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Local Government Debt Default Risk Transmission Mechanism and
Optimal Debt Replacement

HUANG Zhi-gang', LI Ming-zhuo', DONG Bing-bing’

(1. School of Finance, Central University of Finance and Economics, Beijing 102206, China;

2. Shanghai Advanced Institute of Finance, Shanghai Jiao Tong University, Shanghai 20030, China)

Summary: Preventing and resolving systemic financial challenges is an inherent requirement for achieving high-quality
development in the new era. The recent accelerated issuance of government bonds and the upcoming concentrated
replacement period for local government debt raises pertinent questions about the optimal ratio for replacement, but it is not
answered by existing literature.

This paper, by constructing a three-period model featuring heterogeneous commercial banks with an interbank market,
shifts the analytical focus to short-term liquidity issues. It investigates the transmission mechanism of local government
default risk to the liquidity risk of commercial banks and analyzes debt replacement strategies. This paper reveals that local
government debt default reduces bank liquidity, raises short-term funding interest rates, and introduces liquidity and
bankruptey risks to banks. Debt replacement strategies, defined as the policy arrangement wherein medium to long-term,
low-cost local government bonds replace short-term, high-interest local government debt based on the identification of
existing debt by the Ministry of Finance of China, can alleviate these adverse effects. On one hand, they can alleviate
short-term debt repayment pressure, reducing the government default rate; on the other hand, the conversion from loans to
bonds improves banks’ liquidity financing capacity, mitigating liquidity and bankruptey risks. The analysis also shows that
an excessively high replacement rate will lead to an expansion of liquidity gaps in the interbank market, and worsen bank
liquidity and bankruptcy risks. Debt replacement strategies involve a trade-off between benefits and risks, suggesting the
existence of a reasonable range for the replacement rate. Specifically, the replacement rate should not be lower than the
local government default rate to avoid government default and should not exceed a reasonable upper limit to prevent the rise
in bank liquidity and bankruptcy risks caused by risk transfer. The optimal debt replacement rate should be equal to the
potential default rate of the debt. Additionally, this paper finds that the stronger the government’s financing capacity, the
more flexible the debt replacement design. Finally, using data from the 2015—2019 debt replacement practices, this paper
further demonstrates the correlation between local government debt replacement rate and the likelihood of local government
debt default, as well as the impact of government financing capacity on debt replacement. In conclusion, despite various
disturbances in the previous round of debt replacement across provincial-level regions and over time, there is still a positive
correlation with the likelihood of debt default. This aligns with the theoretical model and validates the instructive value of
theoretical analysis for current local government debt replacement efforts. This paper aims to provide directional guidance
and reference for the present round of debt replacement that has recently commenced.

Key words: local government debt ;debt replacement; liquidity risk ; maturity mismatch
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