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Local Government Debt and Trust Financing

Xueting Wen' Ming Feng®
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Abstract The fast growth of local government debt has been a typical fact in
Chinese economy. Policy makers and economists cast doubt on the debt risk of
certain local governments, especially those borrowing through shadow bank system
like the trust market. In this paper, we collect prefectural city level data from 2005

to 2015 to study the debt risk of local governments and their activities in borrowing
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from the trust market. We find that those local governments with higher debt ratio
are more likely to issue trusts, which is more obvious after 2010 when the bank
credit shrink. The possible mechanism behind this phenomenon is that during the
“Four Trillion Yuan” stimulus plan in 2009, local governments borrowed too much
bank loan and those with higher debt ratio were crowed into the trust market when
the bank loan suddenly contracted after 2010. Moreover, we demonstrate that the
capital return of cities issuing trusts are significantly lower than others. Given the
high costs of trust financing, the dependence on trust credit of these governments
with high debt burden would even worsen their debt problem, which is an
unexpected result of the bank credit contraction policy intended to depress local

government debt.
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