
International Review of Financial Analysis 103 (2025) 104158

Available online 22 March 2025
1057-5219/© 2025 Published by Elsevier Inc.

Bond default of super-large real estate company and government debt risk

Junyi Jia a, Jingwei Chen b,*, Yao Yang a

a School of Economics, Beijing Technology and Business University, Beijing, China
b Institute of Finance, Chinese Academy of Social Sciences, Beijing, China

A R T I C L E  I N F O

JEL classification:
R33
G14
H74 
Keywords:
Super-large real estate company’ bond default
Urban investment bonds
Government debt risk

A B S T R A C T

This paper investigates risk spillover from the real estate sector to local government debt in China. Using Chinese 
real estate giant Evergrande’s bond default as a shock and data on the issuances of urban investment bonds 
(UIBs), we find that super-large real estate company’ default significantly increases the risk premium of UIBs, 
which typically represents the risk associated with local governments’ implicit debts. The risk spillover is more 
pronounced in less developed regions, for local government financing vehicles (LGFVs) with lower credit ratings, 
and for debt instruments with inadequate guarantee measures. Further analysis reveals that the spillover effect is 
related to land asset values and triggered by two mechanisms: “land finance by local governments” and “the debt 
burden of LGFVs”. This study enriches our understanding of the risk interconnectedness between the real estate 
sector and local government debt.

1. Introduction

Local governments worldwide often rely on borrowing to expand 
infrastructure and provide public services. The academic literature on 
local government debt primarily focuses on two areas. One strand of 
research addresses the role and utility of municipal bonds, a well- 
established financial instrument. Studies by various economists high
light the significance of municipal bonds both in the United States and in 
emerging market economies. For example, Hildreth and Zorn (2005)
conducted an in-depth study on the development of municipal bonds in 
the United States over the past 25 years, demonstrating their effective
ness in financing infrastructure and public services, and their wide
spread acceptance across U.S. states. Leigland (2012) examined 
municipal bond issues in emerging markets, arguing that these bonds 
can be effective when countries implement policies tailored to their 
specific contexts. The second strand of research explores local govern
ment debt, particularly focusing on financing pressures and credit risks. 
Notable studies include Leigland (1997), who studied municipal bonds 
in emerging markets like the Philippines and Poland, and Harris and 
Piwowar (2006), who analyzed the impact of trading costs on credit risk 
in U.S. municipal bonds. Ang and Longstaff (2013) systematically 
examined the risks of local government bonds in both the U.S. and 
Europe.

Globally, four main types of government debt are widely recognized: 
direct explicit debt, direct implicit debt, contingent explicit debt, and 

contingent implicit debt (Polackova, 1999). While research on local 
government debt risk has often centered on explicit debt (Brixi, 2001; 
Ardagna, 2004), recent studies have shifted attention to implicit debt, 
especially in emerging economies. Implicit debt arises from government 
promises to make future payments, and is often unmonitored, making it 
more likely to contribute to debt risk. In many emerging markets, budget 
statements may only reflect a portion of local governments’ explicit 
debt, while large fiscal deficits may be converted into implicit liabilities, 
which are not subject to rigorous budget oversight. This phenomenon 
exacerbates the risk of fiscal crises (Daniel et al., 1997; Talvi and Végh, 
2005).

In China, local governments play a central role in driving economic 
and social growth (Walder, 1995), but the issue of local debt risk re
mains a serious concern. This risk stems from China’s unique fiscal 
decentralization system (Qian & Roland, 1998) and the performance- 
based promotion of local officials (Li & Zhou, 2005). Frequent trans
fers of local officials have led to short-term policy orientations, with a 
strong incentive to issue bonds during their tenure. Local government 
financing vehicles (LGFVs) have become the primary means for local 
governments to bypass debt issuance restrictions under the Budget Law. 
These bonds, often described as “quasi-municipal bonds,” serve as a 
bridge to standardize local government debt. However, LGFVs represent 
a form of quasi-fiscal behavior and implicit debt, as the financing 
companies are essentially local government entities operating under the 
guise of corporate legal persons. While LGFV bonds have facilitated 

* Corresponding author at: Institute of Finance, Chinese Academy of Social Sciences, Beijing 100710, China.
E-mail address: chenjw1112@163.com (J. Chen). 

Contents lists available at ScienceDirect

International Review of Financial Analysis

journal homepage: www.elsevier.com/locate/irfa

https://doi.org/10.1016/j.irfa.2025.104158
Received 20 November 2024; Received in revised form 6 January 2025; Accepted 18 March 2025  

mailto:chenjw1112@163.com
www.sciencedirect.com/science/journal/10575219
https://www.elsevier.com/locate/irfa
https://doi.org/10.1016/j.irfa.2025.104158
https://doi.org/10.1016/j.irfa.2025.104158


International Review of Financial Analysis 103 (2025) 104158

2

infrastructure development (Weltbank, 2012), their rapid expansion has 
raised concerns about their long-term risks. Following the 2008 financial 
crisis, a 4 trillion yuan investment plan further incentivized local gov
ernments to use these financing platforms, leading to a significant in
crease in LGFV bond issuance. Between 2013 and 2022, the total volume 
of LGFV bonds grew at an average annual rate of 21 %, reaching 13.78 
trillion yuan by mid-2022, making them the third-largest bond category 
after government and policy bank bonds. This growth has attracted 
increasing academic attention to local government debt risks.

