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Huddling Together or Going One’s Own Way?

— Peer Effects in Local Government Debt Management

LU Yisheng, LUO Ronghua (Southwestern University of Finance and Economics, 611130)

FANG Hongyan (Shanghai University of International Business and Economics, 201620)
Summary: Local government debt in China has exhibited clustering characteristics in recent years. This
phenomenon raises questions about whether there are peer effects in local government debt levels and if so,
what are the potential mechanisms behind them. This paper tries to answer these questions.

By using data on local government debt from 2009 to 2022, this paper finds significant peer effects in
local government debt management: A one standard deviation increase in the debt level of peer governments
(i.e. other prefecture cities in the same province) leads to a 7.7% increase in the per capita debt level of the
focal local government. This result sustains after the endogeneity of peer debt is taken into account.
Specifically, the study uses the tenure of local officials as the instrumental variable, and the approval of
urban agglomerations as the quasi-natural experiment setting. Further analysis shows that the peer effects
mainly come from the behavior of hiding in the crowd by adopting similar debt management strategies to
those of peers and the “everyone-does-it” defense. In contrast, the traditional learning channel and the
competition for promotion channel, as documented in existing literature, have negligible impact. These
results suggest that constraints embedded in the assessment system for local officials may be an important
factor in shaping local government behavior. Lastly, the peer effects are stronger in East China than in
Central and West China, and also stronger in areas with a higher degree of financial decentralization.

This paper contributes to existing literature in the four following aspects. First, it extends research on
the characteristics of local government debt management and finds peer effects in local government debt
levels, which is not documented in existing literature. Second, it finds a new mechanism, i.e., hiding in the
crowd and using the “everyone-does-it” defense, behind the peer effects. Third, it shows that the intensity
of peer effects varies from place to place, depending on local financial development level. Fourth, it
examines the impact of urban agglomeration policies on local government debt.

The research results have the following policy implications. First, regulatory authorities should
consider peer effects in local government behavior and guide debt issuance based on regional characteristics.
Second, regulatory authorities should design a more scientific system to evaluate the performance of local
officials. Third, it is crucial to shore up the market's decisive role in allocating financial resources and draw
a clear boundary between the responsibilities of local governments and those of local financial institutions.
Fourth, the planning and designing of urban agglomerations should take into account cluster-specific local
debt management systems.
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