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China’s Debt is a Global Problem  
 
 

Ryan Grills  
 
 

ABSTRACT 
 
China’s presence as the catalyst for global growth has caused credit levels to rise sharply, causing government 
officials and institutional investors to take notice. China has been able to sustain their current level of debt, because 
of their high savings rate, strong growth rate, account surplus and low external debt, but those features are now 
weakening. As their growth rate slows, the existence of high levels of moral hazard has become increasingly evident. 
Large surplus of capital and the mentality that the central government will always cover the debt of local 
governments and state-owned enterprises, has led to rushed due diligence and investment in assets with little to 
no potential for returns. This paper starts by providing a background on how China became a highly leveraged 
nation, an overview of China’s credit developments and outlines their current credit size and structure. The 
research focuses on the debt taken on by the non-financial sector, and identifies key vulnerabilities in the economy 
and potential for systemic risk. This is followed by what the research findings means for the global market and 
recognizes key markets at risk. This paper concludes by making policy recommendations that will help increase 
China’s credit sustainability and assist in their transition from a phase of rapid growth to a stage of high-quality 
development. 
 

PROBLEM 
 
Over the last decade, China’s emergence in the global market has been nothing short of impressive. They have had 
a continuous period of strong growth and are shifting their economy from one that is centrally planned, to one that 
is market based. According to the World Bank, China has been the largest contributor to global growth since the 
global financial crisis in 2008. (“World Bank in China” 2018). Among all of their successes over the past decade, 
there remains a great concern that has global leaders and institutional investors taking notice. In order to grow 
their economy and raise their population out of poverty they have had to take on a lot of debt in a very short period 
of time. There are considerable concerns about whether China’s rising leverage is sustainable and the situation 
does not appear to be getting better. When a country undergoes rapid credit expansion, it is often associated with 
rushed investment decisions, cutting corners on their due diligence and an easing on their lending standards. This 
suggests that lending would be provided to less credit-worthy borrowers or towards assets with a poor return on 
investment, which adds significant stress to their financial system.  

China is able to take on more debt than most other emerging markets, because of their size and established 
cushions to withstand higher credit. Those cushions included a strong growth rate, account surplus and low external 
debt. China’s borrowing strategies have been offset by a growing economy, as the rise in GDP exceeds the interest 
payments. They are essentially betting on the growth rate of their economy to cover their leverages when they 
become due and it has been paying off. Concerns have been rising because the growth rate of their GDP is now 
slowing and we are seeing their strategy becoming obsolete, as lending grows faster than the economy. In 2007 
China had a peak annual percentage change in real GDP growth of 14.2% and has steadily declined to a projected 
percent change of 6.6% in 2018. Looking at Figure 1, we can see that this percentage change in growth is expected 
to decrease to 5.6% by 2023. For the first time since China joined the World Trade Organisation in 2001, they had 
a current-account deficit in the first quarter of 2018. (“China’s vanished account-surplus” 2018). China’s once low 



 19 

external debt is also on the rise, increasing by over 400% since 2008. (China Gross External Debt, 2018) The unique 
features of China’s economy are weakening but it is unclear just how vulnerable they are.  

As China’s economic growth continues to slow, and an intense trade war with the US has no signs of going away 
anytime soon, it becomes very import for them to create a clear and direct plan to approach their debt situation. 
Their policy makers are aware of their current economic situation but it is important that they take the warning 
signs seriously. Their government has been dedicated to the optics of an economy that is invincible to economic 
shocks but continuing this approach would be very naïve on their part.  The first step will be to get a better 
understanding on how large the debt implications are, before any predictions or recommendations can be made. 
China must impose the correct fiscal policies to unravel their debt load, without becoming a drag on the global 
economy or starting the next global financial crisis. This is not a problem that lies solely within their borders, 
governments around the world and international investors will watch closely to how this issue is addressed. 
 
Figure 1: China’s real GDP growth rate 

(IMF DataMapper: China real GDP growth, n.d.) 
 

