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Introduction

Motivation

Risks spike in China�s �nancial system, especially for local government
indebtedness

Local governments have accumulated too much leverage
Approximately 24 trillion RMB, 37.22% of GDP in 2014

Government debt becomes a serious issue worldwide

Credit from Development Financial Institutions (DFIs) has been
growing rapidly
Looming concerns on default risks; The U.S. (e.g., Puerto Rico), The
E.U. (e.g., Greece)

Important to understand the patterns of debt issuance and default

How do these loans default
Most of them are o¤-balance sheet
No consensus on even the amount of local government debt in China
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Introduction

Contribution

This paper use a unique loan-level data to unveil the local
governments o¤-balance sheet debt in China

Trace each loan to document stylized facts cross regions and overtime

Development bank loans perform better than commercial bank loans
Against conventional wisdom (e.g., Stiglitz (1993), La Porta et al.
(2002), Barone and Spratt (2015))
Prevalent in many other countries recently
New Channel: Selective default strategy; distressed local governments
choose to default on commercial bank loans

Role of politician careen concerns (e.g., Maskin, Qian and Xu (2000))
Development bank loans amount is positively associated with
promotion chances of politicians
Relationship banking play a role (e.g., Boot (2000), Petersen and
Rajan (1994))
Better loan performance in later years in politicians�terms, especially
for development banks
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Introduction

Dramatic Local Government Debt Increase in China
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Introduction

DFIs become more important across the globe:
Assets/GDP
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Introduction

DFI vs. Non-DFI across the globe: NPL Ratios
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Background

Tax Sharing Reform and Budget Law

Tax Sharing Reform in 1994

Local governments in China receive only around 30% of the tax revenue

Budget Law in 1994 prohibited local government to incur debts

Local governments can�t directly borrow or issue bonds until 2015

Local governments are still responsible for local economic
development

For example, infrastructure investments

Huge gap between local government investment and �nancing
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Background

A Tale of Two Governments�Fiscal
Balance(Revenues-Expenditures)
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Background

O¤-Balance Sheet Borrowing

The China Development Bank (CDB) was established in 1994

The CDB is a policy bank with mandate to provide subsidized credit to
infrastructure investments and to strategic industries

The CDB help local governments to set up local government
�nancing vehicles (LGFVs)

LGFVs are fully state-owned corporations which can legally borrow and
issue bonds
Wuhu Model in 1998; �rst LGFV.
All of local government debts are o¤-balance sheet until 2015.

LGFVs have various �nancing sources

Borrow from the CDB and commercial banks
Issue bonds
Borrow from shadow banking system
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Background

Evolution of Local Government Debt
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Data

CBRC Loan-level Data

The China Banking Regulatory Commission (CBRC) records
information on all bank loans

The CBRC data set includes all loans from 19 largest banks (2 policy
banks and 17 commercial banks)
Cover borrowers with an annual credit line over RMB 50 million
(approximately US$8 million) between 2007 and 2013
Cover approximately 80% of the total bank credit in China
Record comprehensive loan level information (e.g., loan amount,
maturity, guarantee, ratings, delinquency) as well as �rm characteristics
(e.g., ID, assets, location)

List of local government �nancing vehicles from the CBRC

There are 5,672 LGFVs that have loan information covered by the loan
data set
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Data

Summary Statistics
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Data

Industry Distribution (100M RMB)

Gao, Ru, and Tang () ABFER 2017 May 24 2017 13 / 27



Data

Regional Distribution (Loan to GDP Ratio) in 2012
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Data

Bank Lending to LGFVs
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Data

Default Patterns (Over 90 Days Delinquency)
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Empirical Results

The CDB vs. Commercial Banks
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Empirical Results

The CDB vs. Commercial Banks
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Empirical Results

Better Loan Performance of the CDB

In contrast with the conventional wisdom

Policy banks should perform poorly because they do not focus on
(short-term) pro�ts and usually invest in undeveloped areas and in
non-pro�table public goods with positive externalities

Only for loans to LGFVs but not for regular loans

Very robust results

Matched loan characteristics

The question is How and Why?
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Empirical Results

Selective Default Strategy
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Empirical Results

Why local government choose to NOT default on the CDB?
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Empirical Results

Career Concerns
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Empirical Results

Political Cycle and Default
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Empirical Results

Why Politicians Don�t Want To Default on the CDB

Compared with commercial banks, the CDB was at the ministerial
level

The CDB has closer relationship with local governments

Many of CDB employees are from the National Development and
Reform Commission (NDRC)

The CDB is more important for LGFVs since they provide long-term
and stable funds

We exploit two policy shocks of four trillion stimulus packages

O¢ cially started on Nov 2008
Sudden pull back on June 2010
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Empirical Results

Bank Lending over Four Trillion: New Loan Issuance
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Empirical Results

Selective Default and Relationship
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Empirical Results

Conclusion

Local government debt in China

E.g., Ang, Bai, and Zhou (2016 WP); Bolton (2016 AFA)

Value of relationship banking

Cross-default vs. Selective-default

Political economy of bank lending

E.g., Sapienza (2004 JF), Dinc (2005 JFE), Khwaja and Mian (2005
QJE), Calvalho (2014 JF), Ru (2017 JF)

China Model/Chinese Characteristics

E.g., Allen, Qian, and Qian (2005 JFE); Song, Storesletten, and
Zilibotti (2011 AER); Bailey, Huang, and Yang (2011 JFQA); Chen,
He, and Liu (WP)
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