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Local Government Debt Expansion and Bank Risk-taking:

Theoretical Simulation and Empirical Evidence
LI Shuangjian® and TIAN Guoqiang”
(a: Institute for Advanced Research Shanghai University of Finance and Economics;
b: TInstitute for Advanced Studies in Finance and Economics Hubei University of Economics)
Summary: Under the combined impact of the ongoing COVID-9 and the increasingly complex international situation the
expansion of debt financing has become an important means for local governments to cope with economic pressure. This will
inevitably lead to a high level of local government debts. The local government debt expansion incurs risks that are very
likely to spill over into the financial system. In China’s financial system dominated by commercial banks the key to seeking
a governance plan to curb local government debt expansion and guard against systemic financial risks lies in clarifying the
impact and mechanism of local government debt expansion on banks” risk-taking. This is not only a practical problem that
the policy authorities urgently need to address in regulating the macroeconomic operation but also provides a stable
financial environment support for the establishment of a double-thrust development dynamic with the domestic economy as
the mainstay and international engagement as the support and the realization of high—quality economic growth.

Based on the typical characteristics of Chinas financial system and the specific operating practices of commercial
banks this paper incorporates the relationship between local governments and banks into a multisector dynamic stochastic
general equilibrium ( DSGE) model to show the impact and mechanism of local government debt expansion on bank risk—
taking through theoretical analysis and numerical simulation. Then this paper uses the unbalanced panel data of 229
Chinese commercial banks from 2007 to 2019 to empirically test the theoretical conclusions. Empirical results demonstrate
that the expansion of local government debts will increase bank risk-taking and this conclusion is still valid after addressing
the endogeneity problems and a series of robustness tests. Furthermore the heterogeneity study finds that the impact of
local government debt expansion on bank risk+aking is particularly prominent in small-scale banks unlisted banks banks
that do not introduce foreign strategic investors and local banks.

The contributions of this paper are three-fold. First in terms of theoretical analysis this paper systematically explores
the impact of local government debt expansion on bank risk-taking by internalizing bank risk-taking behavior in a multi—
sector DSGE model and associating it with local government debts thus providing a new theoretical explanation for
understanding the inherent logic and transmission path of systemic financial risk induced by local government debt
expansion. Second in terms of empirical research this paper examines the impact of local government debt expansion on
bank risk-taking expands the research on the correlation between local government debt and financial risk to a more micro
level lays a solid microfoundation for relevant theoretical analysis and enriches the empirical literature in the field of
influencing factors of bank risk-taking. Third in terms of research conclusions this paper presents micro evidence for
objectively evaluating the impact of local government debt expansion on systemic financial risk and helps to clarify the
internal correlation mechanism and transmission path between them thus providing theoretical support for preventing the
risk of local government debt expansion from spilling over to the financial system. It is of great practical value to improving
the capability of systemic financial risk prevention and management in order to maintain the stability of the financial system.

The policy implications are as follows. Firstly local government authorities should guard against debt financing once
again becoming a short-term emergency measure for policy regulation properly handle the stock debt implement strict debt
investment and financing decision-making mechanism and contain the scale of local government debt from the source.
Secondly local governments should weaken their intervention in the business decisions of commercial banks within their
jurisdiction to ensure that these banks can reasonably adjust the level of risk-taking according to the market laws. Finally
under China’s special fiscal and financial system the relationship between local governments and banks leads to resonance
between the impulse of local governments to borrow and the impulse of banks to lend which induces banks to take high
risks thus triggering systemic financial risks. Therefore the policy authorities should continue to deepen the reform of the
fiscal taxation and financial system accelerate the market-oriented reform of the banking industry block the transmission
path of local government debt risk to the banking system and ensure the long-term stability and sound development of the
financial system.

Keywords: Local Government Debt; Bank Risk-taking; Systemic Financial Risk; DSGE Model
JEL Classification: E32 E52 G22
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