The fiscal health of local governments is crucial for ensuring debt 
sustainability (Annicchiarico & Giammarioli, 2005; Moraga & Vidal, 
2010. However, due to China’s fiscal decentralization, local government 
debt repayment is heavily dependent on land transfer fees rather than 
tax revenues (He et al., 2016). The use of land capitalization for infra
structure and industrial park investments has become central to the 
“land-driven growth” model (He et al., 2016; Peterson & Kaganova, 
2010). Consequently, much of the literature on local government debt 
risks in China focuses on real estate-related issues. One category ex
plores the causes and solutions for local government debt, including the 
impact of real estate price fluctuations on debt risk and the role of land 
finance in creating implicit debt. Another category examines the po
tential for local government implicit debt to spill over into the financial 
system, leading to broader financial risks. Shih (2004), for example, 
analyzed how local government debt risks could affect the financial 
sector by estimating the scale of local government bank loans.

Overall, the existing literature has two main shortcomings: it tends to 
focus on partial rather than systematic analyses, failing to integrate land 
finance, LGFV bonds, and the real estate market into a unified frame
work. Apart from that, the literature predominantly emphasizes macro- 
level issues such as house prices and the scale of local debt, neglecting 
the impact of real estate enterprise defaults on the micro-mechanisms of 
local implicit debt risk.

This paper makes two main contributions: first, while existing 
studies largely focus on the scale expansion or overdue local debt risks 
(fiscal risks), few address the cross-sectoral spillover effects on local 
implicit debt. This paper develops an analytical framework that links 
“real estate enterprise debt defaults,” “urban investment bond price 
fluctuations,” “changes in local government financing costs and scales,” 
and “increased local implicit debt risks.” This framework offers a new 
perspective on understanding local implicit debt risks. Second, while 
traditional contagion theory rarely considers fiscal risk spillovers, the 
analysis in this paper expands the scope of contagion theory to include 
fiscal risks, providing a valuable addition to existing research.

Using the “Evergrande bond default” as a case study, this paper 
systematically examines the relationship between real estate enterprise 
defaults (financial risks) and local implicit debt risks under a unified 
framework. The Evergrande default on December 3, 2021—where it 
failed to meet its $260 million bond repayment obligations—marked a 
significant moment in China’s financial history. The default triggered a 
wave of market reactions: the Hang Seng Mainland Property Index 
(HSMPI) dropped by 1.72 %, and stocks of major real estate developers, 
such as Shimao Group (00813.HK) and Sunac China (01918.HK), 
plummeted by 14 % and 7.79 %, respectively. The default also disrupted 
financing channels for other real estate companies, leading to a series of 
unfinished construction projects known as “rotten tail buildings,” 
involving major developers like Evergrande and Sunac China. Further
more, Evergrande’s default dampened the real estate industry’s demand 
for land, contributing to a 14.2 % decline in land transaction volumes in 
2021, the lowest in a decade. This event not only marked a significant 
turning point for the real estate sector but also posed serious implica
tions for China’s “land finance” model (Liang et al., 2017). As such, the 
Evergrande default provides an effective market shock for studying the 
contagion mechanism of real estate risk.

In this paper, we provide evidence at the micro-market level sup
porting a finding of risk spillover from the real estate sector to local 
government debt in China. We establish empirical models, which 

employ the cost of UIBs as the dependent variables, to study the impact 
of super-large real estate company’s debt default on the risk premium of 
bonds. We find that Evergrande’s default indeed pushed up the issuance 
premium of UIBs, indicating that the default increases the risks of Chi
nese local governments’ implicit debts. Specifically, as the window for 
the event lengthens from (− 15, +15) to (− 50, +50), the size of the 
spillover effect first increases and then decreases and forms an inverted 
U shape, which can be explained by investors’ “wait and see” and the 
approval process required by investors (primarily banks) before they can 
adjust their positions in response to the default. Our conclusions remain 
robust under various robustness tests, including the use of twin samples 
to control for potential endogeneity. Further, we employ multiple sub
samples to assess whether these effects are heterogeneous. We find that 
the risk spillover effect is stronger in less developed areas, for LGFVs 
with lower credit ratings, and for bonds that are unsecured. In addition, 
we find that the risk spillover effect is related to land asset values and 
triggered by two mechanisms: “land finance by local governments” and 
“the debt burden of LGFVs”.

The paper is organized as follows. Section 2 includes institutional 
background. Section 3 provides a literature review. Section 4 explains 
the data and sample. Section 5 explains our empirical results. Section 6
provides a further analysis, and Section 7 concludes.

