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Abstract

Using proprietary loan-level data, we provide the first large-sample evidence on local
government defaults in China. Government defaults are often strategic and selective: for the
same loan facilities, distressed local governments choose to default on banks with relatively
lower political power. Such selective default is more pronounced for borrowing governments led
by less powerful politicians. In contrast, default by non-government borrowers is unrelated to
political power. We use exogenous shocks to local politicians’ connections with top leaders and
a policy change that affected the political power of banks to identify the causal effect of political
power struggle on loan default.
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1. Introduction

Government debt has become a serious issue in many countries.! Unlike other countries with
persistent debt problem, China has a new and different situation, which is of great concern to
many practitioners and policymakers, both domestic and abroad. Understanding the default risk
of the Chinese government is important but also challenging. Although the central government
has considerable reserves and little debt (Bolton and Huang (2017)), local governments in China
have become highly indebted after massive off-balance sheet borrowing in recent years (Song
and Xiong (2018)). For the first time in three decades, China’s sovereign credit rating was
downgraded by both Moody’s and Standard & Poor’s in 2017 due to surging local government
debt.

While much of the discussion has been on the ability of local governments to repay their
debt from the perspectives of leverage and income, in this paper, we show that loan default by
Chinese local governments depends critically on the political power struggle between borrowers
and lenders. In theory, the political power of the lenders relative to the borrowers can lead to
either higher or lower default rates. On the one hand, big state-owned banks, whose top
management is appointed by the central government, are susceptible to the soft budget constraint
problem and are unwilling or unable to exercise creditor rights in ex-post liquidation of
nonperforming local state-owned borrowers (e.g., Qian and Roland (1998)). On the other hand,
those politicians leading the local governments may have incentives to please politically
powerful banks by making timely debt repayment as those banks may affect their career
advancement. We provide the first evidence that local governments, especially for those led by
lower-ranked officials, practice a selective default strategy. Specifically, distressed local
governments choose to default on banks with weaker political power while at the same time

paying off the loans of more politically powerful banks. This political angle serves as a new and

! According to OECD 2018 report, the 35 OECD countries increased their sovereign debt from US$25 trillion in
2008 to US$43.6 trillion in 2017.




essential consideration in understanding government defaults in addition to the traditional

concern of credit risk.

Notwithstanding the widespread public interests in local government default risk in China,
there are no detailed empirical studies in the literature due to the lack of high-quality data.? We
use a proprietary, comprehensive loan-level dataset collected by the China Banking Regulatory
Commission (CBRC) to identify the local government financing vehicles (LGFVs). LGFVs are
the primary tools for government off-balance sheet borrowing during our sample period.? For the
first time, we show that there is a substantial amount of defaults for Chinese local government

debt.

Local governments in China primarily use LGFVs to borrow from state-owned banks of
different political rankings. In contrast to commercial banks whose top executives are ranked at
the sub-ministerial or lower level, the China Development Bank (CDB) is the only bank ranked
at the ministerial level, equivalent to provincial governors.* We use this difference in political
rankings between commercial banks and the CDB to measure lenders’ political power. This

unique China setting allows us to study the political influence on loan repayments.

China’s local government loan default rate, defined as the fraction of loans more than 90-
days delinquent, is 1.34% among all loans that matured in our sample period. However, there are
substantial variations across lenders: the default rate is 1.42% for commercial bank loans but

only 0.25% for CDB loans. The lower default rate for CDB loans is pervasive: it is significant

2 For example, as reported by The Economist on January 4, 2014, “In many countries, governments struggle to
contain their debt. In China, the authorities struggle even to count it,” (Counting Ghost: China Opens the Books of
Its Big-Spending [.ocal Governments).

3 In China, before 20135, the local governments cannot incur any debts under the 1994 budget law. To circumvent
this restriction, local governments set up their financing vehicles (LGFVs), which are local state-owned enterprises.
Those LGFVs can legitimately borrow from banks (and later from other sources as well) for local governments.
Consequently, the debt would not show up on local governments’ balance sheet. The CBRC loan level data allow us
to identify these off-balance sheet bank loans. Figure Al plots the detailed structure of the off-balance sheet
borrowing. See Section 2.1 for detailed discussions.

4 In China, the commercial banks are classified as five major state-owned banks (usually called the “Big Five”),
twelve joint equity banks, and municipal commercial banks. The CBRC data cover the seventeen national
commercial banks (i.e., the big five and joint equity banks) which are the major lenders to local governments.




when we perform multivariate regressions and control for loan, LGFV, and local government
characteristics. Importantly, we still find the significantly lower default rates of CDB loans when
we control for firmxyear fixed effects. In other words, for the same borrower in the same year,
the CDB receives timely payments more often than other banks. In contrast, the default rates for
non-LGFVs are identical between the CDB and commercial banks. This suggests that the default
rate difference among banks indeed works through the political system rather than the broad

economic system.

To understand the driving force for different bank-dependent default rates, we examine how
local governments selectively default on commercial banks but not on the CDB. Specifically, for
each defaulted loan, we identify other loans from the same borrower with the same due time as
this defaulted loan. We find that, for LGFVs that have already defaulted on their commercial
bank loans, they paid off 99.5% of CDB loans that have the same due time as their defaulted
commercial bank loans. Such selective default pattern is both statistically significant and
economically meaningful. Again, we include the firmxyear fixed effects to control for time-
varying borrower characteristics that may be related to loan default. Furthermore, the selective
default result is more pronounced for city-level LGFVs than for province-level LGFVs. These
results suggest that the CDB with its higher political ranking effectively receives payment

priority over commercial banks, explaining the lower default rate of CDB loans.

We exploit exogenous changes in lenders’ and borrower’s political rankings to demonstrate
the causal effects of the political power on local government debt repayment. When the local
politicians are powerful enough through connections with national leaders such as members of
the Politburo of Communist Party of China (the highest decision-making authority of the party),
they engage in less selective default as their promotions are less affected by banks. To conduct
the empirical analysis, we track each politician’s working experience to measure his or her
political status and to identify politician networks. For example, if a city-level politician has
worked for a provincial leader (e.g., province governor or party secretary) as direct subordinate

(e.g., mayors or city secretary), we define this city leader as connected to this provincial leader.



Then, we use provincial leaders’ promotion to the Politburo as the positive shocks to their
connected city leaders’ political capitals.®> Based on the political network, we find that when local
politicians’ former superiors are promoted to the most powerful positions of the Chinese
Communist Party, they engage significantly less in selective default. This finding is consistent

with our conjecture that selective default by local governments is driven by political power.

To further strengthen the causal inference, we exploit the variation of the political position
of the lenders using a shock to CDB’s political status. Specifically, in February 2008, the State
Council announced the “CDB commercialization plan” which downgraded CDB’s political
standing. This sudden announcement officially downgraded the importance of CDB in China’s
political system. According to the commercialization plan, the CDB would eventually become a
sub-ministerial level bank, same as the “big-five” commercial banks.® Consequently, the CDB
received less special treatment in loan repayment from local governments. In particular, we find
that, after February 2008, the selective default pattern is significantly weaker. In other words, the

local governments care less about paying off CDB debt when CDB’s political power decreases.

Our evidence shows that the power struggle between the CDB and local government
officials plays a critical role in local government loan repayment decisions. Either the increases
in the political power of borrowers or the decreases in the political power of lenders lead to the
reduction in selective default (i.e., priority for CDB repayment). Although CDB provides
approximately 50% of local governments’ bank financing in aggregate, much larger than any
individual commercial banks, we argue that our finding is beyond the market power of CDB. For
example, we find that, in cities with low CDB lending shares (i.e., low market power), local

governments still tend to pay off CDB loans first.

5 The members of the Central Committee of the CPC elect the General Secretary and the members of the Politburo,
its Standing Committee, and the Central Military Commission, and to endorse the composition of the Secretariat and
the Central Commission for Discipline Inspection. The Politburo is called “the party’s highest organ of authority.”
See detailed discussion in Section 4.2.1.

® The State Council reinstated the CDB as a development financial institution in 2015 but the CDB remains at the
sub-ministerial level.



The findings on China local government debt provided by this paper help better understand
the political economy of banking. Prior studies find that local policies affect borrowing costs of
local governments (Gao, Lee, and Murphy (2018)), that the borrowers with political connections
enjoy preferential debt financing (e.g., Faccio (2006), Johnson and Mitton (2003), Khwaja and
Mian (2005), Faccio, Masulis, and McConnell (2006)), and that lenders with government
ownership would support politicians’ agenda such as elections (e.g., Sapienza (2004), Dinc
(2005), Carvalho (2014), Ru (2018)). However, little work has been done on how politicians
repay the debt of local governments and how such debt repayment depends on political power, as

examined in this paper.

While other aspects of China’s banking system have been analyzed before (e.g., Allen, Qian,
Tu, and Yu (2018)), we provide the first large-sample evidence on the debt default of China’s
local governments.” Prior studies suggest that, under limited commitment, governments repay
their debts to avoid the loss of access to capital markets (e.g., Eaton and Gersovitz (1981),
English (1996), and Rebelo, Wang, and Yang (2018)) or the direct sanctions by creditors (e.g.,
Bulow and Rogoff (1989)). We document the political power struggle as a novel factor for
government default beyond the market power of the banks.® Development financial institutions
(DFIs) have been proliferating across the globe since 2008. Surprisingly, in recent years, the loan
performance of DFIs (e.g., development banks) has been much better than that of non-DFIs (e.g.,
private commercial banks) in many countries.” This contradicts the conventional wisdom that

development banks should face softer budget constraints and are handicapped by investing in

7 Other broadly related, contemporaneous work includes Ang, Bai, and Zhou (2016), Bai, Hsieh, and Song (2016),
Chen, He and Liu (2017), Liu, Lyu, and Yu (2017), Huang, Pagano, and Panizza (2017), Hachem and Song (2017);
Acharya, Qian, and Yang (2016).

8 The borrower selective default patterns in this paper echo on Schiantarelli, Stacchini, and Strahan (2016) which
finds that firms in Italy defaulted more against banks with high levels of past losses. Moreover, Ross (2010) finds
that banks with market power have higher reputation for loan screening and monitoring, which leads to better stock
market performance.

® According to a survey of 90 national development banks in 61 countries conducted by the World Bank and the
World Federation of DFIs, the development banks had $2.01 trillion in total assets (around 3.5% of the world’s GDP)
as of 2009. Figure 3 shows that from 2011 to 2015, the nonperforming loan ratio of DFIs was much lower than the
NPL ratio of non-DFIs across the globe.



negative NPV projects with positive externalities (e.g., Stiglitz (1993)). The selective default
behavior documented in this paper and the political power struggle behind it show that a
politically powerful lender could harden budget constraints when lending to state-owned

borrowers.

The rest of this paper is organized as follows. Section 2 describes the historical accounts and
institutional background of local government debt and bank lending in China. Section 3 presents
our data and summary statistics. Section 4 provides the empirical results regarding loan defaults

and political power as the driving factors. Section 5 concludes.
2. Background and Hypothesis
2.1 Chinese local government debt, 1994-2014

The primary funding sources for local governments in China are shared tax revenues, fiscal
transfers from the central government, and more recently, sales of land and other state-owned
assets. Two defining events for local government debt in China occurred in 1994. The first was
the introduction of the 1994 tax-sharing fiscal system, which determines how local and central
governments share tax revenues. A consequence of this scheme was that a significant share of
Chinese fiscal revenues shifted from local governments to the central government. On average,
local governments receive only approximately 30% of tax revenues while most tax revenues go
to the central government.!® The second major event was the 1994 Budget Law, which required
local governments to keep a balanced budget and prohibited local governments from direct
borrowing in any form (e.g., bank loans or bond issuances). Under these two changes, local
governments had limited fiscal income and no direct financing sources (until 2015 when China

enacted a new budget law).