BACKGROUND 
 
The Beginning of the Debt 
 
High levels of debt is a relatively new phenomena for China. Prior to 1980, China’s policies were focused on self-
reliance and they had virtually no external debt. They were very restrictive when it came to external borrowing. An 
era called the “golden development phase” began in the 80s and even during this time debt was never a great 
concern. This was because almost every year GDP growth was higher then the increase in debt. In 1997, they were 
faced with the Asian Financial Crisis, when approximately 40% of the loans held by the Chinese banks defaulted or 
were close to default. (Ma, Fung, 2002) Asset management companies were established to buy the bad debt in 
return for equity stakes. This crisis was relatively easy to handle because they were going through a period of fast 
economic growth. Up until 2008, debt and GDP growth grew together and when one fluctuated so did the other. 

China’s buildup of debt began in 2008, with a large stimulus package of $586 billion over two years or 13.4% of 
their GDP. The package was financed by three separate sources, $173 billion came from central government 
spending, $180 billion came from local governments and bank lending made up the remaining $233 billion. (INFRA 
Update, 2010) This package was established in order escape the financial hardships felt by the global economy in 
financial crisis of 2008. During a time when the advanced economies saw negative GDP growth, China was able to 
keep their growth rate at a strong 9.2%. (“Real GDP Growth” 2018). Over one third of the funds of the package was 
to be allocated to investment in infrastructure, in the form of mega projects. Beijing ordered local governments to 
build roads, bridges and other infrastructure to keep the economy pumping and workers in jobs, at a time when 
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many economies were grinding to a halt. In return for assuming the lead on road, railway and other infrastructure 
projects, they were granted lucrative credit and loose oversight. This created a large influx of capital for the local 
government and state owned enterprises but created a mentality of poor fiscal responsibility.  

China’s Credit Developments 
 
China’s rapid outbound investment and rising indebtedness have created vulnerabilities in key sectors of their 
economy. To narrow the scope of the research, this paper will focus on the debt taken on by the non-financial 
sector. This is debt held by its real economy, which consists of households, government agencies, non-profit 
organisations, or any corporation that is not in the financial sector. Credit to the non-financial sector through banks, 
non-bank financial institutions and the debt securities market are considered. To fully understand China’s public 
finance and fiscal policies, it is important to understand the role of local governments as an integral piece to China’s 
large scale regional infrastructure projects and are tasked with the provision of social services. They account for 
half of general government revenue and over 80% of general government expenditure. (Lam & Wang, September 
2018) This shows a lack of return on investment and structural revenue shortfalls relative to their spending needs.  

China varies from western nations in the sense that they have what they call a “socialist market economy”. They 
have approximately 150,000 state owned enterprises, with a third of them being owned by the central government 
and the remaining are owned by the local governments. These companies have a significant presence in the 
economy and account for approximately 30 to 40 percent of GDP and 20 percent of total Chinese employment. 
(“China - 7-State Owned Enterprises” 2017). They are considered to have an upper hand over private companies 
because they receive favoured access to China’s assets and see policies created in favour of their long-term success. 
These companies limit foreign direct investment because of the belief that they would not be entering a market 
where all stakeholders are treated equal. 

In December of 2016, the Chinese Government released their 2017 priorities for their economy and deleveraging 
was one of them. It had become clear to senior officials that the economy had structural problems and an effort 
needed to be made before things got even worse. Despite this public commitment to deleveraging their debt, in 
2017 Chinas debt to the non-financial increased by approximately 19% (Total credit to the non-financial sector, 
n.d.). The priorities for 2018 were focused on resolving risks, and promoting high quality development. Resolving 
risks would be through supply side structural reform and other government reform to solve their structural 
problems. High quality development was deemed to be the “indispensable foundation for sustainable and healthy 
economic development”. (“China’s leaders” 2017) This is not just about becoming a more innovation driven 
economy but also reducing inequality, improving social services and education.  It is unclear if these strategies will 
build off the 2017 strategy of deleveraging or lesson its importance as long as it leads to high quality development.  

The debt that is known to exist is raising concern, but the unknown debt could pose an even larger issue. Before 
the correct policy changes can be established, it is necessary to check how much debt is currently being held off of 
the budget. Hidden debt held by Chinese local governments has rapidly increased in recent years and could now be 
worth as much as $5.8 trillion USD, according to the S&P Global Ratings. (Lam, 2018) To better understand how 
much hidden debt is currently out there, an audit was commissioned by the central government and the results 
should be made known in 2019. The audit will cover hidden debt from state-owned enterprises, public and private 
investment schemes and local government. This is not the first audit to uncover hidden debt, in 2014, an audit was 
performed on the local government’s finances and 15.7 trillion yuan worth of hidden debt was uncovered. (Watts, 
2018) 
 