2. Institutional background and literature review

2.1. Background of Evergrande default event

China Evergrande Group, established in 1997, is an international 
enterprise specializes in real estate design, development, construction, 
and property management. The company successfully listed on the Hong 
Kong Stock Exchange in November 2009 and was subsequently included 
in the Fortune Global 500 list, establishing itself as one of China’s largest 
real estate companies. Since 2007, Evergrande has strategically diver
sified its business portfolio, venturing into various sectors such as cul
ture, tourism, health, new energy and so on. However, this rapid 
expansion was accompanied by a substantial accumulation of debt, 
resulting in significant financial strain and repayment obligations. As of 
June 30, 2021, Evergrande’s total assets amounted to 2.38 trillion yuan 
(US$369 billion), while its total liabilities stood at 1.97 trillion yuan (US 
$306 billion), resulting in an alarming debt-to-asset ratio of 82.8 %. 
Since 2021, Evergrande encountered several liquidity risk events, 
including delayed payments of commercial notes, share transfers, asset 
freezes, regulatory discussions, and defaults on wealth management 
products, which raised concerns about the company’s overall financial 
stability. Despite efforts to raise funds through asset sales, on December 
3, 2021, Evergrande issued an official statement acknowledging its 
failure to meet repayment obligations for a U.S. dollar-denominated 
bond valued at US$260 million. This event, which marked Ever
grande’s first material default, led to the decision by international credit 
rating agencies such as Standard & Poor’s (S&P) and Fitch Ratings to 
downgrade the ratings for Evergrande’s principal and related bonds and 
garnered significant attention from investors, exerting a considerable 
influence on the entire market.

The default of Evergrande holds profound implications for the 
country’s economy and provides a unique lens through which to 
examine the potential impact of super-large real estate companies’ de
faults on the risks associated with local governments’ implicit debt. On 
one hand, Evergrande’s default, dubbed China’s “Lehman Moment,” 
marks the first public bond default by a nationally leading real estate 
enterprise in China. This event challenged the prevailing market senti
ment of “too big to fail” and significantly influenced investors’ asset 
allocation strategies pertaining to real estate. Specifically, Evergrande’s 
rapid expansion heavily relied on debt financing, leading to a contin
uous increase in the company’s leverage levels. As of June 30, 2021, 
Evergrande’s total liabilities reached 1.97 trillion yuan (approximately 
US$306 billion, equivalent to the annual GDP of a small to medium- 
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sized country), with an alarming debt-to-asset ratio of 82.8 %. The po
tential collapse of such a substantial debt burden could send shockwaves 
through the real estate industry and possibly trigger systemic financial 
risks. Consequently, investors widely held the belief that in the event of 
a crisis faced by a company of Evergrande’s size and market influence, 
the government would intervene with policy support and financial 
assistance to prevent default. However, Evergrande’s public default 
eroded this expectation and prompted investors to reassess their risk 
perception and investment strategies concerning real estate-related 
financial assets, including local government debt assets.

On the other hand, Evergrande serves as a microcosm of the shifting 
dynamics within China’s real estate industry, which has far-reaching 
consequences for the land market. In China, land assets constitute the 
primary source of debt repayment for local governments. Firstly, as one 
of China’s most prominent real estate companies, Evergrande possessed 
778 land development projects spanning 233 Chinese cities, with a 
construction area of 214 million m2 as of June 2021, accounting for 
nearly 10 % of the total land transaction area in China in 2021. Ever
grande’s default has raised market concerns that the company might sell 
off its land assets to repay debts, leading to a decline in land asset prices. 
Secondly, the land held by Evergrande is primarily distributed in sec
ond- and third-tier cities, where local governments are more dependent 
on land revenue, thus putting greater pressure on local government 
debt. Finally, Evergrande’s default demonstrates that the business model 
relying on high debt for rapid expansion brings enormous debt and 
liquidity pressures. This has changed the long-standing business model 
of Chinese real estate companies, which involves “ borrowing first to 
acquire land, then selling real estate to repay debt,” affecting real estate 
companies’ willingness to purchase land and thus land asset prices. In 
fact, since the Evergrande event, many Chinese real estate developers 
have experienced a breakdown in their capital chains, leading to the 
suspension of development projects and the emergence of “unfinished 
buildings”. In response, the Chinese government published the “guar
anteed delivery of pre-sold housing” policy in July 2022. However, 
despite these interventions, China’s land auction data reveals a worrying 
trend. According to China’s land auction data, the scale of land trans
actions in China experienced a significant year-on-year decline of 14.2 % 
in 2021, reaching the lowest level in a decade. This development raises 
concerns about the potential impact of credit risk within the real estate 
sector on the sustainability of local government debt, particularly for 
those with a high dependence on “land finance” and are particularly 
vulnerable to the adverse effects of this downturn.

2.2. Literature review

2.2.1. The characteristics of government debt
Around the world it is common for local governments to expand 

infrastructure and provide public services by debt financing. Many 
economists have demonstrated the universal importance of municipal 
bonds to effectively expanding infrastructure and delivering public 
services (Leisland, 2004; Hildreth, 2005; Hildreth & Zorn, 2005). In 
China, due to the decentralized fiscal system (Qian & Roland, 1998; 
Qian et al., 1999) and the official promotion and assessment mechanism 
(Li & Zhou, 2005), local governments are incentivized to raise funds and 
actively engage in infrastructure construction. As a result, local gov
ernment debt plays a more vital role in promoting social and economic 
growth in China than in other countries (Khan, 2012; Walder, 1995).

