks’ credit quality has been deteriorating accordingly.
Reported nonperforming loans and special mention loans have been on
the rise, although still remain low (at about 5½ percent of total loans) and
manageable given banks’ buffers. However, IMF staff estimates based on
corporate data suggest that potential “debt at risk” amounts to
15½ percent of the total corporate loan portfolio, which could yield an
estimated potential loss of about 7 percent of GDP when applying a 60
percent loss ratio on these loans (see the April 2016 Global Financial
Stability Report for details).
The authorities recognize the problem and are developing plans
to tackle it. They have announced reductions of 10–15 percent of existing
capacity in coal and steel over the next three to five years, together with
a RMB 100 billion restructuring fund to absorb the welfare costs for an
expected 1.8 million laid-off workers, signaling firm intent to reduce
excess capacity and restructure the economy. But the focus on
operational restructuring in overcapacity sectors is too narrow, and little
progress has been made in recognizing and sharing the burden of losses
in the financial system. In addition, overall progress in SOE reforms has
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been slow, and the current approach does not address the issue of
tightening budget constraints given that implicit guarantees are still in
place, and promoting mergers and acquisitions among stronger and
weaker SOEs does not help in imposing financial discipline. Cases of minidefaults among Chinese firms have been rising, but corporate debt
workouts are currently handled on a case-by-case basis and do not seem
to promote corporate restructuring.
China needs a comprehensive, proactive strategy to address the
debt problem. Key elements should include the following:


Identify companies in financial difficulty (triage). This could be done
through a market-based approach (driven by creditors) or by a setting
up a separate entity vested with sufficient legal and political powers
(driven by the government).



Loss recognition. Proactively recognize losses in the financial system
through an enhanced supervisory and regulatory framework.



Burden sharing. Once the losses have been recognized, they have to
be allocated among the indebted firm, its creditors, and local and
central governments. This should consider moral hazard (imposing
costs on those whose decisions led to the losses), capacity to repay,
and social consequences. Mechanisms should be developed to
facilitate debt workouts (for example, debt for equity conversions).



Corporate restructuring. Corporate restructuring and governance
reform—particularly in SOEs—must also be a part of the process.
Otherwise losses will resume.



Hardening budget constraints. Additional measures (for example,
regulatory reforms, particularly in the bond market) are needed to
harden budget constraints of firms, and in particular to remove
implicit guarantees.

Supporting policies are also needed for successful corporate
restructuring, including the following.


Enhancing the legal framework. A long-term goal is to improve legal
institutions to handle insolvencies. But large-scale and expedited
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restructuring requires out-of-court mechanisms to complement the
existing framework.


Minimizing the hit to near-term growth and employment (and helping
those that are affected). Corporate restructuring will have short-term
economic costs. These costs will ultimately be offset by activity and
employment created in new sectors, but supportive mechanisms to
facilitate this transition—such as strengthening the social safety net,
retraining, and easing restrictions on migration—are needed.



Improving local government fiscal discipline. Boundaries between
public and private debt are blurred. Local governments have been
borrowing off-budget through local government financing vehicles,
which are nominally part of the corporate sector, but in reality they
are part of the public sector. Local governments still face incentives to
engage in such off-budget activity.

The enhanced debt-restructuring strategy could be deployed on
a pilot basis involving a small number of SOEs in a sector with clear
overcapacity and experiencing diverse degrees of distress. The pilot could
be based on a predominantly out-of-court approach, conducted under
the oversight of a SOE restructuring task force consisting of the relevant
institutions for corporate debt restructuring and using independent
expert valuations. Once the target enterprises are selected, the pilot
could proceed according to the following steps:


Determining fair value of claims held by major creditors of the target
enterprises by the China Banking Regulatory Commission, reflecting
the losses in the banks’ books.



Debt workouts. Two alternative approaches could be considered: (1)
sale of the loans, at fair value, to a newly established asset
management company; or (2) establishment of a creditor committee
by the relevant banks.



Restructuring or resolution of the target enterprises. Restructuring or
resolution should be based on the assessment of the asset
management company or creditor committee on the viability of each
target enterprise.
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Transfer of claims and ownership. Equity acquired by banks in debt
workouts could be sold to private investors or to SOEs with the
appropriate governance mechanisms.



Assistance to laid-off workers, using the restructuring fund.

The proactive strategy would have short-term costs, but these costs
would be more than offset by longer-term gains. The IMF staff’s
illustrative scenarios suggest that the short-term growth slowdown is
mainly driven by output and employment cuts in overleveraged and
overcapacity industries. This, however, gradually gives way to higher
production and employment as labor is reallocated elsewhere, partly to
services. The reallocation produces higher and more sustainable growth
in the future, with less investment and credit, but higher total factor
productivity growth. The simulation shows that growth in the proactive
scenario will temporarily dip to 6 percent by 2017 (which would be 5½
percent excluding some assumed high-quality fiscal stimulus), but will then
pick up and maintain a rate of 6.5 percent in the medium term. The credit-toGDP ratio would stabilize in the short term, while gradually declining to more
sustainable levels in the medium term.
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A F EW T HOUGHTS ON “D ELEVERAGING ”
Ma Jun17

Key points: (1) The very high and rising leverage ratio in China could
increase the probability of financial stress. (2) The main reason for these
developments is that a large share of credit has been taken up by the real
estate sector and by state-owned enterprises. (3) To address the real
estate issues, it is imperative that the real estate tax system be reformed.
(4) Also, to avoid systemic risks in the banking sector, it will be critical to
harden the budget constraint of state-owned enterprises and local
government financing platforms (please see the corresponding
presentations, including figures and tables).
The very high and rising leverage ratio among Chinese enterprises
will increase risks in the economy as well as the probability of stress in
the financial system. There is a growing consensus among Chinese and
international academics that this is indeed a major challenge China is
facing. There are two main reasons behind the rapid rise in China’s
leverage ratio over the past decade or so: the first is the rapid expansion
of the share of the real estate sector in the economy and very fast rise in
housing prices; the second is that state-owned enterprises, including local
government financing platforms, are taking up too large a share of credit,
reflecting soft budget constraints.

T HE O RIGIN OF H IGH L EVERAGE AS S EEN IN THE D ATA ON
THE S ECTOR -B ASED L EVERAGE R ATIO AND THE U SE OF
C REDIT

17

MA Jun is Chief Economist at the Research Bureau, People’s Bank of China. The views
expressed in this article are those of the author and do not represent the views of any
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A variety of data and analyses have shown that the excessive
development of the real estate sector and the inefficient use of
significant financial resources are the main contributors to the high and
rising leverage ratio of Chinese enterprises.
According to our estimate, in 2014, the asset-liability ratio of real
estate developers was approximately 70 percent. The asset-liability ratio
of state-owned enterprises was approximately 65 percent. Both were
significantly higher than the asset-liability ratio of other enterprises, that
is, non-real-estate, privately owned enterprises, which stood at
approximately 40 percent. In addition, the balance of RMB loans held by
financial institutions, including real estate development loans, individual
housing loans, and low-income housing development loans, accounted
for only 2 percent of the total loan balances held by financial institutions
in 1988. But the ratio gradually increased to 25 percent by 2015.
According to another estimate, the outstanding amount of loans and
bonds for state-owned enterprises and state-owned holding companies
stood at 37 trillion RMB at the end of 2015, accounting for 27 percent of
the outstanding amount of loans and bonds in total social financing (TSF).
Data from the Ministry of Finance show that between 2013 and 2015, the
total liability of state-owned enterprises rose by 33 percent, much faster
than the 21 percent growth of outstanding liabilities in aggregate TSF.
According to our preliminary estimates, credit to the housing
sector and state-owned enterprises together account for about 50
percent of total credit, while the two sectors only contribute about 30
percent of GDP.

How Housing Prices Have Raised the Leverage
Ratio According to the Quantity Theory of Money
From the perspective of the quantity theory of money, which explains the
relationship between money and prices, most people generally use the
function MV = PY to do the calculation, where M is M2, V is the velocity
of money, P is the GDP deflator, and Y is real GDP (value added in goods
and services). Because the growth differential between the calculated M2
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and PY is excessively large (about 6 percent annually over the past 10 or
more years), it can only be explained by the unexplainable “declining V.”
However, the choice of indicators in the above function is probably a
misunderstanding of the quantity theory of money. The original purpose
of the quantity theory of money was to find an indicator for economic
activity that can explain the demand for money. The indicator should be
“transactions that require the support of the monetary medium,” rather
than value added in production activities or GDP.
As a matter of fact, over the past decade or more, transactions
that require the support of the monetary medium have not been limited
to transactions in goods and services. They have increasingly included
asset transactions such as real estate transactions. These include
secondary market property transactions, which create very little GDP but
nonetheless require significant amounts of money. In addition, if money
supports transactions rather than GDP, then the price (P) used in the
quantity theory of money should be the prices of transactions, including
goods, services, and assets. This price (P) should be different from the
GDP deflator currently used.
To fully reconstruct the calculation method of the quantity theory
of money, we must create a new time series T (quantity of transactions)
and a new deflator, which includes price indices for goods, services and
properties. Sufficient data to construct T are lacking, but constructing a
new deflator that includes real estate prices is relatively easier. We
construct a new deflator with 10% weight for a comparable housing price
indicator (provided by the Tsinghua University Henglong Real Estate
Research Center) and 90 percent weight for the original GDP deflator.
Calculating the growth differential between M2 and new nominal GDP
(using the new nominal GDP growth rate calculated by the new deflator),
we find that the M2-nominal GDP growth differential decreases by 35
percent from the previous calculation. In this sense, housing prices alone
can explain about one-third of the rise in the leverage ratio in China.
From an intuitive perspective, against the background of a significant rise
in housing prices, money supply has to rise sharply to meet the need
arising from real estate transactions.
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H OW

TO

D ELEVERAGE

IN THE

R EAL E STATE S ECTOR

An important reason that the leverage ratio in China remains high and
continues to rise is that too much credit is going to the real estate sector.
In addition, the housing-price-to-income ratio in urban China is nine
times, which is the highest among major countries and far higher than
that in the United States, where the ratio is four. China’s real estate
enterprises leverage ratio is also significantly higher than that of similar
enterprises in many other countries. What is even more worrisome are
the demographic prospects in China. Given China’s demographics, in the
next three decades, housing purchases due to household formation will
continue to decline. The gradual contraction of demand will make
leverage in the real estate sector even more risky.
In Germany, two sets of policy tools played an important role in
preventing excessive real estate sector development and excessive use of
leverage. The first was taxation. Germany imposed a 15 percent capital
gains tax, a 3.5 percent transaction tax, and a 1.5 percent property
holding tax for real estate transactions. The high tax burden effectively
suppresses investment and speculative real estate investment and, by
suppressing demand, prevents housing prices from rising too fast.
Therefore, over the past two decades, housing prices largely rose in line
with Germany’s consumer price index (CPI). In China, however, over the
past 10 years, the annual rate of comparable housing price increases in
large and medium-sized cities exceeded that of the CPI by 11.5
percentage points, on average. The second tool used by Germany has
been to strictly impose a mortgage down payment ratio (LTV ratio). Partly
because of the implementation of these real estate policies that are
aimed at controlling bubbles, the ratio of M2 to GDP in Germany is less
than 90 percent，substantially lower than China’s 206 percent.
Implementing a set of German-style policies requires great
determination. Although these policies may help avoid real estate
bubbles and reduce financial risks in the medium and long terms, in the
short and medium terms, they may create downward pressure on
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economic growth. Some local governments, developers and property
owners will likely oppose such policies.

How to Lower Leverage in State-Owned Enterprises
There are two issues in deleveraging in the state-owned enterprise
sectors: reducing excess debt stock and controlling debt growth. With
regard to existing debt stock, the problem is how to dispose of debt
already incurred by many local government financing vehicles (LGFV) and
state-owned enterprises. In the short term, one solution is to transfer the
leverage to the government, that is, to convert part LGFV’s debt and debt
of state-owned enterprises into formal government debt. This will not
lower the country’s overall leverage ratio, but transferring part of the
enterprises’ debt to the government will lower systemic risks because
government debt levels are still moderate.
Specifically, reducing the existing stock of debt should include the
following:


Allowing some zombie companies to go bankrupt and banks to write
off the corresponding debt;



Market-based debt-to-equity conversions;



Setting up asset management companies within the banking system;



The establishment of additional asset management companies by the
government; and



Lowering corporate taxes.

A more important and more difficult problem is how to prevent LGFVs
under new disguises and state-owned enterprises without hard budget
constraints from taking on new debts, hence renewing the rise in
leverage and financial risks, after the existing stock of debt is disposed of.
To root out the problem, the issue of soft budget constraints must be
addressed. To enforce hard budget constraints, it will be important to
address the following issues head on:
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Promote state-owned enterprise equity structure reform;



Increase the transparency of local government finances;



Allow some state-owned enterprises and local government financing
platforms to default under the condition of no systemic risks; and



Ensure that the rating companies’ bond ratings reflect credit risks.
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D EALING WITH C HINA ' S D EBT C HALLENGE
WANG Tao18

Almost everyone is concerned about China's debt problem (Please see
the corresponding presentations, including figures and tables). We
estimate that China's total non–financial sector debt stood at 260
percent of GDP as of 2015, but it is the rapid increase of leverage that is
most worrying for investors—China's debt-to-GDP ratio rose by almost
100 percentage points since the global financial crisis. Despite the
government's call to reduce leverage, China's debt continues to grow
rapidly and is expected to rise by another 20 percentage points of GDP in
2016. Before long, the debt-to-GDP ratio could exceed 300 percent.
While leverage in the household sector is modest and overall government
debt is moderate, China's corporate sector is among the most levered in
the world, with debt totaling more than 150 percent of GDP. As debt has
risen rapidly to such a high level, the overall interest burden in the
economy has increased substantially in recent years even as nominal GDP
growth slowed, implying declining debt-service ability.
Why has China's debt grown so rapidly in recent years? One of the
strongest bull arguments on China's debt sustainability has been that
debt has been used to finance investment and build assets, unlike in
many other countries where debt was used to finance consumption or
welfare. However, this argument is only valid if debt is used to finance
productive investment and productive assets are effectively deployed.
In the case of China, investment indeed rose as a share of GDP
since the global financial crisis, as the government sought to boost
domestic demand to offset external shocks with credit-fueled
investment. Over this period, China's investment became more credit
intensive for a couple of important reasons: (1) the share of public
investment rose as corporate investment slowed, and public investment
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is almost 100 percent financed by debt; and (2) as corporate sector
earnings dropped, corporations had to rely more on external financing
from the financial sector rather than on their own retained earnings to
fund both investment and working capital for daily operations.
However, debt and investment have increasingly gone into
nonproductive sectors. In recent years, nonproductive assets such as real
estate and construction rose much faster than manufacturing or
industrial assets, and they were funded by even faster debt growth. In
the industrial sector, while assets also rose rapidly, returns on assets
have been declining, resulting in growth that is more dependent on debt.
One reason is perhaps the inefficient allocation of financial resources—
debt in the less-profitable state-owned enterprises rose much faster than
in non–state-owned enterprises, and excess capacity sectors continued
to occupy resources. In addition, while public investment in infrastructure
may generate returns in the long term, it does not generate cash flow in
the short term, which means that the government needs to raise more
debt to continue to finance public investment year after year.
The increasing need to finance interest payments on existing debt
has been another contributing factor to the recent rapid increase in debt.
As corporate profitability and cash flows weaken, many companies do
not have enough cash flow to pay interest and have to borrow for such
purposes. UBS bank analysts have shown that nonfinancial A-share
companies whose earnings before interest, taxes, depreciation, and
amortization cannot cover their financing costs accounted for 11.7
percent of total nonfinancial A-share liabilities as of the first half of 2015.
A similar study by the IMF more recently put this ratio at 15.5 percent.
We estimate that about 10 percent of new debt in 2015 was used to
service interest payments.
As alarming as the above trends may sound, China's high domestic
savings, extensive government ownership of the financial sector, and
controls on capital outflows mean that China's debt is mainly financed by
domestic savings and that banking sector liquidity is not yet an issue. The
official loan-to-deposit ratio is below 70 percent and the adjusted loanto-deposit ratio (adjusted for banks' off–balance sheet credit and wealth
management products) is still significantly below 100 percent. This means
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banks, which dominate China's financial sector, are less vulnerable to
credit market volatility and can continue to fund the credit cycle despite
the high level of debt.
However, there are worrying developments that may increase the
risk for the financial system: (1) rapid growth in shadow credit often
designed to hide loans and/or nonperforming loans; (2) overly broad
implicit guarantees are encouraging excessive risk taking and excessive
credit risk; (3) large capital outflows are reducing domestic liquidity
buffers, and the pressure will remain as the government seeks to
liberalize the capital account and push for RMB internationalization; (4)
reluctance to restructure corporate and bad debt, leading excess capacity
sectors to continue to occupy financial resources; and (5) increased moral
suasion on banks to continue to lend, weakening their commercial
independence and risk management.
How can China contain the rising leverage? Stabilizing nominal
GDP growth (the denominator) is obviously important. Measures include
increasing fiscal spending, cutting taxes for labor and small businesses,
improving the social safety net, and allowing for accommodative
monetary policy. Stabilizing and reducing the debt (the numerator) is also
important. Measures should include reducing financing costs by lowering
interest rates, developing the bond market, and using the policy banks
more. Debt restructuring such as local government debt swaps and
corporate debt restructuring is also important. It is important to balance
the need to deleverage and the need to stabilize growth, ensuring
adequate liquidity but also preventing credit growing too rapidly. In
addition, to keep liquidity at home and reduce systematic financial risk,
the Chinese government will need to manage capital flows more closely
and act to prevent the spillover of credit events through the interbank
system.
Among the above measures, the most difficult but arguably most
important one is corporate debt restructuring—closing "zombie"
companies and reducing excess capacity while writing off their bad debt
is critical. Debt restructuring should not be just about lowering corporate
debt and making banks' balance sheets look better. It is also about
exercising market discipline, reducing moral hazard, and allowing for
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market clearance so that good companies can be more profitable and
would want to invest again.
It may be important to reexamine the calls from various
authorities and academics to "increase the support of financial sector to
the real economy," including through financial liberalization and
innovation. Since the main role of the financial sector is to provide
financing for the real economy, increasing "support" means providing
more credit (debt) to the real economy, that is, to increase leverage.
Considering that China's non–financial sector debt (provided by the
financial sector) has increased by almost 100 percentage points in the
past seven years and already reached 260 percent of GDP, one could
argue that China's financial sector has provided more than enough
support to the real economy. It is perhaps time for China to stabilize the
debt situation and contain the rapid increase of leverage, and to focus on
structural reforms and clean up bad debt and "zombie" companies
instead of focusing on ways to raise more debt. Financial liberalization
and innovation can help prolong credit cycles by providing new channels
for supplying debt, but it cannot solve the underlying issues of resource
misallocation, excess capacity, and stagnation in productivity gains. At
the end, hardening budget constraints and structural reforms are more
critical than finding yet new ways to finance the same structure.
In recent months, investors have been concerned about China's
corporate bond market selloff. Bond market yields dropped and credit
spreads tightened last year when interest rates fell and the stock market
corrected. More recently, as expectations for monetary policy changed
and credit defaults increased, bond yields rose and the credit spread
widened. Given the widely known implicit guarantees in the corporate
bond market, corporate bonds have rarely defaulted in China. The recent
increase of defaults is perhaps a small step toward more normal market
conditions, which should help the bond market to better price risks in the
future.
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CORPORATE DEBT RESTRUCTURING: BEST
PRACTICES AND INTERNATIONAL
EXPERIENCES
Sean Hagan and Jose Garrido19

Summary: This presentation focuses on best practices in corporate debt
restructuring and how these best practices may be incorporated in China
(Please see the corresponding presentations, including figures and
tables). The presentation is divided into three parts: the first part sets the
foundations of the debt restructuring framework as applied to ordinary
cases of companies in crisis. The second part explores the changes to this
ordinary framework in crisis situations or situations of generalized
corporate debt overhang. The last part looks at the Chinese environment
and provides some suggestions for addressing corporate debt
restructuring.

A. The ordinary framework for debt restructuring is based on insolvency
as a collective enforcement mechanism for creditor rights. The
insolvency system seeks to maximize the value of the insolvency estate,
benefiting the creditors and the economy in general. The ordinary
insolvency system is based on rehabilitation of viable enterprises and the
liquidation of unviable ones. The decision to rehabilitate or to liquidate
should be made by the creditors on the basis of an assessment of the
viability of the business. The key principle is that creditors should receive
more under a rehabilitation plan than what they would receive in the
liquidation of the enterprise. Participants in the rehabilitation process are
protected by important safeguards: respect of the creditors’ hierarchy,
the existence of accurate information, the professional valuation of
assets and projections, and the general oversight by the court.

19

Sean Hagan is Director, and Jose Garrido is Senior Counsel, Legal Department, IMF.