The Size and Composition of China’s Debt  
 
China's credit to the nonfinancial sector as of the first quarter of 2018 was $35.11 trillion USD. (Total credit to the 
non-financial sector, n.d.) As a percentage of GDP it has increased from 141% in 2008 to 256% in mid-2017. China’s 
debt-to GDP is not vastly different then Canada’s but the first factor that sets them apart is how fast the debt has 
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been accumulated. Over the past five years, China’s debt-to-GDP ratio has increased by 54% (Fielding, Jimenez, 
Orlik, & Wan, 2018), and over that same time Canada’s debt-to-GDP ratio has risen approximately 6%. (“Canada: 
National debt” 2018) In previous cases, countries who have taken on debt at a very fast rate it have rarely been 
able to sustain it. An IMF report on China’s credit boom identified 43 credit booms when debt-to-GDP increased by 
over 30% over a period of five years. Of those 43 cases, only five of them did not end with large decreases in 
economic growth or financial crisis. (Chen & Kang, 2018) Credit expansion the size and speed of China’s have 
surpassed what would be considered “safe” levels. In 2010, before China’s debt had reached the levels we see 
today, a journal article in the IMF Economic Review made the argument that “credit growth is a powerful predictor 
of financial crises”. (Orda, Schulkarick, Taylor, 2011) We have seen evidence of this in the past, the most relevant 
case being the 1991 Japanese financial crisis. The IMF supported this argument, “China’s credit boom is one of the 
largest and longest in history. Historical precedents of ‘safe’ credit booms of such magnitude and speed are few 
and far from comforting”. (Chen & Kang, 2018) When a governments borrowing is not accompanied by enough 
revenue generation and economic growth, then we see an increased pressure to restructure or reduce their debt.  

The next factor that separates them from the world’s top economies is China’s GDP per capita, which is only a third 
of Canada’s and a quarter of the U.S’s. (Fielding, Jimenez, Orlik, & Wan, 2018) Looking at figure 2, representing the 
debt vs income of the G-20 countries, we can see that China is an outlier amongst the other nations. Their debt-to-
GDP would be less of a concern if their GDP per capita was on par with those of the advanced economies. Figure 3 
shows us that China is considerably below the GDP per capita of the advanced economies and has only just reached 
the world average. This gage on the wealth of a countries population is one of the key reasons why China is still 
considered a developing economy. High income economies are able to withstand higher leverage owing because 
of their stronger repayment capacity. It is clear 
that their population is not set up to withstand a 
financial downturn without significant help from 
the government in the form of social services. 
China’s low GDP per capita will make their 
current debt more challenging to pay off, when 
compared to the more developed nations they 
are trying to compete with on the global stage. 

Figure 2: Nonfinancial sector credit vs income of 
G-20 countries 
(Fielding, Jimenez, Orlik, & Wan, 2018) 
 
Figure 3: GDP per capita comparisons for China 
 

(IMF DataMapper: GDP per capita, n.d.)  
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China’s non-financial corporate debt is unique in that 60% of the total liability is held by state-owned enterprise, 
which accounted for 115% of GDP in 2016. (Li, 2017) When a state-owned enterprise issues a bond it is considered 
a corporate bond but since they are owned by the central and local governments this is just hidden government 
debt. This changes the label of the debt but does not reduce the contagion risk. They have encouraged these 
companies to borrow large amounts of funds and use them towards large investments, in an effort to continue the 
growth of the economy.  The problem is during the borrowing binge these state-owned enterprises invested in 
inefficient assets, with minimal return on investment. There is a strong presence of moral hazard within these firms 
because of the mentality they will be a continued influx of capital from the government and they will not incur the 
burden of failed investments. They are incurring debt that will be later paid off by the government. This is will be 
discussed in greater detail later in the report. 
 
The Belt and Road Initiative adopted in 2017 is a prime example of a debt intensive plan to increase the Chinese 
footprint on the global stage. The envisioned plan is to invest as much as $8 trillion over 68 different countries in 
the form of infrastructure projects. (Hurley, Morris, Portelance, 2018) The transparency around reporting on BRI is 
limited but some of the most discussed projects include; rail connections from China to London, the largest port in 
Sri Lanka and the China-Pakistan Economic Corridor, The financing will come from China’s policy banks, which are 
the China Development Bank, the Export-Import Bank of China and the Agricultural Development Bank of China. 
The idea is for these projects to assist with shared global growth, while at the same time aligning with China’s key 
economic, foreign policy and security objectives.  
 