Research on government debt classification is primarily based on the 
four-category framework proposed by Polackova (1999): direct explicit 
debt, direct implicit debt, contingent explicit debt, and contingent im
plicit debt. The early literature primarily focuses on explicit debt, such 
as municipal bonds, in developed countries (Chalmers, 1998; Brixi, 
2001; Silvia 2003; Harris & Piwowar, 2006; Moraga & Vidal, 2010). 
Recently, the issue of implicit debt, especially in emerging market 
economies, has attracted academic attention. Implicit debt stems from 
the government’s future payment commitment and is often outside the 

budgetary oversight system (Daniel et al., 1997; Talvi and Végh, 2005), 
further exacerbating financial debt risks.

China’s UIBs, which are issued by local government financing vehi
cles to fund public infrastructure projects, are a typical form of implicit 
government debt and perceived as quasi-municipal debts. The 2008 
financial crisis and China’s 4 trillion-yuan (US$559 billion) stimulus 
plan incentivized local governments to use LGFVs for debt financing. 
UIBs, used for long-term, low-return projects, often struggle to secure 
repayment sources and rely on local government support through land- 
use-right transfers and capital injections. Therefore, despite nominally 
being corporate bonds, UIBs have implicit government guarantees, dis
tinguishing them from bonds issued by firms exposed to company- 
specific risks. From 2013 to 2022, UIBs grew by 21 % annually, with 
outstanding debt reaching 13.78 trillion yuan (US$2 trillion) in June 
2022, making them China’s third-largest bond category and potentially 
leading to local government debt risks.

2.2.2. The influencing factors of government debt
Many studies have focused on the pricing issues of government bonds 

(Ang & Longstaff, 2013; Gospodinov et al., 2014). In contrast to U.S. 
municipal bonds, China’s LGFV bonds are issued by private corporations 
but are implicitly guaranteed by local and central governments. They 
are the main manifestation of the flow of funds in the shadow banking 
sector (Chen et al., 2018; Cong et al., 2017), and their pricing issues are 
more complex and interesting. There are some papers providing eco
nomic analysis on China’s local government implicit debt and LGFV 
bonds, covering issues such as their origin, economic effects, and risks. 
Tsui (2011) traced the root of China’s local debt overhang to a pro
tracted debt-financed infrastructure investment boom in which several 
key institutions (the cadre evaluation system, the land management 
regime, and the banking sector) have created an environment that draws 
local governments into a land-infrastructure-leverage trap. Chen et al. 
(2023) believed that the introduction of LGFV bonds has made up for the 
sparse trading of national bonds, improved the efficient frontier and 
price discovery ability, enabling investors, the entire bond market, and 
non-financial institutions to benefit from it. Huang et al. (2020) found 
that local public debt crowded out the investment of private firms by 
tightening their funding constraints.

There are very few papers focusing on the relationship between the 
real estate industry and local implicit debt. Ang et al. (2023) paid 
attention to the interaction between real estate and political risk in 
determining the local government financing cost. They found that, 
conditional on the political risk measured by the proportion of real es
tate value in the local GDP, it would lead to higher LGFV bond yields. 
Gao et al. (2022) examined the crowding-out effect of local government 
debt and real estate investment on corporate investment by raising 
corporate costs and reducing corporate financing.

The expansion of local government debt in China is largely due to 
land-collateralized finance (Liang et al., 2017). The literature has 
extensively analyzed collateral in the corporate financing process 
(Benmelech & Bergman, 2008). Specifically, some studies have noted 
that rising real estate values, resulting in increased corporate collateral, 
can have a significant impact on corporate investment. Gan (2007) in
vestigates the impact of the Japanese real estate bubble on corporate 
investments through collateral channels. Similarly, Chaney et al. (2012)
uses data from listed companies in the United States to discuss the 
impact of rising housing prices on corporate investment through 
collateral channels. China’s local government debt risks can also be 
understood from the perspective of land collateral, as a large proportion 
of UIBs and loans are issued with land assets as collateral. High land 
prices will bring a large expected liquidation value of mortgaged land, 
thus increasing the possibility of future repayment of local government 
debt and reducing the associated credit risks.

It is precisely due to the collateral mechanism that land and real 
estate prices are closely interrelated and have promoted the expansion 
of local government debt (Davis & Heathcote, 2007). High housing 
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prices motivate real estate companies to purchase land use rights, 
resulting in high land prices (Muth, 1969; Ooi & Lee, 2004; Oikarinen & 
Peltola, 2006). As land value increases, local governments find it easier 
to secure debt income (Ang et al., 2023), which subsequently leads to an 
expansion of local government debt. This, in turn, contributes to the 
development of convenient infrastructure and further fuels the rise in 
housing prices, thus creating a self-reinforcing cycle. However, few 
studies have explored the risk of local governments’ debt from the 
perspective of the real estate sector. Our study focuses on examining the 
impact of real estate companies’ bond defaults on the financing of UIBs 
and local government debt risk through the land collateral related 
mechanism.

