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Rigid Redemption Belief Differentiation: Implicit Guarantee Expectations

and Pricing of Municipal Investment Bonds
Cao Jing

Abstract: Based on quarterly bond issuance and transaction data between 2019 and 2021, this paper
comprehensively considers implicit guarantee willingness and guarantee ability. It further constructs a
difference—in—differences (DID) model based on bailout expectations conveyed to the market by
government debt talkfests to empirically test the impact and mechanism of implicit guarantees on
municipal investment bond credit spreads. The study finds that credit spreads in the primary and
secondary markets of municipal investment bonds are inverted and rigid redemption belief in local
government financing vehicles (LGFVs) diverges following the government debt talkfests. The bailout
willingness conveyed by the debt talkfests manifests as implicit guarantees in the primary market (i.e.,
bond credit spreads are narrowed), while it shows implicit concerns in the secondary market (i.e., bond
credit spreads are widened). The above effects are heterogeneous in terms of the administrative level of
LGFVs and regional credit environment. Analysis of the mechanism indicates that the implicit guarantee
willingness affects the issuance pricing of municipal investment bonds by improving local governments’
underwriting and bargaining power, and its impact on the transaction pricing of municipal investment
bonds depends on local governments’ ability to mobilise fiscal and financial resources. This paper suggests
that local governments should avoid excessively releasing bailout signals to the market through
government—bank—enterprise cooperation platforms, such as debt talkfests which may trigger market
expectations divergence. China should gradually weaken implicit guarantees, break the rigid redemption
belief in LGFVs and improve the market—oriented pricing mechanism of municipal investment bonds.

Key words: implicit guarantees, credit spreads, rigid redemption belief, debt talkfests
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