To circumvent the restrictions of direct borrowing imposed by the 1994 Budget Law, local

governments started to set up corporations (often special-purpose vehicles) to raise off-balance

19 See Tsui (2005) and Xu (2011) for discussions on the 1994 tax reform in China.



sheet debt with the appearance of commercial activities. These corporations are typically wholly
owned by local governments and are commonly known as local government financing vehicles
(LGFVs). The LGFVs can legitimately borrow from banks and issue bonds and pass on the
proceeds to local governments in creative ways. Although local governments ultimately back the
debt of LGFVs, it is not part of the balance sheet of local governments. In other words, local
governments borrow via LGFVs, and all loans of local governments were off-balance sheet until
the new Budget Law in 2015.!"" Under the promotion incentive scheme in China, local
governments borrow massively via LGFVs to support local expenditures and investments to fuel
the country’s economic boom. Figure A2 shows that the local governments in China have
increased their off-balance sheet debt by 16 times from RMBI1.46 trillion in 2002 to RMB24
trillion in 2014 — an annual growth rate of above 9.6%. In 2014, local government debt to GDP
ratio reached 37.2%.'2

There are three main financing sources for LGFVs: bank loans, bond issuances, and shadow
banking, such as trust funds. Bank lending is the dominant financing sources. For example,
Figure 1 shows the patterns of LGFV bank loans and bond issuances over time. Although the
bond market started small, it has been growing steadily. During the 4-trillion package, LGFVs
increasingly issued urban construction and investment bonds (so-called Chengtou bond) in the
public debt market. Also, local governments borrow from shadow banking instruments arranged
by banks, such as entrusted loans and trusts (i.e., wealth-management products to sell to the
public). However, compared with bank credit, raising money from the shadow banking market
has accounted for a relatively small fraction of local government financing, especially in earlier
years. With regards to the outstanding balances, banks are the dominant financing resource for
LGFVs during our sample period of 2007-2013, which still contributes to about 60% of total
LGFV debt in 2013.

T China revised the Budget Law in September 2014 to allow local governments to borrow directly. Our sample ends
before the new law entered into effect in January 2015.
12 Figure A3 shows the debt to GDP ratio and the delinquency ratio across provinces in China.



[Place Figure 1 about here]
2.2 The politics-finance nexus of local government debt in China

In the same year as the enactment of the tax-sharing fiscal system and Budget Law in 1994,
the China Development Bank (CDB) was established for policy lending, helping centralize
monetary authority, and hardening budget constraints.!*> The CDB is entirely state-owned under
the jurisdiction of the State Council with two principal shareholders; the Ministry of Finance and
the China Investment Corporation (sovereign wealth fund). The CDB is the largest policy bank
worldwide with total assets of USD 2.25 trillion in 2016.

The CDB is different from commercial banks that are also mostly state-owned in several
ways. First, the CDB had the authority at ministerial level, equivalent to the People’s Bank of
China (central bank) and governors of provinces. All the other policy banks and commercial
banks are at the sub-ministerial level or below.'* In particular, the former head of the CDB, Chen
Yuan, was the minister while the leaders of commercial banks and other policy banks are mostly
deputy ministers or general department directors. The higher political ranking gives the CDB
relatively higher political power than commercial banks. Hence, the relationship with the CDB is
more important for local politicians regarding their career promotions. In February 2008, the
State Council announced the plan to commercialize the CDB to transfer it into a regular
commercial bank. Consequently, the CDB was officially incorporated as a commercial bank in
December 2008. This commercialization diminishes the political power of the CDB that is now
reduced to the sub-ministerial level (i.e., the same level as the big five commercial banks). In this
paper, we use the CDB as our primary measure of lenders’ political power. We exploit the

commercialization of the CDB in February 2008 as the negative shock of CDB political capitals.

13 Before the 1994 Budget Law, local governments defaulted on many of their debts and central government suffered
from severe fiscal deficits.

14 In China, the big five commercial banks (i.e., Industrial and Commercial Bank of China, Bank of China, China
Construction Bank, Agricultural Bank of China, Bank of Communications) and two other policy banks (i.e., the
Export-Import Bank of China and the Agriculture Development Bank of China) are at the sub-ministerial level. The
twelve joint equity banks are either at sub-ministerial level or below (e.g., department level).



Second, the CDB was initially viewed as an extension of the government’s fiscal function
and entitled to receive disbursements from capital accounts and fiscal subsidies from the state
budget. Similar to development banks in many other countries, the CDB has the mandate to
provide subsidized credit to policy-related investment projects such as infrastructure and
strategic industries in China. For example, the long-term interest rates of CDB loans are, on
average, about 100bps lower than the rates of commercial loans. In contrast, commercial banks
are profit driven and prefer to compete in traditional and profitable commercial areas. Thus, as a
policy bank, the CDB should be backed by the central government and have softer budget
constraints, which lead to higher default rates, than commercial banks. However, we find the

opposite in our data.

2.3 Political ranking and government debt repayment: Testable hypothesis

The literature has two opposing arguments on how the political power affect the debt
repayment. On the one hand, high political rankings of lenders could facilitate the loan pay-off
since highly ranked or senior politicians have a substantial influence on resource distributions
(e.g., Roberts (1990), Fisman (2001), Cohen, Coval, and Malloy (2011), Chen and Kung (2018)).
For the borrowers, the higher political power allows them to delay the loan payments. On the
other hand, in many countries, highly ranked lenders (e.g., development banks) have weaker
enforcement on loan repayments and provide implicit guarantees (i.e., soft budget constraint) to
local governments with lower rankings (e.g., Kornai (1980, 1986), Dewatripont and Maskin

(1995), Gormley, Johnson, and Rhee (2015)).

If the first argument dominates the second argument, then we expect that when the lenders
have relatively higher rankings than the local government borrowers, the default rate is lower

since the lenders have more bargaining power to receive their loan repayments on time.

Hypothesis 1: All else equal, lenders with more political power are defaulted less by

borrowers, especially when the borrowers are less powerful than the lenders.

10



To formally test this hypothesis, we exploit the variation of lenders and borrowers’ political
rankings across various levels in China’s political system. Figure 2 illustrates the structure and
hierarchy of the political system in China. In particular, the Politburo Standing Committee of
CPC (including Party General Secretary, e.g., President Xi Jinping) is at the top with national
rankings. The 25 Politburo members (including the standing committee) are at the sub-national
level. The next level is the Central Committee that has around 200 full members at the
ministerial level and approximately 170 alternate members at the sub-ministerial level. The
provincial governors are at the ministerial level, and many of them are the members of the
Central Committee. Most city secretaries and mayors are ranked at the departmental level which

is one level below the deputy minister.
[Place Figure 2 about here]

3. Data and Summary Statistics

3.1 Data sources and identifying local government debt

We use three datasets in this paper. The first one is a proprietary dataset that includes all
major bank loans that the China Banking Regulatory Commission (CBRC) compiled for
monitoring and regulatory purposes. The master dataset consists of over 7 million loan contracts
granted by the 19 largest Chinese banks to firms with unique organization codes. The CBRC data
include all borrowers with an annual credit line of over RMB50 million (approximately US$8
million) from January 2007 to June 2013, which account for over 80% of the total bank credit in
China. In total, the data cover more than 160,000 distinct borrowing firms located in all 31
provinces and autonomous regions and operating in all of the 20 sectors by the Economic
Industrial Classification Code in China. For LGFVs, CBRC data cover approximately 95% of
bank credit, since these financing vehicles are typically big SOEs with high credit lines. In
addition to the comprehensive coverage, the data also contain detailed loan-level information
including a unique borrowing firm identifier, borrower characteristics (e.g., size, leverage, and

location), lending bank information (e.g., the names and location of branches), and loan

11



characteristics (e.g., loan amount, loan maturity, credit guarantee providers, internal ratings,
issuing date, maturity date on contracts, and the final repayment date in reality). Thus, we can
identify the delinquency of loans. However, the data do not have loan interest rates. In China,
both deposit and lending rates during our sample period were regulated strictly by the

government. Thus, the risks would not be fully priced into loan interest rates.

Our second dataset contains information on LGFVs. We start with the official name lists of
LGFVs provided by the CBRC. The LGFV name list begins in 2010.)> We then manually
identify the pre-2010 LGFV names based on the post-2010 names, given that LGFVs typically
exist for an extended period without changing the nature of their business. To improve matching
accuracy, we further manually cross-check the borrowing firms’ business scope in the National
Enterprise Credit Information Publicity System. In this way, we identify 11,487 LGFVs up to
2014, for which names, locations, and unique firm identifiers can be matched with our loan
dataset. After matching CBRC loan-level data with the official list of LGFV names, we obtain
5,672 LGFVs that have loan information covered by the loan data set. Some of the LGFVs only

issue bonds and do not borrow from banks.

The third dataset contains the financial and economic variables of local governments and the
politician profiles. Our sample covers 290 cities located in 31 provinces and autonomous
regions.!® Moreover, we manually collect information on local government politicians at the city-
year level, such as city secretaries and mayors’ gender, age, education level, career path, and
other demographic data. We track the changes in the positions of local politicians. Furthermore,
we use the working history to build the pre-determined connections between city political leaders
(e.g., either the city mayor or secretary) and the members of Central Committee and Politburo. In

particular, if a city-level politician has worked for a provincial leader (e.g., province governor or

15 To monitor and manage the risks associated with banks’ lending to LGFVs, the CBRC required banks to review
and examine every loan to the LGFVs, including Notice on Conducting Research on Ledger of the Lending to
LGFVs (Yin Jian Ban Fa No.338, 2010), issued on November 9, 2010, and Notice on Further Promoting the
Inspection to Loans to LGFVs (Yin Jian Ban Fa No0.309, 2010), issued on October 11, 2010.

16 There are 291 prefecture-level cities in China according to the National Statistical Yearbook from the National
Bureau of Statistics of the People's Republic of China

12



party secretary) as the direct subordinate (e.g., mayors or city secretary), we define this city

leader as connected to this provincial leader.

3.2 Summary statistics

Panel A of Table 1 shows the summary statistics for the CBRC loan-level data between
January 2007 and March 2013. In the year 2007, there were a total of 2,380 LGFVs borrowing
23,150 loans, with newly originated loans amounting to RMB1.3 trillion. Moreover, each LGFV,
on average, borrowed RMB540 million, with about 10 loans from 2.3 banks in 2007. The
LGFVs increased their borrowing dramatically in 2009, almost doubling the number and amount
of loans from 2008. The total amount of outstanding loans for LGFVs increased to RMB7.7
trillion in 2010 and dropped sharply afterward. This is due mainly to the 4-trillion RMB stimulus
package implemented from November 2008 to June 2010. Furthermore, each LGFV borrowed
eight loans a year from two banks, on average. Moreover, from 2007 to 2013, the average
maturity of loans increased from 3.4 years to 4.1 years. Panel B shows the summary statistics of
loan contract terms. For example, 6.5% of the loans are from the CDB (equally weighted). On
average, the default rate is 1.3%, and 36.1% of the loans have third party guarantee. For the
political connection, 9.3% of the loans are borrowed by the city secretaries who are connected to
the standing committee of Politburo (i.e., CPCTOP9 Connected). This ratio is 35.2% for the
borrowers connected to the Politburo members (i.e., CPCTOP25 Connected).