2.2.3. The impact of local government debt on financial risk
Traditional financial risk contagion theory primarily focuses on the 

spread of risks within the financial system, encompassing risk across 
financial institutions, financial markets, and even traversing national 
boundaries, such as the contagion within the stock market (Ewing et al., 
2003), the spillover from the loan market to the stock market (Longstaff, 
2010), and the transmission among financial markets of different 
countries (Bekaert et al., 2014). The risk contagion mechanism is mainly 
studied from two perspectives: direct connections and indirect connec
tions. On the one hand, cross-market investments by financial in
stitutions, international hedge funds, and other factors create a linkage 
and risk contagion mechanism among banks and financial markets 
(Allen & Gale, 2000; Davis & Lo, 2001; Herbertsson & Rootzen, 2007). 
On the other hand, even in the absence of direct asset correlation be
tween banks, common market expectations and information spillovers 
resulting from cross-market hedging can also facilitate risk contagion 
within the financial system and potentially lead to systemic risks (Kodres 
& Pritsker, 2002; Chiang et al., 2007; Allen et al., 2009; Beirne & 
Fratzscher, 2013). Davis and Lo (2001) introduced a contagious model 
to explain the concentration risk of large portfolios of defaulted secu
rities. Leitner (2005) studied and constructed a financial network model, 
in which there is not only crisis contagion but also bailout funds that can 
support banks with insufficient liquidity.

Since the 2009 European debt crisis and the 2013 “fiscal cliff” in the 
United States, the relationship between sovereign debt and financial 
sector risks has garnered increasing attention from scholars (Beirne & 
Fratzscher, 2013). By incorporating sovereign debt default into general 
equilibrium models that include the financial sector, studies have 
explored the vicious cycle formed by the mutual contagion of risks be
tween sovereign debt and the financial sector (Broner et al., 2014; Farhi 
& Tirole, 2018; Morelli et al., 2022). These studies have also examined 
the impact of sovereign debt defaults on the real economy through the 
balance sheets of financial institutions (Bocola, 2016; Gennaioli et al., 
2014). Empirical analyses have further demonstrated that sovereign 
debt defaults can significantly increase bank certificate of deposit in
terest rates, credit default swap spreads, and risk-bearing levels (Cooper 
& Nikolov, 2018; Keddad & Schalck, 2020; Li & Zinna, 2018). These 
findings underscore the substantial spillover effects that sovereign debt 
crises can have on the stability and performance of financial sectors. In 
terms of cross-border contagion, Gerlach and Smets (1995) conducted 
research on this issue by establishing a currency crisis model between 
two countries. The results showed that speculative attacks would lead to 
the depreciation of a country’s currency, increase its export competi
tiveness, and then cause a trade deficit in its trading partner countries, 
and the foreign exchange reserves of the trading partner countries would 
begin to decline. In addition, financial connections among economies 
are also important reasons for risk contagion (Goldstein, 1998; 
Hernández & Valdés, 2001).

Studies on China mainly focus on the financial risks caused by the 
contagion of local government implicit debt risks (fiscal risks) to the 
financial system. In China, the holders of local governments’ implicit 
debt are mainly financial institutions such as banks, and the issuance 
and transaction of UIBs are carried out in the financial market. 

Therefore, fiscal debt and financial risks are closely connected. Lu and 
Sun (2013) investigate the role of LGFVs in China’s credit expansion and 
further analyze the impact of local government implicit debt risks on the 
banking system. Gao et al. (2021) recently suggest a politics-finance 
nexus through which governments usually choose to default on banks 
with weaker political power, and such default selections are driven by 
banks’ influence over politicians’ promotions. However, there are few 
studies that analyze government debt, especially the implicit debt risks 
of local governments, from the perspective of financial risk, that is, risk 
contagion from the financial market (bond default in our study) to fiscal 
sector.

2.2.4. Discussion on current literature
We believe that the current research has the following four aspects 

that need to be improved. First, the existing literature mainly studies the 
transmission mechanism of government debt risk to financial in
stitutions or financial markets. However, the phenomenon of rising 
government debt risk caused by financial market risks has received 
limited attention. Second, most of the literatures on the sources of 
government debt risk study government expenditure, and few analyze 
from the perspective of the sharp contraction of government fiscal rev
enue and debt financing. Third, the current research does not include 
land finance, urban investment bonds and real estate market into a 
unified analytical framework, and only focuses on the relationship be
tween land finance and urban investment bonds, or the impact of real 
estate market on land prices, lacking a holistic analysis. Fourth, the 
existing literature tends to use macro-level data or models to study the 
risk transmission effect between housing prices and local debt, and pays 
little attention to the impact of major debt default events of real estate 
enterprises on the micro-mechanism of local hidden debt risk.

3. Data and model

3.1. Sample selection

We use the day of Evergrande’s official statement of failure to meet 
repayment obligations for the U.S. dollar-denominated bond, which is 
December 3, 2021, as the cut-off point for pre- and post-default periods 
to investigate the issuing premium performance of UIBs. We use five 
samples, each corresponding to a different event window: (− 15, +15), 
(− 25, +25), (− 35, +35), (− 45, +45), and (− 50, +50). Among these, the 
sample with window (− n, +n) refers to using the data of UIBs issued 
during the period of n days before the default date and n days after.