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

67

A rehabilitation plan may contain not just financial restructuring
elements (debt reduction, debt rescheduling, debt conversion), but also
operational restructuring elements, which may refer to any aspect of the
business enterprise (including the sale of business units, changes in
management, or the adjustment of workforce levels). A plan may also
include a debt to equity conversion: it is crucial that the debt to equity
conversion proposal be based on a valuation conducted by a
professional, under the control of the court. If the value of the liabilities
exceeds the value of the assets, essentially the shareholders have no
value in the company, and the creditors may decide to convert their
claims into shares, provided the business is viable and will generate a
better return than liquidation of the company.
Liquidation performs a useful economic function: liquidation may
consist in the sale of separate assets, but also in the sale of business units
or the whole enterprise. In this way assets are redeployed to more
productive uses, and creditors receive the proceeds of liquidation
according to their position in the ranking (that is, the priority of secured
creditors is respected).
The ordinary debt-restructuring system is based on an efficient
institutional framework comprising the courts and the insolvency
administrators. The system needs clearly defined roles and accountability
for its actors.

B. In the case of a systemic corporate debt overhang, the debtrestructuring system needs to be enhanced. A situation of systemic debt
overhang results in diminished economic growth and reduces the credit
supplied by banks. This generates a vicious circle, with nonperforming
loans and an absence of credit reinforcing each other, and the end result
may be a financial crisis and a corporate crisis. The ordinary framework is
not sufficient to address this problem: the high number of cases
overloads the courts, and the depressed price of assets results in market
failure, freezing the conduct of economic operators who wait for the
situation to improve.
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Experience recommends that an enhanced debt restructuring framework
be established, with the active participation of the state, to address the
problem of systemic corporate debt overhang. The enhanced debtrestructuring framework should be part of an overall strategy, and should
include the following key features: coordination between relevant
agencies, sometimes through the establishment of a centralized agency
or task force; support by the state of the debt-restructuring mechanism;
introduction of positive and negative incentives (carrots and sticks)
designed to ensure that companies and banks engage in restructuring
(these include supervisory measures to force debt write-downs, tax
incentives, and the threat of insolvency for the debtor); and provision of
professional mediation services. In any case, the design of the enhanced
debt-restructuring system depends on the circumstances of each
particular country, as illustrated by the experience of the Asian crisis in
the late 1990s, or the more recent European crises. The most important
point is that the state does not determine the outcome of the debtrestructuring negotiations: it only creates the incentives (carrots and
sticks) and the framework for negotiation. Outcomes should be driven by
the commercial principles that underline the ordinary debt-restructuring
framework (that is, value maximization and assessment of the viability of
the company on a company-by-company basis). In addition, the
enhanced debt-restructuring system may rely on the general system to
bind minority creditors to a rehabilitation plan.
The enhanced debt-restructuring system may include some
additional features, such as a role for the state as lead creditor. The state
may adopt such a role as a result of the acquisition of claims, especially
through an asset-management company, or indirectly, as a result of the
state recapitalization of banks.
There are multiple benefits that derive from establishing an
enhanced debt-restructuring framework: sustainable restructurings, both
financial and operational, are instrumental in the recovery of companies;
restructured loans become performing loans; and, if the framework is
sufficiently predictable, it helps to develop a distressed debt market,
allowing banks to transfer their nonperforming loans to specialized
entities, reducing the nonperforming loans in the banking sector.
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Nonviable companies are liquidated and their assets are redeployed to
more productive sectors in the economy. However, a minimum degree of
economic stabilization and prospects for growth are needed for creditors
to make an informed assessment of the prospects of businesses.

C. Best practices in corporate debt restructuring can provide useful
suggestions for China. Best practices, including experiences in enhanced
frameworks for systemic debt overhang, have been incorporated in
different countries with a variety of approaches, depending on the
circumstances of each economy. There are some fundamental principles,
however, that can be taken into account for the implementation of debtrestructuring mechanisms in China.
First, the assessments of viability need to be made on the basis of
commercial principles, especially when both the creditors and the debtor
are state owned. While the state can play an important strategic role in
identifying excess capacity levels in certain sectors, the downsizing of
capacity should be done according to assessments of viability that are
conducted enterprise by enterprise. The process needs to be founded on
credible valuations and technical restructuring expertise, as provided by
independent specialists. Finally, assessments of viability should be based
on hard budget constraints; there should be no assumption of unlimited
state support (guarantees or subsidies).
Restructuring operations must be based on plans designed by
professionals and be based on credible viability assessments. Where
state-owned banks consider debt write-downs in the context of
restructurings, international experience provides guidance as to how the
relevant officials can be protected from civil or criminal liability in
circumstances where their decisions are based on viability assessments
that, in turn, are based on professional valuations. While the Chinese
insolvency framework is broadly in line with international best practices,
the judicial capacity to deal with a large-scale corporate debt overhang is
limited. If restructuring processes are conducted out of court, the same
requirements for viability assessments and preparation of plans by expert
professionals should apply. Regarding the overall effects of the
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restructuring process, the restructuring and liquidation of enterprises will
result in worker layoffs, and this problem needs to be addressed by
developing a dedicated strategy for reemployment.
Regarding the final ownership of enterprises, there is a broad range of
possible outcomes: debt to equity conversion is one of the possibilities,
but shares of nonfinancial companies cannot remain indefinitely on the
balance sheets of banks. The restructuring may also result in a merger or
a sale of the enterprise to private investors. Alternatively, the state may
remain the owner of certain enterprises after restructuring the debt.
However, in those circumstances, it would be necessary to engage expert
professionals to restructure the enterprise operations and manage them
to ensure long-term viability. A credible governance framework would
need to be established to ensure that the restructuring objectives are
achieved. Finally, if asset-management companies become owners of the
restructured enterprises, they should also implement operational
restructuring plans, but they should dispose of the enterprises within a
specified time horizon.
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SESSION II
I NTERNATIONAL E XPERIENCE IN
R ESOLVING D EBT P ROBLEMS AND
D ELEVERAGING
Part III: Local Government Debt
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P OLICY R ECOMMENDATIONS ON R ESOLVING RISKS IN
L OCAL G OVERNMENT D EBT
WEI Jianing20

This article examines and compares different approaches used in other
countries to address risks associated with local government debt (Please
see the corresponding presentations, including figures and tables). It
recommends a comprehensive “package” program for dealing with such
risks in China, including short-term tactics for responding to crises,
medium-term arrangements for resolving them and long-term reform
strategies for preventing such risks.

S HORT T ERM T ACTICS
A. P UB LI S HI N G

A UDI T R ES UL T S AN D C H AN N E LI N G P UB LI C P R ES SU R E

DO W N W A R D

International experience demonstrates that most debt crises occur due to
information being concealed and that the process to resolve them usually
starts from the disclosure of information.
Currently, audit findings are made public in a somewhat limited
fashion, with only aggregate national and provincial/municipal data being
released, whereas detailed data from sub-municipal levels are not, which
impedes the necessary public pressure from reaching local governments.
For this reason, we recommend that further steps be taken to
publish specific data on municipal debt, thereby channeling to the local
government the pressure of public opinion now borne by the central
government, in order to enhance the discipline imposed by the public
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and the market on local government debt, especially in heavily indebted
regions.

B. E ST A B LI SHI N G A D E BT M AN A G E M EN T CO M MI S S I O N
T O D EA L W I T H UN EX P E C T E D RI SK S

21T O

B EGI N

It is recommended that a “Local Government Debt Risk Management
Commission” be established under the State Council, composed of
representatives from the Ministry of Finance, the People's Bank, the
State-owned Assets Supervision and Administration Commission (SASAC),
the National Development and Reform Commission (NDRC) and the
financial regulatory authorities as well as experts and scholars in the
related fields. The Commission should be charged with addressing
localized emergencies that may take place in the near future, mitigating
risks in the medium-term, and developing long-term strategies to
eliminate the root causes of the problem.
More specifically, the functions of the Commission should include
assessing the risks in local government debt and determining whether or
not emergency rescue will be provided to a local government in distress,
and, if yes, how. In addition, the Commission will also be responsible for
controlling the aggregate amount of debt issued by local governments
when issuance is authorized, and for handling the approval process and
supervision, including with regard to the truth in information disclosure.

C. S ET T I N G

UP R I SK DI SP O SA L FU N D S A N D RAI SI N G B AI LO U T F UN DS
FR O M M UL T I P L E SO UR C E S

It is recommended that a “Facility for the Disposal of Risks in Local
Government Debt” be established under the Local Government Debt Risk
Management Commission, with multiple sources of funding, including the
use of available fiscal surpluses, transfer payments, liquidation of stateowned assets, central bank loans and issuance of bonds guaranteed by
21
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the central government. The Facility will be used primarily for providing
temporary relief loans, fiscal aid and incentive for debt reduction to local
governments in distress or with a high level of risk.

D. D EV I SI N G

CO N T I N G EN C Y P L AN S A N D D EV ELO P I N G G UI D ELI N ES O N

CR I SI S R E LI E F

It is recommended that emergency response plans be drawn up
expeditiously with regard to risks in local government debt, laying out the
related basic principles, approval procedures and specific methods. In
this regard, relief funds should be used as leverage to demand that local
governments in distress rectify their behavior, reach quantitative goals,
engage in reforms and undergo debt restructuring. It is also important to
develop relevant road maps and timetables and follow up and monitor
how plans are implemented.

E. D E T ER MI N I N G

T H E N A T UR E A N D D EG R E E O F RI SK S AN D A DO P T I N G
DI FF E R EN T AP P R O A C H E S A C CO R DI N G LY

International experience shows three models which can be employed to
address risks in local government debt.


The “deposit insurance model” (or the model adopted for the city of
Yubari, Japan) may be emulated for situations where debt indicators
have exceeded the established threshold but where a debt crisis has
not yet occurred. This entails early intervention on the part of the
Commission, which will, with an emphasis on self-responsibility,
require that “fiscal restructuring” be carried out in heavily indebted
localities. The local government concerned will be called upon to
formulate a restructuring plan, which will be submitted to the
Commission for approval. After approval is granted, the plan will be
implemented by the local government concerned which will be
monitored by the Commission. The Commission may provide
appropriate rewards to those localities that are able to accomplish
the fiscal restructuring on schedule.



The “IMF model” may be followed for localities where a debt crisis
has erupted but where no systemic risk exists. This means that the
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Commission promises to provide the necessary bailout but at the
same time puts forward a series of measures aimed at rectification,
requiring that the local government concerned achieve phased
targets set by the central government within prescribed time limits.
Failing to do so will prevent the former from receiving or continuing
to receive bailout funds.


The model used during New York City’s fiscal crisis during the 1970’s
can be copied when dealing with situations where a serious debt
crisis has been going on and may lead to systemic risk. This requires
declaring a “state of fiscal emergency” and taking over by the
Commission if important functions including financial operations,
hiring and firing of personnel and administration. It also involves the
formation of a “debt restructuring team” to serve as the “receiver”
that is solely responsible for related matters such as emergency
response and debt restructuring, until after the crisis has subsided,
when the relevant powers are gradually returned to the local
government concerned.

M EDIUM -T ERM A RRANGEMENTS
The current risks arising from local government debt have a myriad of
complex causes. Looking upon the risks from a purely fiscal point of view
and dismissing them all as “contingent liabilities” will likely lead to
financial crisis. On the other hand, treating them merely from a financial
point of view and classifying everything as “government debt” may very
well lead to a fiscal crisis. Therefore, it is important that the crosssectoral Commission develop a unified “package” solution covering both
the fiscal and financial aspects and come up with “medium-term plans”
for gradually resolving all existing risks within a five-year period.
On one hand, a number of measures can be taken with regard to
local government funding sources:


Efforts need to be made to accelerate the reform of tax system. Fees
should be replaced with taxes as soon as possible. All-in budget
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management should be practiced. Major revenue sources for the
local government should be cultivated. These will enhance the
financial autonomy of local governments.


Transfer payments must be regularized by reducing special transfer
payments while increasing general transfer payments, by establishing
horizontal transfer payments, and by making such payments more
regularized, formula-based and transparent, in order to enhance the
capacity of local government to make fiscal decisions.



Regular channels for raising debt by local governments should be
developed so that they are able to obtain financing from capital
markets in ways that are open, transparent and independent. These
will be official and established, rather than by avoiding existing rules
(that is through the backdoor). gray-market, avenues. Make existing
debt more liquid through asset securitization and bring hidden debt
out into the open, in order to enhance liquidity, avoid insolvency and
reduce banking risks.



Various financing platforms of local governments should be screened
and regularized. The ones that are more oriented towards providing
public good but with lower profitability should rely mainly on issuing
municipal bonds and receiving loans from policy banks, while all
others should be transformed into joint-stock companies as soon as
possible and should rely primarily on issuing corporate bonds and
obtaining loans from commercial banks.



It is worth emphasizing that one of the best options for resolving the
risks associated with local financing platforms may be attracting
private capital into such fields as municipal construction through the
use of public-private partnerships (the so-called “PPP model”). At the
same time, attention must be paid to avoid its “double-edged sword”
effect, as the PPP will not completely free the government from debt
repayment obligations if the government still controls who the
customers are, what services are provided and how much are charged
for them. The PPP only stretch the time period of repayment
obligations and make the debt more implicit. Its long-term risks must
not be overlooked.
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Due to China’s low level of external debt, one possible way to help
alleviate the local government debt risk in our country is allowing the
purchase of publicly offered municipal bonds by foreign investors
through the Qualified Foreign Institutional Investor (QFII) scheme.
This new way to attract foreign investment can win valuable time for
defusing the local government debt problem.

On the other hand, risk mitigation can be approached on the side of
financial institutions:


The process of “de-nationalizing” state-owned banks should be
continued by reducing as soon as possible the stakes held by all levels
of government in commercial banks, until a full exit is completed. This
will serve to prevent related transactions within the government (i.e.
various government entities, due to the shares they hold of
commercial banks and the control they have over the hiring and firing
of commercial bank executives, can and do order these banks to
make loans to government projects), thus eliminating the main cause
of local government debt risk.



The State Development Bank should be allowed to return to its policy
role, becoming again a policy-oriented financial institution
specializing in making loans to the financing platforms of local
governments. As their source of funding is different than regular
commercial banks, policy banks generally do not face issues such as
mismatched maturities and costs between deposits and loans and
those between borrowings and investments. Therefore, they can
avoid potential risks faced by commercial banks that have to lend to
platforms of local governments.



Under certain conditions, non-performing loans at banks arising from
local governments should be stripped and passed to asset
management companies, who will try to recover them or dispose of
them by using the market. Commercial banks with too many nonperforming loans and are too hopeless to rescue should be allowed to
go bankrupt, provided a deposit insurance system has been
established.
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Finally, pilot projects should be conducted on securitization of local
government debt. Assets can be made more liquid from both the
fiscal and the financial perspectives (local government debt and bank
loans both get securitized), so that the liquidity risk faced by
commercial banks is dispersed and reduced.

L ONG T ERM S TRATEGIES
In modern market economies, there are usually three mechanisms for
controlling local government debt. One is top-down debt management.
Another is market discipline from investors, intermediaries and rating
agencies. The third is bottom-up democratic supervision


A framework must be put in place for the central government to
manage local government debt, including risk monitoring indicators
and an effective regulatory regime, preferably (as in countries like
Japan) separating fiscal affairs of the central government from those
of the local government, with a specialized agency independent from
the central government responsible for the supervision of local
government debt.



Local governments should be permitted to issue municipal bonds in
the capital markets in an open, independent manner so as to form a
market discipline mechanism involving credit rating agencies,
financial intermediaries and investors.



Finally, the fundamental strategy for treating local government debt
risk lies in creating local fiscal autonomy, establishing mechanisms of
self-discipline and building a “firewall” among various levels of
government. Specific measures include: strengthening local
legislature’s supervision and control of local debt financing;
enhancing checks and balances offered by the local treasurer versus
the local chief executive; introducing a democratic voting mechanism
on issuance of local government bonds; and setting up arrangements
for the resolution of municipal bankruptcies.
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In short, the risks in local government debt did not just appear overnight
and their causes are complicated. It is therefore ill-advised to adopt a
laissez-faire approach or act in a rash and impatient manner. The solution
must cover both the short term and the long term and target both
tactical and strategic issues.

T HE C HINESE V ERSION OF QE I S I MPERATIVE , B UT T HREE
C RITICAL T HINGS M UST B E D ONE R IGHT .
In 2015, the Ministry of Finance granted debt replacement limits totaling
3.2 trillion yuan to local governments in order to ease their refinancing
pressure. In our opinion, it is necessary to implement the “Chinese
version of QE” – the central bank forcing local government into reforms
by purchasing municipal bonds from financial institutions - but three
critical things must be done right.


The first is for the fiscal authorities to properly manage the debt
replacement process. When allocating debt replacement limits, it is
very important to not yield to the “squeaky wheel gets the grease”
effect! Instead, the sole criterion must be that the allocation is good
for achieving reform! State-owned enterprises that are more
successful in carrying out reforms, in restructuring state-owned
assets, in improving fiscal transparency, and in preparing and
disclosing their balance sheets should be allocated larger limits.
Smaller or no limits should be given to those that are less successful
in the above-mentioned aspects, so that they are forced to do a
better job carrying out reforms.



The second thing is for financial institutions to play their role, i.e. the
role of the market, in the right way. Financial institutions and
investors, when purchasing local government bonds, must also act in
the interest of advancing reform, with their purchasing decisions
based solely on whether and how vigorously the government
concerned is pushing for reform.
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Finally, the central bank must make sure money supply is
administered properly. Its decisions on buying local government
bonds from financial institutions must also be reform-oriented.
Priority should be given to local governments that are doing a good
job in reforming their state-owned enterprises, in disclosing
information and in preparing balance sheets. With the backing of the
central bank and a clear policy direction, the financial institutions up
front will act decisively and seek out “reform bonds” issued by such
local governments.

The key is to properly handle the relationship among three elements,
here likened to “giving blood transfusion,” “administering anesthetic”
and “performing surgery.” With regard to the current economic
downturn, researchers have put forward three propositions: one is to
continue increasing the delivery of money, credit and fiscal resources, i.e.
“giving blood transfusion;” another is to adjusting to the so-called “new
normal” state of the economy without worrying too much, sort of like
“administering anesthetic” or “taking pain killers;” yet another proposes
accelerating reforms, such as those targeted at state-owned enterprises
and local governments, so as to “stop the bleeding” as quickly as
possible, hence “performing surgery.”
If surgery is prescribed, then blood transfusion will be necessary
while administering a little anesthetic will also be understandable and
necessary. However, blood transfusion and anesthetic without surgery
will likely lead to serious problems for the Chinese economy.
In short, the implementation of the Chinese version of QE is
equivalent to “spending money to buy a mechanism,” or giving blood
transfusion before surgery. Therefore, QE must be for the purpose of
promoting reform. The related decisions must be guided by the desire to
make broad-based and fundamental reforms a success.
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L OCAL G OVERNMENT D EBT IN C HINA : C HALLENGES
AND P OLICY R ECOMMENDATIONS
LIU Shangxi22

O VERALL S TATUS OF V ARIOUS C ATEGORIES OF L OCAL
G OVERNMENT D EBT AND M AJOR R ELATED I SSUES
A. O V ER A LL S T AT U S O F V ARI O US C A T EGO RI ES O F L O CA L
G O V E R N M EN T D EB T
According to an audit by the National Audit Office at the end of June
2013, local government debt in China can be divided into three
categories: borrowings for which local governments bear the
responsibility to repay; those for which they bear responsibility as the
guarantor; and those for which they bear a certain degree of
responsibility to provide rescue (Please see the corresponding
presentations, including figures and tables). The first category occurs
mainly at the municipal and district levels, with the former accounting for
44.5 percent and the latter 39.2 percent; the remaining 16.3 percent
resides at the provincial level. In terms of the borrower, aside from local
governments acting as the guarantor, debt raised by financing platforms
that governments are obligated to repay and those for which they will
provide rescue when needed constitute the largest parts of the total.
Local government departments and agencies are the biggest guarantors
of debt. Overall, debt due in 2015 is the highest between the years 2015
and 2017 for all three categories of debt.

B. T H E M AI N C HA L L EN G E

22

LIU Shangxi is President, Chinese Academy of Fiscal Science.

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

82

The main challenge arising from local government debt is the lack of
transparency of the associated risks, which leads to significant
uncertainty. This is mainly manifested by the following:


Data and statistics on local government debt are not published
regularly.



Recognition and measurement of local government debt is not based
on clear government accounting standards.



The system for managing risks needs improvement.



Rules on debt management need improvement.



Management of local debt is disconnected from the budget process.