RESEARCH METHODS 
 
This research found in this report consists of both primary and secondary data. The primary data came from 
discussions with Dr. Michael C S Wong, who is an Associate Professor of Finance at the City University of Hong Kong. 
This was an opportunity to find out key information from someone who has focused their research on the Asia-
Pacific Market. The questions focused on China’s the effects of changing monitory policy, key vulnerabilities in their 
economy and exposure to external shocks. The first question asked was if China’s high debt levels will make it more 
difficult for them to recover from the next financial crisis as quickly as they were able to in 2008? Next we discussed 
how China’s growth momentum will be effected by local governments being forced to implement financial 
consolidation to control their debt size, which will unavoidably trim their investment in infrastructure. These were 
the key talking points discussed in this report and the rest of the interview was to gain a better understanding on 
China’s debt composition and history. 
 
There is considerable research performed on this topic because the importance it has on the global economy. The 
research focused on complying that data into an informative report on the current status of this issue and to provide 
recommendations for the Chinese policy makers. The secondary data in this report came from a collection of 
agencies reports, financial articles and academic journal articles. The agencies reports came largely from the World 
Trade Organisation, International Monetary Federation and the World Bank. These three sources play a vital role 
in the global economy and have a large composition of relevant data on this topic. The research focused on news 
articles from the most respected and reliable financial from media outlets. Those outlets included Bloomberg, the 
Economist, the Financial Times, the Business Insider and the South China Morning Post. The library databases of 
the University of Victoria and the City University of Hong Kong were used as the sources for journal articles. This 
provided access to similar studies, to understand areas that have not been studied as thorough. Since this situation 
is continuously changing, the journal articles showed how things have changed year to year and what 
recommendations did not work as expected.  
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RESEARCH FINDINGS 
 
Key Vulnerabilities 
 
Reducing the debt size held by local government, while still maintaining China’s growth momentum will take 
decisive policy action. It is important that they are able to balance the promotion of reasonable economic growth, 
with fiscal reform that may erode economic performance in the short-term. If the Chinese central government force 
the local governments to implement financial consolidation to control their debt, they will undoubtedly trim their 
investment in infrastructure which has been a key factor in China’s growth. Dr. Wong discussed their reliance on 
state-owned enterprises to support the local economy. The companies have benefited through the infrastructure 
projects and their debt repayments rely on continued revenue. China will challenged with keeping its people busy 
and employed, during slow growth or a decline in exports. In order to safely shrink the debt held by local 
governments, it is imperative that China reduces their reliance on fiscal injections in the form of infrastructure in 
order to ensure it is no longer the main catalyst for economic growth. How this is done will be very important in 
order to prevent companies from defaulting on their loans and citizens losing their jobs.  

China must focus on shifting their economy away from domestic consumption, and become less reliant on debt-
intensive heavy industry and exports. The central government is trying to shift the focus of the economy to high 
quality development. According to Dr. Wong, China has set up new private equity funds to develop technologies, 
in an effort to add new live in the economy. These funds are part of the “Made in China 2025” policy, which looks 
to shift their dependence on low cost manufacturing, to technology fueled growth and high end products. The 
policy outlines ten priority industries, which include aerospace and aviation equipment, new information 
technology, and energy savings and new energy vehicles.  (Pham, 2018) According to the South Centre, companies 
that focus on the labour intensive textile industry tend to have higher debt and are more likely to have non-
performing loans. Their report states that “firms in the traditional sectors like mining, textiles, construction, real 
estate, public administration etc. borrowed the most, accounting for 64% of total loans in recent years.” (Li, 2017) 
China’s debt instability is a result of their dependence on these industries. 

Of the 68 countries who are part of the Belt and Road initiative 20 of them had no higher then a B rating by the 
three primary rating agencies, S&P, Moody and Fitch Ratings. The Center for Global Development found that eight 
of those countries are at a high risk of debt distress due to further BRI-related financing. (Hurley, Morris, Portelance, 
2018) Among that list is Pakistan who has been at the center of the initiative, with an estimated $62 billion in 
planned projects. These projects require a large amount of debt for relatively young and developing economies to 
take on. In July 2017, China agreed to a debt-for-equity swap and a 99 year management contract for the 
Hambantota Port in Sri Lanka, after they were unable to service their $8 billion loan. (Fernholz, 2018) There are 
only so many projects China would be able to withstand doing these kind of swaps before the lack of repayment 
becomes a problem.  If these countries or others were to default on their Chinese backed loans, then this will add 
further stress to the Chinese market.  
 
