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Research on Debt Default, Banking Channel and Two-Pillar Regulation
Meng Xianchun and Zhang Yishan

(Business School, Jilin University)

Summary: The COVID-19 epidemic has an unprecedented impact on real economy, raising the risk of default on
household and corporate debt. In addition, the global financial crisis demonstrated that debt default may cause systematic
financial risk through its transmission in the financial system. This paper aims to study the transmission mechanism of debt
default in the real sector and evaluate the role of monetary policy and macroprudential policy.

This paper firstly identifies the transmission effect of banking channel on debt fluctuations by analyzing the joint dynamics
between household debt and corporate debt in China. Then this paper builds a NK-DSGE model including the banking sector
with balance sheet constraint to capture the joint dynamics between household debt and corporate debt. In addition, this paper
uses numerical simulation to analyze the transmission mechanism of default shock on household debt and corporate debt, and
evaluate the role of the two—pillar regulation framework.

This study finds that debt default in the real sector has a systematic impact on the real estate market, credit market and
the real economy through banking channel. In terms of policy response, the two—pillar regulation framework can slow down the
decline of house prices and credit contraction. Compared with the capital type” macroprudential tool, the “credit type”
macroprudential tool can coordinate monetary policy to guide commercial banks to increase credit support for enterprises, thus
buffering the negative impact of debt default on the real economy.

In order to prevent China from suffering from macro debt risk, this article gives two suggestions. Firstly, monetary policy
can be combined with the “capital type” or “credit type” macroprudential tool to prevent excessive expansion of household
debt and housing boom. Secondly, “credit type” macroprudential tool can guide commercial banks to increase credit supply
to the enterprise sector, thus improving the efficiency of credit allocation.
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