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Can Household Add Leverage in the Process of Structural Deleveraging
LIU Zhe—xi', LI Zi-ang’
(1. School of International Trade and Economics UIBE, Beijing 100029, China;
2. Department of Economics of Princeton University,  New Jersey 08544, USA)

Abstract:  Structural deleveraging is a new solution to China’s high debt problem. While keeping the overall
leverage ratio steadily and gradually decreasing, structural deleveraging aims at a fast reduction of the leverage of
firms and local governments. Thus, there have been arguments supporting the increase of household leverage during
this process, which can allegedly create favorable economic environments for the deleveraging of firms. However,
through a dynamic general equilibrium model featuring high —leverage firms, we thoroughly analyze the
macroeconomic implications of such an increase in household leverage and find substantial evidences against those
previous perspectives. First, increasing household leverage cannot boost consumption as previously thought, but
instead, it inhabits consumption. Furthermore, the consumption ratio would misleadingly increase, with an even
steeper decline in output. Second, although in theory there exists a negative relationship between household
leverage and firm leverage, increases in household leverage will also trigger speculation behavior at the household
level, which weakens the leverage—transfer channel between household and firms and heightens the risk of asset
bubbles. Third, while the increase in household leverage can hardly offset the economic decline led by the
deleveraging of firms, it might further result in a more severe deterioration of output, which is detrimental to the
advancement of structural deleveraging. In light of all these evidences, China should actively control the rising
household leverage ratio in the process of future structural deleveraging.
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