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Double Helix of Local Government Debt Risk and Financial Sector Risk
——Analysis Based on Nonlinear DSGE Model
XIONG Chen', JIN Hao'?

(1. Wang Yanan Institute for Studies in Economics of Xiamen University, Xiamen 361005, China;

2. School of Economics of Xiamen University, Xiamen 361005, China)

Abstract: This paper develops a DSGE model in which the financial sector holds defaultable local
government bonds and is subject to leverage constraints. We employ a global nonlinear solution method to assess
the double-helical risk structure of local government debt default risk and financial risk which are interdependent.
We characterize the transmission channels of risks and quantify their impacts on the real economy using data of
China. We find that the interactions of the local government debt default risk and the financial risk are highly
nonlinear and depend on economic states. When local governments default on their debt, output falls by 7.36% in
the long run; local government debt default risk increases financial risk and transmits to the real economy, while
financial risk passes through a direct balance sheet channel and an indirect general equilibrium effect channel. Our
quantitative results imply that financial risk is highly correlated with local government debt default risk. Historical
decomposition shows that local government debt default risk can explain 5.87% of the financial risk, and the
financial risk can explain 78.79% of the local government debt spreads. Our analysis shows that, at a given default
risk level, the policy of extending the duration of government debt will amplify the negative effect of default
through the financial risk channel. Our results suggest that policies that replace maturing bonds with long—term
bonds need to take into account that is may increase the sensitivity of financial risk to default risk. Our results
also suggest we should encourage non—financial investors to hold local government bonds.
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