[Place Table 1 about here]

3.3 Loan default by China local governments: Univariate analysis

LGFVs borrow from both the CDB and commercial banks.!” Table 2 shows the
unconditional loan default patterns across LGFVs and non-LGFVs. Since China reformed its
banking system in the late 1990s, there has been no materialized default of corporate bonds for
sizable borrowers until 2014 (partially due to the rigid payment, soft budget constraint, and good

economic performance). There is also no bankruptcy law for government entities in China.

17 Table Al in the Appendix reports all the commercial banks covered in our sample and the distributions of number
of loans and total amount of loans across banks.

13



Therefore, delinquency is a more appropriate measure of loan performance. Specifically, we use
the standard 90-day delinquency as the cut-off to define a default event. We also use alternative
definitions of loan default in our empirical analysis (e.g., 180-day delinquency to define a default
event) as robustness checks. Since some loans in our sample have not reached their expiration
date, we exclude these loans and select only the loans with maturity dates before March 30, 2013
(i.e., the end of our sample period).

We compare the default ratios between the CDB and the commercial banks and report the
unconditional default patterns. We also separate the loans into LGFV and non-LGFV loans. For
all CDB loans made to LGFVs, the average default ratio is 0.25%, which is significantly lower
than the default ratio of commercial bank loans to LGFVs (1.42%). The gap in the default ratio
between CDB loans and commercial bank loans to LGFVs is substantial and significant. In
contrast, for non-LGFV loans, both the CDB and commercial banks have a default ratio of
around 0.98% and the difference in the default ratio between the CDB and commercial banks is
insignificant. This suggests that the local government and politics might play a role in the low

default rate of CDB loans for LGFVs.
[Place Table 2 about here]

3.4 Loan default by China local governments: Multivariate analysis

Table 2 provides informative but unconditional statistics on local government default to
different banks. To further understand the default patterns, we conduct multivariate regressions
of loan defaults on individual loan characteristics, including lenders’ identities (the CDB versus
other commercial banks). The dependent variable is the default indicator, and the main
independent variable is the CDB dummy which is our main measurement of banks’ political
ranking. Table 3 reports the results from the OLS regressions.'® In column (1), we control for
loan characteristics (e.g., loan size, maturity, whether a third party guarantees the loan, and the

bank’s internal rating) as well as LGFV characteristics (e.g., total assets and leverage), year fixed

18 We also repeat all regressions using the logistic model and the results are consistent with OLS regressions.
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effects, industry fixed effects, and region fixed effects. The coefficient estimate of CDB is -0.037
at 1% significance level. In column (2), we control for local economic variables such as the local
GDP growth and its volatility, fiscal deficit, local loan to GDP ratio, and local legal
environments.!® The coefficient of the CDB dummy barely changed and is -0.036 at the 1%
significance level. In column (3), we further include the firm fixed effects to absorb any firm-

specific level effects on loan performance.
[Place Table 3 about here]

One of the alternative explanations of CDB’s low default rate is that the CDB can choose the
borrowers with lower credit risks. To mitigate this concern, in column (4) of Table 3, we include
the firmxyear fixed effects to eliminate any firm-specific time trend, including the borrower-
specific credit risks. This allows us to exploit the variation within the firm-year and across banks.
The coefficient of CDB remains significantly negative. This means that for the same LGFV in
the same year, loans from the CDB perform considerably better than loans from commercial
banks. Besides the credit risk, the firmxyear fixed effects also eliminate any demand-side time
trends of borrowers (e.g., profitability, financial needs, capital structure, and geographic location
with different investment opportunities) that could potentially explain the low default rates of

CDB loans.?
4. Selective Default by Local Governments in China due to Political Power
4.1. Evidence of selective default

We start our primary analysis to show how the lower delinquency rate for CDB loans is

engineered due to the possibility of selective default, which is not prohibited by Chinese

19 As shown in the sovereign bond rating methodology by Moody’s, GDP growth and volatility in GDP growth are
two important rating factors indicating the economic strength characteristics. Details can be found in
https://www.moodys.com/researchandratings/rating-methodologies.

20 We perform several robustness tests. For example, Table A2 repeats the regressions for subsamples with due date
prior to October 2008 to exclude the potential impact of 4-trillion stimulus plan. In Table A3, we use 180-day
delinquency to define loan defaults. All these tests robustly show the lower default ratios of CDB loans.

15



bankruptcy law. Most countries have bankruptcy laws to enforce pari passu. That is, loans of the
same seniority have to be treated equally. Moreover, all loan contracts include cross-default
clauses. Default on one loan would automatically trigger defaults on all other debt. However,
China does not practice formal bankruptcy law, and there is currently no law for government
default (such as the Chapter 9 of U.S. Bankruptcy Law). We focus on the differential treatments
of different loans to the same borrower (i.e., the same local government or same LGFV). Due to
its higher political ranking, the CDB has higher bargaining power than commercial banks.
Consequently, local governments would aim to avoid defaulting on CDB loans. Anecdotal
evidence also suggests that many local governments do not want to default on CDB loans and
choose to default on commercial bank loans first. This could lead to a lower default rate for CDB

loans to LGFVs.

To formally test this conjecture, we first select the LGFVs which have defaulted on their
bank loans. Then, in the default year, we select these LGFVs’ CDB loans, which are also due in
the same year as the defaulted bank loans. Among these CDB loans, we find that the default
probability is only 0.5%. In other words, the distressed LGFVs paid off 99.5% of their CDB
loans when they default on commercial bank loans with the same due time. This finding suggests

evidence of selective default for local government debt.

We then perform regressions to formally test this selective default behavior of LGFVs. We
first explore selective default evidence at the local government level. We select loans that satisfy
two criteria, i.e., the borrowers have expiring loans, and at least one default occurs for any
LGFVs owned by the same local government. In other words, whenever there is any LGFV loan
default event in a city (either CDB or commercial loans), we select all LGFV loans in this city
which are due in the same year as this defaulted loan into our sample (both CDB and commercial
bank loans). We choose city level because the municipal government in China explicitly or
implicitly back LGFVs. If a city is in distress, all the LGFVs in that city could be affected. The

city politicians can choose to default on some of their loans and pay off the others.
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We regress the default dummy on the CDB dummy and control variables. The regression
results are reported in columns (1) to (3) of Table 4. The coefficient on the CDB dummy is -
0.090 in column (1). This means that when a city government (with both CDB and commercial
bank loans due) defaults on its loans, the chance that this city government defaults on the CDB
loans due is 9% less than on its commercial bank loans due. Moreover, the results are very robust
across different regression specifications. In particular, in column (3), we control for firmxyear
fixed effects to absorb all the firm’s specific time trends, and the coefficient of CDB is -0.040 at
the 1% significance level. This suggests that conditioned on the same borrower and year (also
same credit risks), local governments usually choose to default on loans from banks with lower
political ranking (i.e., commercial banks) rather than the loans from banks with higher rankings
(i.e., the CDB). For local politicians, the relationship with the CDB is more valuable than with

commercial banks.
[Place Table 4 about here]

Furthermore, we explore the selective default behavior within LGFVs. A city usually has
multiple LGFVs, which generally focus on different types of investment. In columns (4) to (6) of
Table 4, we perform the same regressions as in columns (1) to (3) by selecting loans at LGFV
level. In particular, we tease out all the LGFVs with a default history and select the loans of these
LGFVs that are due within the same year as the defaulted loans (including the default loans). We
regress the default dummy on the CDB dummy as well as on loan, LGFV, and city
characteristics. The CDB dummy, again, has significantly negative coefficients. This confirms
our findings of selective default at the borrower level. When a LGFV is in trouble, it chooses to
default on commercial bank loans first. Again, we control for firmxyear fixed effects to absorb
all firm-specific time trends. The variation is within borrower-year and cross banks. These
results suggest that, in China, local governments or local politicians are reluctant to default on
CDB loans and choose to default on commercial bank loans first. As discussed in Section 2.2, on
average, the CDB charges lower interest rates than the commercial banks. This reconciles our

findings that the CDB has lower default rates than commercial banks, which is due mainly to the
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higher political power of the CDB. When the CDB set the interest rates, they would incorporate
the lower default rates and the selective default behavior of local governments. In other words,
the CDB expect the local governments would pay back their loans first and set the lower interest
rate accordingly. For credit risk, although we don’t have interest rate at the loan level, we control

for the firmxyear fixed effects and the internal ratings.

To further strengthen the political power channel, we explore the heterogeneity of selective
default behaviors across LGFVs. In China, a LGFV is affiliated to a particular government at the
county-, city-, or province-level. In Table 5, we interact the CDB dummy with the Lower
Hierarchy dummy for whether the LGFV is below the province-level (i.e., at the city- or county-
level). Again, the coefficients of CDB are negative in all columns which confirm the patterns of
selective defaults in Table 4. The interaction term CDBx*Lower Hierarchy have significantly
negative coefficients. This means that the selective default patterns are more pronounced in
LGFVs at the lower political hierarchy. The CDB was at the ministerial level which is the same
as the provincial governors. The city political leaders, such as city mayors and secretaries, are at
the department general director level that is lower than the CDB. The results in Table 5 suggest
that the LGFVs with lower political rankings than the CDB tend to favor the CDB more by
paying off CDB loans first. This is consistent with our hypothesis that the political bargaining

power between banks and local governments play a role in default patterns.
[Place Table S about here]
4.2. Political power and selective default

In this section, we aim to identify the rationales behind the selective default strategy we
document in Section 4.1. In particular, we examine how the changes in political capitals of local
politicians affect the default selections. Political power plays a crucial role in economic
development across many countries, including China. Local politicians in China are appointed by
higher level governments approximately every five years. Apart from factors such as age, gender,

education, and political connections, the promotion of local politicians in the Chinese system is
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based largely on local economic performance such as GDP growth (e.g., Li and Zhou (2005)),
which is in turn largely driven by local investment (domestic consumption has become a more
relevant element only in recent years). Thus, local government officials are incentivized to
develop the local economy including improvements to infrastructure under the GDP tournament.
Despite budget and borrowing constraints, local governments are motivated to create other ways

to finance and invest in local projects to win the promotion tournament.

Under this promotion scheme, the CDB plays a vital role in local politicians’ career
advancements. In particular, as discussed in Section 2.2, the CDB was at the ministerial level
which is equivalent to the People’s Bank of China (central bank) and is higher than commercial
banks which are either at the sub-ministerial level or department level. The CDB has higher
political bargaining power and influence on the local governments than the commercial banks.
Thus, local politicians aim to avoid defaulting on CDB loans to maintain a good relationship

with the CDB.
4.2.1 Political capital of borrowers and selective default

To study the effects of political power and loan payment selection, we exploit both
variations of lenders and borrowers’ political capitals. First, we look at the heterogeneity of local
politicians’ political power across different provinces. In particular, we explore the variation of
whether the provincial political leaders are members of the Politburo of the Communist Party of

China (CPC) Central Committee, which is at the top of China’s political system.