R ELATIONSHIP BET WEEN F ISCAL AND R EVENUE R EFORMS
AND I MPROVEMENT TO THE L OCAL D EBT F INANCING
F RAMEWORK
The fiscal and revenue system is a comprehensive concept that includes
the fiscal relationship between the central and local governments (which
used to be called the "fiscal system"), the budget system, and the tax
revenue system. Of these, the fiscal system is directly related to local
debt financing. In theory, a country's fiscal system consists of three
elements: administrative powers, fiscal powers, and fiscal resources.
Corresponding to these three elements are the issues they each address:
(1) how administrative powers are divided between central and local
authorities, which forms the basis for their respective spending
responsibilities; (2) how fiscal powers, including the right to tax revenues,
fees, and property, are divided between the central and local authorities;
and (3) intergovernmental transfers.
The framework governing local government debt financing is
based on the country’s fiscal regime and is centered on the division of
administrative powers between the central and local authorities.
Specifically, the framework provides for a series of institutional
arrangements with regard to how different levels of local government
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should borrow, use, and repay their debt. In terms of governmental
hierarchy, China has a two-layer structure of governance, namely, the
national (central) and the local. Correspondingly, the fiscal structure also
has two layers: the national fiscal arrangement, which defines the fiscal
relationship between the central and local governments, and the local
fiscal arrangement, which defines the fiscal relationships among various
levels of local government. Obviously, the local financing framework is
part of the local fiscal arrangement and dictates the division of
administrative powers among a province and its cities, counties, and
townships as well as the delineation of fiscal responsibilities.
To improve the framework for local debt financing, actions need
to be taken at two levels. First, what the central government should and
should not do must be determined, thereby defining what the local
governments should and should not do. Second, what a province and its
cities, counties, and townships should and should not do must be
determined. Local government is not a general concept. Opposite from
the way in which the central government operates, the local
government’s debt is distributed at various levels and the responsibilities
to repay that debt also reside at various levels.

A SSESSMENT

OF

R ISKS

IN

L OCAL G OVERNMENT D EBT

Chinese local government debt is the result of years of accumulation,
which has accelerated rapidly since 2008. On the whole, risks in such
debt are currently under control.


Growth in the size of the debt is effectively controlled.



Leverage is not high judging from the balance sheet because of the
existence of large amounts of public resources and assets.



The liquidity risk due to impending repayment has been brought
under control through the issuance of replacement debt. In 2016 local
governments will continue to defuse such risk by issuing replacement
debt.
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With the economy bottoming out, local government will have the
opportunity and resources to lessen the associated risks.

While appearing to be manageable on the whole, risks in local
government debt are still significant. In particular, long-term risks should
not be taken lightly.


With the economy now in a “new normal” state, growth of local tax
revenues (including land revenue) has slowed considerably, while
responsibility for local public spending has become more rigid,
creating a gap between revenues and expenditures and exerting
increased fiscal pressure on the local government.



Rapid urbanization requires heavy investment and financing, leading
to innovative financing schemes by local government, with risks that
must not be ignored, especially increased risks associated with
contingent liabilities.



Peer-to-peer banking, public-private partnerships, financial leasing,
policy lending, affiliation of financial institutions with local
governments, and rapid expansion of investment funds under local
governments are bringing heightened risks, particularly in the
absence of adequate fiscal and financial supervision.

P OLICY R ECOMMENDATIONS
A. G E N E R AL R E CO M M EN D AT I O N S
 Governance must be enhanced on the basis of the rule of law.


The framework for local government debt financing should be
improved.



The risk control infrastructure also needs improvement.



In the medium to long term, the existing vertical structure of public
administration, which separates central and local governance, should
be adjusted so that it considers all debt-related risk, fiscal risk, and
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public risk at the local and the national levels in an integrated fashion
while managing them separately at the respective level.


It is important to allow laws, rules, and market discipline to play
active roles and to develop legislation that defines how
administrative powers, property rights, rights to tax revenues, rights
to levy charges, scope of revenue and spending, and spending
responsibilities should be distributed between the central and local
governments, gradually giving the local government a relatively
complete but controlled right to govern, while building a debtfinancing management system that is supervised by the central and
local authorities as well as the public and the market.

B. S P E CI FI C R E CO MM E N D AT I O N S
Given current circumstances, two issues need to be addressed to keep
risks in local government debt under control. On the one hand, resolving
risks in such debt should in no way impede overall steady growth. On the
other hand, government investments must be made more efficient, while
growth in government debt and fiscal risks need to be managed properly.


Investment and financing need to be addressed in an integrated
manner, with the focus being on the effectiveness of investment.



The market mechanism should be used to attract investors to public
projects.



The budget process should be further reformed to free up fiscal
resources.



Reform of government accounting needs to be intensified to provide
the statistical basis for the screening and replacement of existing
debt.



Efforts should be put into the development of early warning
mechanisms and preparations for crisis response.
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C ONCLUDING R OUNDTABLE
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C ONTINUED I MPROVEMENT TO THE I NTERNATIONAL
M ONETARY S YSTEM A ND P ROPER R ESOLUTION OF
E XCESSIVE L EVERAGE IN C HINA
YI Gang23

With regard to the international monetary system, Yi Gang, Deputy
Governor of the People's Bank of China, says that it is essential to
improve the international monetary system to enhance global economic
growth and financial stability amid the current global environment of
weak economic recovery and increased market volatility and risks. China,
while serving as the Presidency of the G20, restored the International
Financial Architecture Working Group and encouraged related work in
five areas, namely, the IMF’s quota and governance reform, sovereign
debt restructuring and debt sustainability, monitoring and managing
capital flows, the global financial safety net, and expanded role for the
Special Drawing Right (SDR). Ideas have been put forward on how to
further improve the international monetary system, and significant
progress has already been made in these areas.
On the topic of debt and deleveraging, the Deputy Governor
stresses the following areas when tackling the issue of excessive leverage
in China:
1. The relevant legal framework and guidelines need to be
improved, including the laws on contracts, securities, and bankruptcy so
that market clearing may be accomplished following the principle of the
rule of law. It is important to stabilize expectations and raise efficiency by
creating a favorable legal environment.
2. Strict fiscal discipline must be exercised. Each business entity
should be responsible for its own finances, and budgetary constraints
should be hardened. The essence of a market economy is that each
market player must be responsible for its own behaviors. This is the most
important principle without which moral hazard will arise.
23
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3. A market-oriented approach should be increasingly employed and
administrative intervention gradually reduced. We need to increase the
share of direct financing by encouraging business entities to attract
capital from the public through equity financing. This approach will lead
not only to a reduction of leverage, but also to an improved corporate
governance structure.
In the future, China will continue to adopt a prudent
macroeconomic policy and keep the overall leverage ratio largely stable
before gradually reducing it, and try to find an optimal solution, while
taking into account the overall leverage conditions including government,
the corporate and the household sectors.
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T HREE Q UESTIONS ABOUT C HINA ’ S L EVERAGE
P ROBLEM
HUANG Yiping24

High leverage is widely recognized as a key risk for the Chinese economy.
Several rating agencies downgraded the ratings outlook for China’s
sovereign bonds. The Chinese government also identified deleveraging as
one of its five top policy priorities in 2016.
It looks like that there is broad consensus on this subject,
especially about risks of rapid credit expansion and generally high
leverage ratios. However, many of the assumptions and conclusions have
not been carefully scrutinized. Today, I would like to raise three questions
for discussion.
First, how high is too high?
Reinhart and Rogoff once warned that a public-debt-to-GDP ratio
exceeding 90 percent would bring GDP growth down from 2.8 percent to
−0.1 percent. That calculation turned out to be inaccurate, although
growth would still fall from 2.8 percent to 2.2 percent. This simple
example suggests that, while we all are aware of the potential risks of
high leverage, we might not know exactly how much damage “high
leverage” can cause.
The most commonly used indicators in discussions of China’s
leverage problem are the M2-to-GDP ratio and the nonfinancial
corporate-borrowing-to-GDP ratio, which currently stand at 200 percent
and 240 percent, respectively.
While these measures are relevant, M2 and nonfinancial
corporate borrowing are stock variables while GDP is a flow variable. How
meaningful are these indicators? This question is important, particularly if

24
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countries under discussion have very different saving ratios, GDP growth
rates, and fiscal balances.
For example, China’s corporate-debt-to-GDP ratio, now at 160 percent,
increased dramatically following the global financial crisis, a key cause of
worry in the international capital markets. But the manufacturing
industry’s average debt-to-equity ratio has been declining steadily since
1998. This case clearly reveals that using GDP or equity as denominators
at times could paint very different pictures about leverage. At the end of
the day, the reason we worry about high leverage is because of default
risk. An economic entity’s ability to repay debt is determined first by its
cash flow and then by its capital.
By definition, economies with bank-dominated financial systems
have high leverage ratios. That is why China’s M2-to-GDP ratio is higher
than that of the United States but lower than Japan’s. In this sense, if we
do not like a high M2-to-GDP ratio, it is equivalent to saying that a bankdominated financial system is inferior to a market-dominated financial
system. But is that a valid assessment?
Therefore, simple cross-country comparisons are useful, but to
make an informed judgment about the potential risks of high leverage,
we need to take into account many country- or even firm-specific factors,
such as the dynamism of the economy, the structure of the financial
system, and the institutional arrangement.
Second, is leverage always bad?
Finance is about leverage. Through leverage, finance facilitates
growth, increases income, and improves welfare. But high leverage ratios
could lead to risks of an asset bubble, inefficiency, and financial crisis.
Continuous rapid expansion of credit or debt is definitely a cause
for concern. Not only could a heavy debt burden adversely affect
profitability and cash flows, but rapid credit growth often is also
accompanied by misallocation and asset bubbles. However, it is also
important to distinguish between good leverage and bad leverage.
China’s nonfinancial corporate-borrowing-to-GDP ratio is higher
than that of most developing countries but is in a range similar to that of
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many advanced economies. Most of the borrowing is concentrated in the
corporate sector. Leverage ratios are still low for both the government
and households. The government’s healthy balance sheet may buy some
time for deleveraging policy.
Geographically, leverage ratios are high in both the western and
coastal regions. But the leverage is more productive, that is, it is
generating more economic growth, in the latter than in the former.
Within the corporate sector, the leverage ratio has been rising in
the state sector but falling in the private sector. Meanwhile, the debtservicing capability of private firms, measured by the ratio of pretax, preinterest-payment profit to interest payments, is much stronger than that
of state-owned enterprises.
Corporate leverage ratios are highest in the capital-intensive
heavy industries, which also have the highest proportions of zombie
firms. Leverage ratios escalated very rapidly in recent years in mining and
heavy industries and property developers.
Therefore, there is probably a high leverage problem at the
aggregate level, but the problem is much more severe in certain parts of
the economy.
And, third, how can deleveraging occur?
Historically, most successful cases of deleveraging took place after
financial crises, that is, they were mostly forced deleveraging. The
implication we may take away from historical experience is that enforcing
market discipline might be more crucial for deleveraging than regulations
on aggregate borrowing.
Like it or not, the M2-to-GDP and total nonfinancial corporateborrowing-to-GDP ratios will continue to rise in the foreseeable future. It
is unimaginable that M2 or total borrowing will grow more slowly than
nominal GDP any time soon. In fact, tighter control of M2 could lead to
slower growth of nominal GDP, due to lower inflation, and could thus
result in a higher M2-to-GDP ratio. This, at least in part, explained the
recent rapid escalation of leverage ratios in China.
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Of course, deleveraging at the aggregate level is possible through
development of multilayered capital markets, especially equity
investment. The debt-for-equity swap scheme recently introduced by the
government may also serve the same purpose. But it will take a long time
for these policies to have any material impact.
There is, however, plenty of room for policy actions at the micro
or sectoral levels. From the discussion above, it should become clear that
policy actions encouraging deleveraging should focus in particular on the
corporate sector; the inland provinces; the mining, heavy, and property
development industries; and state-owned companies.
The government is concerned that finance does not effectively
support the real economy. One reason is because large amounts of
funding continue to flow to the highly leveraged zombie firms. If the
government could really begin to restructure the zombie firms, it should
be able to lower the corporate leverage ratio and to strengthen finance’s
support to the real economy.
Without enforcing market discipline, simply tightening money
supply or total borrowing could again lower the quality of leverage, that
is, further increase bad leverage. This is because bad leverage, which is
often implicitly supported or guaranteed by the government, could
become even more favored by financial institutions.
The government and households still have some room to take on
more leverage. But it would be unwise to simply move debt from the
corporate sector to the government and households. This is probably the
last opportunity for the government to releverage, which should be
based on two conditions: one, enforcing market discipline, and two,
generating new sources of growth.
If we cannot be certain that market discipline will be effectively
enforced among financial institutions, companies, and local governments,
as a risk management strategy, we should be prepared to experience a
worst case scenario, whether a Korean-style financial crisis or Japanesestyle stagnation.
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R OUNDTABLE R EMARKS
Changyong Rhee25

Today’s joint conference focused on three critical questions that are
relevant for China: (1) how to strengthen the International Monetary
System, (2) how to address high and rising corporate leverage, and (3)
how to deal with local government debt.
I would like to focus my remarks on the issue of corporate debt
and leverage. This is indeed an important topic for China that needs
attention and warrants extensive analysis.
Today’s discussion showed that conference participants broadly
agree that China’s corporate sector fundamentals have been
deteriorating, that credit is growing too fast, and that increasing
corporate leverage needs to be addressed. A number of presenters
emphasized that, according to international experience, rapid credit
booms are associated with significant risks. As a matter of fact, a large
share of countries with high credit growth ended up with financial crises,
while almost all countries experienced a sharp economic growth
slowdown following the credit boom.
Given these insights the questions that arise are what to do about
fast credit growth and high leverage, and can China engineer a
“beautiful” deleveraging process? Our discussions suggest that there is
no simple answer and that a comprehensive debt restructuring strategy is
needed. This strategy first requires recognition of the debt problem and
the use of market principles, while at the same time ensuring financial
stability. In the case of China it also calls for strengthening the insolvency
framework. Let me elaborate briefly on these issues:


25

While China may not need large-scale corporate restructuring similar
to the one in the early 2000s, it will be very important to select a few
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cases to demonstrate that China’s policies will address these
impending issues. In those cases, the focus should not only be on
financial restructuring (including through tools such as debt-equity
swaps), but it is even more important to focus on operational
restructuring to ensure the profitability of restructured enterprises,
especially state-owned enterprises, going forward.


Together with the progress China has made in the past with courtbased restructuring schemes, a well-functioning out-of-court
resolution mechanism needs to be established, and the IMF can help
by providing technical assistance in this area. It is also essential to
introduce resolution frameworks for financial institutions.



Resolution of nonperforming loans should rely on a market-based
price-setting mechanism.



To support corporate restructuring it will be important to put in place
adequate social safety nets.



While the elements listed above will help in addressing the stock of
debt, it will also be critical to tackle flow issues, such as by reining in
high credit growth. In this regard, China’s economic growth target
should be set conservatively to avoid any need for an excess liquidity
injection.



Delaying corporate restructuring, in turn, can have far-reaching
consequences for the economy, even in the short term, including
through intensified depreciation pressures and capital outflows.

It is, of course, important to take into account China’s unique features.
China’s sovereign balance sheet is still strong, the country has a high
national savings rate, most debt is domestic, and capital markets are still
underdeveloped. While this does not mean that China does not have any
problems, it implies that buffers are still strong, albeit deteriorating.
Finding the right solutions requires not only a strong conceptual
framework, but also the use of real world experiences. And it is also
important that from the beginning, political economy issues are taken
into consideration given implementation challenges and the complexity
of the issues. This includes—among others—regional and industrial
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aspects, and as mentioned before, the social dimension of redundant
workers, and risks to the financial system.
Because debt resolution is complex and can affect many different
government agencies, it is important to strengthen cross-agency
collaboration. In this context, it might be useful to consider
institutionalizing a framework for collaboration (possibly for the next five
years or so).
As China continues to move forward with its reform agenda, the
IMF stands ready to assist through policy advice and technical assistance.

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

96

C LOSING R EMARKS

Strengthening the International Monetary System and International Experience in Resolving Debt Problems

97

C LOSING R EMARKS
M ARK US R O D L A UE R 26

Deputy Governor Yi, Vice Minister Zhu, Honorary Kolodko, distinguished
guests, ladies and gentlemen:

In closing this conference, first I would like to thank all speakers and
attendees for their participation. We have had a busy and productive day
and were able to share experiences and insights between Chinese and
international experts, as well as across government agencies. This was
truly an example of how an open and frank dialogue among colleagues
and friends can help in finding practical solutions to complex issues.
I would just like to say a few words about how I think the main
topics of today’s proceedings relate to the path ahead for China.
Speakers have highlighted that the current international
monetary system (IMS) has performed well; but there was also
agreement that in light of an ever-changing global economy a constant
review of existing rules, conventions, and institutions is necessary. Over
the past decades, the world has experienced increased global trade and
financial integration, which in turn has lifted millions out of poverty;
China is, of course, one of the biggest success stories. But a more
integrated global economy also comes with increased risks and spillovers.
And as Alfred Kammer indicated “gaps exist in the international monetary
system, partly from global imbalances, regulatory gaps, and global
liquidity challenges” that need to be addressed. Ms. Zhu in her remarks
today highlighted that China very much welcomes a discussion on how to
strengthen the global financial system, including by strengthening
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Markus Rodlauer is Deputy Director, Asia and Pacific Department, IMF.
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regional safety nets, an increased use of the Special Drawing Right (SDR),
and more policy coordination, and that China will work with both the G20 and the Fund to propose concrete measures.
Today’s event also focused on the important issue of credit
booms and deleveraging. Here the international evidence is clear—
countries experiencing rapid credit booms are vulnerable to a banking
crisis or a growth slowdown.
What are some of the key takeaways for China from these crosscountry experiences?
Participants agreed that the buildup of vulnerabilities from
leverage has risen. Some of you reminded us of the painful experiences in
your own countries as your economies underwent their deleveraging
processes—China can, of course, learn from these experiences. My sense
is that there was broad agreement on the need to be proactive and to
tackle the issue head on.
Of course, it is important to keep in mind China’s distinctive
features. China has a high national savings rate and sound household
balance sheets. At the same time, most debt is domestic, and policy
buffers, while declining, still remain strong. There is also room to further
deepen the role of direct financing via capital markets. The past record of
reforms provides us with some degree of confidence that China can
manage the transition.
Participants also agreed that policymakers will need to pursue a
comprehensive strategy to resolve rising corporate leverage. This will
require a consistent framework for a system-wide solution. Key elements
will include (1) identifying viable and nonviable companies, with the
latter exiting markets; (2) removing debt overhang by loss recognition
and recapitalization of banks, if needed; and (3) hardening budget
constraints through better financial discipline and by resolving implicit
guarantees. Deputy Governor Yi Gang rightly reminded us that the
strategy will need market-based principles.
Supportive measures are needed in the process—as Sean Hagan
noted, enhancing legal frameworks to facilitate corporate restructuring
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will be important. From a macro perspective, policymakers will need
complementary policies to minimize near-term adverse impacts on
growth and employment. It was also good to hear from Vice Minister of
Finance Zhu that the RMB 100 billion restructuring fund will play an
important role in facilitating the restructuring process by strengthening
social safety nets.
At the same time, as echoed by many participants, local
government debt has also risen rapidly, although the overall stock
appears manageable at present. But it will be important to continue to
strengthen the budgetary framework to manage government finances
and local government debt.
The task is understandably complex and challenging. It is
therefore critical to ensure close cross-agency coordination and
information sharing. In that regard, this conference showcased that
bringing together colleagues from various agencies allows for the sharing
of good practices and experiences and fosters consensus building. The
IMF and other international organizations can assist through both
technical assistance and training. Our colleagues from our capital and
monetary as well as our legal departments stand ready to assist.
I am sure that there were many other important points that merit
further analysis and discussion. I am confident that each of you will be
prepared to share further insights following the conference. To preserve
some of today’s very rich discussions, let me propose that we put
together your presentations and speaking notes in a compendium (an ebook) that will be posted on our conference website, similar to the
publications following our joint conferences on monetary frameworks
and capital account liberalization over the past years.
In closing, please allow me to thank the People’s Bank of China
again for jointly organizing this conference. This marks the fourth joint
conference and I am already looking forward to next year’s event. As
China continues to integrate into the global economy and implements its
reform agenda in the coming years, rest assured that the IMF stands
ready to provide any assistance and advice that you may find helpful.
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YI Gang, Deputy Governor, People's Bank of China
Dr. Yi Gang received his Ph.D. in economics at the
University of Illinois in 1986. From 1986 to 1994, he
taught at the Department of Economics, Indiana
University. In 1994 he co-founded with others the
China Center for Economic Research (CCER) at Peking
University, and has since served as a professor at the
Center.
Dr. Yi joined the People's Bank of China (PBC) in 1997 and served as
Secretary-General of its Monetary Policy Committee and Director of
Monetary Policy. In December 2007, he was appointed Deputy Governor of
PBC and in July 2009 began to concurrently hold the office of Director of the
State Administration of Foreign Exchange. In December 2015 he was
renamed PBC’s Deputy Governor.
His research interests include monetary issues, banking and the
Chinese economy.

