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Macroeconomic Policy Local Government and The Transformation of

China’ s Economic Development Model: A New Perspective from Land Supply
ZHAO Fuyang’ CHEN Binkai* and LIU Shouying”

(‘a: School of Economics Central University of Finance and Economics;

b: School of Economics Renmin University of China)

Summary: China has dramatically transformed its economic development model since the global financial crisis of 2008.
Due to the shrinking of external demand and the slowdown of industrial growth dynamics the gear of economic growth is
transitioning from high speed to medium-to-high speed. Meanwhile the transition is accompanied by an acceleration of
infrastructure investment a housing market boom and a surge in local government debt. This article studies the impact of
external shocks such as the financial crisis on the mechanism of China’ s economic development and highlights the
importance of various central and local government policies for stimulating economic growth or countering downward
pressure.

Unlike other countries land supply control is a crucial policy tool used by China’ s central and local governments.
Therefore land is not only a macro-control tool of the central government but also an important means for local
governments to participate in local economic development. Before the financial crisis China’ s accession to the WTO
brought about a strong and persistent demand from foreign countries and fostered rapid industrialization. In response to that
opportunity local governments subsidized investment and new businesses by lowering the price of industrial land which
has substantially promoted local GDP growth and increased government revenues. Moreover since industrialization is
accompanied by urbanization and will make housing demand increase local governments can even benefit more from rising
housing demand because they can obtain sales fees from commercial and residential land which is called local land policy.
On the one hand this phase of local land policy has proven to be successful in China but on the other hand is only
sustainable when external demand is strong and industrialization and urbanization are fast.

After the financial crisis foreign demand was weakening and industrialization was slowing down in China. The earlier
phase of local land policy in theory cannot sustain anymore. Based on the mechanism mentioned above we should have
witnessed a deceleration of urbanization and lower housing demand which would trigger a decline in land and housing
price. In that case public expenditures such as infrastructure development should be cut due to the reducing fiscal revenue
from land sales. However China has experienced an abnormal boom in the housing market and accelerated infrastructure
development. The reason is that in 2009 the central government relaxed its control over local financing platforms and
since then local governments have augmented the land policy by exploiting land as collateral for debt financing. Local
governments in turn have a stronger incentive to keep land and housing prices high which can be achieved through
pushing the construction of local infrastructure. The new phase of local land policy has become the new engine for local
investment and economic growth and helped maintain local fiscal revenues. However a surge in local government debt is
inevitable under the new policy regime.

This article builds a dynamic general equilibrium model with macroeconomic policies local government land market
and local public debt. Under the negative shock of external demand caused by the financial crisis our model explains why
local governments switch from the first to the second phase of local land policy. Moreover our model can explain various
important macroeconomic features of the Chinese economy after 2008 including the economic slowdown the rapid growth
in housing and land prices the acceleration of infrastructure investment and the rise of local government debt. We find
that the central government” s macroeconomic policies including increasing the land supply for construction relaxing local
debt constraints and stimulating the real estate market have stabilized the economic slowdown but unanticipatedly
magnified the impact of local government on the macroeconomy. Furthermore although the stimulating policies after the
crisis led to a short-term rebound in GDP  the excessive public investment has exacerbated resource misallocations which
contributed to the decline in the long-term growth rate.

This article highlights the macroeconomic impacts of local governments’ land policy in China. We develop a novel
theoretical framework and use it to quantify the effect of external shocks on China’ s economic development. Our model
jointly explains the dynamics of housing prices infrastructure investment and local government debt following the financial
crisis. Our theoretical framework can be extended to analyze how to resolve the systemic risk of local government debt and
achieve high—quality growth.

Keywords: Macroeconomic Policy; Local Government; Economic Development Model; External Shock; Land Supply
JEL Classification: E32 E69 HI1
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