In China, the highest leading bodies of the CPC are the National Congress (also known as
the Party Congress) and the Central Committee which it elects. The National Congress is held
once every five years and is convened by the Central Committee. When the National Congress is
not in session, the Central Committee shall carry out its resolutions, direct all party work, and
represent the CPC in external relations. The Central Committee is elected for a term of five years
and consists of approximately 200 full members who have ministerial rankings. The Central

Committee includes typically officials holding or expected to carry the positions like the
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provincial party secretaries and governors (including mayors of direct-controlled municipalities
and chairpersons of autonomous regions), the ministers and ministerial-level commissioners of
the State Council, the heads of the military-region level organizations of the People’s Liberation

Army, and so on.

Plenary sessions of the Central Committee are convened by the Politburo of the CPC Central
Committee and are to be convened at least once annually. The Politburo consists of around 25
members who have sub-national rankings (i.e., one level higher than ministers). Among the 25
members, approximately 7 to 9 of them form the Politburo Standing Committee who have
national rankings (i.e., the highest ranking in China’s political system). The Politburo and its
standing committee represent the highest power in CPC and government. For example, the
General Secretary of the Central Committee (i.e., the paramount leader of the CPC) must be

selected among the members of the Standing Committee of the Politburo.

The province secretaries are usually at the ministerial level which is the same as the CDB. If
the province secretaries are selected as a member of the Politburo, their ranking will be one level
higher than the CDB. We hypothesize that if the province leaders are ranked higher than the

CDB, the selective default incentives of LGFVs in these provinces should be weaker.

Formally, we construct a dummy CPCTOP25 to indicate whether the province secretaries of
the LGFVs are a member of the Politburo or not.?! We interact dummy CPCTOP25 with dummy
CDB in selective default regressions. Table 6 shows that the main effects of CDB are still
significantly negative. Moreover, the coefficients of CDBxCPCTORP25 are significantly positive.
This means that when local politicians have higher political capitals (i.e., in the Politburo), they
have higher bargaining power with the CDB and do not need to choose to payback CDB loans
before commercial bank loans strategically. Specifically, in column (4), the coefficient of CDB is

-0.083 at 1% significance level while the coefficient of CDBxCPCTOP25 is 0.084 at 5%

2! Furthermore, we define a dummy Central Committee indicting whether the city leaders are one member of central
committee (including the full members and alternate members, approximately 400 people) and find similar results in
Table A4 in Appendix.
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significance level. These two forces almost cancel out each other which shows that for LGFVs in

provinces where the secretaries are members of the Politburo, there is nearly no selective default.

On the other hand, in the provinces where the secretaries are at the ministerial level (same as
the CDB), they tend to prioritize payment of CDB loans. We control for the year fixed effects in
all columns. Also, in column (2) and (4), we further control for the firmxyear fixed effects and
the results remain. The firmxyear fixed effects absorb all province demand shocks and mitigate
the concerns that the Politburo members are assigned based on the provinces’ time-variant
characteristics which have confounding effects on selective default patterns. Nevertheless, the

results in Table 6 could be endogenous due to the selection of members in the Politburo.
[Place Table 6 about here]

To further establish the causal effects of political power on loan repayment orders, we use
the pre-determined connections between the city political leaders and the members of the
Politburo. In particular, the turnover of province political leaders (e.g., province governors and
secretaries) is every five years on average. It is typical for a newly appointed province leader to
replace the city leaders with her people. We collect the list of city secretaries and mayors as well
as provincial governors and secretaries across all provinces in China between 1949 and 2016.
Based on this list, we construct the dummy CPCTop25 Connected to indicate whether the city
secretary or mayor has ever worked as the direct subordinates for Politburo members. We only
count the cases when the city secretary or mayors were directly appointed by the provincial
governors or secretaries who become the member of the Politburo later on. All these connections
are pre-determined and come from the prior working relationships between city politicians and

Politburo members.

We perform the regressions of selective default as in Table 4 and interact the CDB dummy
with CPCTop25 Connected. Table 7 Panel A shows that the CDB main effects are still
significantly negative while the coefficients of CDBxCPCTop25 Connected are significantly

positive. This suggests that for city politicians (mayors and secretaries) without connections with

21



members of the Politburo, they have lower political bargaining power against the CDB which
makes them prioritize the payment for CDB loans. In contrast, when the city politicians have
connections with the current member of the Politburo, they have significantly fewer selective
defaults; the CDB does not enjoy the priority of getting paid first. Again, we control for the firm
fixed effects in column (1) and (3) and firmxyear fixed effects in column (2) and (4) to absorb
any firm-specific time trends. When city leaders’ previous bosses are promoted as Politburo
members, the city leaders have more political capitals that increase their promotion chances so
that they have more bargaining power against the CDB. These enhance the city politicians’
bargaining power with the CDB which leads to weaker selective default behavior. Moreover, as
the robustness test, we restrict the connection to the members of Politburo Standing Committee
and defined CPCTop9 Connected for whether the city leaders are connected with the members
(7-9 people) of the Politburo Standing Committee. Table 7 Panel B shows the results which are

very similar to the results in Panel A.
[Place Table 7 about here]
4.2.2 Political capital of lenders and selective default

Besides the variation in political power of borrowers (i.e., local politicians), we also exploit
the change of CDB’s political ranking as the exogenous shock to CDB’s bargaining power with
local governments. In particular, as discussed in Section 2.3, the CDB was downgraded from a
policy bank to a commercial bank in 2008. The commercialization of the CDB started in
February 2008 by the announcement of the State Council. In December 2008, the
commercialization process was completed, and the CDB was officially a commercial bank. After
that, the CDB started to lose its privileges as a policy bank as well as the bargaining power in
local government lending. The commercialization also led directly to the demotion of the CDB
from the ministerial level to the sub-ministerial level. For example, CDB’s former chairman,
Chen Yuan, was a minister and left the CDB in 2013. After that, the heads of the CDB are all at

the sub-ministerial level, even when CDB was reincorporated as a development financial
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institution in 2015. In other words, the commercialization in 2008 makes the CDB a commercial
bank similar to other commercial banks in China. This event served as the signal of the CDB
losing political power where the CDB eventually became the sub-ministerial entity as the big

five commercial banks.

We exploit the commercialization announcement in February 2008 as the exogenous shock
that decreases CDB’s political power to study the changes of selective default strategies before
and after February 2008. In particular, we repeat the selective default regressions in Table 4 and
add on the dummy Commercialization that equals to 1 for loans with expiring date in or after
February 2008 and 0 in earlier months. We restrict our sample period from May 2007 to Oct
2008 (i.e., 9 months before and after) to separate the effects of the commercialization from the 4-
trillion stimulus package program that was initiated in November 2008. Table 8 shows the results.
First, the main effects of the CDB dummy are still significantly negative while the coefficients of
the interaction term CDBxCommercialization are significantly positive. For example, for firm
selection in column (3) and (4), the coefficients of CDB dummy are -0.093 and -0.095,
respectively; both are at 1% significance level. The coefficients of CDBxCommercialization are
0.123 and 0.126, respectively; both are at 10% significance level. This means that before the
commercialization, the CDB enjoyed the priority of getting paid first. After the
commercialization, this selective default disappears very quickly (i.e., within the 9-month
window). These results on CDB commercialization shock establish the causal effects of political

power on loan repayment strategies.
[Place Table 8 about here]
4.3 Political power or market power?

Besides the demand side factors, the pattern of low default ratios of CDB loans is beyond
some of the other apparent explanations. For example, in China, there is no differential seniority
of loans, and CDB loans are not more senior than commercial bank loans. Furthermore, in Table

3 Panel B, we repeat the same analysis on non-LGFV loans, and the default rates between the
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CDB and commercial bank loans are statistically indifferent, which is consistent with the
comparison of unconditional default rates between these two in Table 2 (i.e., for non-LGFVs, the
commercial bank loan default rate is 0.99%; CDB is 0.97%)). These results on non-LGFVs
provide placebo tests on the lower default risk of CDB loans, and further suggest that the CDB
dose not pick better projects, which lead to lower default rates than commercial banks. It 1s hard
to rationalize that the CDB chooses better projects on LGFVs but do not implement similar
strategies among non-LGFVs. This is also the suggestive evidence that local governments play a

role in the CDB’s low default rates of LGFV's borrowing.

Another alternative is that CDB has higher market power than commercial banks in local
government debt market. To tease out this from the political power of the CDB, we restrict our
sample to the cities with low CDB lending shares for local governments. In column (1) of Table
9, for each month, we restrict the sample to the cities with CDB lending shares below the median.
The coefficient of CDB is -0.030 at 1% significance level. In column (3), for each month, we
restrict the sample to the cities where the CDB does not have the highest market shares. Again,
the coefficients of CDB is -0.042 at 1% significance level. Moreover, in column (2) and (4), we
further control for the firmxyear fixed effects and the coefficients of CDB are still significantly
negative. These results suggest that, even in the cities where the CDB has lower market power,
the local governments still tend to selectively default on commercial bank loans rather than the
CDB loans. Beyond the market power, political power is still another crucial force that explains

the selective default strategy in these cities.
[Place Table 9 about here]

Furthermore, Table A5 in the Appendix shows that the correlation between CDB market
shares and the political connections of city politicians are not statistically significant. This
mitigates the concern that the market power mainly drives the results in Table 6 and 7. We argue

that the market power and political power of the CDB are not mutually exclusive in explaining
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the selective default strategy of local governments. Our results of CDB’s political power on

default patterns are beyond the explanation of CDB’s market power.

In sum, the results on political connections in Table 6 and 7 and the results in Table 8 and 9
on two events that decrease the relative political power of the CDB demonstrate the role of
political bargaining power between lenders and borrowers on the debt repayment patterns. This
1s a novel mechanism to explain the default patterns not only in China but also in many other
countries. In particular, besides China, the better performance of development bank loans is also
prominent in many other countries. Figure 3 shows the differences in non-performing loan (NPL)
ratios between development financial institutions (DFIs) and non-development financial
institutions (non-DFIs) across the globe. The NPL ratio of DFIs is around 2%, which is much
lower than the NPL ratio of non-DFIs, which is approximately 5%. The better performance of

development bank loans we document in this paper is a widespread phenomenon globally.
[Place Figure 3 about here]

This is a surprising fact because policy banks are not profit driven and often finance low or
negative NPV projects that have positive externalities. Maximizing profits and shareholder value
is the primary goal of commercial banks. Moreover, policy banks are often regarded as having a
soft budget constraint. Thus, the CDB and other development banks should have higher default
ratios and more nonperforming loans. In contrast, our data document the opposite in local
government borrowing in China. The political power and the career concerns of politicians serve

as a way to harden the budget constraints of policy banks to improve loan performance.
5. Conclusion

The default risk of local governments in China has become a serious concern for investors
and policymakers all over the world, especially under the perception of an economic slowdown
in the long run. This issue has been hard to tackle due to limitations in the availability of data

resulting from the convoluted ways in which local governments borrowed money. In this paper,
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we provide the first detailed empirical analysis of local government debt in China by using
unique, proprietary, and comprehensive loan-level data. These data cover commercial and policy
bank loans to local governments over an extended period. A key feature of our dataset is that it

allows us to identify LGFVs, which hold governments’ off-balance sheet loans.