Systemic Risks 
 
China’s economic system is one that critics argue is broken because of the outlooks held by policy makers and 
government officials. The Western world’s overall sentiment towards the Chinese economy is pessimistic because 
of the rising debt-to-GDP and their vulnerability to strong adverse shocks. The IMF has stated that China’s credit 
growth is on a dangerous trajectory, and if they are to continue on this path there is increasing risk of “a disruptive 
adjustment and/or a marked growth slowdown”. (Chen & Kang, 2018) The systemic risks arise from unsustainable 
policies that have created a broken attitude amongst government officials. Yin Zhongqing, the deputy director of 
the financial and economic affairs committee at the National People’s Congress has warned that, “local government 
officials never worry about repaying debts, they only worry that no one is lending them money”. This shows a 
system with significant moral hazard and is based on limitless lending, with no repercussions for poor management 
of funds or minimal return on investment. He continued by saying “all local governments are part of a centralized 
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authority that will eventually be bailed out” (Tang 2017), which emphasises their lack of financial constraint. It is 
clear the system as a whole is broken and the mentality of the policy makers needs to change to a more economical 
outlook.  

Another warning sign is the number of defaulted publicly issued bond repayments so far in 2018. Up until October, 
there has been 48.4 billion yuan worth of missed bond repayments. This is significantly higher than the 17.7 billion 
seen in all of 2017. (Lam E. , 2018) Although this is still a small percentage of the overall non-financial corporate 
bond market but this recent uptick is an area of concern. As state-owned enterprises see less access to funding 
through China’s commitment to tightening their local government spending, these companies will get squeezed. 
An economy with less emphasise on infrastructure projects will cause concern for companies in the construction, 
engineering and other related industries. Looking at figure 4, we can see that the distance between the bond yields 
of local government financial vehicles and local government bonds issued by the central government is growing. 
This shows that investors no longer believe they have the full backing of the local governments. 

Figure 4: Spread over China’s 5-year Ministry of Finance Bond 
 

(“As local Chinese governments come clean on debt” 2018) 

 
In 2017 one of the largest rating agencies, S&P global ratings lowered China’s sovereign credit rating from an AA- 
to A+ and stated risks from soaring debt as the reason. An A rating still considers a strong potential to meet its 
current financial commitments but it differs from the higher-rated categories in that they are “somewhat more 
susceptible to the adverse effects of changes in circumstances and economic conditions”. (Standard & Poor's 
Ratings, 2011) At the same time the lowered the credit ratings of HSBC China, Hang Seng China and DBS China Ltd 
because of their considerable exposure in China and the unlikeliness that they would be able to avoid their own 
default if China was to enter a debt crisis. (“S&P Cuts China’s Credit Rating” 2017) Currently China’s sovereign credit 
rating ranks 50th amongst S&P’s global ratings, showing they have a long way to go before they are considered to 
be a stable economy among the top nations. (Cullinan, 2018) This shows that institutional investors have taken 
notice regarding the systemic risk that lies within the Chinese market. 
 
Implications of These Results 
 
It is no longer feasible for China to grow out of their debt problem as they have done in the past. The debt has 
grown too large and the growth rate of the once roaring economy has slowed to more reasonable levels. The old 
model of fueling the economy through credit expansion needs to be developed into investment into assets and 
industries with greater returns on investment to promote a sustainable level of growth. The implications of 
drastically low economic growth would be felt throughout their population. China does not have a good social 
security system in place for economic downturns, which could be disastrous for a large portion of their population. 
Drastically low economic growth would also reduce the confidence in the economy and lead to outflow of capital, 
further weakening the financial stability of the country.  
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WHY WORRY ABOUT CHINA’S DEBT PROBLEMS? 
 
