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Financial Leverage in China’s Poverty Reduction:
Performance and Incentives
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Abstract Financial resources are frequently used for poverty reduction in developing
countries. In China, risk reserve funds are created by local governments with fiscal anti-pov-
erty transfers in order to encourage commercial banks to make loans to the poor, although the
moral hazard problem of such a method should not be ignored. We study this poverty reduc-
tion method by economic models, and research its performance and incentives. We find that
with financial leverage model, poor people’s welfare is highest, social welfare is also higher
than direct transfer model. but anti-poverty cost is also higher than risk sharing model. When
there is asymmetric information between local governments and banks, the financial leverage
should be added in order to stimulate banks’ effort and solve the moral hazard problem.
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