We find evidence of strategic debt services to different creditors by Chinese local
governments. Financially distressed local governments choose to default on commercial bank
loans rather than CDB loans. We show that the political power struggle between borrowers and
lenders underlie the selective default behavior. When the relationships with the CDB are less
valuable to local politicians, the CDB stops enjoying loan payment priority. This explains the
striking fact that, as in many other countries, policy loans in China are characterized by

remarkably low default rates which perform much better than commercial loans.

We have recently witnessed widespread government debt crises around the world, including
Greece, Argentina, and Puerto Rico. Our findings on China’s local government debt also have
broad implications for government financing and debt management worldwide arising from
fiscal decentralization. The Chinese government intervenes in bank lending through its political
system to solve the soft budget constraint problem. Such a politics-finance nexus provides an

alternative debt enforcement mechanism that serves to discipline the loan payment behaviors.
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Figure 1: Debt Financing to China Local Governments, 2007-2013. This figure plots the semi-annual debt
borrowing by local government financing vehicles in China. The gray bars represent the amount of bank loan
issuance. The dashed line shows the amount of urban construction and investment (“Chengtou”) bond issuance. The
unit for the vertical axis is in RMB100 million. Loan data are from the China Banking Regulatory Commission, and
the Chengtou bond data are from the Wind database.
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Figure 2: The Hierarchy of the Communist Party of China. This figure plots the structure and hierarchy of the
political system in China. In particular, the Politburo Standing Committee of CPC (including Party General
Secretary, i.e., President Xi Jinping) is at the top with national rankings. The 25 Politburo members are at the sub-
national level. The next level is the Central Committee that is comprised of around 200 full members at the
ministerial level and approximately 170 alternate members at the sub-ministerial level on average. The provincial
governors/secretaries are at the ministerial level, some of them are the members of the Politburo of CPC, and many
of them are the members of the Central Committee. The city secretaries and mayors are ranked at the departmental
level which is one level below the deputy minister. During our sample period, the China Development Bank ranks at
ministerial level while the big five commercial banks and other 12 joint-equity commercial banks rank at sub-
ministerial level and below.
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Figure 3: Evolution of Development Financial Institutions. Panel A shows the evolution of Development
Financial Institutions’ (DFT) assets. The solid line with circles represents the total assets of DFIs in China as a
percentage of China’s GDP. The dashed line with triangles represents the total assets of DFIs to GDP ratio across
the globe. This consists of 24 major countries (except China) between 2011 and 2015. In the year 2015, the total
GDP of these countries account for 55% of global GDP. Panel B shows the evolution of NPL (%) of DFIs vs. Non-
DFIs across the globe. The data come from BankScope and are restricted to financial institutions with total assets
bigger than RMBS billion, and with non-missing NPL data from 2011 to 2015. The solid line with squares
represents the NPL of Non-DFIs while the dashed line with triangles represents the NPL of DFIs. The horizontal
axis shows calendar years.
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Table 1: Summary Statistics

This table shows the summary statistics of bank loan contracts to local government financing vehicles (LGFVs). In Panel A,
Columns (1)-(7) show summaries for loan issuance, and columns (8)-(10) show outstanding loans. # LGFVs is the total
number of local government financing vehicles with loans each year. # Issues is the total number of loan contracts each year.
Total Amount is the total amount of loan balances each year, in units of trillion RMB. # Loans is the average number of
loans for a LGFV each year. Loan Amount is the average total loan amount borrowed by a LGFV each year, in units of
billion RMB. Avg. Maturity is the average loan maturity across all loans borrowed by each local government financing
vehicle each year, in units of years. # Banks is the average number of banks that lend to a LGFV each year. Panel B presents
descriptive statistics on our sample. Panel B is for loan contract terms. CDB is a dummy variable for whether the loan is
from the CDB or not. Default is a dummy variable indicating whether the maturing loans stay in delinquency over 90 days.
Bank Loan Rating is a categorical variable for internal loan ratings from 1 to 5 (higher number, lower rating). Loan Size, is
the logarithm of one plus loan amount, in units of RMB 1 million. Maturity, is the logarithm of one plus loan maturity, in
units of years. Guaranteed is a dummy indicating whether the loan has a third-party guarantee. Log(Assets) is the logarithm
of one plus borrower assets, in units of RMB 1 million and Leverage denotes the borrower leverage, i.e., total liabilities
divided by total assets. Local GDP Growth is city-year level GDP annual growth. Local GDP Growth Volatility is the
standard deviations of the GDP growth rate over the past five years. Fiscal Deficit is the ratio of fiscal expenses over fiscal
revenues at city-year level. Local Loan/GDP is the ratio of outstanding loan amount over the GDP at city-year level. Legal
Enforcement is lawyers per capita, defined as the number of lawyers among 10,000 citizens. Central Committee is a dummy
that takes the value of one if the city mayor or secretary is a member sitting in CPC Central Committee (including the CPC
central committee member and alternate, around 400 people for each term) and zeroes otherwise, CPCTOP25 is a dummy
that takes the value of one if the province secretary is a member of the Political Bureau of the CPC Central Committee
(around 25 people for each term) and zeroes otherwise, CPCTOP9 Connected is a dummy that takes the value of one if
either the city mayor or secretary has ever worked with the members (7-9 people) of member of Politburo Standing
Committee previously, CPCTOP25 Connected is a dummy that takes the value of one if either the city mayor or secretary
has ever worked with a member in the Political Bureau of the CPC Central Committee previously, and CPCTOP200
Connected is a dummy that takes the value of one if either the city mayor or secretary has ever worked with a member in the
CPC Central Committee previously.

Panel A: Sample distribution.

New Loans Outstanding Loans
Q) 2) 3) “) () (6) (@) (®) ©® 19
Total Loan Avg. # #
Amount Amount Maturity LGFVs Issues
# # # Loans # Banks Total
Year LGFVs Issues per LGFV per LGFV Amount
2007 2,380 23,150 1.3 9.7 0.5 34 2.3 2,837 37,174 3.1
2008 2,678 24,296 1.4 9.1 0.5 3.5 2.4 3,248 45216 3.8
2009 4,412 47,539 3.5 10.8 0.8 4.0 2.8 4,725 65,693 6.6
2010 3,772 39,290 2.5 10.4 0.7 4.1 23 4,857 73,806 7.7
2011 2,256 17,564 1.1 7.8 0.5 3.9 2.0 4,520 70,556 7.4
2012 1,946 14,829 1.0 7.6 0.5 4.0 2.0 4,194 67,216 7.3
2013 1,733 9,406 0.7 54 0.4 4.1 1.7 4,100 65,315 7.3
All 5,672 176,074 11.5 31.1 2.1 4.1 34

(To be continued)
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Panel B: Summary statistics.

Table 1: Summary Statistics — continued

Mean Median Std. Dev. P25 P75
CDB 0.065 0.000 0.246 0.000 0.000
Default 0.013 0.000 0.094 0.000 0.000
Bank Loan Rating 1.155 1.000 0.411 1.000 1.000
Loan Size 3.630 3.714 1.167 2.890 4.511
Maturity 0.859 0.693 0.423 0.606 1.099
Guaranteed 0.361 0.000 0.480 0.000 1.000
Log(Assets) 12.986 12.964 1.508 11.908 14.115
Leverage 0.639 0.642 0.191 0.514 0.766
Local GDP Growth 0.188 0.165 0.339 0.121 0.197
Local GDP Growth Volatility 0.072 0.044 0.209 0.032 0.057
Fiscal Deficit 1.449 1.193 0.725 1.063 1.551
Local Loan/GDP 1.217 1.134 0.557 0.731 1.710
Legal Enforcement 2.188 1.513 2.269 1.102 2.003
Central Committee 0.045 0.000 0.208 0.000 0.000
CPCTOP25 0.371 0.000 0.483 0.000 1.000
CPCTOP9 Connected 0.093 0.000 0.291 0.000 0.000
CPCTOP25 Connected 0.352 0.000 0.478 0.000 1.000
CPCTOP200 Connected 0.652 1.000 0.476 0.000 1.000
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Table 2: Univariate Analyses on Loan Default

This table shows the univariate tests on loan default between loans from the CDB and loans from 17 commercial banks for
LGFVs and Non-LGFVs, respectively. We filter the loan contracts whose expiration date is beyond March 30, 2013,
without a record of whether the loan repayment is late or not. Means and standard deviations are reported for each subgroup.
The number of observations of CDB loans and the number of observations of all 17 commercial bank loans are reported.
Mean differences and T7-statistics are reported. ***, ** * indicate statistical significance at the 1%, 5%, and 10% levels,

respectively.

N Mean Std. Dev.
All LGFVs
114,592 1.34% 9.42%
LGFVs from CDB
7,369 0.25% 5.09%
LGFVs from 17 commercial Banks
107,223 1.42% 11.81%
Mean-difference (7-statistics) 1.17%"" (16.84)
All Non-LGFVs
5,796,513 0.99% 9.97%
Non-LGFVs from CDB
8,481 0.97% 13.28%
Non-LGFVs from 17 commercial Banks
5,788,032 0.99% 9.90%
Mean-difference (7-statistics) 0.02% (0.14)
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Table 3: Loan Default Determinants

This table shows the results of OLS regressions of default probability on the identity of the bank. The dependent
variable is a dummy variable indicating whether the loan is in default (i.e., over 90 days being delinquent), and the
main independent variable “CDB” is a dummy variable for whether the loan is from the CDB or not. We control for
loan characteristics: Bank Loan Rating, Loan Size, Maturity, Guaranteed, and the main LGFV-level characteristics:
Log(Assets) and Leverage. In column (2), we also control for city-level local government characteristics: Local GDP
Growth, Local GDP Growth Volatility, Fiscal Deficit, Local Loan/GDP, and Legal Enforcement. Panel A is
restricted to the LGFV loan sample. Panel B is restricted to the Non-LGFV loan sample for placebo tests. In each
panel, we control for year-, industry-, and region fixed effects in columns (1) and (2). Industry dummies represent
the 2-digit industries to which the loans were granted according to Industrial Classification of the National Economy
(GB/T 4754-2011) released by China’s National Bureau of Statistics. Based on the data published by China’s
National Bureau of Statistics, there are four grand regions in China: Northeast, East, Central, and West. In column
(3), we replace the industry and region fixed effects by firm fixed effects, and in column (4), we further control for
firmxyear fixed effects. Robust standard errors are clustered by firm and year. T-statistics of the coefficient
estimates are reported in parentheses. *** ** * indicate statistical significance at the 1%, 5%, and 10% levels,
respectively.