Global Market Implications 
 
A China Debt problem would have a significant affect on the global market because of the importance they have 
had on global growth over the past decade. As mentioned previously China is the largest single contributor to global 
growth over the past decade. They are the world’s largest exporter and the second largest importer. The United 
States, Japan and Germany are other notable global market drivers and they are among China’s top five trading 
partners. (“China exports, imports” n.d.)  Countries dependent on commodity exports such as Canada, Australia, 
Brazil and Indonesia would see their own GDP’s impacted as demand for their exports slows. If China’s credit bubble 
were to burst then the renminbi (official currency of the People's Republic of China) would depreciated sharply in 
response, as the government issues more currency to keep the economy solvent. This will cause a deflationary 
impact on the world and lead to a decline in China’s share of global GDP.   
 
China has established themselves as one of the largest lenders to fuel global growth and that could be drastically 
reduced given any significant economic downturns. A debt crisis in China would be the end to the Belt and Road 
initiative, which would be a big loss for emerging markets looking for assistance in growing their economies. China’s 
presence as one of the largest donors to the World Bank would no longer be possible, putting greater pressure on 
the advanced economies to cover the difference. Removing China as global financer could have contagion effects 
on the global market and lead to further economic crisis’s in emerging markets. 
 
Key Markets at Risk 
 
Those countries who rely on China for trade and financial support would be hardest hit by a financial crisis in China. 
As a nation they would look inward and reduce their demand for foreign commodities. The top five countries they 
import from are; Korea, Japan, United States, Germany and Australia. (“China exports, imports” n.d.) These nations 
are vulnerable to an economic slowdown in China, as well as the realignment of their economy. Exports to China 
accounted for 24.8% of South Korea’s exports in 2017, with semiconductors being the main products. According to 
the Korean International Trade Association, full-blown trade war between China and the U.S would lead to a 6.4% 
drop in their exports, a loss of $36.7 billion. (Lee, 2018) This shows their reliance on the China market, and exposure 
to a China financial crisis. China accounted for 27.9% of Australia’s exports in 2016 and they focus in raw materials 
such as coal and ore. (Australia's trade in goods and services, 2017) Their economy is very vulnerable, as China looks 
to reduce their investment in large scale infrastructure projects and focuses on cleaner energy. The United States 
have to be conscious through their trade wars with China, that they don’t go as far as pushing China into a debt 
crisis. Their claim that Chinese trade policies are unfair for their nation are not unjust, but their policies favoring big 
corporations are as much to blame as the Chinese subsidies. Corporate America is vulnerable to China shifting 
towards a consumer-driven economy in order to refocus their economy and reduce their credit reliance. As Chinese 
companies rise in the development of advanced goods, the top American companies will lose out on a market that 
accounts for a significant amount of sales and growth potential. 
 
The countries that have been beneficiaries of China’s economic support will also be affected by a debt crisis in 
China. Starting with the countries within the Belt and Road initiative, in the case of further cases of countries being 
unable to afford their debt repayments, China would show less leniency towards restructuring and debt-for-equity 
swaps. Pakistan is at the forefront of the program and is seen as the most vulnerable. Those countries looking for 
support who do not have projects started yet may see the opportunity for capital injections delayed or be taken 
away all together. China has come to the aid to emerging markets when the Western nations have said no, most 
recently helping Turkey through their financial crisis. Countries going through financial difficulties will have to rely 
solely on the IMF of assistance, if China is to enter an economic depression. 
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POLICY RECOMMENDATIONS 
 
Improve Liquidity 
 
China currently has the third largest bond market in the world but the presence of foreign investors is limited. 
Developing a robust local government bond market will improve local government financing and capital market 
developments. In order to improve the liquidity of the market, they must broaden the investor base to allow for a 
greater influx of capital from institutional investors. In order to accomplish this it will be necessary to increase 
investor confidence. As previously stated China’s sovereign credit rating of A+ by S&P shows investors are cautious 
regarding their debt situation. Investors will demand higher return to compensate for their increased risk. Clear 
policy actions and increased transparency will help to build confidence within the rating agencies.  
 
