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A Mechanism Analysis of Leverage Cycle of Chinese Enterprise Sector

WANG Qing, MENG Shi-chao
(Institute of Chinese Financial Studies of SWUFE, Chengdu 611130, China)

Abstract: Since the Global Financial Crisis in 2008, the growth rate of economy has decreased in China,
while the leverage of enterprise sector has increased countercyclically, an ownership differentiation between state—
owned and private enterprises can be seen at the same time. The special mechanism of leverage of Chinese
enterprise sector changing with economic fundamentals remains to be explored. Under the economic environment of
scarce high—quality projects and powerful government, soft budget constraint and government implicit guarantee may
profoundly impect the mechanism of the evolution of leverage. This paper sets up a model based on Dewatripont
and Maskin (1995)’s idea of soft budget constraint, adding economic fundamentals and government implicit
guarantee to the original framework. This paper investigates the equilibria of the enterprise—bank financing game,
then demonstrates how the leverage changes upon different economic fundamentals. The model presents that given
the level of government implicit guarantee, the cyclical property of leverage depends on that of the soft budget
constraint. As the economy goes better, the soft budget constraint will strengthen at first and weaken in the end,
and the cyclical property of leverage will change from uncertain to countercyclical. This paper also explores the
endogenous choices of government implicit guarantee,and finds that the types of cyclical paths give rise to a
structural differentiation between state—owned and private enterprises. On the “decreasing” or“inverse U” paths, the
cyclical property of leverage of private enterprises remains uncertain while that of state—owned enterprises is more
likely to be countercyclical. Taking corresponding policies into the model, this paper discusses the mechanism
improvements and their effects on the cyclical property of leverage.

Key Words: leverage of enterprise sector; soft budget constraint; government implicit guarantee; economic
fundamentals; cyclical property
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