(To be continued)
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Table 3: Loan Default Determinants — continued

Panel A: For LGFYV sample

Default
Q) 2) 3) “)
CDB -0.037"*" -0.036"" -0.020""" -0.015"
(-11.70) (-11.26) (-8.87) (-6.88)
Bank Loan Rating 0.062"*" 0.058™" 0.040™* 0.032""
(10.80) (10.02) (9.20) (7.58)
Loan Size 0.001%* 0.001™ -0.001™* -0.001™*
(2.05) (2.10) (-2.28) (-2.06)
Maturity -0.009"* -0.008"* -0.012** -0.010™
(-6.53) (-5.99) (-9.61) (-7.46)
Guaranteed -0.002** -0.002 0.000 0.001
(-2.10) (-1.43) (0.12) (0.76)
Log(Assets) -0.003"* -0.003"** -0.033"" -
(-6.78) (-6.76) (-13.45) -
Leverage 0.014™ 0.015™ 0.015™ -
(4.23) (4.56) (2.40) -
Local GDP Growth 0.004" 0.002 -
(1.86) (0.70) -
Local GDP Growth Volatility 0.004 -0.001 -
(1.44) (-0.08) -
Fiscal Deficit 0.004* -0.003 -
(2.32) (-1.46) -
Local Loan/GDP 0.002 0.003 -
(1.44) (1.47) -
Legal Enforcement -0.000 -0.001 -
(-1.22) (-1.34) -
Year FE Yes Yes Yes No
Industry FE Yes Yes No No
Region FE Yes Yes No No
Firm FE No No Yes No
FirmxYear FE No No No Yes
No. Obs. 114,592 113,422 112,903 110,727
Adj. R? 0.105 0.098 0.295 0.461
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Table 3: Loan Default Determinants — continued
Panel B: For Non-LGFV sample

Default
Q) 2) 3) “)
CDB -0.007 -0.006 -0.004 -0.003
(-1.06) (-1.19) (-0.77) (-0.52)
Bank Loan Rating 0.196"" 0.196™" 0.163™* 0.162"*"
(73.16) (71.10) (44.44) (43.71)
Loan Size 0.002**" 0.002"*" -0.000 0.000
(9.45) (8.94) (-0.38) (1.30)
Maturity -0.034™* -0.033" -0.027* -0.031"
(-34.78) (-33.78) (-29.27) (-33.15)
Guaranteed -0.002""" -0.002"** -0.001"** -0.001™"
(-4.07) (-4.24) (-3.02) (-2.62)
Log(Assets) -0.002*** -0.002*** -0.011" -
(-14.12) (-13.91) (-13.32) -
Leverage 0.004"* 0.004™* 0.047" -
(3.21) (3.04) (11.23) -
Local GDP Growth -0.002 0.002 -
(-1.27) (1.49) -
Local GDP Growth Volatility 0.004"*" 0.005 -
(2.83) (0.81) -
Fiscal Deficit 0.001 0.000 -
(1.32) (0.37) -
Local Loan/GDP 0.001™* 0.001 -
(2.09) (0.88) -
Legal Enforcement 0.000 -0.001*** -
(1.01) (-4.40) -
Year FE Yes Yes Yes No
Industry FE Yes Yes No No
Region FE Yes Yes No No
Firm FE No No Yes No
FirmxYear FE No No No Yes
No. Obs. 5,682,671 5,627,883 5,612,192 5,609,143
Adj. R? 0.377 0.374 0.531 0.536
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Table 4: Selective Default across Banks

This table shows results from OLS regressions of selective default strategy. The first three columns report the
regression results for local government selective default, and the last three columns report the regression results for
LGFYV selective default. In columns (1), (2), and (3), the sample is restricted to loans in the city-year that has at least
one default case in any bank in that year. In columns (4), (5), and (6), the sample is restricted to loans in the LGFV-
year with at least one loan default case, that is, the LGFV has at least one default case in any bank in that year. The
dependent variable is the dummy indicating whether the loan is in default (i.e., over 90 days being delinquent), and
the main independent variable is a binary variable that takes the value of one if the loan is from the CDB, and zeroes
otherwise. We control for loan characteristics: Bank Loan Rating, Loan Size, Maturity, Guaranteed, the main
LGFV-level characteristics: Log(Assets) and Leverage, and the city-level local government characteristics: Local
GDP Growth, Local GDP Growth Volatility, Fiscal Deficit, Local Loan/GDP, and Legal Enforcement. Columns (1)
and (4) control for year-, industry-, and region-fixed effects, columns (2) and (5) control for firm and year fixed
effects, and columns (3) and (6) further control firmxyear fixed effects. Industry dummies represent the 2-digit
industries to which the loans were granted according to Industrial Classification of the National Economy (GB/T
4754-2011) released by China’s National Bureau of Statistics. Based on the data published by China’s National
Bureau of Statistics, there are four grand regions in China: Northeast, East, Central, and West. Robust standard
errors are clustered by firm and year. T-statistics of the coefficient estimates are reported in parentheses. ***, #* *
indicate statistical significance at the 1%, 5%, and 10% levels, respectively.

(To be continued)
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Table 4: Selective Default across Banks — continued

Default
City Select LGFV Select
) (2) 3) 4) Q) (6)
CDB -0.090""*  -0.045"" -0.040"""  -0.118"" -0.065" -0.078"""
(-12.08) (-6.45) (-5.84) (-4.19) (-2.46) (-2.92)
Bank Loan Rating 0.133**  0.088™" 0.078"" 0.184™"  0.124™ 0.125"
(13.26) (9.48) (8.06) (14.21) (6.79) (6.71)
Loan Size 0.002 -0.004™  -0.003" 0.015" 0.002 0.002
(1.45) (-2.22) (-1.96) (1.79) (0.28) (0.29)
Maturity -0.014™  -0.035" -0.028"™"  -0.081"™" -0.121™" -0.115"""
(-2.94) (-6.99) (-5.35) (-2.71) (-4.50)  (-4.55)
Guaranteed -0.006" 0.000 0.002 -0.033" 0.016 0.018
(-1.76) (0.09) (0.48) (-1.73) (0.96) (1.02)
Log(Assets) -0.010™"  -0.125" - -0.099""  -0.651""" -
(-7.48) (-11.01) - (-10.07)  (-10.37) -
Leverage 0.028"™  0.129™ - 0.030 0.542" -
(3.00) (3.93) - (0.52) (1.84) -
Local GDP Growth 0.002 0.003 - 0.003 0.155 -
(0.31) (0.13) - (0.14) (1.16) -
Local GDP Growth Volatility 0.018™ -0.003 - -0.022 0.611 -
(2.28) (-0.06) - (-0.67) (1.16) -
Fiscal Deficit 0.021* 0.005 - 0.036™ 0.025 -
(3.50) (0.33) - (2.22) (0.82) -
Local Loan/GDP 0.000 0.016 - 0.104" 0.059 -
(0.01) (0.97) - (5.18) (0.96) -
Legal Enforcement -0.001 -0.003 - -0.003 -0.040" -
(-0.55) (-1.04) - (-0.31) (-1.75) -
Year FE Yes Yes No Yes Yes No
Industry FE Yes No No Yes No No
Region FE Yes No No Yes No No
Firm FE No Yes No No Yes No
FirmxYear FE No No Yes No No Yes
No. Obs. 31,081 30,686 30,225 4,627 4,579 4,558
Adj. R? 0.215 0.470 0.550 0.386 0.690 0.709
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Table S: LGFV Hierarchy and Selective Default

This table shows the impact of LGFV hierarchy on selective default. The first two columns report the regression
results for local government selective default, and the last two columns report the regression results for LGFV
selective default. The coefficients are estimated by OLS. In columns (1) and (2), the sample is restricted to loans in
the city-year with at least one loan default case, where the city has at least one default case in any bank in that year.
In columns (3) and (4), the sample is restricted to loans in the LGFV-year with at least one loan default case, where
the LGFV has at least one default case in any bank in that year. The dependent variable is the dummy indicating
whether the loan is in default (i.e., over 90 days being delinquent), and the main independent variable is the
interaction term CDB*Lower Hierarchy, where Lower Hierarchy denotes those LGFVs at the city- and county-level.
CDB takes the value of one if the loan is from the CDB, and zero otherwise. We control for loan characteristics:
Bank Loan Rating, Loan Size, Maturity, Guaranteed, the main LGFV-level characteristics: Log(A4ssets) and
Leverage, and the city-level local government characteristics: Local GDP Growth, Local GDP Growth Volatility,
Fiscal Deficit, Local Loan/GDP, and Legal Enforcement. Columns (1) and (3) control for firm and year fixed effects,
and columns (3) and (4) further control firmxyear fixed effects. Robust standard errors are clustered by firm and
year. T-statistics of the coefficient estimates are reported in parentheses. ***, ** * indicate statistical significance at
the 1%, 5%, and 10% levels, respectively.

Default
City Select Firm Select
1) (2) 3) (4)
CDB -0.035"" -0.030"" -0.041 -0.043
(-4.75) (-4.22) (-1.40) (-1.52)
CDB*Lower Hierarchy -0.039"" -0.038™"" -0.114™ -0.174™
(-2.77) (-2.67) (-2.54) (-3.84)
Lower Hierarchy 0.003 0.074™* 0.176™ -0.008
(0.10) (3.28) (2.09) (-0.05)
Bank Loan Rating 0.088"** 0.078"* 0.125™ 0.125"
(9.49) (8.07) (6.85) (6.73)
Loan Size -0.004™ -0.003" 0.002 0.002
(-2.19) (-1.88) (0.34) (0.33)
Maturity -0.035" -0.028" -0.122 -0.116""
(-7.00) (-5.48) (-4.54) (-4.60)
Guaranteed 0.000 0.002 0.016 0.017
(0.06) (0.46) (0.93) (0.97)
Controls Yes Yes Yes Yes
Year FE Yes No Yes No
Firm FE Yes No Yes No
FirmxYear FE No Yes No Yes
No. Obs. 30,686 30,225 4,579 4,558
Adj. R? 0.470 0.551 0.691 0.710
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Table 6: Politician Hierarchy and Selective Default

This table shows the impact of politician power on selective default. The first two columns report the regression
results for local government selective default, and the last two columns report the regression results for LGFV
selective default. The coefficients are estimated with the linear probability model. In columns (1) and (2), the sample
is restricted to loans in the city-year with at least one loan default case, where the city has at least one default case in
any bank in that year. In columns (3) and (4), the sample is restricted to loans in the LGFV-year with at least one
loan default case, where the LGFV has at least one default case in any bank in that year. The dependent variable is
the dummy indicating whether the loan is in default (i.e., over 90 days being delinquent), and the main independent
variable is the interaction term CDB*CPCTOP25, where CPCTOP25 is a dummy that takes the value of one if the
province secretary is a member in the Political Bureau of the CPC Central Committee (around 25 people for each
term) and zeroes otherwise. CDB takes the value of one if the loan is from the CDB, and zero otherwise. We control
for loan characteristics: Bank Loan Rating, Loan Size, Maturity, Guaranteed, the main LGFV-level characteristics:
Log(Assets) and Leverage, and the city-level local government characteristics: Local GDP Growth, Local GDP
Growth Volatility, Fiscal Deficit, Local Loan/GDP, and Legal Enforcement. Columns (1) and (3) control for firm
and year fixed effects, and columns (3) and (4) further control firmxyear fixed effects. Robust standard errors are
clustered by firm and year. 7-statistics of the coefficient estimates are reported in parentheses. ***, ** * indicate
statistical significance at the 1%, 5%, and 10% levels, respectively.