We use data from three levels: UIBs, LGFVs, and regional economies. 
At the bond level, we choose UIBs issued within a window before and 
after the event as the initial sample. At the firm level, we collect infor
mation on the issuers of UIBs including debt-to-asset ratio, return on 
asset (ROA), and cash ratio. At the city level, we collect economic and 
fiscal data on 371 cities around the country, including GDP, fiscal self- 
sufficiency rate, revenue from selling land use rights, and revenue 
from public budgets. We match data at the three levels and delete those 
UIBs with missing data. All data come from Wind or CEI data. We have 
1534 observations on UIBs, involving 896 LGFVs and 27 cities.

3.2. Definitions of variables

Our dependent variable is the risk premium of UIBs (RiskPremium), 
which is calculated by the difference between the issuing rates of the 
UIBs and the benchmark interest rate, which is represented by the yield- 
to-maturity of the Treasury bond with the same maturity and in the same 
period. This approach helps eliminate the effects of bond maturity and 
the market environment. Our independent variable, Default, is a dummy 
variable for default. It takes a value of 1 when the issuing dates of UIBs 
fall after the default date, and 0 otherwise.

We choose the following control variables. For bond characteristics, 
we use: (i) bond size (Size), measured by natural logarithm of bond 
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issuance size; (ii) maturity (Maturity); (iii) credit rating of issuer (Rat
ing), 4 for AAA, 3 for AA+, 2 for AA and 1 for AA-and below. For 
corporate characteristics, we use: (i) return on asset (ROA); (ii) debt-to- 
asset ratio (Leverage); (iii) cash-to-debt ratio (CashRatio), measured by 
the proportion of monetary capital, trading financial assets, and notes 
receivable relative to total current liabilities, serving as a key indicator 
of a company’s liquidity risk. For city characteristics, we use: (i) eco
nomic development (GDP), measured by natural logarithm of gross 
regional product; (ii) tax revenue (Tax), measured by natural logarithm 
of regional tax revenue; (iii) financial self-sufficiency rate (Fiscal_SF), 
measured by the ratio of local governments’ public budget revenue to 
public budget expenditure (Table 1).

3.3. Baseline model

To test the impact of Evergrande’s debt default on the premium of 
UIBs, we set the model as follows: 

RiskPremiumijkt = α+ β*Defualtt +CtrBondit +CtrLGFVjt +CtrRegionkt

+
∑

City+
∑

Day+ εijkt,
(1) 

where the dependent variable, RiskPremiumijkt, indicates the premium 
of bond i issued by company j in city k on the t-th trading day before and 
after the default event. The main independent variable, Defualtt is a 
dummy variable that takes the value 1 when the UIBs are issued after the 
event date, and 0 otherwise. CtrBondit represents the bond-level control 
variables, CtrLGFVjt represents the company-level control variables, and 
CtrRegionkt represents the city-level control variables. Moreover, εijktis the 
error term. In addition, 

∑
City and 

∑
Day are dummies for the cities and 

issuing days, which we use to control for the unobservable fixed effects 
of city and time. Standard errors are clustered at the city level. β rep
resents the parameter with which we are concerned.

4. Empirical results

4.1. Descriptive statistics

Table 2 describes all variables. The descriptive statistics reveal that 
the mean of the UIBs’ issuance premium is 1.969 %, the maximum is 
5.475 % and the minimum is − 0.010 %. This shows the risk premium 
varies across UIBs, which was necessary to estimate the treatment effect. 

We also provide summary statistics for the bond-level control variables 
(Size, Maturity, Rating), firm-level control variables (ROA, Leverage, 
CashRatio), and city-level control variables (GDP, Tax, Fiscal_SF).

4.2. Results of baseline model

Table 3 reports regression results on how the Evergrande default 
impacted the risk premium of UIBs. Column (2) shows that coefficients 
of Default are positive and statistically significant at the 5 % level. It 
indicates the Evergrande default pushed up UIBs’ issuance premium; the 
findings support the hypothesis that the default has a negative spillover 
effect on local governments’ implicit debt.

Moreover, when examining the spillover effect across different 
sample windows, ranging from (− 15, +15) to (− 50, +50), we observe 
an inverse U-shaped pattern indicating a time lag in the impact. There 
are two possible reasons for this. First, immediately after the default, 
investors adopted a wait-and-see approach by refraining from making 
immediate adjustments to their asset allocation, resulting in a lack of 
market reaction. Second, the primary investors in UIBs are financial 
institutions, such as banks, who typically must go through an approval 
process before adjusting their positions. In conclusion, the credit risk 

Table 1 
Definition of variables.

