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Abstract: In recent years, the scale of local government debt in China has been expanding, and
how to prevent and defuse local government debt risks has become a common concern of all sectors of
society. It is of great significance to study how to improve the government debt management system and
better regulate the borrowing behavior of local governments through the combination of administrative
constraints and market constraints to prevent local government debt risks.

This paper studies credit confusion in the local government explicit debt management system from
the perspective of local government bond issue pricing. Using the issuance and transaction data of local
government bonds from 2015 to 2022, this paper finds that the issuance spreads of local government
bonds reflect very limited default risk at both the provincial and prefecture-level city levels.
Heterogeneity analysis shows that provincial-level regions with higher dependence on central transfer
payments and those with greater equalization of intra-provincial transfer payments have lower inclusion
levels of local government credit risk in local government bond pricing due to more serious credit
confusion among governments at all levels. The comparative analysis shows that the spreads of urban
investment bonds issued by local financing platforms are more effective in pricing local government
credit risk. These results show that the two features of China’s local bond management system, “unified
issuance at the provincial level and use by cities and counties on loan” and “top-down strict limit
management” , although they help strictly limit the scale of debts in the balance sheet, but aggravate the
credit confusion among governments at different levels and weaken the risk subject status of
governments below the provincial level as actual users of debt funds. As a result, it is difficult for the
market to effectively price debt risks in various regions. Additionally, this paper finds that in the
process of establishing a long-term mechanism for preventing and resolving local debt risks, it is
necessary to eliminate the credit confusion of different levels of governments behind local government
bonds through institutional design and give play to the positive role of the financial market in revealing
and preventing risks, thus strengthening the market restraint mechanism for local government debt.

The marginal contribution of this paper to existing literature is mainly reflected in the following
two aspects. This paper not only expands research on local government bond pricing but also enriches
related research on the local government debt management system. Compared with existing literature,
this paper uses a longer period of data to analyze the credit distortion of local government bond pricing
between different provincial-level regions and different cities within a province, focuses on the
management system of local government bonds, and explains the causes of local government bond
pricing distortion from the perspective of credit confusion between provinces and cities, and between
the central and provincial governments.

Keywords: local government bonds; credit confusion; bond pricing; default risk
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