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Local Debt Resolution and Regional Economic Growth: Evidence from

the Transformation of Financing Vehicles
ZHOU Bo*, LIANG Yunjia’ and ZHAO Shaoyang’

(a: School of Economics, Southwestern University of Finance and Economics;

b: School of Economics, Sichuan University)
Summary: Local government financing vehicles (LGFVs) have long provided financing and investment services to local
governments. While they have played an important role in building infrastructure, they have also taken on large amounts
of debt and increased the risk of implicit local government debt. To reduce the potential systematic risks from this grow-
ing debt, which could threaten overall economic stability, the central government has called for accelerated reform and
transformation of LGFVs. The goal is to separate LGFVs from their government financing roles and turn them into
market-based business entities, helping to address related debt risks more effectively.

Using multiple sets of micro-level data, this paper examines how the transformation of LGFVs affects debt resolu-
tion, regional resource allocation, and economic growth. There are three main findings. First, the transformation of LG-
FVs significantly reduces both debt and asset scales while improving their profitability. Second, the mechanism analysis
reveals that LGFVs reduce their debt and asset levels by repaying existing liabilities and enhance profitability by expand-
ing commercially viable business operations. Third, the transformation leads to a reallocation of resources from low-
efficiency to high-efficiency firms, thereby improving regional resource allocation efficiency and supporting regional eco-
nomic growth.

This paper has two academic contributions. First, it provides one of the first comprehensive empirical evaluations of
the reform and transformation of LGFVs. While existing literature has explored the objectives and implementation paths
of the transformation from both theoretical and empirical perspectives, there is still limited evidence on its impact on debt
resolution and broader economic effects. This study fills that gap by examining the impacts of transformation from mul-
tiple perspectives, including firm performance, resource allocation, and regional growth. Second, it offers a practical ap-
proach to addressing implicit local government debt. Although many studies have documented the adverse effects of ris-
ing implicit debt—mainly from LGFVs’ liabilities—on private firms’ credit access, investment, employment, and total
factor productivity, few have offered clear and effective solutions. Because LGFVs’ debt is large, diverse, and opaque,
many recent regulations of the central government have been bypassed by local governments, weakening policy impact
and allowing debt to grow. This study argues that to manage both existing and new implicit debt, stronger governance and
a determined push for LGFVs transformation are essential.

This paper offers three practical policy suggestions to manage implicit local government debt, prevent systematic fi-
nancial risks, and promote high-quality regional economic development. First, tailored and region-specific transformation
strategies should be adopted to guide the transformation of LGFVs. Transformation paths should be differentiated and pre-
cisely designed based on each LGFVs asset structure, debt sources, functional roles, and profitability. Second, it is essen-
tial to promote the establishment of modern corporate governance systems within LGFVs and improve their governance
structures and market-oriented operational mechanisms. For LGFVs to truly shift from government-affiliated entities to
independent market players, they need stronger corporate governance and greater operational autonomy. Third, it is neces-
sary to optimize the allocation of financial resources and support the growth of efficient private firms to fully realize the
positive externalities of LGFVs transformation. The financial system should better serve high-efficiency firms by encour-
aging banks to develop credit assessment systems based on indicators such as operational efficiency, innovation capacity,
and financial health. This would help prioritize support for high-efficiency private firms and reduce their financing costs.
Keywords: Divestment of Financing Functions; Market-oriented Entity; Spillover Effect; Resource Allocation Efficiency
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