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China’s Leverage Paradox

Is it Really Impossible for Monetary Polices to Cut Down

Leverage While Maintaining Economic Growth?
LIU Xiaoguang(Renmin University of China, 100872)
ZHANG Jieping(Peking University, 100871)
Abstract: In recent years, China’s economic growth has been slowing down along with a sharp rise in leverage.
While accommodative monetary policies are still needed to maintain economy growth, increasing concerns for
financial stability risk calls for cutting down the leverage level, leaving the authorities be trapped in dilemma.
As a result, tight monetary policy is implemented in the name of a loose stance. Since the third quarter of
2009, growth rate of M2has dropped from 29. 8% to 9. 9% in the first quarter of 2015. However, the drop of
M2 growth turns out to a higher lever leverage as the ratio of M2 to GDP increases from 1. 79 in 2009 to 1. 93
in 2014, which is a“Chinese leverage paradox”. This paper attempts to clarify the mechanism of leverage
paradox in China, using a dynamic stochastic general equilibrium model (DSGE) to illustrate the relationship
between money supply and leverage. The results show that reducing the money supply will increase the
leverage, as it will bring more substantial decline in investment and consumption growth, and thus bring greater
decline in output decline, resulting in the leverage. Specifically, a decrease of money supply by 0. 08 percentage
points will drive down investment and output by 0. 38 and 0. 18 percentage points respectively, making the
leverage ratio increase by 0. 09 percentage points. Moreover, in the circumstance of Financial Accelerator
Effect, this mechanism is further strengthened, as a decrease of money supply by 0. 08 percentage points will
drive down investment and output by 0. 59 and 0. 25 percentage points respectively, making the leverage ratio
increase by 0. 14 percentage points. Therefore, a tight monetary policy is not likely to achieve the goal of
deleveraging. On the contrary, more accommodative monetary policies are more likely to promote higher growth
and lower leverage.
Keywords: Leverage, Money Supply, Financial Accelerator
JEL. E51, E20, C61
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