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Government Guarantee Heterogeneity, Competition Distortion

and Bank Risk-Taking Incentives
WANG Li, WU Xing & CHEN Shiyi(Fudan University, 200433)

Abstract: Chinese banking system has long been under the implicit guarantee of government before the
implementation of deposit insurance system and this implicit guarantee shows the characteristic of
heterogeneity: “Parachutes” of government are more likely to fall to those big banks who are “too big to
fail” or government-owned banks. Existing studies which only examine the impact of government on bank
lending behavior and performance cannot explain the impact of heterogeneity of government guarantee on
banking risk-taking incentives of commercial banks especially small and medium-sized banks and private-
owned banks. To this end, the paper, based on the model of Hakenes and Schnabel(2010)and incomplete
interest rate liberalization in China, explores the impact of heterogeneity of government guarantee on
banks’ investment and risk-taking decision. Theoretical results show that, the lower the probability, the
higher the risk taking when competition effect exists. Based on our theoretical analysis, we construct two
competition indexes which reflect the distortion of competition structure caused by government
guarantee, respectively from the perspective of size and ownership structure. Then we use the data of 159
Chinese banks between 2005 and 2012 to perform an empirical test. Results of the paper show that the
implementation of deposit insurance system is of great importance in improving the competition structure
of Chinese banking system and restraining risk-taking incentives of small and medium-sized banks and
private-owned banks.
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