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City Commercial Bank Mergers and the Restructuring of
Local Government Debt Financing Channels:
A Fiscal-Financial Coordination Perspective

Liu Yan, Ding Kun, Zhang Xuefei

Abstract: Traditional explanations of local government debt in China mainly rely on
fiscal decentralization and soft budget constraint theories. However, understanding the
structural changes in local government debt requires a fiscal-financial coordination perspective.
This paper examines how changes in the control of local financial resources affect local
government debt structure by focusing on mergers among city commercial banks. The
consolidation of prefecture-level city commercial banks into provincial-level banks not only
changes banks’ legal status but also involves the upward transfer of bank governance, credit
approval, capital allocation, and risk management authority. These changes may reshape the
financing channels, debt scale, and financing costs of prefecture-level governments and their
financing platforms.

The results show that such mergers significantly reduce bank credit financing for affected
prefecture-level governments and their financing platforms, while increasing bond financing
and non-standardized financing. This pattern indicates that the effect of bank mergers is a
structural adjustment across financing channels, especially a substitution from bank credit
toward non-credit financing. Evidence based on Chengtou bond issuance spreads further shows
that mergers raise the financing costs of county-level governments. These findings remain
robust under alternative samples, variable definitions, and heterogeneous-treatment DID
estimators.

Mechanism tests reveal that capital expansion after bank consolidation, local fiscal
pressure, and the local financial competition environment are important moderators. Capital
expansion after bank consolidation can constrain the expansion of non-standardized debt, while
rigid local fiscal gaps weaken such governance effects. In regions with insufficient banking
competition, local governments lack diversified credit suppliers, leaving limited room for
financing channel adjustment and thus dampening the expansion effect of non-credit financing.
Additional analysis reveals that the debt restructuring induced by provincial bank mergers may
crowd out local corporate investment through the expansion of total local government debt.
This effect is mainly concentrated among non-state-owned enterprises.

This paper contributes to relevant literature in three ways. First, it shows that local small-
to-medium bank mergers, as a policy tool for preventing financial risks, can affect the
structure, scale, and cost of local government debt by changing financial resource allocation
across levels of government. Second, it extends literature on bank mergers beyond bank-level
efficiency and risk, revealing the broader fiscal implications of bank consolidation in China.
Third, it provides new evidence on the real economic consequences of local government debt
expansion. The findings suggest that, while bank mergers may improve financial governance
and risk control, policymakers should pay close attention to local governments’ financing
responses, prevent hidden debt risks from financing channel substitution, and avoid crowding
out real-sector investment.

Keywords: bank mergers; local government debt; fiscal-financial coordination; investment
crowding-out
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