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Local-Government Debt Swap and Debt Expansion of

Financing Platforms
LI Yihua, LI Linwei, WANG Yidi (Shandong University, 250100)
Summary: In order to strengthen local budget constraints and regulate the borrowing and financing
behavior of local governments, China’s central government granted local governments the right to raise
debt, stripped them of the government financing function of financing platforms, and implemented debt
swap. The central government has established a comprehensive institutional framework to regulate local

borrowing and prevent risks by opening the front door and blocking the back door. However, an undeniable
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fact is that after 2015, local governments still engaged in illegal and irregular borrowing and financing.

This paper is the first to use data from local market exchange bonds and newly-issued urban
construction investment bonds (UCIBs) to study the relationship between debt exchange and local implicit
debt. The benchmark regression results show that debt swap leads to an increase in new UCIBs on financing
platforms. Mechanism analysis reveals that the addition of UCIBs by financing platforms is a joint result of
the excessive expansion of local fiscal expenditure and the decrease in debt investment efficiency.
Heterogeneity analysis shows that the positive impact of debt swap on the issuance of new UCIBs is more
significant in regions where local government debt management system reform is not yet implemented,
where adjustments have been made to the use of special bonds, PPP financing scale is relatively small, the
fiscal system reform below the provincial level is incomplete, and financial regulation is weak. Further
research has found that debt swap is not conducive to improving the self-sufficiency and market-oriented
transformation of financing platforms.

The marginal contribution of this paper is mainly reflected in the following three aspects. Firstly, this
paper first explores the impact of debt swap on the expansion of new implicit debt from the perspective of
the relationship between the resolution of existing debt and the control of incremental debt at the city level.
Secondly, it provides a new mechanism explanation for how debt swap affects the expansion of new
implicit debt from the perspective of local governments’ rescue expectations. Finally, this paper also
conducted a rich heterogeneity analysis and made a preliminary discussion on the impact of debt swap on the
market-oriented transformation of financing platforms.

This paper has the following policy recommendations. Firstly, debt swap should be cautious of the risk
of new implicit debts and not adopted unless necessary. Secondly, we should continue to promote the
market-oriented transformation of financing platforms, and in the future, we need to gradually open up debt
defaults on financing platforms and orderly overcome the blind belief in urban construction investment.
Finally, we should coordinate the reform of the fiscal system and strengthen the supervision of local debt,
establish a long-term mechanism for preventing and resolving local debt risks, and further promote positive
interaction between effective markets and promising governments. In fact, the impact of debt swap is very
broad, and newly added implicit debt is just one of them. Therefore, future research may study the other
economic impact of debt swap.

Keywords: Debt Swap, Local Government Financing Platforms, Urban Construction Investment Bonds,
Implicit Debt, Rescue Expectations
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