Default
City Select Firm Select
1) (2) 3) “4)
CDB -0.050""" -0.043™ -0.071™ -0.083™""
(-6.22) (-5.45) (-2.45) (-2.88)
CDB*CPCTOP25 0.025™ 0.023" 0.061* 0.084"
(2.13) (1.80) (1.96) (1.98)
CPCTOP25 -0.008 - 0.033 -
(-0.62) - (0.25) -
Bank Loan Rating 0.088"" 0.078™" 0.125™" 0.125™"
(9.49) (8.07) (6.85) (6.73)
Loan Size -0.004* -0.003" 0.002 0.002
(-2.19) (-1.88) (0.34) (0.33)
Maturity -0.035" -0.028" -0.122* -0.116""
(-7.00) (-5.48) (-4.54) (-4.60)
Guaranteed 0.000 0.002 0.016 0.017
(0.06) (0.46) (0.93) (0.97)
Controls Yes Yes Yes Yes
Year FE Yes No Yes No
Firm FE Yes No Yes No
FirmxYear FE No Yes No Yes
No. Obs. 30,686 30,225 4,579 4,558
Adj. R? 0.470 0.550 0.691 0.711
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Table 7: Political Connection and Selective Default

This table shows the impact of pre-determined connections between the city politician leaders and the Politburo on
selective default. Panel A and B are for the connection to the members of the Politburo and connection to Politburo
Standing Committee, respectively. For each panel, the first two columns are for local government selective default,
and the last two columns are for LGFV selective default. In columns (1) and (2), the sample is restricted to loans in
the city-year with at least one loan default case, where the city has at least one default case in any bank in that year.
In columns (3) and (4), the sample is restricted to loans in the LGFV-year with at least one loan default case, where
the LGFV has at least one default case in any bank in that year. The dependent variable is the dummy indicating
whether the loan is in default (i.e., over 90 days being delinquent), and the main independent variable are the
interaction terms CDB*CPCTOP25 Connected and CDB*CPCTOP9 Connected. CPCTOP25 Connected is a
dummy that takes the value of one if either the city mayor or secretary has ever worked with a member in the
Political Bureau of the CPC Central Committee previously and CPCTOPY Connected is a dummy for whether the
city mayor or secretary has ever worked for the members of Politburo Standing Committee previously. CDB takes
the value of one if the loan is from the CDB, and zero otherwise. We control for loan characteristics: Bank Loan
Rating, Loan Size, Maturity, Guaranteed, the main LGFV-level characteristics: Log(Assets) and Leverage, and the
city-level local government characteristics: Local GDP Growth, Local GDP Growth Volatility, Fiscal Deficit, Local
Loan/GDP, and Legal Enforcement. Columns (1) and (3) control for firm and year fixed effects, and columns (3)
and (4) further control firmxyear fixed effects. Robust standard errors are clustered by firm and year. 7-statistics of
the coefficient estimates are reported in parentheses. *** ** * indicate statistical significance at the 1%, 5%, and
10% levels, respectively.

Panel A: The impact of connection to CPC TOP25

Default
City Select Firm Select
1) (2) 3) 4)
CDB -0.069"*" -0.062* -0.092* -0.101°*
(-6.32) (-5.68) (-2.91) (-3.18)
CDB*CPCTOP25 Connected 0.051"*" 0.052""" 0.145™ 0.143™
(3.63) 3.71) (2.50) (2.25)
CPCTOP25 Connected -0.010 - 0.116™ -
(-1.27) - (2.88) -
Bank Loan Rating 0.094"* 0.084" 0.127*** 0.127***
(9.10) (7.75) (6.40) (6.32)
Loan Size -0.003 -0.003 0.002 0.001
(-1.25) (-1.47) (0.21) (0.20)
Maturity -0.042™* -0.035™ -0.119" -0.118"
(-6.47) (-5.33) (-4.37) (-4.53)
Guaranteed 0.001 0.003 0.013 0.017
(0.23) (0.65) (0.74) (0.95)
Controls Yes Yes Yes Yes
Year FE Yes No Yes No
Firm FE Yes No Yes No
FirmxYear FE No Yes No Yes
No. Obs. 24,016 23,656 4,296 4,275
Adj. R? 0.481 0.557 0.686 0.706
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Table 7: Political Connection and Selective Default — continued
Panel B: The impact of connection to CPC TOP9

Default
City Select Firm Select
1) (2) 3) “)
CDB -0.059™" -0.055™" -0.089™"" -0.096™""
(-5.99) (-5.59) (-2.85) (-3.14)
CDB*CPCTOP9 Connected 0.028™ 0.043" 0.124" 0.136"
(2.14) (3.24) (1.74) (1.93)
CPCTOP9 Connected 0.011 - 0.176™" -
(0.81) - (4.39) -
Bank Loan Rating 0.094"*" 0.084™" 0.127"*" 0.124™
9.11) (7.72) (6.39) (6.22)
Loan Size -0.003 -0.003 0.001 0.001
(-1.28) (-1.47) (0.20) (0.17)
Maturity -0.042" -0.035"" -0.115" -0.119"*
(-6.39) (-5.30) (-4.20) (-4.58)
Guaranteed 0.001 0.003 0.013 0.016
(0.20) (0.62) (0.76) (0.90)
Controls Yes Yes Yes Yes
Year FE Yes No Yes No
Firm FE Yes No Yes No
FirmxYear FE No Yes No Yes
No. Obs. 24,016 23,656 4,296 4,275
Adj. R? 0.481 0.557 0.687 0.706
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Table 8: CDB Commercialization Reform and Selective Default

This table shows the results of the regressions of selective default on CDB commercialization reform shock in Feb
2008. The sample is restricted to 9-month event window from May 2007 to October 2008. The dependent variable is
the dummy indicating whether the loan is in default (i.e., over 90 days being delinquent). Commercialization is a
dummy indicating whether the loan’s expiring month is after Feb 2008. The main independent variables are the
interactions of CDB*Commercialization. The coefficients are estimated with the linear probability model. The first
two columns report the regression results for local government selective default, and the last two columns report the
regression results for LGFV selective default. In columns (1) and (2), the sample is restricted to loans in the city-
year with at least one loan default case, where the city has at least one default case in any bank in that year. In
columns (3) and (4), the sample is restricted to loans in the LGFV-year with at least one loan default case, where the
LGFV has at least one default case in any bank in that year. We control for loan characteristics: Bank Loan Rating,
Loan Size, Maturity, Guaranteed, the main LGFV-level characteristics: Log(Assets) and Leverage, and the city-level
local government characteristics: Local GDP Growth, Local GDP Growth Volatility, Fiscal Deficit, Local
Loan/GDP, and Legal Enforcement. Columns (1) and (3) control for firm and year fixed effects, and columns (3)
and (4) further control firmxyear fixed effects. Robust standard errors are clustered by firm and year. 7-statistics of
the coefficient estimates are reported in parentheses. *** ** * indicate statistical significance at the 1%, 5%, and
10% levels, respectively.

Default
City Select Firm Select
(1) 2 (3) 4)
CDB -0.062" -0.060" -0.093" -0.095™"
(-5.38) (-5.25) (-3.18) (-3.53)
CDB*Commercialization 0.041" 0.044"" 0.123" 0.126"
2.37) (2.51) (1.71) (1.72)
Commercialization 0.041" 0.044" 0.301* 0.248™"
(3.35) (4.36) (2.49) (3.11)
Bank Loan Rating 0.060"* 0.059"** 0.061** 0.059"*
(4.94) (4.90) (2.04) (2.07)
Loan Size -0.001 -0.001 0.005 0.005
(-0.40) (-0.31) (0.70) (0.69)
Maturity -0.052" -0.054" -0.100"* -0.100"*
(-5.76) (-6.04) (-3.19) (-3.12)
Guaranteed 0.005 0.006 0.034* 0.033*
(0.97) (1.14) (2.02) (2.02)
Controls Yes Yes Yes Yes
Year FE Yes No Yes No
Firm FE Yes No Yes No
FirmxYear FE No Yes No Yes
No. Obs. 11,888 11,834 2,223 2,223
Adj. R? 0.518 0.525 0.676 0.678
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Table 9: Selective Default under Lower Market Power

This table shows sub-sample OLS regression results of the government-level selective default. The first two
columns particularly report the regression results for cities in which the CDB’s market share in a given month is
lower than its median value of that month. The last two columns particularly report the regression results for cities in
which the dominant bank is not the CDB. The sample is restricted to loans in the city-year that has at least one
default case in any bank in that year. The dependent variable is the dummy indicating whether the loan is in default
(i.e., over 90 days being delinquent), and the main independent variable is a binary variable that takes the value of
one if this maturing loan is granted by the China Development Bank, and zero otherwise. We control for loan
characteristics: Bank Loan Rating, Loan Size, Maturity, Guaranteed, the main LGFV-level characteristics:
Log(Assets) and Leverage, and the city-level local government characteristics: Local GDP Growth, Local GDP
Growth Volatility, Fiscal Deficit, Local Loan/GDP, and Legal Enforcement. Columns (1) and (3) control for firm
and year fixed effects, and columns (2) and (4) further control firmxyear fixed effects. Robust standard errors are
clustered by firm and year. 7-statistics of the coefficient estimates are reported in parentheses. ***, ** * indicate
statistical significance at the 1%, 5%, and 10% levels, respectively.

City-level Selective Default

CDB Share (Below Median) CDB Dominant (No)
1) (2) 3) 4)
CDB -0.030"" -0.033"" -0.042" -0.040""
(-3.91) (-4.12) (-4.25) (-4.31)
Bank Loan Rating 0.021" 0.019* 0.060"** 0.049"**
(1.93) (1.68) (4.65) (3.84)
Loan Size 0.001 0.001 0.001 0.000
(0.54) (0.38) (0.86) (0.36)
Maturity -0.028" -0.032** -0.025" -0.023"
(-5.25) (-5.25) (-5.08) (-4.66)
Guaranteed 0.006 0.005 0.006 0.006
(1.51) (1.33) (1.25) (1.15)
Controls Yes Yes Yes Yes
Year FE Yes No Yes No
Firm FE Yes No Yes No
FirmxYear FE No Yes No Yes
No. Obs. 14,489 14,398 13,585 13,425
Adj. R? 0.469 0.511 0.528 0.615
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Appendix
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Figure Al: Local Government Financing and Operating Structure. This figure illustrates the typical flows of
revenues and expenditures of local governments in China. Local governments receive funding from upper-level
governments (e.g., the central government), including their share of tax revenue and transfer payments. They also
generate other income from land sales and local assets, such as local state-owned enterprises. Local government
financing vehicles (LGFVs) are entities fully owned and operated by local governments. LGFVs raise off-balance
sheet funds for specific projects, through bank loans from the China Development Bank and commercial banks,
bond issuance, and the shadow banking system.
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Figure A2: Time Trend of Local Government Debt in China. This figure shows the time trend of local
government debt in China between 2002 and 2014. The solid line with triangles represents local government debt as
the percentage of GDP, shown on the right vertical axis. The bar exhibits the total amount of local government debt
(in units of RMBI1 trillion), shown on the left vertical axis. The horizontal axis shows calendar years.
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Panel B: Heat Map of China Local Government Delinquency Ratio

Figure A3: Heat Map of China Local Government Debt across Provinces, June 2013. Panel A illustrates the
outstanding liable debt amount to GDP ratios for all provinces in China in June 2013 and Panel B illustrates the
delinquency ratios for all provinces in China in June 2013. The delinquency ratio is defined as the amount of debt
overdue divided by the total amount of liable debt for each province. Both the liable debt amount and the
delinquency ratio are manually collected from the province-level auditing report.



Table A1: The 17 Commercial Banks in Our Sample

This table reports all 17 commercial banks covered by CBRC loan dataset. The big five commercial banks are
Industrial and Commercial Bank of China (/CBC), China Construction Bank (CCB), Agricultural Bank of China
(4BC), Bank of China (BOC), and Bank of Communications (BoCom). The other 12 banks are the joint equity banks.
# LGFVs is the total number of local government financing vehicles. # Issues is the total number of loan contracts.