CHEN Yulu, born in Hebei Province in November 1966,
is currently Deputy Governor and Member of the CPC
Committee of the People’s Bank of China (PBC). Dr.
CHEN is also a representative of the Twelfth National
People's Congress, a member of the Seventh Academic
Degree Committee of the State Council, and Vice
President of China Society for Finance and Banking. He
has been awarded as one of the first group of National
Best Young Teachers by the Ministry of Education, the National Outstanding
Doctoral Dissertation Advisor, and the National Candidate of "New Century
Talents Project" by the Ministry of Human Resources.
His main research area is macro-financial theory and policy under
the opening economy condition, the representative works include: A General
Theory of Macrofinance, Universal Banking in China under the Modern
Financial System: Path, Risks and Regulatory System, and etc.
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ZHU Guangyao is the Vice Minister of the Ministry of
Finance (MOF), P. R. China. He graduated with a
bachelor’s degree from Beijing Technology and Business
University in 1982, and received his Master in Economics
from Research Institute of Fiscal Science at MOF in 1985.
Mr. Zhu was Secretary of the Secretariat (at
Deputy Director level) at Research Institute of Fiscal
Science at MOF from 1988 to 1992, he joined the Department of the World
Bank of MOF in 1992, first he was Deputy Director of Division of Energy,
Industry and Communication from 1992 to 1993, and was the Director of
Division of Agriculture between 1993 and 1994. Then, he served as China’s
Alternative Executive Director at the World Bank from 1994 to 1996. He
returned to MOF and took the position of the Deputy Director General of
Treasury Bond and Finance Department in 1997, he became Director
General of International Affairs Department of MOF in 1998. He also served
as China’s Executive Director at the World Bank from 2001 to 2004. Then he
returned to MOF as Director General of International Affairs Department in
2005. He was appointed Assistant Minister of MOF in 2007, and as Vice
Minister of MOF in May 2010.

ZHANG Tao has been Director General of the Legal
Affairs Department of the People’s Bank of China since
2015. He held various senior positions in the People’s
Bank of China (PBOC), including research, statistics,
international, and legal affairs. Before joining PBOC,
he worked at the World Bank and the Asian
Development Bank. He was the Executive Director for
China at the International Monetary Fund, during
2011-2015.
Dr. ZHANG has an M.A. and Ph.D. in International Economics from
the University of California, Santa Cruz, USA, and a B.S. Electrical
Engineering and M.S. Finance from Tsinghua University, Beijing, China.
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XUAN Changneng is the Director-General of Financial
Stability Bureau, the People’s Bank of China. He
received his bachelor’s degree from University of
Science and Technology of China, Ph.D. in Finance
from University of Texas (Austin) and LL.M. from the
University of Pennsylvania. He worked for JP Morgan
as a senior analyst in derivatives. Before joining the
PBC, Mr. Xuan’s major career experiences in China
include serving as the Deputy Director-General of Department of
Intermediary Supervision, China’s Securities Regulatory Commission (20002004); the Secretary to Board for China Construction Bank from 2004-2006,
broadly involved in the restructuring, reorganizing and IPO tasks of the
bank. Mr. Xuan has an extensive background in the areas of investment
banking, financial derivatives, regulation in capital market, banking sector
reform, corporate governance as well as private equity. He had published a
number of books and papers in these areas.

ZHU Jun, Director-General, International
Department, the People’s Bank of China
Ms. Zhu Jun joined the People’s Bank of China in
1993 and has held a variety of positions since
then. After working in the Governor’s Office, Ms.
Zhu joined the International Department in 1997,
first in the BIS Division and then in the Research
Division. In 2006, she took the position of the
Director of the Research Division, and the Deputy Director-General of the
International Department in 2009. She was appointed as the DirectorGeneral of the International Department in 2015. She worked in the BIS as a
secondee from March to October 1999. In September 2003, she returned to
the BIS and worked as an Economist until December 2005. Ms. Zhu
graduated from Peking University with a Bachelor’s degree in Economics in
1989, and received her Master’s degree in Economics in Peking University in
1993.
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MA Jun is Chief Economist at the People’s Bank of
China (PBC)’s Research Bureau. Before joining the
PBC in early 2014, he worked for 13 years at
Deutsche Bank, where he was Managing Director,
Chief Economist for Greater China, and Head of
China and Hong Kong Strategy. Prior to joining
Deutsche Bank in 2000, he worked as public policy
specialist, economist and senior economist at the
International Monetary Fund and World Bank from 1992-2000. From 19881990, he was a research fellow at the Development Research Center of
China's State Council.
Dr. Ma has published eleven books and several hundred articles on
the Chinese economy, global economy, and financial markets. His main
research interests include macroeconomics, monetary and financial policies,
and environmental economics.
Dr. Ma received his Ph.D. in Economics from Georgetown University
in 1994, and his master's degree in Management Science from Fudan
University in 1988.

AI Ming, Director, IMF Division,
Department, the People’s Bank of China

International

Ms. Ai Ming joined the People’s Bank of China in 1996
and has held a variety of positions since then. After
working in the Hebei Branch, Ms. Ai joined the
International Department in 2001, working in the
Central Bank Cooperation Division, the General Affairs
Division and the IMF Division. From November 2012
until July 2015, she worked in the IMF as a Senior Advisor to China’s
Executive Director. In July 2015, she returned to the International
Department of the PBOC where she heads the IMF Division. Ms. Ai graduated
from Renmin University with a Bachelor’s degree in Economic Information
Management in 1996, and obtained her MPA degree in Economic Policy
Management from the Columbia University in New York in 2007.
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WANG Weixing, Male, currently Director General of
Policy Research Department of the Ministry of
Finance, P.R.C, Ph.D. in economics. He was promoted
to Deputy Director General of the Budget Department
in 1997, DG-level Inspector in 2003, Director General
of the Rural Comprehensive Reform Office of the
State Council in 2009. In more than 30 years of
budget and fiscal management working, DG Wang has
established a solid theoretical foundation and rich working experience,
presiding translations such as the “Public Expenditure Management
Handbook”, "Contemporary Public Expenditure Management", "Public
Expenditure Management", and publications such as "Research on
Government Budget Management Procedures and Methods", etc..

WANG Kebing, Deputy Director-General of Budget
Department, Ministry of Finance, P. R. China, Ph. D in
Management. He has long term work experience in the
field of fiscal legislation and budget management. He has
worked as the director of budget division and Deputy
Director-General of Tianjin Financial Bureau, as well as
the Deputy Director-General of Department of Laws and
Regulations, Ministry of Finance, P. R. China.

XIAO Yuanqi is currently the Director General of the
Prudential Regulation Bureau of China Banking
Regulatory Commission. Previously, he successively
took the positions as the Director General of the
Banking Supervision Department I (in charge of the
supervision of large commercial banks in China), the
Director General of the Banking Supervision
Department II (in charge of the supervision of small
and medium commercial banks in China), the Director General of the CBRC
Chongqing Bureau, the deputy Director General of the CBRC Guangdong
Bureau. Before these, during his more than 25 years working experience in
banking regulation and supervision, Mr Xiao has taken various positions in
CBRC and People’s Bank of China, with relate to the direct supervision of
both domestic and foreign banks. Mr Xiao also directly took part in the series
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of negotiations during the process of China joining World Trade
Organization (WTO).
Mr Xiao has been greatly involved in the making and implementation
of many key decisions with respect to the reform and opening up of Chinese
banking industry, taking charge of the drafting and finalizing various
important banking regulations and policies. He has conducted numerous
innovative researches in the area of domestic and international economics
and finance, publishing dozens of specialized papers and books. Among
them are the following: “Financial structure and financial development”,
“Security market and financial institutions”, “Strategy and strategy
management”, “The development of foreign banks in China” and
“International comparison of banking regulation”.

LIU Chunhang is Director General of Policy Research
Bureau at China Banking Regulatory Commission
(CBRC). He joined the CBRC in 2006 as Deputy Director
General of Statistics Department. Since 2011, Mr. Liu has
served as the CBRC representative on the Standing
Committee on Supervisory and Regulatory Cooperation
under the Financial Stability Board. Between 2012 and
2015, he was Chair of the Leverage Ratio Group under
the Basel Committee on Banking Supervision, responsible for leading the
work on the Basel III leverage ratio standard. He is currently Chair of the
Supervision and Implementation Group under the Basel Committee.
Prior to joining the CBRC, Mr. Liu worked at Morgan Stanley and
McKinsey on the restructuring and business strategies of multinational firms
and financial institutions. Mr. Liu received his MPhil and PhD from
Cambridge University and MBA from Harvard Business School (Baker
Scholar).
Publications include Decoding Basel: A Brief Analysis of the
International Banking Regulatory Framework (2015), Multinationals,
Globalization and Indigenous Firms in China (2009). Mr. Liu is also editor-inchief of Financial Regulation Review.
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LI Wenhong is the Acting Director-General of the
Banking Innovations Supervision Department, China
Banking Regulatory Commission (CBRC). She holds a
PhD degree in Economics and a Master’s degree in
Finance from the Graduate School of the People's
Bank of China, and a Master’s degree in Economics
from the Australian National University. Ms. Li is
currently the Co-Chair of the Working Group on
Liquidity (WGL) and a member of the Macroprudential Supervision Group
(MPG) of the Basel Committee, and used to be a member of the Basel Macrovariables Task Force (MVTF) during 2009-2010 and Basel Core Principles
Review Group (CPG) during 2011-2012. She was also a member of the FSB
country peer review team for Australia in 2011. Within the CBRC, Ms Li has
been involved in a number of legislative projects for banking supervision in
China and led the formulation of a number of supervisory rules and
guidelines. She has been team leaders of the Group for FSAP-related tasks
and FSB peer review of China at CBRC, as well as Basel III Policy Group and
Basel II Policy Group, responsible for formulating SIFI policies,
countercyclical policy framework, leverage ratio rules, liquidity risk
management and supervision rules, and securitization capital framework.
Ms Li has also led many research projects in the CBRC, and published a
significant number of research papers in leading academic journals. Ms. Li
was seconded to the Financial Stability Institute of the Bank for
International Settlement (BIS) and the Basel Committee on Banking
Supervision (BCBS) in 2005, and seconded to the Bank of China as the
Deputy General Manager of the Risk Management Depart during 2006-2007.

WEI Jianing is director-general and researcher in the
Development Research Center (DRC) of the State Council.
He has had extensive experience in the DRC, specializing
in the macroeconomics. He first joined the Macro
Economy Department in 1991 and became the directorgeneral (inspector) in 2013. Mr. Wei has collaborated
and written joint works with many distinguished and
prominent economists, including Mr. Wu Jinglian and Mr.
Sun Xiangqing He has been prolific and published on macroeconomic
policies, financial risks and supervision, and fiscal issues on local
government finances, which serve as inputs to the policy design. In 2014, he
published a book on Resolving risks of local government debt and new
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municipal financing. He received his doctoral degree on economics from
China Academy of Social Science.

LIU Shangxi, PhD in economics, is currently a
researcher, doctoral advisor, Secretary of the Party
Committee, and Dean at Chinese Academy of Fiscal
Science. He is an expert who receives the State
Council Special Government Allowance and a national
expert of the “National Hundred, Thousand, and Ten
Thousand Talent Project”. In 2015, Mr. LIU was a
participant in the Economic Analysis Expert
Colloquium hosted by Mr. LI Keqiang, China’s Premier, and in the Study
Colloquium of the Leading Party Group of the National People’s Congress
(NPC) on Fiscal and Tax Reforms hosted by Mr. ZHANG Dejiang, Chairman of
the NPC Standing Committee. In January 2016, Mr. LIU participated in and
addressed the Economic Analysis Conference of the National Committee of
the Chinese People’s Political Consultative Conference (CPPCC) hosted by
Mr. YU Zhengsheng, Chairman of the CPPCC. Mr. LIU is also affiliated with a
number of organizations and holds the following titles: member of the State
Council Advisory Committee on Education, member of the State Council
Advisory Committee on Medical Reform, member of the Expert Review
Team of the National Social Science Foundation, vice president and secretary
general of the Chinese Finance Society, member of the Expert Committee of
the National Committee for Disaster Reduction, special commentator on tax
issues for the State Administration of Taxation, special researcher of
institutions including the China Reform Study Society, budgetary
surveillance advisor to the Standing Committee of the People’s Congress of
the Municipality of Beijing, and advisor to the Governments of Guangdong
and Hubei Provinces, among others. Mr. LIU is a former expert of the
National Science and Technology Major Project, member of the medical
technology steering group for New Rural Cooperative Medical Care, and
member of the expert group for the overall design of Key National
Technology Infrastructure Constructions, among others.
Mr. LIU has made innovative achievements in the areas of income
distribution, public risk, fiscal risk, public finance, the macroeconomy, public
governance, etc. His major books include: Circulation of Income Distribution,
Study of Fiscal Risks and Their Prevention, Contingent Debt: Hidden Fiscal
Risks, Macrofinancial Risks and Government Responsibilities, Public Finance
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from the Viewpoint of Public Risk, Tax and Consumption, Tax and People’s
Livelihood and Integration of Technology and Economy. He is also the
author of a number of papers, including Fiscal Risks, an Analytical
Framework, On Public Risks, On Categorization of Transfer Payments,
“Employment Status” of Farmers: the Decisive Force for Success in China’s
Reform and Development, Rationale for the Provision of Public Goods and
Socialization, A People-Oriented Fiscal Philosophy: Finance for People’s
Livelihood, the Root of Current Economic Problems: the Lagging Change in
the Development Model, Consumption Rate, Economic Vulnerabilities and
Risks for Sustainable Development, Equal Opportunities for Basic Public
Services: Objectives and Policy Path, Equal Opportunities for Basic Public
Services and the Government’s Fiscal Responsibilities, China: Challenge of
Urbanization to Intra-governmental Relations, Public Governance Reform
Based on New Types of Urbanization, and others.

HUANG Yiping is Jin Guang Chair Professor of
Economics/Deputy Dean at National School of
Development and Director of Institute of Internet
Finance, Peking University. His research focuses mainly
on macroeconomic policy and financial reform. Currently
he serves as a member of the People’s Bank of China’s
Monetary Policy Committee. He is also the Rio Tinto
Adjunct Professor in the Chinese Economy at the
Australian National University, a member of the China Finance 40 Forum
and a member of the Chinese Economists 50 Forum. He is Editor of China
Economic Journal and an Associate Editor of Asian Economic Policy Review.
Previously, he was a policy analyst at the Research Center for Rural
Development of the State Council, research fellow and senior lecturer of
economics at the Australian National University, General Mills International
Visiting Professor of Economics and Finance at the Columbia Business
School, Managing Director and Chief Asia Economist for Citigroup, Chief
Economist for Caixin Media Group, Managing Director and Chief Economist
for Emerging Asia for Barclays, and an Independent Director of China Life
Insurance Ltd, Minmetal Trust Ltd and Alibaba’s online bank Mybank. He
received his Bachelor of Agricultural Sciences (Agricultural Economics) from
Zhejiang Agricultural University, Master of Economics from Renmin
University of China and PhD in Economics from Australian National
University.
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LI Daokui (David) is the Mansfield Freeman Chair
Professor of Economics, Director of Center for China
in the World Economy (CCWE), and the founding Dean
of the Schwarzman Scholars at Tsinghua University,
which is a fellowship program with a master’s degree
curriculum. The program's objective is to bring future
global leaders to Tsinghua as a way to bridge the gap
between China and the rest of the world.
As a leading Chinese economist, Professor Li is active in policy advising and
discussions. He served on China’s Monetary Policy Committee and was an
external advisor to the International Monetary Fund. He is a member of the
Chinese People’s Political Consultative Committee (CPPCC) and a member of
Sino-German Advisory Committee. He’s also a member of the Global Agenda
Council of the World Economic Forum based in Switzerland.
Professor Li holds a B.S. and Ph.D. in economics from Tsinghua University
and Harvard University, respectively.

Jonathan Anderson is President of Emerging Advisors
Group, an China-based emerging market macro
consultancy that services the global fund management
and financial industries. Prior to founding EM Advisors
Jonathan was the Global Emerging Market Economist at
UBS Investment Bank; he has also worked at Goldman
Sachs and the International Monetary Fund, where he
served as Resident Representative in both China and
Russia. Jonathan received his MA and PhD candidacy in economics at
Harvard University, and speaks fluent Russian and Mandarin Chinese.

Chia Der Jiun is an Assistant Managing Director and
Head of the Markets and Investment Group at the
Monetary Authority of Singapore. In this role, he has
responsibilities for the implementation of monetary
policy through the foreign exchange market, ensuring
stable and well-functioning money markets, the
issuance of Singapore Government Securities and the
management of the Official Foreign Reserves. Prior
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to this appointment in September 2013, Mr Chia has variously headed the
Banking, Macroeconomic Surveillance and Prudential Policy departments in
MAS. From May 2011 to April 2013, he served as Southeast Asia’s Executive
Director at the International Monetary Fund. From 1995 to 2003, he was an
Administrative Service Officer in the Singapore Government.

Giovanni Dell'Ariccia is Deputy Director
of the IMF Research Department where he
supervises the activities of the MacroFinancial Division. Previously he worked in
the Asia and Pacific Department. His
research interests include: Banking; the
Macroeconomics of Credit; Monetary
Policy; International Finance; and Conditionality in International Lending
and Aid Programs. His research has been published on major economics and
finance journals. Mr. Dell’Ariccia holds a Ph.D. from MIT and a Laurea
(Summa cum Laudem) from the University of Rome. He is a CEPR Research
Fellow.

Sean Hagan is General Counsel and Director of the Legal
Department at the International Monetary Fund. In this
capacity, Mr. Hagan advises the Fund’s management,
Executive Board and membership on all legal aspects of
the Fund’s operations, including its regulatory, advisory
and lending functions. Mr. Hagan has published
extensively on both the law of the Fund and a broad
range of legal issues relating to the prevention and
resolution of financial crisis, with a particular emphasis on insolvency and
the restructuring of debt, including sovereign debt.
Prior to beginning work at the IMF, Mr. Hagan was in private practice, first
in New York and subsequently in Tokyo. Mr. Hagan received his Juris Doctor
from the Georgetown University Law Center and also received a Master of
Science in International Political Economy from the London School of
Economics and Political Science.
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Bert Hofman, a Dutch National, is the World Bank's
Country Director for China, Mongolia and Korea in the
East Asia and Pacific Region, based in Beijing since
2014, his 3rd tour of working on China since the early
1990s. He is leading a team that is managing the
World Bank’s largest loan portfolio and directs an
extensive analytical and advisory program with China
and Mongolia, and a growing knowledge partnership
with Korea.
Prior to his present assignment, Mr. Hofman was the World Bank's
Chief Economist for the East Asia and Pacific Region and Director, Singapore
Office from 2011-14. As regional chief economist he led a team to analyze
key trends and policy issues across East Asia and the Pacific and as Director
Singapore he helped build a partnership that focuses on expanding
investment in infrastructure in emerging economies.
Before moving to Singapore, Mr. Hofman was the Country Director
for the Philippines, responsible for a growing portfolio of projects and
advisory services to the Philippines government.
Mr. Hofman has accumulated more than 23 years of experience in
the World Bank, 18 of which in the East Asia region. Among others, Mr.
Hofman was Lead Economist for China and for Indonesia and country
economist for Mongolia and Namibia. He had also worked on Brazil, South
Africa, Russia, Zambia, and Namibia in his earlier years with the Bank.
Prior to joining the World Bank, Mr. Hofman worked at the Kiel
Institute of World Economics in Germany, the Organization for Economic
Cooperation and Development (OECD) in Paris, and NMB Bank in the
Netherlands (now ING).
Mr. Hofman holds a degree in economics of Erasmus University
Rotterdam and studied at the Christian Albrechts University, Kiel.

Alfred Kammer is Deputy Director of the Strategy,
Policy and Review Department of the International
Monetary Fund and oversees the work on strategy and
surveillance. Previously, he was Deputy Director of the
Middle East and Central Asia Department, overseeing
regional economic developments and financial sector
issues; Director of the Office of Technical Assistance
Management, advising management on technical
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assistance operations and overseeing fundraising and global partnerships
for capacity building; and Advisor to the Deputy Managing Director, advising
on a wide range of country, policy, and strategic issues. In the late 1990s, Mr.
Kammer served as resident representative of the IMF in Russia and was
advisor to the first deputy chairman of the Central Bank of Russia. Since
joining the IMF in 1992, Mr. Kammer also worked with countries in Europe,
Central Asia, and Africa, and on a wide range of policy and strategic issues.
He obtained his graduate degree in economics from the State University of
New York at Albany and post-graduate degrees from the Kiel Institute of
World Economics in Germany and the University of Southern California in
Los Angeles.