Another method for improving liquidity would be to promote the swap of debt for equity stakes to institutional 
investors. This would further allow for a heavily indebted corporate sector to lower their leverage ratios. This would 
also align with their move to allowing the economy to become more market driven and less government 
determined. In 2016, China started allowing the big four state-owned banks to set up asset management companies 
to exchange the debt of companies facing temporary difficulties or equity stakes. By 2017 the banks converted 
$149.2 billion of debt held by over 70 state-owned enterprises into stock holdings. (Yeung 2017) The issue is this 
there is significant moral hazard to this system, because the banks know they are protected and it is the taxpayers 
who will see the costs. It defers contagion risks to a later date but the risks still remain within the Chinese economic 
system. The banks also forfeited the business opportunity to receive interest and principal payments. In order to 
improve this program, it is necessary to improve the interest of the private sector investors, especially those outside 
of China. Currently the banks are selling the bad debt at face value and swapping it for equity at the same value. 
(Yeung 2017) This signals that state owned enterprises are unwilling to accept losses from government assets. 
Private sector investors will want to see debt offered at a discounted rate in order to be enticed into the deal. If 
the prices for debt to equity swaps is allowed to be set by the market, then this will reduce the contagion risks in 
China and improve the liquidity of the state owned enterprises. 
 
Consolidate Local Government Debt 
 
In an effort to clean up the balance sheets of local governments, China needs to ensure their financing quota is 
large enough to include all off-budget LGFV fiscal spending within the budget. An effort has been made to reduce 
the reliance on off-budget spending but tighter fiscal responsibility is still needed. This will improve the resiliency 
of the local government bond market and improve their transparency to all stake holders. Institutional investors 
are worry about the Chinese market because the ambiguity associated with their reporting of their economic 
statistics. Increased openness will go a long way in gaining investors trust and help transition their economy to one 
that is market driven. 
 
Improve Government Efficiency and Increase Revenue 
 
Intergovernmental fiscal reform is needed in order to reduce the local government expense down from the current 
80% of general government expenditure. In many areas the government from top to bottom is operating incredibly 
inefficiently. Since 2008, there has been inefficient resource allocation and it is imperative this changes in order to 
solve this situation. Further decentralization is needed in order to improve accountability and allow local 
governments to tailor their fiscal policy to greater represent the needs of their region. For example, tax rates are 
currently set on a national level and often do not match the needs of the individual regions. A national guideline 
could be established with federal benchmarks, which allow for local governments to tailor to the unique features 
of their region.  The return on investment through capital injections has been low and it is important that they focus 
on assets with higher potential for revenue, such as the development of high quality commodities. 
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Shift the Focus of the Economy 
 
China rise as a developing economy has been largely thanks to their use of infrastructure as an engine for economic 
growth. Debt financing is the fuel for that engine, but its time for China to find more sustainable and efficient fuels 
for their economies. The “Made in China 2025” initiative is on the right track but more can be done. The policy 
outlines arguably the ten largest industries but does not go into specifics on how they plan to become a leader in 
each industry. In order to ensure their allocation of capital is done efficiently and to avoid being spread out to thin, 
China should narrow the list to five sectors. Further analyses is needed to understand which industries China can 
offer the most comparative advantage towards, but an example would be ocean engineering equipment and high-
end vessels since China is home to seven of the top ten shipping ports by volume. (Top 50 World Container Ports, 
n.d.) The importance of the success of this shift in their economy was one stressed by Dr. Wong as a necessary step 
to reduce their reliance on debt-intensive heavy industry. Shenzhen has become a leader in digital technology 
developments and similar economic zones can be established for the other key industries. 
 

CONCLUSION 
 
China is not on the brink of a debt crisis in the short term but there are serious concerns to the sustainability of 
their debt load and decisive policy actions are needed to correct their current course. Analyzing debt sustainability 
and debt vulnerabilities is a complicated task, especially when the economy is as large as China’s. There is no signal 
indicator that can determine when a financial crisis will take place or what level of debt a given country can 
withstand. What is known through the analysis of China’s current situation is there needs to be continued emphasis 
on changing the drivers of their economy to more sustainable and less debt intensive industries. Further 
investments by local governments and state-owned enterprises need to strong potential for a return on investment. 
It is clear that China’s debt sustainability and their economic growth rate are directly linked. If the growth rate is to 
further decrease then their debt becomes increasingly more difficult to pay off. If a debt crisis were to take place 
then their growth rate would sharply decline, and become a drag on global growth. Lastly, the entire Chinese system 
is riddled with moral hazard, which makes their system vulnerable to future economic downturns. The mentality of 
government officials needs to change away from believing they will always be bailed out, towards profitable 
investments that can lead their country towards being an advanced economy. There is great potential for this nation 
but a naive approach to their current situation could be very costly. 
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