All LGFV Loans  LGFV Loans Expired before March 2013

#LGFVs #lssues #LGFVs #lssues
Industrial and Commercial Bank of China (ICBC) 2,074 37,111 1,697 17,856
China Construction Bank (CCB) 2,645 20,727 12,496
Agricultural Bank of China (ABC) 1,812 28,899 11,639
Bank of China (BOC) 1,569 15,186 938 4,759
Bank of Communications (BoCom) 1,427 10,965 5,994
Shanghai Pudong Development Bank 1,300 7,634 4,949
China Citic Bank 1,190 9,398 6,806
Industrial Bank 956 3,933 711 2,867
China Minsheng Bank 895 5,689 784 4,131
China Everbright Bank 838 4,714 674 3,341
China Merchants Bank 728 4,610 624 3,348
Huaxia Bank 632 2,633 541 1,789
Ping’An Bank 505 2,581 418 1,792
China Guangfa Bank 375 2,047 263 1,177
China Zheshang Bank 255 932 204 513
Evergrowing Bank 225 670 191 502
China Bohai Bank 107 312 78 191




Table A2: Subsample Analyses on Loans Expired Before October 2008

This table reports results from linear probability estimation of default probability on the identity of the lending bank and
other explanatory variables for subsample with due dates before October 2008, respectively. The dependent variable is a
dummy variable indicating whether the loan is in default (i.e., over 90 days being delinquent), and the main independent
variable “CDB” is a dummy variable for whether the loan has been granted by the China Development Bank or not. We
control for loan characteristics: Bank Loan Rating, Loan Size, Maturity, Guaranteed, and the main LGFV-level
characteristics: Log(Assets) and Leverage. In column (2), we also control for city-level local government characteristics:
Local GDP Growth, Local GDP Growth Volatility, Fiscal Deficit, Local Loan/GDP, and Legal Enforcement. We
control for year-, industry-, and region fixed effects in columns (1) and (2). Industry dummies represent the 2-digit
industries to which the loans were granted according to Industrial Classification of the National Economy (GB/T 4754-
2011) released by China’s National Bureau of Statistics. Based on the data published by China’s National Bureau of
Statistics, there are four grand regions in China: Northeast, East, Central, and West. In column (3), we replace the
industry and region fixed effects by the firm fixed effects, and in column (4), we further control for firmxyear fixed
effects. Robust standard errors are clustered by firm and year. T-statistics of the coefficient estimates are reported in
parentheses. ***_ ** * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.

Default: Before October 2008

(1) ) 3) )
CDB -0.093** -0.089™"" -0.046™"" -0.044™"
(-11.16) (-10.60) (-6.77) (-6.47)
Bank Loan Rating 0.107"* 0.097"* 0.061" 0.048"
(8.77) (7.82) (6.59) (5.37)
Loan Size 0.002 0.002 -0.003" -0.001
(1.36) (1.30) (-1.78) (-0.99)
Maturity -0.046"" -0.045™* -0.057"* -0.047"
(-6.26) (-6.08) (-9.25) (-7.76)
Guaranteed -0.003 -0.002 0.004 0.006"
(-0.85) (-0.64) (1.22) (1.66)
Log(Assets) -0.008™" -0.008"* -0.168™ -
(-5.97) (-6.40) (-11.96) -
Leverage 0.028"" 0.026™" 0.102* -
(2.98) (2.79) (2.14) -
Local GDP Growth 0.003 -0.001 -
0.27) (-0.08) -
Local GDP Growth Volatility 0.022" 0.131" -
(1.85) (1.84) -
Fiscal Deficit 0.014* -0.002 -
(2.44) (-0.17) -
Financial Development 0.018™* -0.031 -
(4.07) (-1.55) -
Legal Enforcement -0.002* 0.000 -
(-1.81) (0.05) -
Year FE Yes Yes Yes No
Industry FE Yes Yes No No
Region FE Yes Yes No No
Firm FE No No Yes No
FirmxYear FE No No No Yes
No. Obs. 27,899 27,558 27,246 26,703
Adj. R? 0.138 0.130 0.431 0.530




Table A3: Loan Default Determinants Using 180-day Delinquency

This table reports results from linear probability estimation of default probability on the identity of the lending bank and
other explanatory variables. The dependent variable is a dummy variable indicating whether the loan is in default (i.e., over
180 days being delinquent), and the main independent variable “CDB” is a dummy variable for whether the loan has been
granted by the China Development Bank or not. We control for loan characteristics: Bank Loan Rating, Loan Size, Maturity,
Guaranteed, and the main LGFV-level characteristics: Log(Assets) and Leverage. In column (2), we also control for city-
level local government characteristics: Local GDP Growth, Local GDP Growth Volatility, Fiscal Deficit, Local Loan/GDP,
and Legal Enforcement. We control for year-, industry-, and region fixed effects in columns (1) and (2). Industry dummies
represent the 2-digit industries to which the loans were granted according to Industrial Classification of the National
Economy (GB/T 4754-2011) released by China’s National Bureau of Statistics. Based on the data published by China’s
National Bureau of Statistics, there are four grand regions in China: Northeast, East, Central, and West. In column (3), we
replace the industry and region fixed effects by the firm fixed effects, and in column (4), we further control for firmxyear
fixed effects. Robust standard errors are clustered by firm and year. T-statistics of the coefficient estimates are reported in
parentheses. *** ** * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.

Default
(@) 2) 3) 4
CDB -0.030"" -0.028"" -0.015™ -0.011™*
(-10.38) (-9.91) (-7.96) (-6.34)
Bank Loan Rating 0.053" 0.049"* 0.033™" 0.026™"
(9.63) (8.73) (7.48) (5.98)
Loan Size 0.001" 0.001" -0.001" -0.000
(1.91) (1.81) (-1.92) (-1.06)
Maturity -0.007*** -0.006™" -0.008"* -0.006*
(-5.57) (-4.95) (-7.62) (-6.06)
Guaranteed -0.003*** -0.002* -0.001 -0.000
(-2.95) (-2.25) (-0.88) (-0.33)
Log(Assets) -0.002"** -0.001™* -0.018™ -
(-5.21) (-5.07) (-10.54) -
Leverage 0.010™" 0.011™ 0.009" -
(3.81) (4.10) (1.89) -
Local GDP Growth 0.001 -0.001 -
(1.25) (-1.04) -
Local GDP Growth Volatility -0.000 -0.012 -
(-0.03) (-1.63) -
Fiscal Deficit 0.003™ -0.002 -
2.17) (-0.80) -
Financial Development 0.001 0.001 -
(0.96) (0.52) -
Legal Enforcement -0.000 -0.000 -
(-0.94) (-0.23) -
Year FE Yes Yes Yes No
Industry FE Yes Yes No No
Region FE Yes Yes No No
Firm FE No No Yes No
FirmxYear FE No No No Yes
No. Obs. 110,956 109,825 109,311 107,303
Adj. R? 0.113 0.104 0.326 0.511




Table A4: Politician Hierarchy and Selective Default

This table reports the impact of city-level politician power on selective default. The first two columns report the
regression results for local government selective default, and the last two columns report the regression results for
LGFYV selective default. The coefficients are estimated with the linear probability model. In columns (1) and (2), the
sample is restricted to loans in the city-year with at least one loan default case, where the city has at least one default
case in any bank in that year. In columns (3) and (4), the sample is restricted to loans in the LGFV-year with at least
one loan default case, where the LGFV has at least one default case in any bank in that year. The dependent variable
is the dummy indicating whether the loan is in default (i.e., over 90 days being delinquent), and the main
independent variable is the interaction term CDB*Central Committee, where Central Committee is a dummy that
takes the value of one if the city mayor or secretary is a member sitting in CPC Central Committee (around 400
people for each term) and zero otherwise. CDB takes the value of one if this maturing loan is granted by the China
Development Bank, and zero otherwise. We control for loan characteristics: Bank Loan Rating, Loan Size, Maturity,
Guaranteed, the main LGFV-level characteristics: Log(Assets) and Leverage, and the city-level local government
characteristics: Local GDP Growth, Local GDP Growth Volatility, Fiscal Deficit, Local Loan/GDP, and Legal
Enforcement. Columns (1) and (3) control for firm and year fixed effects, and columns (2) and (4) further control
firmxyear fixed effects. Robust standard errors are clustered by firm and year. 7-statistics of the coefficient
estimates are reported in parentheses. *** ** * indicate statistical significance at the 1%, 5%, and 10% levels,
respectively.

Default
City Select Firm Select
1) 2) 3) “)
CDB -0.072" -0.064™ -0.151"
(-6.66) (-5.72) (-4.62)
CDB*Central Committee 0.035™ 0.033* 0.133"
(2.44) (2.16) (2.41)
Central Committee 0.009 - -
(1.24) - -
Bank Loan Rating 0.094 0.084"* 0.125™*
(9.10) (7.77) (6.24)
Loan Size -0.003 -0.003 0.003 0.002
(-1.26) (-1.42) (0.23)
Maturity -0.042"* -0.036™ -0.126™*
(-6.43) (-5.40) (-4.86)
Guaranteed 0.001 0.003 0.016 0.018
(0.15) (0.67) (1.03)
Controls Yes Yes Yes Yes
Year FE Yes No Yes No
Firm FE Yes No Yes No
FirmxYear FE No Yes No Yes
No. Obs. 24,016 23,656 4,296 4,275
Adj. R? 0.481 0.557 0.706




Table AS: Political Power versus Market Power
This table reports the city-year level association between the local politician power and China Development Bank
share. The dependent variable is the outstanding loan amount granted by China Development Bank for city i by the
end of year 7. The main independent variables are proxy for local politician power, i.e. Central Committee is a
dummy that takes the value of one if the city mayor or secretary is a member sitting in CPC Central Committee
(including the CPC central committee member and alternate, around 400 people for each term) and zero otherwise,
CPCTOPY Connected is a dummy that takes the value of one if either the city mayor or secretary has ever worked
with the members (7-9 people) of member of Politburo Standing Committee previously, CPCTOP25 Connected is a
dummy that takes the value of one if either the city mayor or secretary has ever worked with a member in the
Political Bureau of the CPC Central Committee previously, and CPCTOP200 Connected is a dummy that takes the
value of one if either the city mayor or secretary has ever worked with a member in the CPC Central Committee
previously. Local GDP Growth, the growth rate of local government GDP and Local GDP Growth SD, the rolling
over standard deviations of local government GDP growth rate are controlled in all regressions. We also control for
year fixed effects ad city fixed effects in all columns. The coefficients of control variables are omitted for brevity.
Robust standard errors are clustered by city level. T-statistics of the coefficient estimates are reported in parentheses.
ok kE* indicate statistical significance at the 1%, 5%, and 10% levels, respectively.

CDB-share
€)) (2) 3) “)
Central Committee 0.010
(0.30)
CPCTOPY9 Connected 0.013
(0.57)
CPCTOP25 Connected 0.018
CPCTOP200 Connected 0.002
(0.13)
Controls Yes Yes Yes
City FE Yes Yes Yes
Year FE Yes Yes Yes
No. Obs. 1,910 1,910 1,910 1,910
Adj. R? 0.737 0.737 0.737 0.737
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