Dr. Yongbeom Kim, Secretary General of Financial
Services Commission
Yongbeom Kim was appointed as the Secretary
General of the Financial Services Commission on
November 9, 2015, responsible for coordinating and
directing the functional responsibilities of Korea’s top
financial authorities. Prior to his appointment, he
served as the Standing Commissioner of the Securities
and Futures Commission with a mandate to ensure fairness and order in
Korea’s capital markets.
In his career as a government official since 1986, Dr. Kim has been
through key posts including Director of Banking System Division in the
Ministry of Finance and Economy, Deputy Secretary for Economic Policies in
the Office of the President of Korea, Director General and Head of Post
Insurance Unit of the Korea Post, Director General of Financial Policy Bureau
and Capital Markets Bureau of the Financial Services Commission. In 2000,
he left the government for four and a half years to work as senior economist
at the World Bank, where he specialized in the Chinese economy. In 2010,
Dr. Kim served as Director General of Global Financial Architecture Bureau
in the Presidential Committee for the G20 Seoul Summit.
As an economic expert, Dr. Kim is known for his strong knowledge of
international affairs and deep insights into financial markets.
Dr. Kim graduated from Seoul National University, magna cum laude,
with a bachelor’s degree in economics and received his doctorate in
economics from George Washington University on a Fulbright Scholarship.
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Prof. Grzegorz W. Kolodko – intellectual and
politician, a key architect of Polish reforms.
Deputy Prime Minister and Minister of
Finance, 1994-97 and 2002-03. Member of the
European Academy of Arts, Sciences and
Humanities. Founder and Director of
Transformation, Integration and Globalization
Economic Research, TIGER (www.tiger.edu.pl) at Kozminski University.
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What is the IMS?
- Rules
Governing arrangements between countries

- Mechanisms
For balance of payment adjustment

- Institutions
To enforce rules and mechanisms

What are the objectives?
Global financial and economic stability
• Facilitate
F ilit t efficient
ffi i t allocation
ll ti off resources
• Ensure smooth functioning of international financial markets

The IMS has performed well, but must adapt to change
2
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Need to Adapt – Changing Contours of the Global Economy
• Rapid trade integration of EMDCs, but slower financial integration and
financial deepening.
Financial Openness

(Total Gross External Assets and Libabilities in percent of individual country GDP;
includes reserves; from EWN)
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Sources: OECD and IFS
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Need to Adapt – Changing Contours of the Global Economy
• Financial integration led to increase in capital flows and external
liabilities.
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Need to Adapt – Changing Contours of the Global Economy
• Financial integration led to increase in capital flows and external
liabilities.
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Need to Adapt – Changing Contours of the Global Economy
• Financial cycles appear to have synchronized with surges and troughs
of capital flows moving in tandem with cycles.
US Financial Cycle vs. Capital Flows, 1970-2014
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cumulative global capital inflows
/ global GDP)
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Credit / GDP)
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Need to Adapt – Changing Contours of the Global Economy
• Major transitions: Monetary policy normalization; China rebalancing;
end of the commodity super-cycle.

7

What are the Gaps in the IMS?
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What are the Gaps in the IMS?
1) Weak Global Adjustment Mechanisms:
• Global imbalances
Global Current Account Imbalances
(in percent of world GDP)
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1
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Europe surplus
Other Asia
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Europe deficit
Rest of world
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Source: World Economic Outlook
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What are the Gaps in the IMS?
1) Weak Global Adjustment Mechanisms:
• Global imbalances
Global Net Foreign Asset Imbalances
(in percent of world GDP)
1
United States
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Europe surplus
Other Asia
Oil exporters
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Germany
Europe deficit
Rest of world
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What are the Gaps in the IMS?
1) Weak Global Adjustment Mechanisms:
• Global imbalances
• Constrained domestic policy choices
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What are the Gaps in the IMS?
1) Weak Global Adjustment Mechanisms:
• Global imbalances
• Constrained domestic policy choices
2) Regulatory gaps:
• Systemic risks from capital flows
• Partial global financial regulation
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What are the Gaps in the IMS?
1) Weak Global Adjustment Mechanisms:
• Global imbalances
• Constrained domestic policy choices
2) Regulatory gaps:
• Systemic risks from capital flows
• Partial global financial regulation
3) Global liquidity challenges/GFSN:
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What are the Gaps in the IMS?
3) Global liquidity challenges/GFSN:

Evolution of the Global Financial Safety Net, 1995—2014
(In billion US dollar)

4,000

14,000
BSAs - AEs unlimited 1/

12,000

BSAs - limited 2/

3,000

RFAs 3/

10 000
10,000

IMF Borrowed Resources
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Gross International Reserves (eop) (RHS)
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1/ Unlimited swap arrangements are estimated based on known past usage or, if undrawn, on
average past maximum drawings of the remaining central bank members in the network. Two-way
arrangements are only counted once.
2/ Limited-value swap lines include all arrangements with an explicit value limit and exclude all
CMIM and NAFA arrangements, which are included under RFAs. Two-way arrangements are only
counted once.
3/ Based on explicit lending capacity/limit where available, committed resources, or estimated
lending capacity based on country access limits and paid-in capital (see Figure 5).
Sources: Bank of England; Central Bank websites; and IMF staff estimates.
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What are the Gaps in the IMS?
3) Global liquidity challenges/GFSN:

Characteristics of the System by Country Group
Characteristics

Reserve currency AEs

Other AEs

Systemic and gate
keeper EMs

Predictability
2
1
Speed
2
2
Reliability
2
1
Cost
2
1
Policies
0
1
Red (0) = Limited/insufficient,
/
Yellow (1) = Some, Green (2) = Extensive/adequate
/

Other EMs
1
2
1
0
1

DCs
1
1
0
0
1

2
1
1
0
1
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Reform Areas and Ideas
1) Crisis Prevention and Adjustment
• Support EMDCs’ financial integration and deepening
• Support equitable burden of adjustment across countries
• Discourage excessive leverage
• The IMF’s Institutional View on capital flows
• Make sovereign balance sheets safer
2) Rules and Institutions for Global Cooperation
3) Role of the SDR
4) GFSN
• IMF Lending Toolkit
• RFA Coordination
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The Role of RMB in Strengthening
the International Monetary System
David Daokui Li
Center for China in the World Economy
A d
And
Schwarzman Scholars

Tsinghua University

1

1 Dollar Shortage: The key problem of
1.
the current international monetary
system

2
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M2/GDP is moderately high
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But, M2/FinAsset is low
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And (USD+Yen+Euro)/WorldGDP is low
• PBOC’s YAO Yudong (2015): The World M2 growth is slowing down.
2000-2007,
2000
2007, 5.3%
2003-2014,
2003
2014, 0.36%.
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Over-reliance on the USD
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Increasing share of USD in the
international settlements
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Low USD M2/GDP causes EM financial
risks
• Li & Mei (2009): M2 and regional crisis
Tightened monetary policy in the US adds to regional
financial pressure
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The mechanism:
Devaluation causing inflation
Inflation (yoy)

Exchange Rate Index
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The recent phenomenon:
Commodity price slumps
Commodity Price Index Change (yoy)
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2. How to solve/mitigate the problem?
Three possibilities:

1.More accommodative US monetary policy for the
world economy
2. A more p
proactive IMF and the SDR
3. The RMB: A stable exchange rate plus moderately
expansionary monetary policy
11

The US Fed is unlikely to be
appropriately accommodative
“Our sense is that at this
stage these
developments do not
pose a substantial risk to
the US economic
outlook…only a domestic
slowdown will influence
US monetary policy”

12
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The IMF and SDR
1. Flexible credits from the IMF may be
counterproductive
2. SDR: size matters
• 1970-1972: +$9.3bn
• 1979-1981: +$12.1bn
• 2009: +$182.7bn
 now: $204.1bn
2% of total foreign exchange reserve ($11 trillion)
3. SDR is far from being an actively traded currency
13

2. Why a stable exchange rate plus
moderately proactive monetary of
RMB helps?
Three channel:

1.Many currencies have been linked to the RMB in
exchange rate
2. More import causing higher commodity prices
3. More outgoing FDI from China
14
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Non-residence holdings of RMB assets
$3.2 trillion
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Many emerging market currencies are
more pegged to RMB than the USD
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RMB depreciation triggered depreciation
of China’s trading partners
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Recently, the RMB has been relatively
stable to a basket of currencies
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The recent recovery of commodity price
Global Commodity Price
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Chinese Outward FDI
China's Inward and outward FDI
($mn)

China’s inward and outward FDI:
Share in the world (%)
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Summing Up
1. The issue of dollar shortage is
1
coming back to the world economy
g
g the
2. Chinese RMB is keyy to mitigating
problem
21
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Credit Booms Gone Bust: Monetary Policy, Leverage
Cycles, and Financial Crises, 1870–2008
By M ORITZ S CHULARICK AND A LAN M. TAYLOR∗
The crisis of the advanced economies in 2008–09 has focused new attention on money and credit ﬂuctuations, ﬁnancial crises, and policy
responses. We study the behavior of money, credit, and macroeconomic
indicators over the long run based on a new historical dataset for 14
countries over the years 1870–2008, using the data to study rare events
associated with ﬁnancial crisis episodes. We present new evidence that
leverage in the ﬁnancial sector has increased strongly in the second half
of the twentieth century as shown by a decoupling of money and credit
aggregates. We show for the ﬁrst time how monetary policy responses to
ﬁnancial crises have been more aggressive post-1945, but how despite
these policies the output costs of crises have remained large. Importantly, we demonstrate that credit growth is a powerful predictor of ﬁnancial crises, suggesting that such crises are credit booms gone wrong
and that policymakers ignore credit at their peril. It is only with the
long-run comparative data assembled for this paper that these patterns
can be seen clearly. (JEL: E44, E51, E58, G01, G20, N10, N20.)
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TABLE 4

BASELINE MODEL AND ALTERNATIVE MEASURES OF MONEY AND CREDIT
(6)
Baseline

(7)
Replace
loans with
broad
money
L.Dlog(loans/P)
-0.108
1.942
(2.05)
(2.94)
L2.Dlog(loans/P)
7.215***
5.329**
(1.99)
(2.52)
L3.Dlog(loans/P)
1.785
2.423
(1.83)
(2.63)
L4.Dlog(loans/P)
0.0517
-1.742
(1.49)
(2.51)
L5.Dlog(loans/P)
1.073
4.275*
(1.78)
(2.30)
Observations
1285
1361
Groups
14
14
Avg. obs. per group
91.79
97.21
Sum of lag coefficients
10.02***
12.23***
se
3.235
3.544
Test for all lags = 0, χ2
17.22***
18.35***
p value
0.0041
0.0025
Test for country effects = 0, χ2
7.789
9.333
p value
0.857
0.747
Pseudo R2
0.0596
0.0481
Notes: *** p<0.01, ** p<0.05, * p<0.1. Robust standard errors in parentheses.
Specification
(Logit country effects)

(8)
Replace
loans with
narrow
money
-0.890
(1.37)
2.697
(1.68)
2.463
(1.77)
-2.244
(1.65)
1.210
(1.82)
1394
14
99.57
3.235
3.129
5.705
0.3360
8.627
0.800
0.0343
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Figure 6. Receiver Operating Characteristic Curve, Baseline Model
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Abstract
This paper unveils a new resource for macroeconomic research: a long-run dataset
covering disaggregated bank credit for 17 advanced economies since 1870. The new
data show that the share of mortgages on banks’ balance sheets doubled in the
course of the 20th century, driven by a sharp rise of mortgage lending to households.
Household debt to asset ratios have risen substantially in many countries. Financial
stability risks have been increasingly linked to real estate lending booms which are
typically followed by deeper recessions and slower recoveries. Housing ﬁnance has
come to play a central role in the modern macroeconomy.
Keywords: leverage, recessions, mortgage lending, ﬁnancial crises, business cycles,
local projections.
JEL Codes: C14, C38, C52, E32, E37, E44, E51, G01, G21, N10, N20.
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ÒSCAR JORDÀ
MORITZ SCHULARICK
ALAN M. TAYLOR

When Credit Bites Back
Using data on 14 advanced countries between 1870 and 2008 we document
two key facts of the modern business cycle: relative to typical recessions,
ﬁnancial crisis recessions are costlier, and more credit-intensive expansions
tend to be followed by deeper recessions (in ﬁnancial crises or otherwise)
and slower recoveries. We use local projection methods to condition on a
broad set of macro-economic controls to study how past credit accumulation
impacts key macro-economic variables such as output, investment, lending,
interest rates, and inﬂation. The facts that we uncover lend support to the idea
that ﬁnancial factors play an important role in the modern business cycle.
JEL codes: C14, C52, E51, F32, F42, N10, N20
Keywords: leverage, booms, recessions, ﬁnancial crises, business cycles, local projections.

ͲͰϥͳ͵

Y  Ìí ý³ Ì ϙ hϟ]ϟ = ý â« Ì í° &â í Y  ææ³ÓÌ

]Óòâ ϙ = ªí ц C³Ì ӄ ]òĔϚ Y³«°í ц C³â³«Ì ӄ V°Å³ßßÓÌ

.æ í°³æ Ì Ëß³â³Å â «òÅâ³íĄϠ
=ÓÓÂ í í° Ì âЄòÌ³ý âæ Óª ËâÓ ÓÌÓË³ í í°í
ă³æíæ
h] ͲͰͰ âÓææЄæ í³ÓÌ → ÅÓÌ«ЄâòÌ °³æíÓâ³Å «ÅÓÅ ßÌ Å

Ͳͱϥͳ͵

Ëß³â³Å °ÅÅ Ì«

Ì þ ³æ ÌíÌ«Å í° æ ³ææò æϠ t í°³ÌÂ æÓϙ
ÓÌæ³ â  ÓòÌíâĄ ³ ÓË³Ì« Óòí Óª  òæ³Ì ææ ĄÅ
ăßÌæ³ÓÌ ß Ì Ìí â³Ì«  â  ææ³ÓÌ í í³Ë í(ß)
ϟϟϟ þ° Ì ßâ³ýí â ³í «â þ Óý ÓòÌíâĄЄæß ³Ĕ
°³æíÓâ³Å ý â« ³Ì í° ăßÌæ³ÓÌϙ (ă³,í(ß) − ă³ )â ³í
ϟϟϟ Ó æ í°³æ °Ì« í° ăß í  ßí° Óª í° ÓÌÓËĄ
í°âÓò«° â  ææ³ÓÌ Ì â Óý âĄ (Ąí(ß) , ..., Ąí(ß)+° )Ϡ

ͲͲϥͳ͵

Ì ³ÅÅòæíâí³ÓÌϙ ÓòÅ þ °ý ÂÌÓþÌϠ

Ͳͳϥͳ͵

òæ³Ì ææ ĄÅ °âÓÌÓÅÓ«Ą
D ц ÌÓâËÅ â  ææ³ÓÌϤ % ц ĔÌÌ³Å â³æ³æ â  ææ³ÓÌ
h]

D

D

%
D

+

%
D

D;

%
D
%
D

]V

%
D

%Y

%
D

h

%

ͱͷ͵
ͱͱͳ
ͱͱ
ͱͷͱ
ͱʹͷ
ͱͷʹ
ͱͷ͵
ͱͳ
ͱͷͱ
ͱͷ
ͱͷ͵
ͱͷͰ
ͱͷ
ͱͷͲ
ͱͷͳ
ͱʹʹ
ͱͳ
ͱͷͲ
ͱͳͳ
ͱͲ

ͱͷ
ͱͲͶ
ͱʹ
ͱͷͷ
ͱ͵ͳ
ͱͰͷ
ͱͰ
ͱʹͷ
ͱͲ
ͱ
ͱͰ
ͱͰ
ͱͷ
ͱͷͶ
ͱͷͷ
ͱʹͷ
ͱ
ͱͷʹ
ͱͳͷ
ͱͰͷ

ͱͱ
ͱͳ
ͱ
ͱͲ
ͱ͵Ͷ

ͱͶ
ͱ͵ͱ
ͲͰͰ
ͱͰ͵
ͱͰ
ͱͷ
ͱͲ
ͱͳ
ͱͲ
ͱ͵Ͳ
ͱͱͳ
ͱͲ
ͱͳ
ͱͲ

ͱͳ
ͱʹͳ

ͱ͵
ͱ͵ͱ

ͱͷ
ͱ͵Ͷ

ͱ
ͱͶͱ

ͱͶ
ͱͷͳ

ͱ
ͱͷͶ

ͱͰͰ
ͱͱ

ͱͰʹ

ͱͱͰ

ͱʹ
ͱͱ

ͱ
ͱ

ͱͱ
ͲͰͰͷ

ͱʹ

ͱͰͳ

ͱͱͳ

ͱͱͷ

ͱͲ

ͱʹʹ

ͱͰ
ͱ͵ͷ

ͱͳ
ͱͷʹ

ͱ
ͱͱ

ͱͰͲ
ͱͰ

ͱͰͶ
ͱʹ

ͱͱͲ
ͲͰͰͱ

ͱͱͶ

ͱͲͰ

ͱͳͳ

ͱͱͳ
ͱͲ
ͱͱͱ

ͱͲͲ
ͲͰͰ
ͱͱʹ

ͱʹͳ

ͱͶͶ

ͱͷʹ

ͱͰ

ͱͲ

ͲͰͰͱ

ͱͱͶ

ͱͲͳ

ͱͳ

ͱʹʹ

ͱ͵Ͱ

ͱͶͲ

ͱͷͳ

ͱͲͰ
ͱʹ
ͱ͵
ͱͲ͵
ͱʹ
ͱʹͲ
ͲͰͰͷ

ͱͳͱ
ͱͰͱ
ͱͷʹ
ͱͲ
ͱͶ
ͱͷʹ

ͲͰͰͷ
ͱͰ
ͱͰ
ͱͷ
ͱͰͰ
ͱͲ

ͱͱͱ
ͱͲ
ͲͰͰͷ
ͱͰ͵

ͱͱͶ

ͱͲͷ

ͱͳͲ

ͱͳ͵

ͱʹͰ

ͱͰ

ͱͱͲ

ͱͱͶ

ͱͲͰ

ͱͲͶ

V Âæ Ì íâÓò«°æ ªâÓË âĄЄÓæ°Ì Å«Óâ³í°Ë
% = ͱ ⇐⇒ ĔÌÌ³Å â³æ³æ þ³í° ±Ͳ Ą âæϤ Åæ D = ͱ

Ͳʹϥͳ͵

Вcâ íË ÌíГ sâ³Å æ
cÅ ϙ ]òËËâĄ ]íí³æí³æ ªÓâ í° câ íË Ìí sâ³Å æ
ϲͱϳ
ÅÅ
â  ææ³ÓÌæ
%³ÌÌ³Å â  ææ³ÓÌ ³Ì³íÓâ ϲ%ϳ
Jæ âýí³ÓÌæ

Ë Ì
ͰϟͲ
ͲͲͳ

DÓâËÅ â  ææ³ÓÌ ³Ì³íÓâ ϲDϳ
Jæ âýí³ÓÌæ

Ͱϟͷͱ
ͲͲͳ

ă ææ â ³í Ë æòâ ϲξϳϚ ßßĄ
Jæ âýí³ÓÌæ

Ͱϟʹͷ
ͱ͵ʹ

ϲ% = ͱϳ
ϲæϟϟϳ

ϲͲϳ
%³ÌÌ³Å
â  ææ³ÓÌæ

ϲD = ͱϳ
ϲæϟϟϳ

Ë Ì
ͱ
͵Ͱ

ϲͳϳ
DÓâËÅ
â  ææ³ÓÌæ

Ͱ
͵Ͱ
ϲͲϟͱͷϳ

Ë Ì
Ͱ
ͱͷͳ

ϲæϟϟϳ

ͱ
ͱͷͳ

ͱϟͲͶ
ͳ͵

ϲͲϟ͵ͱϳ

ͰϟͲʹ
ͱͱ

ϲͲϟͰͱϳ

câ íË ÌíЄâ æßÓÌæ ªâË þÓâÂ
Y «â ææ °Ì« ³Ì ÅÓ« â Å &V ß â ß³í ªâÓË ß Â íÓ
Ą â ° ÓÌ íâ íË Ìíæϙ ÌÓâËÅϥĔÌÌ³Å â  ææ³ÓÌ ϲD, %ϳ
Ì ă ææ â ³í
ă ææ â ³í ³æ ß â Ìí« ßíæ ß â Ą â ³Ì ßâ³Óâ ăßÌæ³ÓÌ
Ͳ͵ϥͳ͵

=ÓÅ ßâÓ¿ í³ÓÌæϙ ý â«

ªª í Óª í° Óý â°Ì«

Ví°æ ³Ì ÌÓâËÅ ý âæòæ ĔÌÌ³Å â  ææ³ÓÌæ Ì ăß â³Ë Ìíæ
Δ° ĄÂ³í(ß)+°
  
ÓòíÓË

+

=

θDÂ D³í(ß)



+


θ%Â %³í(ß)


ý â« ÓÌ³í³ÓÌÅ ßí°æ


Â
Â
β°,D
D³í(ß) ă³í(ß) − ă³ + β°,%
%³í(ß) ă³í(ß) − ă³



ªª í Óª í° Óý â°Ì«

=

+
Å=Ͱ



ΓÂ°,Å z³í(ß)−Å




+

α³Â


+

Ĕă  ªª íæ ϲ Ë Ì ϳ

ÓÌíâÓÅæ ϲ Ë Ì ϳ

þ° â

Â = ͱ, ..., ;;
  