Name Definition

Dependent 
variable

RiskPremium Difference between bond rate and yield of 
Treasury bond with the same maturity and in 
the same period

Independent 
variable

Default Dummy for default, which takes the value 1 if 
the issuing date of bond falls after the event, 
and 0 otherwise

Bond 
characteristics

Size Natural log of bond issuance size
Maturity Maturity, in years
Rating Credit rating of issuer, 4 for AAA, 3 for AA+, 2 

for AA and 1 for AA-and below
LGFV 

characteristics
ROA Return on Assets, used to measure firms’ 

profitability
Leverage Debt-to-asset ratio, used to measure corporates’ 

debt burden
CashRatio measured by the proportion of monetary 

capital, trading financial assets, and notes 
receivable relative to total current liabilities, an 
indicator of a company’s liquidity risk

City 
characteristics

GDP Natural log of gross regional product
Tax Natural log of regional tax revenue
Fiscal SF Fiscal self-sufficiency ratio, measured by the 

ratio of local governments’ public budget 
revenue to public budget expenditure

Table 2 
Descriptive statistics.

Variable Obs Mean Std.Dev. Min Max

RiskPremium 1534 1.914 1.272 − 0.010 5.475
Default 1534 0.425 0.494 0.000 1.000
Size 1534 4.771 0.268 3.699 5.602
Maturity 1534 3.252 2.169 0.083 21.000
Rating 1534 2.914 0.742 2.000 4.000
ROA 1534 0.234 0.464 − 2.036 4.702
Leverage 1534 0.608 0.099 0.112 0.925
CashRatio 1534 0.438 0.312 0.015 5.758
GDP 1534 8.197 1.820 − 2.100 16.800
Tax 1534 2.626 0.450 1.255 3.538
Fiscal SF 1534 0.658 0.214 0.153 0.998

Table 3 
Main regression result.

(1) (2) (3) (4) (5)

(− 15, 15) (− 25, 25) (35, 35) (− 45, 45) (− 50, 50)

Default 0.0639 0.145** 0.0978* 0.0752* 0.0682*
(0.72) (2.04) (1.94) (1.87) (1.70)

Scale − 0.145 − 0.260** − 0.354*** − 0.361*** − 0.383***
(− 0.79) (− 2.30) (− 3.28) (− 3.19) (− 3.21)

Maturity 0.0593** 0.0658*** 0.0763*** 0.0697*** 0.0654***
(2.28) (3.90) (5.20) (5.76) (5.46)

Rating − 0.831*** − 0.803*** − 0.761*** − 0.762*** − 0.752***
(− 7.57) (− 8.75) (− 8.83) (− 9.20) (− 9.08)

ROA − 0.0682 − 0.187** − 0.213*** − 0.173*** − 0.166***
(− 0.69) (− 2.19) (− 2.68) (− 2.95) (− 3.01)

Leverage 0.565 0.600 0.478 0.495 0.583
(0.95) (1.43) (1.21) (1.39) (1.61)

Cash − 0.278* − 0.344** − 0.403*** − 0.431*** − 0.414***
(− 1.75) (− 2.28) (− 2.67) (− 3.28) (− 3.29)

GDP 0.0711 0.0564 0.0215 0.0210 0.0214
(0.77) (0.77) (0.33) (0.35) (0.36)

Tax − 0.488 − 0.493 − 0.585* − 0.544 − 0.504
(− 1.12) (− 1.32) (− 1.67) (− 1.61) (− 1.50)

Fiscal SF − 1.119 − 0.877 − 0.807 − 0.887 − 0.909
(− 1.06) (− 0.96) (− 0.92) (− 1.02) (− 1.05)

Regional 
Effect

√ √ √ √ √

Time 
Effect

√ √ √ √ √

R2 0.5471 0.5451 0.5480 0.5485 0.5482
N 467 754 993 1404 1534

Note: t-statistics for the coefficients in parentheses. Statistical significance at the 
10 %, 5 %, and 1 % levels is denoted by *, **, and *** respectively. The following 
tables remain the same.
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associated with a real estate company can indeed spill over to local 
governments’ implicit debt, subsequently increasing the risk premium of 
their UIBs.

4.3. Robustness checks

4.3.1. Alternative measures of issuance premium of UIBs
We use a different method to calculate the issuance premium of UIBs. 

We replaced the risk-free interest rate of the treasury bond yield with the 
deposit benchmark interest rate set by the central bank. In Table 4, the 
regression coefficient of Default is positive and statistically significant at 
the 5 % level, and the effect remains an inverse U-shaped pattern. These 
results confirm the robustness of our estimations with the baseline 
model.

4.3.2. Considering extreme values
To ensure extreme values do no drive our results, we winsorize the 

continuous variables first by 2 % and 98 % and then by 5 % and 95 %. 
The regression results, which reveal no substantial changes, are tabu
lated in Tables 5 and 6, respectively.

4.3.3. Endogeneity
To address endogeneity concerns, baseline model (1) controls for 

variables that reflect urban economic development (e.g., GDP and Tax) 
and add city dummy variables to further control for unobservable urban 
fixed effects. While these efforts may have helped somewhat in elimi
nating endogeneity concerns, we remain concerned that some omitted 
variables and measurement errors may contribute to endogeneity 
problems.

