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Policy Decoupling and Market Belief: Evidence from the

Event of Zeroing Hidden Debt
LI Na, FENG Meile, LIU Rong ( Southwestern University of Finance and Economics, 611130)

Summary : There is an implicit guarantee relationship between local governments and local government financing
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vehicle companies (LGFVs), which is considered to have been existent for a long time and become a market

belief, thus causing some interference to the orderly resolution of government implicit debts. Based on the signal
transmission theory, we adopted daily trading data of the secondary market of LGFV bonds, and used the event
study method to investigate the market effects of “no-bailout” and “bailout” signals in the Zeroing Hidden Debt
(ZHD) pilot event.

Asthe policy name indicates, the policy clearly conveys the “no-bailout” signal, while the zeroing process relies
on debt swaps that replace hidden debt with government bonds, which conveys a “bailout” signal not intended by the

It

sender. The emission intensity of the two signals is different. The “no-bailout” signal was directly transmitted to the
market through formal meetings and reports, while the “bailout” signal could only be received from interpretations of
the documents disclosed by bond issuers. Tt can be seen that “no-bailout” is the ultimate goal of high-profile policy
announcements to guide the expectation of the market, and the signal emission intensity is high, while the low-key
bailout behavior is one of the means to achieve the goal, and the signal emission intensity is weak.

The intensity of signal emission, however, only reflects the unilateral intention of the sender, and how the
receiver interprets and then accepts it will affect the final signal effect. It is found that the market is more sensitive
to the low-key “bailout” signal than the high-profile “no-bailout” signal, and shows a selective belief in “bailout,”
reflecting the asymmetric effect of those two signals. The selective belief has obvious heterogeneity characteristics,
which are more prominent in areas with higher debt, indicating that the demonstration effect of the ZHD pilot will
weaken with the expansion of inter-provincial differences. Further analysis shows that selective belief exists because
the market does not believe that local governments can completely cut off their dependence on LGFVs.

The possible marginal contributions of this paper are as follows. (1) It uses mixed information events to
identify the asymmetric effect of “bailout” and “no-bailout” signals, and reveals the selective belief psychology
of market investors. (2) Based on the signal transmission theory, it investigates the dynamic characteristics of
implicit guarantee expectation from a new perspective of the relationship between policy signals and market
expectations, and enriches the existing literature. (3) It explores the interactive relationship between policy
signals and market reaction, and provides new evidence for revealing the mechanism about how multiple
factors, such as the sending mode, transmission process, credibility and acceptance of policy signals, affect the
realization of policy intentions. (4) It evaluates the demonstration effect of the ZHD pilot, and provides policy
reference for resolving hidden debts.

The policy implications of this paper are as follows. (1) When market investors generally have strong
selective belief, it is difficult to reverse the market implicit guarantee expectation only by transmitting “ no-
bailout” signals orally by means of policy documents and meetings. Instead, we should try to release the “no-
bailout” signal through concrete actions, while avoiding a larger negative impact. (2) Heterogeneity analysis
shows that the demonstration effect of the policy is more obvious in similar areas, so the ZHD policy should be
gradually carried out from within provinces in addition to implementation at the provincial level. (3) We should
reform the infrastructure investment and financing model, and cut off the inherent relationship between local
governments and LGFVs.
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