ýâ³Å æ

° = ͱ, ..., +;
  
°Óâ³ĉÓÌæ

Å = ͱ, ..., =;
  
Å«æ

òÂ°,³í(ß)
  

ââÓâ í âË

ß = ͱ, ..., V
  
â  ææ³ÓÌæ

ͲͶϥͳ͵

â ³í ³í æ Â

6

Real GDP per capita (% deviation by year)

0

2

4

Normal recessions (conditional):
+ Excess credit
+ 1,2,3 %GDP/year

-8

-6

-4

-2

Financial recessions (conditional):
+ Excess credit =
+ 1,2,3 %GDP/year

0

1

2

3

4

5

Ͳͷϥͳ͵

ÓÌÅòæ³ÓÌæ Óª Vâí ..
C¿Óâ ĔÌ³Ì«æ
c° â ³í ³Ìí Ìæ³íĄ Óª í° ÓÓË Ëíí âæ ªÓâ Óòíßòí ßí°ϟϟϟ
ϟϟϟ Ì í°³æ ³æ íâò ³Ì ÌĄ Â³Ì Óª â  ææ³ÓÌ
ϲÌÓâËÅϥĔÌÌ³Åϳϟ
ц Ì þ æíĄÅ³ĉ  ªíϟ

Ͳϥͳ͵

ÓÌÅòæ³ÓÌæ Óª Vâí ..
C¿Óâ ĔÌ³Ì«æ
c° â ³í ³Ìí Ìæ³íĄ Óª í° ÓÓË Ëíí âæ ªÓâ Óòíßòí ßí°ϟϟϟ
ϟϟϟ Ì í°³æ ³æ íâò ³Ì ÌĄ Â³Ì Óª â  ææ³ÓÌ
ϲÌÓâËÅϥĔÌÌ³Åϳϟ
ц Ì þ æíĄÅ³ĉ  ªíϟ
.ËßÅ³í³ÓÌæ
ÌÓí° â ËâÓßâò â æÓÌ íÓ þÓââĄ Óòí â ³í Ì â³æ æ
â ³í ³Ìâ æ æ â³æ³æ â³æÂ ϲVâí .ϳ
â ³í æÅÓþæ ÓþÌ â Óý âĄ ßí° ϲVâí ..ϳ

Ͳϥͳ͵

Vâí ...ϟ òÅ íâÓòÅ ϙ ææ í ßâ³ æ Ì ËßÅ³Ĕí³ÓÌ

Ͳϥͳ͵

 Å³ ªæ Óòí òÅ æ
ϰJϱý âЄ³Ìý æíË Ìí Ì Óý âЄæß òÅí³ÓÌ â Óªí Ì
³ËßÓâíÌíϤ òí í° Ą þÓòÅ °ý ªâ Å ææ æ â³Óòæ â æòÅíæ
þ â í° Ą ÌÓí ÓÌòí  þ³í° ÓââÓþ  ËÓÌ Ąϟ

Ё .âý³Ì« %³æ° âϚ ͱͳͳ
ÅÅ Óª òæ ÂÌ þ í° â þæ  òÅ ϟ òí  òÅ ³Ì Ì Óª
³íæ Åª Ó æÌЕí «³ý ĄÓò  â³æ³æϟϟϟϟ .íЕæ íòâÌ³Ì« Óòí íÓ 
òÅ æ þ³í° Å ý â« ϟ

Ё %ÓâË â %  âÅ Y æ âý °³â ÅÌ &â ÌæßÌϚ
D ]áòþÂ ÓăϚ ͲͰͱͳ

ͳͰϥͳ͵

t°í þ æÂ

òÅ æ Ì â³æ æ

t°í â³æÂæ Ó òÅ æ ßÓæ íÓ ĔÌÌ³Å æí³Å³íĄϠ
â ÅÅ òÅ æ Å³Â Ϡ
.  í°í â ³í ÓÓË њ òÅ Ì  Ì« âÓòæϟ
t°íЕæ í°

ý³ Ì Ϡ

ÓË³Ì³Ì« íþÓ íæ íæ
â ³íϚ áò³íĄ ßâ³ æϚ ËâÓ ÓÌíâÓÅæ ªâÓË 9ÓâϚ ]°òÅâ³Â
Ì cĄÅÓâ ϲͲͰͱʹϳ
+Óòæ ßâ³ æ ªâÓË ;ÌÓÅÅϚ ]°òÅâ³Â Ì ]í « â ϲͲͰͱ͵ϳ

ͳͱϥͳ͵

t°í ³æ Ì ææ í ßâ³ òÅ Ϡ

 ý³í³ÓÌ ªâÓË ªòÌË ÌíÅæϠ CÌĄ  ĔÌ³í³ÓÌæ ý³ÅÅ ϟϟϟ

=Â Óª ÓÌæ Ìæòæ њ ÅÂ Óª í ⇒  ßâ«Ëí³ æÓÅòí³ÓÌϟ
= í ĉ   ÅÓ« ææ í ßâ³ Ϛ ĉ+V  ÌÓí æ ³íæ +V ĄÅ ϟ
Vâ³ Å ýí³ÓÌ ]³«ÌÅ³í =
+V ³Ì ÓòÌíâĄ ³ ϳ
.(ĉ+V
³í > æíÌâ  ý³í³ÓÌ Óª ĉ

Vâ³ Óââ í³ÓÌ ]³«ÌÅ³í =
.(ĉ³,í+ͳ − ĉ³í < −Ͱ.ͱ͵ ªÓâ æÓË Ą â í þ³í°³Ì í°

ß³æÓ ϳ

òÅ ]³«ÌÅ³í = ³í =
ϲVâ³ Å ýí³ÓÌ ]³«ÌÅ³í × Vâ³ Óââ í³ÓÌ ]³«ÌÅ³í ϳ

ͳͲϥͳ͵

ăËßÅ æ Óª ªËÓòæ òÅ
hæ³Ì« Óòâ òÅ æ³«ÌÅ  ĔÌ³í³ÓÌ

1989

Housing bubble: USA, 2001-2011

1990

40

1889

30

Housing bubble: SWE, 1985-1995
40

Housing bubble: AUS, 1884-1894

ß³æÓ æ

1991

2006

1888
2007

30

1890 1891

20

2005

0

-20

0

10

0

10

20

20

1988

1884

1889

1894

1985

1990

1995

2001

2006

2011

Equity bubble: USA, 1994-2004
1999

100

100

Equity bubble: USA, 1923-1933

150

Equity bubble: JPN, 1984-1994

1928

2000

1929

1998

1989

50

100

1927

1984

1989

1994

0

0

-50

0

50

50

1988

1923

1928

1933

1994

1999

2004

ͳͳϥͳ͵

 Ì°ËâÂ њ ÓÌíâÓÅæ =V ßí°
VÓæíЄttͲ æËßÅ ϙ ͱ͵ͰЂͲͰͱͲ

Housing bubbles

10

10

Equity bubbles
Percent (100x log)
0
5

-5

-5

Percent (100x log)
0
5

Recession
Bubble, low credit
Bubble, high credit

0

1

2

Year

3

4

5

0

1

2

Year

3

4

5

ͳʹϥͳ͵

ÓÌÅòæ³ÓÌæ Óª Vâí ...
= ý â«  òÅ æ æß ÅÅ íâÓòÅ ϙ ³«ÌÓâ í ĄÓòâ ß â³Å
c° ÓË³Ìí³ÓÌ Óª ææ í ßâ³ òÅ æ Ì â ³í ÓÓËæ
æòæíÌí³ÅÅĄ ³Ìâ æ æ â³æ³æ â³æÂæϙ í°³æ â ĔÌ æ âÅ³ â
â æòÅíæ ÓÌ í° âÓÅ Óª â ³í ÅÓÌ
+Óòæ ßâ³ òÅ æ â Å ææ ªâ áò Ìí í°Ì áò³íĄ
òÅ æ Ì ËÓâ Óªí Ì Ì òß ³Ì ĔÌÌ³Å â³æ æ
â ³í ªò Å  °Óòæ³Ì« òÅ æ â ßâí³òÅâ ÓæíÅĄϙ í° Ą
Å  íÓ  ß â â  ææ³ÓÌæ Ì æÅÓþ â â Óý â³ æ

ͳ͵ϥͳ͵

How to Deal with Credit Booms
G I O VA N N I D E L L’ A R I C C I A
I M F – R E S E A R C H D E PA R T M E N T

Joint POBC-IMF Conference, Beijing, April 2016
The views expressed here are those of the authors and do not necessarily
represent those of the IMF or the IMF Board

Credit booms: A policy dilemma
The good

The bad

 increased access
to finance
 greater support for
investment and
economic g
growth

 looser lending
standards
 excessive
leverage, asset price
bubbles
 financial
fi
i l crises
i

e.g., Levine, 2005

e.g., Reinhart and
Rogoff, 2009
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Policy consensus

Before the crisis: Inflation targeting
targeting, microprudential focus,
focus
benign neglect

After the crisis: credit booms too dangerous to be left alone

An interventionist strategy requires better understanding of
“macrofinancial” stability and assessment of all available
policy options

Questions
What triggers credit booms?

When do credit booms end up in busts, and when do
they not? Can we tell in advance those that will end up
badly?

What is the role of different policies in curbing credit
growth and/or mitigating the associated risks?
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(Some) answers
Conditions conducive to credit booms:
•
•

financial reform and economic growth
fixed exchange rate regimes, weak banking supervision, loose
macroeconomic policies

The larger and the longer is a boom, the more likely that it ends up
badly
Monetary and fiscal policies do not appear to be very effective in
limiting booms
Macroprudential tools at times proven effective in containing booms
and in limiting the consequences of busts

Roadmap

Definition and stylized facts

Empirical analysis on:
•
•
•

Triggers
Determinants of (bad) booms
Policies and likelihood of (bad) booms

Conclusions
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What is a credit boom?
Aim: find a definition that is practical and can be used
for policy decisions in real time
•
•
•

Credit-to-GDP ratio
Country-specific cubic trend from t-10 to t
A combination of deviation from trend (1.5 std) and absolute
thresholds (20%)

Data coverage: 170 countries from 1960s onward
•

Identify 176 episodes between 1970 and 2010

Caveats:
•
•

Only bank credit
Sample excludes countries with undeveloped financial systems
(credit-to-GDP<10%)

Stylized fact - I
Figure 1. A Typical Credit Boom
(Growth rate of credit-to-GDP ratio around boom episodes)
18

Boom

16

• Typical boom lasts 3 years,

with credit-to-GDP growing
~13 percentt per year (5
times faster than in nonboom years)
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Sources: IMF International Financial Statistics; staff calculations.

“synchronized booms” since
the 1980s
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Stylized fact - II
• Catching up important

• More booms in

relatively undeveloped
systems: median
credit-to-GDP 19%,
compared to sample
median of 30%

Figure 3. Credit Booms and Financial Deepening,1970-2010
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Sources: IMF International Financial Statistics; staff calculations.

Stylized fact - III
• Activity higher during booms
• Long-term growth benefits as well?
Average
annual change
(%)

Non-boom
years

Booms

Credit-to-GDP

1.4

16.6

GDP

4.0

5.4

Consumption

44
4.4

54
5.4

Investment

5.4

10.5

Equity prices

4.3

11.1

House prices

1.2

9.5

Years
spent in
a boom

Change in
RGDPpc
(%)

Zero

38

0<x<=5

60

>5

59
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Stylized fact - IV
• Link to crises




Early literature
High-profile cases
Recent experience

• Link to recessions, growth slowdown, and “credit-less

recoveries”

Booms and Macrofinancial Stability
Followed
by financial
crisis?
i i ?

Followed by economic underperformance?
Yes

No

Total

#

%

#

%

#

%

No

52

30

67

38

119

68

Yes

14

8

43

24

57

32

Total

66

38

110

63

176

Figure 5. Credit Booms and Financial Crises: Examples of Bad Booms
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Bubbles and Bursts
Figure 6. Credit Growth and Depth of Recession
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Figure 4. Leverage: Linking Booms to Defaults
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Triggers
Usual suspects (based on the literature):
•

•

•

1 out of 3 booms follow or coincide with financial liberalization, only 2% for
reversals
Capital inflow surges as net inflows increase from 2
2.3
3 to 3
3.1
1 percent of
GDP in the three-year period before a boom
Buoyant economic growth precede booms, with annual growth reaching
5.4 compared to 3.4% in tranquil times

Other regularities:
•
•
•

Fixed exchange rate regimes
Expansionary macroeconomic policies
Low quality of banking supervision

FX regime

Monetary policy

Fiscal policy

Supervision

Fixed

Floating

Loose

Tight

Loose

Tight

Low

High

76%

24%

85%

15%

74%

26%

79%

21%
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Credit boom

GDP per capita

-0.04

Credit and
housing
boom

HH
credit
boom

Firm
credit
boom

-0.13

-0.05

-0.03

0.04

GDP growth

0.04*

0.12**

0.05***
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0 81**
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2 46***
2.46

1 18***
1.18

1 10***
1.10

0 83**
0.83

Capital inflow surge

-0.03

-0.11

-0.04*

-0.07***

-0.05**

Inflation

0.01

0.02

-0.02***

-0.004

-0.003

Current account

0.01

0.03

0.01

0.04***

0.03***

Trade openness

-0.002

-0.005

-0.003***

-0.002

-0.002**
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-0.03*

-0.08*

-0.02

-0.01

-0.02

-0.16

-0.49

-0.22**

-0.19*

-0.22**

Bank orientation
C growth

0.01

I growth

0.04***

Obs

125

123

104

117

114

R-sq

0.21

0.17

0.62

0.48

0.52

Booms gone wrong
Figure 7. Bad versus Good Booms
Booms that last longer and that develop faster are more likely to end up badly. Booms that start at a high level of creditto-GDP also tend to be bad.
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Sources: IMF International Financial Statistics; staff calculations.
Notes: Relative frequency is the frequency of a given attribute in bad booms divided by the frequency in good booms. Credit
booms are identified as episodes during which the growth rate of credit-to-GDP ratio exceeds the growth rate implied by this
ratio's backward-looking, country-specific trend by a certain threshold. Bad booms are those that are followed by a banking
crisis within three years of their end.

Longer, faster, higher  greater likelihood that a systemic crisis will follow
Regression analyses suggest some association with larger current account
deficits, higher inflation, lower-quality bank supervision, and faster growing
asset prices, but coefficients unstable
No evidence that booms in emerging markets are more dangerous
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Takeaway so far
Certain triggers and macroeconomic conditions have some bearing
in assessing the susceptibility of a country to a credit boom even
though they are far from giving definitive signals
Statistical evidence to pin down if a boom is good or bad is
underwhelming but wise to pay extra attention (and take action)
when a boom:
•
•
•

Lasts longer than 6 years,
Exceeds 25% average annual growth,
Starts at an initial credit-to-GDP ratio higher than 60%

What to do?
•
•
•

Monetary policy
Fiscal tools
Macroprudential measures

Monetary policy

Natural place to start
•

•

Increases the cost of borrowing and reduces collateral
values
May limit leverage and risk taking

But:
•

•

•

Costly
y for the entire economy
y and conflict of objectives
j
possible (inflation targets, balance sheet stability, etc)
Issues for small open economies (e.g., sudden stops and
currency substitution)
Effect on speculative component may be limited
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Pre-crisis: Macro ok, but risks were growing
Figure 1. Output Gap, Core Inflation, and Financial Indicators Before the Crisis
Output Gap
(In percent of potential output)
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Source: World Economic Outlook (September 2007 vintage for the output gap) and Haver Analytics.

Fiscal tools

Prudent countercyclical stance and removal of debt bias
off course would
ld help
h l
•

A buffer of 5% of GDP over the life of the boom would
cover the fiscal costs associated with a typical crisis

But:
•
•

Cyclical
y
implementation and timely
y response difficult
Practical issues with “financial activities taxes”



Setting progressive rates tailored to banks’ business models and
taking bank reaction into account
Incentives to game the system may increase when systemic risk is
elevated
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Macroprudential measures

Targeted approach to:
•
•

Prevent unsustainable booms
Increase resilience to busts

But:
•
•
•

Circumvention
Political resistance
Unintended consequences (e.g., insuring against
aggregate fluctuations may increase risk taking in the
cross-sectional dimension)

Preventing a boom
GDP per capita
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-0.16***

GDP growth

0.04*
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0.06***

0.05**
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Capital
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Bank orientation
Monetary policy stance
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Obs

125
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0.34
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Preventing a boom from going wrong
All bad booms
Duration

0.05*

Monetary
M
t
policy
stance

0.00

Fiscal
policy
stance

0.04

0.09*

Financial crises
0.02

0.02

0.01

0.00

-0.00
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p
l tools

Growth slowdowns
0.05

0.02

0.09*
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0.09
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0.09

0.15

0.16

0.11

0.06

0.17

Limits of the analysis
Lack of evidence on effectiveness of monetary policy
•

Switch to FX lending in reaction to MP tightening (HUN, POL)

•

Endogeneity problem: tighter policy when credit is
growing

Promising
g results on macroprudential
p
tools
•
•

Limited data
Heterogeneity makes econometrics difficult
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Conclusions
Only a (significant) minority of booms end up in crises and it is
difficult to identify bad booms as they emerge
•
•

Evidence presented identifies the conditions conducive to credit
b
booms
and
d th
the d
dangers off llarger and
d llonger b
booms
The cost of intervening too early and the risk of stopping a good boom
to be weighed against the aim of preventing a crisis

Monetary and fiscal policies do not appear to be effective in
dealing with booms while macroprudential tools seem to be
promising
Part of the answer is also much stronger micro-prudential policy.
20-percent CARs would have prevented a majority of banking
crises

Important open questions
Optimal mix and modality of macroprudential policies
•

Relationship among policies



•

To what extent are these independent tools?
Where should macroprudential authority reside?

Rules versus discretion





Far away from inflation targeting standards
Risks associated with excessively interventionist policy
Challenges from political economy perspective
Preventing circumvention and risk shifting

Effectiveness of policies for different types of booms
Policy coordination across authorities and across
borders
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Peak historical credit booms

Maximum trough-peak increase in a 10-year period (% GDP), 1990-2015
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And financial crisis results

Private claims/M2 ratio (%)
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A crisis model

300
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•

Start with a simple
bank

•

Loan assets of 100 and
plain deposit liabilities
of 100
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A crisis model

300
250

"Other"
funding

•

Now assume a massive
credit boom

•

Loan assets jump to
300

•

On the liability side,
half of this boom is
funded by plain
deposits

•

And half is funded by
“other”, including
wholesale finance/
fundraising through
non-bank FIs
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A crisis model

300
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"Other"
funding

200

Where is the crisis risk?

•

It sits on the liabilityy
side, in the form of a
sudden pullout of
volatile and sensitive
“other” funding
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A crisis model

•
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"Other"
funding
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bonds
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And this is still true
even if the government
takes all asset-side
asset side risk
off the books, i.e.,
completely replaces
bad loans (or all loans)
with government
bonds
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China banks, 2008

End-2008, RMB trillion
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China banks, 2015

End-2015, RMB trillion
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Where is China?

Private claims/M2 ratio (%)
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How Big a Problem is Debt and
What To Do About It?
Markus Rodlauer and Wojciech Maliszewski,
IMF
(prepared by APD, LEG, MCM and RES
departments)

1

IS THERE A PROBLEM?

2
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China’s credit boom is similar to others
High Credit Growth and Credit Gap
(In percent of GDP)
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1/ Dot lines represent the credit trend.
Sources: BIS; and IMF staff calculations.
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Cross-country evidence points to risks

4

2

Corporate sector is the main culprit...

5

…as credit financed investment…
Corporate Credit and Investment
(In percent of GDP)
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…flowing to construction and
upstream industries…
Booming Construction Has Left Real Estate with Overhang
(In thousand of squaer meters)
2500

Exacerbating Overcapacity Problems in Upstream
Industries
(In percent)
80

2000

Floor space started

70

1500

Cement
1000
Floor space waiting for sale

60

500

50

0
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Source: CEIC Data Company Ltd.; and IMF staff calculations.

