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Systemic Financial Risks and Soft Budget Constraints
Research Team of CQMM

Center for Macroeconomic Research Xiamen University

The high leverage ratio of non — financial enterprises in China is the main driving force that
keeps the leverage ratio of the entire national economy at a continuously high level. The leverage ra—
tio of non — financial state — owned enterprises remains at the highest level which is the main reason
for financial risks among other non - financial enterprises. The major reasons for the high leverage
ratio of non — financial state — owned enterprises lie in: (1) abundant liquidity; (2) financing
structure dominated by debt financing; (3) excessive expansion of shadow banking; (4) the soft
budget constraint on state — owned enterprises and the allocation mechanism of loans in favor of state
— owned enterprises. According to the analysis of financial risks in different fields this paper insists
that the source of systemic financial risks in China lies in the soft budget constraint on local govern—
ment ( state — owned enterprises). Based on the “China Quarterly Macroeconomic Model ”
( CQMM) the research team simulated the macroeconomic effects of quantitative deleveraging by
tightening step by step money supply under the two scenarios of soft budget constraints and hard
budget constraints on the stated — owned enterprises. Under the scenario of soft budget constraints
policy simulation shows that decreasing M2 growth rate fails to achieve the desired policy objectives.
As such the following policy recommendations are presented: transforming the development thinking
that centers on maintaining growth; establishing a modern fiscal and taxation system to impose a
budget hard constraint on local government ( the stated — owned enterprises) ; resolutely eliminating
land finance based on institutional perspective; withdrawing the excess money supply gradually; con—
trolling the total money supply reasonably and making full use of financial instruments to reduce the
debt ratio of non - financial stated — owned enterprises; increasing the supervision of shadow banking

to resume the functions of optimizing the allocation and utilization of economic resources.

Moral Rectification of Psychologically — Driven Behavior under Uncertainty

An Evolution from Classical Economics to Ethical Economics

Yu Xuefeng

The psychological changes in economic man under uncertainty will lead to unexpected behavior—
al changes. Hence by rational reasoning of a “self — interest” motive it is unlikely to explain many
individual decisions and economic phenomena. So far the empirical evidence has demonstrated that
morality is the most persistent and reliable factor that can constraint limit and modify human behav—
iors and thus has become the most persistent and reliable factor for reducing uncertainty. Therefore
the behavior of economic man may be reasonably explained by examining a mechanism or law that
can determine and influence behaviors from the perspective of the mind emotion preference and
concept of economic man and by establishing a moral rectification model for individual behavior un—

der the “environment — psychology — behavior” framework.