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Sources: CEIC Data Company Ltd.; and IMF staff calculations.
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…has become increasingly inefficient…

8

4

…affecting corporates’ debt-servicing
capacity…

9

…and banks’ asset quality
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5

SOEs weaker than POEs…
And Less Profitable

SOEs Are More Leveraged

(In percent, return on assets)

(In percent)
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…benefitting from implicit
guarantees…

12

6

…but with some signs of
differentiation in the bond market

13

CHARTING THE WAY OUT

14
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Strategy—Key Elements
• Triage. Identify viable and non-viable companies.
• Corporate restructuring.
restructuring Non-viable
Non viable companies should exit
exit. Viable but
over-indebted should be restructured.
→ maximize value of corpora on going forward.
• Remove debt overhang. Recognize losses, recapitalize, and develop
supporting mechanisms for write-offs or other forms of restructuring.
• Harden budget constraints. Exits will improve financial discipline. But
implicit guarantees need to be broken going forward. The change has
to carefully managed.
Consistent framework key for system-wide solution.
Use of experts in valuation and restructuring.
15

Strategy—Supportive policies
• Enhancing legal framework. A long-term goal is to
improve legal institutions. But enhanced mechanisms
needed to complement the existing framework.
• Minimizing hit to near term growth and employment
(and helping those that are affected). Strengthening
social safety net, retraining, and easing restrictions on
migration are needed.
migration—are
needed
• Improving fiscal disciple at the local government
level.
16
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ILLUSTRATIVE SCENARIOS

17

Pro-active deleveraging more sustainable
due to lower investment intensity…
GDP Growth

(In percent, year-on-year growth)
11
Proactive
9

7

Old growth model

5
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Sources: BIS, WEO; and IMF staff estimates.
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…and lower credit intensity

Nonfinancial Private Sector Debt 1/

Credit Intensity

(In percent of GDP)

(New credit per unit of additional GDP)
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sector debt (Old
growth model)
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Nonfinancial private
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Sources: BIS. WEO and IMF staff estimates.
1/ Excluding LGFV borrowings.
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There are transition costs…
Layoffs are Gradually Absorbed...

... and Output Recovers after the Shock

(In millions, number of persons)

(In percent of GDP)
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…but fiscally affordable
Fiscal Balance

Public Sector Debt

(In percent of GDP)

(In percent of GDP)
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Sources: CEIC Data Company Ltd.; and IMF staff estimates.
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Authorities’ plans
• 1st step done: recognition of the problem.
• The plan:
– Tackling overcapacity sectors and zombies;
– Create a sound corporate environment to allow for
restructuring;
– Mergers and acquisitions (M&As) seem to be preferable to
liquidation.

• But:
– Will the plan deliver a hardening of budget constraints?
– What about excess leverage in other sectors?
– What are implications for the financial system?
22
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How to reduce corporate leverage
in China

MA Jun
Chief Economist,, Research Bureau
The People’s Bank of China
April 28, 2016

1

Content
• The leverage of the corporate sector
• Ways to reduce leverage
– Structural reforms to improve corporate profitability
– Transfer debt to governments
– Debt-to-equity swaps
– Develop multi-layer equity markets
– Write off bad loans (exit of zombie firms)
– Harden budget constraints, ratings, etc.
• Ways to reduce risks without changing leverage
– Maturity transformation
– Interest derivatives (swaps, futures, and CDS)
– Securitization
2

1

China corporate leverage: higher than
in most countries

Source: BIS
3

China’s government debt: lower than
in many other countries

Source: BIS
4

2

Reducing leverage in a long term task
•M2 growth is expected to be 13% this year
•Nominal GDP growth is likely to 7-9% this year
•Leverage may rise in the near-term

Source: WIND
5

Ways to reduce corporate leverage

6

3

Improving corporate profitability is
fundamental solution (which is the
core of supply-side
pp y
adjustment)
j
)
• Requires reduction in overcapacity
• Requires successful shift to profitable new sectors
• Requires technological innovations
• None of these are short-term in nature

Source: WIND
7

Transfer debt to govt by. e.g., cutting
taxes
China can reduce corporate leverage by cutting taxes and
increasing its fiscal deficit
deficit.

Source: WIND
8

4

Debt-to-equity swaps
• But there are also several difficulties in debt-to-equity swaps
– Banks are restricted in owning equities
– Lack of qualified specialists in corporate turnaround
– Lack of transparency of underlying assets
– Govt-backed AMCs could be a fast approach, but it leads to
higher govt debt

9

Developing multi-layer equity markets

Source: WIND
10

5

Write off bad loans (exit of zombie
firms, supported by fiscal subsidies)
Conditions for writing off NPLs： provision
coverage ratio remains at high level

Source: WIND
11

Harden budget constraints and
improve credit ratings
• Harden budget constraints on SOEs and LGFVs. With harder
budget constraints, firms tend to borrow less.
• Improve corporate transparency. With higher transparency,
firms with higher debt will borrow less.
• Improve credit ratings. Credit ratings should reflect true
credit risks, so that firms with higher credit risks will borrow
less

12

6

Ways to reduce risks without changing
leverage ratio

13

Maturity transformation by refinancing
loans with bonds or interest rate
derivatives
The average maturity of bank loans is 1-2 years.
Refinancing them with medium- and long-term bonds
or hedging maturity (interest) risk by interest
rate swaps or bond futures can help reduce risks.

14
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Develop the CDS market

• CDS market can allow the transfer of credit risks to
investors that have higher risk tolerance than banks.

15

Asset securitization can also diversify
risks and transfer risks to market

Outstanding ABSs (in USDtn)

1.5
1
0.5
0

China

US

Note: 2016/4/13 data for China, 4Q15 data for USA
Source: WIND, SIFMA
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Conclusions
• Corporate leverage is high in China, posing risks
to financial stability.
y
• Supply side reforms are critical to improving
profitability, which may help reduce leverage in
the long term.
• Other measures could include transfer debt to
govt, debt-equity swaps, write-offs, developing
equities markets, hardening of budget
constraints, improving credit ratings, derivatives,
maturity transformation, etc.
17
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Total non-financial sector debt stood close to 260%
of GDP

Source: CEIC, UBS estimates

1

1

Interest burden rose significantly, but credit
expansion remains fast

Source: CEIC, UBS estimates

2

Corporate debt is over 150% of GDP, financed by
domestic saving

Source: CEIC, Haver, UBS estimates

3

2

Rise of debt used to finance investment…

Source: CEIC, UBS estimates

4

…as external demand weakened and corporate
earnings and own funding dropped

Source: CEIC, UBS estimates

5

3

Fastest asset accumulation was in "non-productive"
real estate sector, fuelled by faster rise in debt

Source: CEIC, UBS estimates

6

Industrial sector asset also rose, but ROA is
declining…

Source: CEIC, UBS estimates

7

4

SOEs have poor returns and take up more debt

Source: CEIC, UBS estimates

8

Excess capacity industries: declining profitability and
rising debt-asset ratio

Source: CEIC, UBS estimates

9

5

Bank NPLs will likely rise, but liquidity is not yet an
issue
(% )

Hidden NPL rat io
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Worrying developments and danger signs


Rapid growth in shadow credit oftendesignedtohideloansand/orNPLs,and
pushupfundingcosts.



Overly broad Implicit guarantee isencouragingexcessrisktakingand
is encouraging excess risk taking and
excessivecreditrisk



Large capital outflows isreducingdomesticliquiditybuffer



Reluctance to restructure corporate and bad debt soexcesscapacitysectors
andbadcompaniesoccupytoomuchresources,andworsensmoralhazard



Increased moral suasion onbanks



Potentially learning the "wrong" lessons onfinancialsupervision

11
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How can China contain rising leverage?


Stabilize nominal growth (denominator): Increasefiscalspending,cuttaxfor
labourandsmallbusinesses,improvesocialsafetynet/hukou reform,allowfor
accommodativemonetarypolicy
yp
y



Reduce financing costs (numerator): lowermarketrates(helpedbyRRRcuts);
developbondmarket;usepolicybanks
Debt restructuring (numerator):


–

expandlocalgovernmentdebtswaps

–

startcorporatedebtrestructuring

–

closeexcesscapacity,writeoffbaddebt



Balance need to deleverage
g and stabilize growth,ensureadequateliquidity
g
q
q
y
butcapoverallcreditgrowth;managecapitalflowsclosely;preventthespilloverofcreditevents



Raise capital: forbothbanksandnon-bankFItofacilitatedebtwrite-offs

12

China's bond market: new bubble or new normal?

Note: Data as of April 13 2016

Source: Wind, UBS estimates

13

7

Credit spread has narrowed – is that a big concern?

Source: Wind, UBS estimates

14

Market is trying to price risk

Source: Wind, UBS estimates

15

8

Credit spreads across different sectors

Source: Wind, UBS estimates. Data as of April 1 2016
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The Ordinaryy Framework for Corporate
p
Debt Restructuringg

Part II
The Enhanced Framework for Corporate Debt Restructuring
(where there is a systemic corporate debt overhang)
Part III
Relevance of Cross Country Experiences to China
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Part I: The Ordinary Framework of Debt
Restructuring

Reliance on the insolvencyy framework as a collective
enforcement mechanism for creditor rights
Specific objective: maximize the value of creditors’ claims
General benefit: by maximizing the value of creditors’ claims,
the availability of credit increases, for the benefit of all parties
and the economy in general.
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The objectives are achieved through two types of procedures:

-Rehabilitation

-Liquidation
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Choosing Between Rehabilitation or Liquidation Procedures:
The choice is made by creditors (by vote)
Based on an assessment of the viability of the business:
Concept of viability: a company is viable if creditors would receive more in
q
i.e. the “going
g g concern” value off the
rehabilitation than theyy would in liquidation:
company (achieved through rehabilitation) is worth more than the piecemeal sale of
the assets of the company (achieved through liquidation).
With safeguards:
-Hierarchy of claims: in any liquidation or rehabilitation, secured creditors need to be
treated more favorably than unsecured creditors, otherwise the value of security is
undermined
-Accurate financial and operational information
-Analysis and valuation prepared by specialized professionals
-Oversight by court
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Rehabilitation procedure:
Creditors approve a “rehabilitation” plan that demonstrates viability
Features of rehabilitation plan:
(1) Financial:
-Debt rescheduling
-Debt reduction
-Debt/equity conversion
-Combination of any of the above
(2) Operational: Restructuring of the company may include changes
in:
-business (e.g. products and services)
-fixed assets (e.g. factories)
-management
-workforce levels
6
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Debt/equity conversions
-Based on valuation conducted by a professional, under the control
of the court.
If liabilities exceeds assets, shareholders have no value, i.e. only the
-If
creditors “own” the company.
-Creditors may decide that value of claims is maximized (and
viability assured) by converting their credit into equity; i.e.. they will
receive more as shareholders than as creditors.
Debt to equity conversion are not a voluntary “swap”
swap between the
-Debt
shareholders and creditors. It is mandatory for the shareholders,
who no longer possess any value in the company.
-However, creditors may offer shareholders equity as a means of
retaining management expertise.
7

Liquidation
-Assets of non-viable businesses are sold
-Proceeds
Proceeds are distributed among creditors according to their
priority, in particular, secured creditors need to be paid first.
-In the economy, assets of the liquidated business are
redeployed to more productive uses.
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Institutional Framework
Courts oversee the process:
-resolve disputes
-ensure integrity (e.g. valuation of creditor claims)
-final approval of Rehabilitation Plan (including its imposition on
minority dissenting creditors (“cram-down”))
Insolvency professionals, often appointed by the courts, assist
the process, especially in areas that require restructuring
expertise:
• Control and management of the assets
• Analysis of financial information
• Assist in preparation of rehabilitation plan
9

Part II: Enhanced Framework for Corporate Debt
Restructuring
The enhanced framework applies where there is a systemic
corporate debt overhang.
The problem of systemic corporate debt overhang:
From the corporate perspective:
-debt overhang limits growth: debt service payments
prevent companies from investing.
From the financial system perspective:
-the high level of non-performing loans (NPLs) reduces the
possibility of banks to extend credit;
-and also poses financial stability risks if the NPL problem is
left unaddressed.
A Vicious circle – Constraints on credit exacerbate corporate
distress, which in turn, amplifies non-performing loans.
10
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Experience demonstrates that reliance on the Ordinary
Corporate Debt Restructuring Framework is not sufficient:
• Number of cases too high; courts overburdened
• Market failure: depressed price of assets creates a collective
action problem: banks and corporates just wait for the
situation to improve to “grow out of the crisis” -but inaction
perpetuates the situation.
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In light of the problem, experience demonstrates the need for
an enhanced framework that requires the active participation
of the State, as part of a comprehensive strategy:
Coordination between relevant agencies : Central Bank,
Ministry of Finance, Securities Regulator, sometimes through
the establishment of a centralized agency or task force
The State supports an out-of-court debt restructuring
framework that ensures timely corporate debt restructuring
-Including positive and negative incentives (carrots and sticks)
designed to ensure that companies and banks engage in
restructuring.
restructuring
The design depends on the circumstances of each particular
country (examples: Indonesia, Malaysia, S. Korea, Thailand, in
Asia; and more recently, Ireland, Portugal, Slovenia, and Spain in
Europe)
12
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Key elements
Carrots and sticks:
Banks: strong supervisory measures that force banks to
write down the claims.
Corporates: e.g., tax incentives (carrots) and threat of
insolvency (sticks)
-Provision of professional mediation services.
-The State does not determine the outcome of the
restructuring and the negotiations, it only creates the
incentives (carrots and sticks) and a framework for negotiation
-Rather, outcome continues to be driven by the commercial
principles that underline Ordinary Restructuring Framework;
i.e. assessment of viability and value maximization on a
company-by –company basis. Also, legal Procedures for
Ordinary Framework relied upon to bind minority creditors to
a Rehabilitation Plan.
13

Additional features
In some systems, the State facilitates the process by
becoming a lead creditor:
-Either through the purchase of claims, especially through a
State-owned Asset-Management Company (AMC)
OR
-By effectively acquiring the claims through the
recapitalization or resolution of banks

14
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Multiple benefits of the enhanced framework
-Sustainable restructuring (which includes both financial
and
d operational
ti
l elements)
l
t ) results
lt iin companies
i recovering
i
their viability
-Restructured loans become performing loans
-Moreover, if the framework is sufficiently predictable,
banks can transfer non-performing loans to specialized
entities in the distressed debt market, reducing NPLs in the
bankingg sector.
-Non-viable companies are liquidated and their assets are
redeployed to more productive sectors in the economy.
- However, minimum degree of economic stabilization and
prospects for growth are needed in order for creditors to
make an informed assessment of prospects
15

Part III: Relevance of Cross Country Experiences to China

Cross country experiences reveal variety of approaches, but
certain fundamental principles underpin these approaches:
- Assessing viability
- Restructuring viable companies
- Final ownership of restructured enterprises
The design of the approach needs to be tailored to the specific
circumstances of the country.
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Assessing Viability
• It is necessary to ensure that assessments of viability are
conducted on the basis of commercial principles, especially
when both the creditors and the debtor are state
state-owned.
owned
• While the state can play an important strategic role in
identifying excess capacity levels in certain sectors, the
downsizing of capacity should be done according to
assessments of viability that are conducted enterprise by
enterprise.
process needs to be founded on credible valuations and
• The p
technical restructuring expertise, as provided by independent
specialists.
• Assessments of viability should be based on hard budget
constraints – there should be no assumption of unlimited state
support (guarantees, subsidies, etc).
17

Restructuring Viable Companies
• The state can play an important role in incentivizing debtor/creditor
g g
, but the design
g of restructuringg plans
p
should be done byy
engagement,
professionals, and be based on credible viability assessments.
• Where state-owned banks consider debt write-downs in the context of
restructurings, international experience provides guidance as to how the
relevant officials can be protected from civil or criminal liability in
circumstances where their decisions are based on viability assessments
that, in turn, are based on professional valuations.
• While the Chinese insolvency framework is broadly in line with international
best practice
practice, capacity to deal with a large-scale
large scale corporate debt overhang is
limited. If restructuring processes are conducted out of court, the same
viability assessments and preparation of plans by expert professionals
should apply.
• While the restructuring/liquidation of enterprises will result in worker
layoffs, addressing this important problems should be addressed by
developing a dedicated strategy for reemployment (see APD note).
18
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Final ownership of restructured enterprises
Regarding the final ownership of enterprises, there is a broad range of
possible outcomes.
• Debt/equity conversion is one of the possibilities, but shares of nonfinancial companies cannot remain indefinitely on the balance sheets of
b k
banks.
• The restructuring may also result in a merger or a sale of the enterprise to
private investors
• Alternatively, the state may remain the owner of certain enterprises after
restructuring the debt, However, in those circumstances, it would be
necessary to engage expert professionals to restructure the enterprise
operations and manage them to ensure long-term viability. A credible
governance framework would need to be established to ensure this.
• If Asset Management Companies become owners of the restructured
enterprises, they should also implement operational restructuring plans,
but they should dispose of the enterprises within a specified time horizon.
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Developing
D
l i a Regulated
R
l t d and
d
Healthy Local Government Debt
Financing System
April 28, 2016

1

1. General strategies on regulating local
government debt
2. Current risk status in local government
debt
3 Next steps
3.

2
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1. General strategies on regulating local
government debt
 Impose quotas on local government debt


Identify existing debt status



Institute statutory procedures of approval



Establish a long term quota mechanism
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1. General strategies on regulating local
government debt
 Integrate various types of local government debt into the
corresponding category of the fiscal budget
 General public debt to be included in the general budget
 Special debt to become part of the government fund budget
 Local borrowing to be approved by the legislature
 Information on debt raising to be disclosed to the public
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1. General strategies on regulating local
government debt
 Local government bonds to be issued to replace
existing debt
 Policy arrangements
 Issuance
 Results
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1. General strategies on regulating local
government debt
 Incremental local government bonds to be issued
 Size
 Purpose

6

3

1. General strategies on regulating local
government debt
 Improve assessment and early warning mechanisms
with regard to risks in local government debt
 Legal requirements
 Specific measures
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1. General strategies on regulating local
government debt
 Enhanced supervision of local government debt
financing behavior
 Legal requirements
 Results
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2. Current risk status in local government debt
 Debt risks generally under control
 Size of government debt and risk indicators
 Assets corresponding to government debt
 Future economic growth
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3. Next steps
 Strict adherence to quota and budget management and effective
enforcement of debt repayment obligations;
 Ensuring replacement and proper disposal of existing debt via bond
issuance;
 Commercialization of financing platforms and differentiation between
obligations of the government and those of commercial corporations;
 Improve early warning and contingency mechanisms to control and
mitigate risks;
 Sound debt monitoring and evaluation mechanisms for enhanced
sanctions against unlawful granting of debt guarantees.
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How To Resolve Risks in China’s
Local Government Debt?
Short-, Medium- and Long-term Countermeasures

Wei Jianing, Research Fellow
Macroeconomic Research Department

Disclaimer
1

The following ideas reflect only my personal view and not that
of the institution I am affiliated with.

2

I am an academian who does not invest in the stock market.
Therefore, my talk on macroeconomics has nothing to do with
the stock market and my talk about reform has nothing to do
with politics.

3

Any report on this talk by the media must be reviewed in
advance, or I will not be responsible for its content.

2
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I. Short-Term Countermeasures
A. Increase transparency; make pressure from public opinion
felt.
• In the past, even though audit findings were made public, only aggregate
data was released, without specific data by province and city, and local
government did not feel the necessary pressure;
• For this reason, it was recommended that specific audit results on
provincial and municipal debt be published as soon as possible, so that
the pressure from public opinion borne by the central government was
transmitted to its local counterpart,
p , in order to enhance the watchdog
g role
played by the the public and the market on local government debt,
especially in the case of heavily indebted areas.

3

B. It is recommended that a committee for Local Government
Debt be established to get ready to deal with emergency
situations.
• I recommend the establishment, led by the State Council, of a
“committee for managing risks in local government debt,” to be
composed of the Ministry of Finance, the People's Bank, the SASAC,
the NDRC, the financial regulators and academians, to get ready to
deal with any emergencies that may arise in the near term, to mitigate
medium-term risks and to develop long-term strategies.
• Th
The committee
itt for
f managing
i risks
i k iin llocall governmentt should
h ld be
b a
cross-sectoral decision-making body on an ad hoc basis, but has not
yet been established. This recommendation has been made before, but
the committee has yet to be formed.

4
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C. It is recommended that a risk mitigation fund be established
to raise money from multilateral sources for debt rescue
p p
purposes
• I recommend the establishment of a “risk mitigation fund for local
government debt” under the “committee for managing risks in local
government debt”;
• There can be multiple sources of funding, including the use of existing
fiscal surpluses, transfers, sale of state-owned assets, loans from the
central bank and bonds guaranteed by the central government;
• The fund will be used mainly for providing rescue measures to distressed
local governments, such as bridge loans, fiscal assistance and incentives
for debt relief.
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D. Develop contingency plans and establish guidelines on debt
rescues
• Contingency plans for local government debt should be expeditiously put
in place, establishing basic principles on debt rescues, approval
procedures and specific rules. As a condition for receiving assistance,
distressed local government should be required to implement mitigating
measures, meet quantitative goals, carry out reforms and develop debt
restructuring plans. They should also be required to devise appropriate
road maps and timetables and will be responsible for monitoring their
implementation.

6
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E. The nature and degree of risks should be analyzed and
different approaches adopted accordingly
• Based on international experience, risks in local government debt can be
dealt with through three different approaches:

7

1. The deposit insurance model
• The "deposit insurance model" (or Japanese model) can be applied to
a local government whose debt indicators exceed the high risk
threshold but have not yet reached distressed levels.
• While stressing the principle of “responsibility residing with the party taking
the risk,” the committee for managing risks in local government debt will
take early intervention measures by requiring the local government in a
heavily indebted area to engage in fiscal restructuring, develop the relevant
plans and seek their approval
p
pp
from the committee for managing
g g risks in
local government debt. After receiving such approval, the plans will be
implemented by the local government under the supervision of the
committee.

8
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2. The IMF model
• The “IMF model" can be applied to a distressed local government not
posing any systematic risk, forcing it to accelerate relevant reforms
• The committee will commit to provide necessary assistance but at the
same time will put forward a series of remedies, requiring the local
government to reach phased targets determined by the central government
within the prescribed time limit, or assistance will be withheld or
discontinued.
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3. The New York City model
• The “New
New York City debt rescue model"
model can be applied to a severely
distressed local government that may pose a systematic risk.
• A “state of fiscal emergency” will be declared, which allows the committee
for managing risks in local government debt to take full control of decisionmaking on all key matters such as fiscal operations and personnel affairs.
The committee will also form a debt restructuring team to serve as the
“custodian” who is solely responsible for matters such as emergency
measures and debt restructuring,
restructuring until the crisis subsides,
subsides when the
relevant authority will gradually be returned to the local government.
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II. Medium-Term Countermeasures
• Existing risks in local government debt stem from a myriad of factors.
Merely treating the risks from a fiscal perspective by characterizing them
all as “contingent
contingent liabilities”
liabilities may lead to a financial crisis; on the other
hand, taking a purely financial approach and categorizing the risks all as
"government debt” may lead to a fiscal crisis.
• Therefore, an integrated "package" solution, covering both financial and
fiscal measures, must be developed by a cross-sectoral committee for
managing risks in local government debt, which, together with a plan for
resolving the risks in local government debt during the next five years, will
contribute
ib
to the
h gradual
d l resolution
l i off allll existing
i i d
debt
b risks
i k d
during
i the
h socalled “13th Five-Year Plan” period.

11

A. On one hand, in terms of sources of local government funding:
1. Accelerated tax reforms
• Tax reforms should be intensified to cultivate sources of revenue for local
government so as to increase their independent funding;
2. More regular transfer payments
• Actions should be taken to make more general rather than special transfer
payments, to mandate horizontal transfer payments, and to improve the
regulation, formula basis and transparency of transfer payments, all for the
purpose of enhancing the fiscal capacity of local governments.
• Particular attention should be paid by local government to avoiding moral
hazard!
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3. More regular debt financing arrangements for local government
 Incremental debt: local government should be allowed to engage in
independent debt financing in capital markets,
markets in an open and transparent
fashion and through regular rather than irregular channels.
 (Issue left unresolved by the new Budget Law: bonds issued by
provincial government for municipal use)
 Existing debt: existing local government debt may be made more liquid
through debt securitization and existing implicit debt may be made more
visible, in order to enhance liquidity, prevent insolvency and mitigate risks
to banks.
 (Legacy issue related to debt roll-overs: commercial banks are
ordered to lend as if under a planned economy)
13

4. Differentiation among local government financing platforms
• Local government financing platforms that are more oriented toward public
goods and less driven by profitability should rely on the issuance of
municipal bonds and loans from policy banks as their major sources of
financing;
• Platforms that are less oriented toward public goods and more driven by
profitability should adopt a share-holding format and rely on the issuance of
corporate bonds and commercial bank loans as their major sources of
financing.
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5. Public-private partnerships (PPP)
• It is worth emphasizing that attracting private capital to municipal
construction and other fields through public-private partnerships (so-called
"PPP mode") may be one of the best ways to resolve the risks in local
financing platforms.
• But we must note this is a "double-edged sword." As the government still
decides who to serve, what service to provide and at what price, the PPP
mode will not completely free the government from the relevant repayment
obligations. Instead, these obligations are simply turned into long-term and
implicit liabilities, with considerable long-term risks.
• If the
th St
State
t C
Councilil decides
d id to
t suspend
d collection
ll ti off hi
highway
h
ttolls
ll d
during
i
holidays, corporate earnings will be directly impacted, which may lead to
added debt burden for the local government.
• State-owned capital must exit from sectors based on competition. Otherwise
it enjoys an unfair advantage, which inhibits entry by private capital.
15

6. Attracting foreign investment
• Additionally, China’s external debt is at a relatively low level, which helps
alleviate risks in local government debt,
debt because it allows the purchase of
local government bonds in reasonable quantities by QFIIs (Qualified
Foreign Institutional Investors). This new way to attract foreign investment
will win valuable time for digesting local government debt.
• This requires the involvement of rating agencies.
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B. On the other hand, to mitigate risks at financial institutions:
1. We need to speed
p
up
p the privatization
p
of commercial banks
• Governments at all levels should reduce their stake in commercial banks as
quickly as possible until they have exited completely in order to prevent
“related transactions within the government" (i.e. various levels of
government hold controlling shares at commercial banks, which allow them
to dictate hiring and firing of bank executives, who order commercial banks
to lend to government projects);
• This will eliminate risks in local government debt at its main source.
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2. China Development Bank should be policy-oriented again
• The Bank should again become a policy-oriented financial institution
specializing in loans to financing platforms for local government
government.
• Generally doing so will not result in mismatches and cost distortions from
making long term loans by taking short term deposits and making long term
investments by borrowing short term loans, since the sources of funding are
different for policy banks and ordinary commercial banks. This eliminates
potential risks associated with commercial bank loans to financing platforms
for local government.
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3. Non-performing assets should be stripped once again.
•

Under certain conditions, bad bank debt resulting from lending to local governments
should again be stripped and parked in asset management companies, who will carry out
market-oriented disposal and recovery.

•

For commercial banks with too many bad assets and not worth rescuing, bankruptcy
procedures should be followed decisively subject to the establishment of deposit
insurance.

•

Risks may become reality faster than we expect. Therefore we must speed up the
construction of a deposit insurance system, making it an independent body with
appropriate staff, financial resources, material infrastructure and technical expertise, as
soon as we can
can.

•

We must guard against moral hazard and prevent conflicts of interest in asset
management companies (diversified, commercial operations).

•

An asset management company should be installed under the deposit insurance agency,
à la Japan.
19

4. Asset securitization
• Finally, we should carry out securitization of local government debt on a pilot
basis. This will be done on both the fiscal and monetary fronts
(securitization of local government debt as well as bank loans), in order to
release assets and enhance liquidity, thereby diversifying and reducing the
liquidity risk faced by commercial banks.
• Asset securitization (commercial banks) + debt securitization (local
government)
• It iis iimperative
ti tto h
have a Chi
Chinese version
i off QE,
QE provided
id d th
thatt we make
k
effective use of the three oversight tools explained on the next page.
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III. Long-Term Strategies
• In modern market economies, three mechanisms are often deployed for
the oversight of local government debt:
 Top-down supervision;
 Market discipline imposed by investors, intermediaries and
rating agencies;
 Bottom-up democratic process.
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A. Top-down supervisory system
• A system must be put in place for the central government to supervise local
governmentt debt,
d bt including
i l di risk
i k indicators
i di t
and
d an effective
ff ti regulatory
l t
regime;
• It is better if central and local financial operations are managed separately
(as in Japan and other countries), with a specialized agency independent
from the central government in charge of supervising local government
debt.
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B. A horizontal mechanism of market discipline
• A mechanism
h i
off market
k t discipline
di i li iis d
deployed
l
d where
h
llocall governments
t
are allowed to engage in open, independent debt financing in capital
markets, and where they are subject to market discipline imposed by credit
rating agencies, financial intermediaries and investors.
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C. Instituting bottom-up democratic supervision
• Finally, the fundamental strategy for dealing with risks in local government
d bt lies
debt
li in
i local
l
l (fiscal)
(fi
l) autonomy,
t
th
through
h enhanced
h
d mechanisms
h i
off
self-discipline and firewalls among various levels of government, including:
 Increased supervision by local people's congress (legislature) of
local government debt financing;
 Local treasurer serving as a counterweight to the local chief
executive;
 Introducing a democratic voting mechanism regarding issuance of
local government bonds; and
 Establishing bankruptcy procedures for local government.
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• In the final analysis, the issue of local government
debt is the result of a long
gp
process and the
convergence of many complicated causes. Therefore,
it can be resolved neither by laissez-faire nor by quick
fixes. The solution must combine fiscal and monetary
tools, balance short and long term interests and target
tactical as well as strategic factors.
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Thank you.
Comments, please.
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I. General condition of all types of local government
debt and major issues
A. General condition of all types of local
government debt
1. General condition
AnauditbytheNationalAuditOfficeatendofJune
2013showstwocategoriesoflocalgovernmentdebt:
oneisdirectdebt,forwhichthelocalgovernment
co ce ed bea s epay e t ob gat o , a d t e ot e
concernedbearsrepaymentobligation,andtheother
iscontingentdebt,forwhichtheyprovideguarantee
andbearsacertaindegreeofresponsibilityofdebt
rescue.
3

I. General condition of all types of local government
debt and major issues
DebtlevelsidentifiedatendofJune2013:direct
governmentdebt=10.8trillionyuan,whilecontingent
governmentdebt=2.6+4.3trillionyuan.Directdebtis
muchlargerthancontingentdebt.Ofthelatter,statutory
debt is smaller than non-statutory
debtissmallerthannon
statutory(moral)debt.Local
(moral) debt Local
governmentdebtlimitstandsat16trillionyuanin2015and
willincreaseto17.2trillionyuanin2017.
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96281.67
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24871.29 26655.77

20000
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To be repaid by gov.
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End of June 2013

Some debt rescue
obligation by gov.

Fig. 1 Overall size of two types of local government debt (in 100 million yuan)
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I. General condition of all types of local government
debt and major issues
A. General condition of all types of local
government debt
2. Status at various levels of local government
TheauditattheendofJune2013showsthatdebt
forwhichlocalgovernmentbearsrepayment
obligationoccurmainlyatthemunicipaland
county levels with municipal county and
countylevels,withmunicipal,countyand
provincialdebtaccountingfor44.5%,39.2%and
16.3%ofthetotal,respectively.
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I. General condition of all types of local government
debt and major issues
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Fig. 2 Composition of two types of local government debt at the provincial, city
and county levels, end of June 2013 (in 100 million yuan)
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I. General condition of all types of local government
debt and major issues
A. General condition of all types of local
government debt
3. Borrower information
Intermsofborrowers,asidefromdebtforwhichlocal
governmentprovidesguarantee,debtraisedthrough
financingplatformsforwhichgovernmentbears
repayment and debt rescue obligations accounts for
repaymentanddebtrescueobligationsaccountsfor
thelargestshareofdebtamongallborrowers.Local
governmentdepartmentsandagenciesarethe
largestofalldebtguarantors.
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I. General condition of all types of local
government debt and major issues
Figure 3 shows the borrowers of the three main types of debt.
It can be seen that local government debt financing platforms and
local government departments and agencies account for a large
share (approximately 66%).
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Non profits subsidized by gov.

Repayment

Guaranteed

Debt
rescue

Public utilities

Fig. 3 Composition of major borrowers of local government debt, end of June 2013
(in 100 million yuan)
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I. General condition of all types of local
government debt and major issues
4. Repayment
The table below, based on the 2013 audit, shows maturities of local
government debt in 2015 and thereafter. Overall, for the three types of debt,
the amount due in 2015 is the highest during 2015 to 2017.
Table 2 Local government debt maturities for 2015 and later years (in 100 million yuan)
2015

To be repaid

2016

2017

2018 and later

Amount

%

Amount

%

Amount

%

Amount

%

18577.91

17.06%

12608.53

11.58%

8477.55

7.79%

20419.73

18.76%

3198.42

12.00%

2606.26

9.78%

2298.6

8.62%

11706.75

43.92%

5994.78

13.81%

4206.51

9.69%

3519.02

8.11%

16669.05

38.41%

by gov.

Guaranteed
by gov.

Some debt
rescue by
gov.

9

I. General condition of all types of local government
debt and major issues
B. Major issues
Themainproblemassociatedwithlocalgovernmentdebtis
a lack of transparency with regard to risks which leads to
alackoftransparencywithregardtorisks,whichleadsto
uncertainty.Thisisreflectedinthefollowingareas:
1.Thereisalackofregularinventorytakingandpublicationof

statisticsonlocalgovernmentdebt.

2.Therecognitionandmeasurementoflocalgovernmentdebtare
notsupportedbygovernmentaccountingstandards.
3.Toolsneedtobeimprovedtobetteridentifyandassessrisksin
localdebt.
4.Internalcontrolneedstobeenhancedtobettermanagelocal
governmentdebt.
5.Thereislackofeffective linkagebetweenlocaldebt
managementandlocalbudgetmanagement.
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II. Relationship between tax reform and improving
local government debt financing system
Local government debt financing is an offshoot of state financial
operations, which designate the division of powers between the
central and local governments. The institutional arrangements on
local debt financing govern matters such as "how to borrow", "how to
use” and "how to repay" for various levels of local government.
Admin. powers: division of
powers between the central and
local governments, leading to
their respective spendings
Fiscal
arrangements
Fiscal and taxation

Budgeting

arrangements

arrangements

Fiscal powers: tax, fees and
property
Intra--government
Intra
transfers

Taxation
arrangements
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II. Relationship between tax reform and improving
local government debt financing system
State (central
gov.) governance

Local fiscal rules
(defining fiscal relations among
various levels of local gov.)

Local
governance

Resolving the issue of who does what among
provincial, municipal, county and town ship
governments.
Issue: from the local point of view,
view the relationship
among the four levels of government is one of
pressure transmission. The share of local debt
accounted for by the provincial government is
lower than city and county governments. However
debt repayment burden is asymmetrical, because
the province needs to step up when cities and
counties are unable to repay, due to the former’s
mandate not to allow the latter to fail financially.
12

Central fiscal rules
(defining fiscal relations between
the central and local gov.)

Resolving the issue of what the central
government does and does not do. The
division of powers between central and
local governments determines how
revenues and spendings are divided
between them as well as how transfers
are designed, which in turn determine
the demand for local debt financing.
Under the model of "central decisionmaking for local implementation", local
government does not decide what it
does not do but must follow the orders
from the central government. But it can
choose what it does do, which usually is
what is in its own best interest. Whether
It is expanding investments or making
public spending, policies are executed
mainly through the local government.
The more central macro-control relies on
local implementation, the greater local
reliance on debt financing.
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III. Preliminary assessment of risks related to local
government debt
Chinese local government debt is the result of years of
accumulation, with accelerated expansion after 2008. Currently
the risks in China's local g
government debt is g
generally
y under
control.
1. Debt growth has been brought under effective control.
2. China's local governments have significant public resources and public
assets and their balance sheet is only moderately leveraged.
3. Liquidity risk due to debt repayment has been basically brought under
control through roll-overs. This process will continue in 2016.
4. The economy is bottoming out, providing the conditions and support
for reducing the risk in local government debt.
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III. Preliminary assessment of risks related to local
government debt
Risk in local government debt, while manageable on the whole, is
significant and not to be taken lightly, especially in the long run.
1. Under the current economic environment (the “new normal”), growth of
local revenues (including those from land transactions) has slowed considerably.
Meanwhile, the rigidity of local government’s public expenditure has increased,
resulting in a widening payments gap and added financial pressure on such
government.
2. The rapid urbanization process requires significant investment and
financing, which gives rise to heightened risk from financing innovation by local
government,
t especially
i ll from
f
the
th expansion
i off contingent
ti
t liabilities,
li biliti
which
hi h mustt b
be
guarded against.
3. Risks are rising from the fast growth of internet banking such as P2P, and
PPP, financial leases, policy finance, as well as local government-affiliated
financial institutions and funds, especially in the absence of adequate fiscal and
financial supervision.
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IV. Recommendations
A. Underlying ideas
1. Enhancing the rule of law.
After the passage of the amended Budget Law in 2014, it has become the primary
task to regulate the borrowing behavior of local government through the rule of law. We
should implement the provisions of the Budget Law through various policies.
The Budget Law amendment provides for limited power for local government to issue
debt and applies quota to such debt, with strict rules regarding borrowing authority and
purposes, and makes it part of the budgeting process, to be managed by category and
supervised by the local people’s congress (legislature). It strips financing platforms of their
role in government financing, distinguishes government and corporate responsibilities, and
ensures that corporate debt is not left for the government to repay. It also establishes
mechanisms for assessing risk in local government debt, providing early warning, engaging
in emergency response and enforcing accountability. No bail out is allowed by the central
government. In addition, it contains the basic institutional framework for public-private
financing partnerships. The related laws are being developed and drafted.
15

IV. Recommendations
2. Improving the institution of local government debt financing.
This is a cross-cutting issue.
It is necessary to achieve short-term objectives by controlling the
excessive growth of debt in order to avoid the derivative risks to China's
economic development and social stability. On the other hand, we must serve
long-term goals of local development and governance as well as lasting stability
throughout the country.
Also, we need to start from the micro-level by establishing and improving
mechanisms for controlling the size of debt and associated risks and by
improving the effectiveness of government investment. Meanwhile, we must
focus on the macro-level by engaging in multi-faceted reforms in the areas of
economic operations, the legal environment and the financial system.
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IV. Recommendations
3. Improving the infrastructure for risk control.
There is a urgent need to establish a true, comprehensive, and timely
statistical system of local debt
debt, the associated internal and external reporting
system and disclosure arrangements.
We also need to improve mechanisms for issuing, repaying and
managing local government bonds.
We should gradually transition from the system of management debt
through annual quota to one based on debt balance.
It is necessary to better match liability and authority with regard to the
issuance and management of local government bonds.
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IV. Recommendations
4. In the medium to long term, with the country moving from a flat to a vertical
governance structure that separates the central and local levels of government, we
should also adopt such an approach to managing the debt risk, fiscal risk and public
service risk at the local and the national levels, without losing sight of linkages between
the two. The increasing complexity of modern society has give rise to an underlying
trend toward such separation in governance. Therefore, the issue of local debt should
be considered in the context of the country’s vertical governance structure and should
not be approached as a purely a matter of debt.
5. We need to give full play to laws, regulations and market discipline and regulate
by legislation issues of administrative powers, property rights, taxation, fee-charging,
and revenues and spendings of the central and local governments. It is also necessary
to gradually give the local governments relatively complete powers to govern. Finally,
we must build a debt financing management system that is jointly supervised by the
central government, local authorities, the public and the market.
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IV. Recommendations
B. Specific recommendations
In view of the current environment, we need to take into account the
f ll i ttwo aspects
following
t in
i controlling
t lli
th
the risk
i k iin llocall governmentt debt:
d bt
On one hand, we must ensure that resolving the risk in local
government debt does not hinder the overall objective of steady economic
growth, i.e. risk prevention and control must go hand in hand with steady
growth;
On the other hand, we need to improve
p
the effectiveness of
government investment and prevent any crowding effect due to such
investment. This is a major focus of our long-term risk prevention and
control efforts.
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IV. Recommendations
1.
.Considerinvestment
Considerinvestmentand
andfinancinginanintegratedfashion,
financinginanintegratedfashion,focusingonthe
focusingonthe
overalleffectofgovernmentinvestment.Linkexpandingdemandtoimprovingsupply
overalleffectofgovernment
investment.Linkexpandingdemandtoimprovingsupply
andshort--termstability
andshort
termstabilityto
toenhanced
enhancedgrowthpotential.
growthpotential.
2 Makefulluseofmarketmechanismstoattract
2.Makefull
2.
Make full useofmarketmechanismstoattractprivate
use of market mechanisms to attract private
privateinvestorstoparticipate
investors to participate
investorstoparticipate
inpublic
in
publicinvestment,constructionand
investment,constructionandmanagement.
management.Expandpublic
Expandpublicgood
good--oriented
privateinvestment,encourageentrepreneurshipforsocialcausesandcreate
innovativemechanismsforsupplyingpublicservicesbymultipleparties.
innovative
mechanismsforsupplyingpublicservicesbymultipleparties.
3.Furtherreformthepublicbudgetingprocess,promote
3.
Furtherreformthepublicbudgetingprocess,promotemedium
medium--termfiscal
termfiscal
planning,establishmedium
planning,
establishmedium--termbudgetaryframework,
termbudgetaryframework,andimprovetemporal
andimprovetemporal
efficiencyoffiscalfunds.
4.Acceleratetheestablishmentofgovernmentaccountingstandardsby
4.Acceleratetheestablishmentof
governmentaccountingstandardsby
providingconsistentrulesfortherecognition,measurement,accountingandstatistics
providing
consistentrulesfortherecognition,measurement,accountingandstatistics
ofgovernmentassetsanddebt.
ofgovernmentassetsand
debt.
5.Improvetheprojectionof
5.
Improvetheprojectionoflocalgovernmentdebt
localgovernmentdebtriskandtheassociatedearly
riskandtheassociatedearly
warningandemergencyresponsemechanisms.
warningand
emergencyresponsemechanisms.
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