We construct a twin sample by selecting LGFVs that issued UIBs both 
before and after the default. The event window, ranging from 15 to 50 
days, is so short that there would have been almost no substantial 
changes in the fundamentals of LGFVs and regions. Consequently, the 
disparity in risk premium between twin bonds issued by the same LGFVs 
before and after the event provides an accurate measurement of the 
spillover effect of the Evergrande default on local government debt risk. 
Table 7 confirms the conclusion remains robust.

5. Heterogeneity

5.1. Varying levels of economic development

While our findings confirm the risk spillover effect of the real estate 
industry on the implicit debt of local governments, the magnitude of this 
impact is constrained by the level of economic development across re
gions. GDP growth reflects local economic and fiscal strength, which 
forms the fundamental basis and thus the “implicit guarantees” (Chen 
et al., 2020) for the local government’s repayment of debts incurred by 
LGFVs. A lower GDP growth value indicates weaker financial support for 
LGFVs, a diminished capacity to bear risks, and thus a heightened 
impact of real estate enterprise defaults on UIBs’ risk premium. We 
therefore divide the whole sample into two subsamples based on the 

economic development level of the region in which the local govern
ment and LGFVs is located: economically developed areas and 
economically underdeveloped areas. We then repeat the estimations of 
Eq. (1). Table 8 reports these estimation results.

Comparing the sign of the Default coefficients in Columns (1) and (2), 
we find that the impact of real estate enterprises default on local gov
ernments’ implicit debt differs significantly between regions with high 
GDP growth and those with low GDP growth. The results suggest the 
presence of a “risk spillover effect” in less developed areas that leads to 
an increase in the risk premium of UIBs. Conversely, developed areas 
tend to attract more risk-averse investments, resulting in a “safety island 
effect” that reduces the risk premium of UIBS (although not significant). 
In Columns (3) and (4), the conclusion holds when we use the twin 
samples.

5.2. Varying levels of quality across LGFVs

Another type of heterogeneity may result from varying levels of 
overall quality across LGFVs. Lower-qualified LGFVs are more suscep
tible to the impact of real estate enterprise defaults, and therefore may 
incur a greater increase in the risk premium of UIBs. We examine this 
type of heterogeneity based on the credit ratings of the bond-issuing 
LGFVs and divide the whole sample into two subsamples—high rating 

Table 4 
Changing dependent variable.

(1) (2) (3) (4) (5)

(− 15, 15) (− 25, 25) (35, 35) (− 45, 45) (− 50, 50)

Default 0.0513 0.150** 0.105** 0.0892** 0.0876**
(0.57) (2.08) (2.02) (2.19) (2.16)

Bond Controls √ √ √ √ √
LGFV Controls √ √ √ √ √
City Controls √ √ √ √ √
Regional Effect √ √ √ √ √
Time Effect √ √ √ √ √
Obs 471 758 998 1410 1540
R2 0.5509 0.5452 0.5479 0.5481 0.5495

Table 5 
Winsorize by 2 % and 98 %.

(1) (2) (3) (4) (5)

(− 15, 15) (− 25, 25) (35, 35) (− 45, 45) (− 50, 50)

Default 0.0835 0.153** 0.0992* 0.0717 0.0640
(0.94) (2.16) (1.70) (1.53) (1.43)

Bond Controls √ √ √ √ √
LGFV Controls √ √ √ √ √
City Controls √ √ √ √ √
Regional Effect √ √ √ √ √
Time Effect √ √ √ √ √
Obs 467 754 993 1404 1534
R2 0.5575 0.5550 0.5586 0.5575 0.5557

Table 6 
Winsorize by 5 % and 95 %.

(1) (2) (3) (4) (5)

(− 15, 15) (− 25, 25) (35, 35) (− 45, 45) (− 50, 50)

Default 0.0924 0.152** 0.0985* 0.0682 0.0602
(1.05) (2.16) (1.69) (1.45) (1.34)

Bond Controls √ √ √ √ √
LGFV Controls √ √ √ √ √
City Controls √ √ √ √ √
Regional Effect √ √ √ √ √
Time Effect √ √ √ √ √
Obs 467 754 993 1404 1534
R2 0.5606 0.5570 0.5591 0.5584 0.5562

Table 7 
Twin samples.

(1) (2) (3) (4) (5)

(− 15, 15) (− 25, 25) (35, 35) (− 45, 45) (− 50, 50)

Default 0.170 0.173* 0.0932** 0.0684* 0.0545
(1.41) (1.74) (2.08) (1.86) (1.53)

Bond Controls √ √ √ √ √
LGFV Controls √ √ √ √ √
City Controls √ √ √ √ √
Regional Effect √ √ √ √ √
Time Effect √ √ √ √ √
Obs 228 364 555 773 845
R2 0.5880 0.5764 0.7777 0.5343 0.5394
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LGFVs (AAA) and low rating LGFVs (AA+ and below)—and repeat the 
estimations of Eq. (1). Table 9 reports these estimation results.

Comparing the absolute values of the coefficients of Default in Col
umns (1) and (2), we find that the spillover effect of real estate enter
prise defaults on local governments’ debts are greater in LGFVs with 
lower credit ratings. In Columns (3) and (4), the conclusion holds when 
we use the twin samples, further confirming the findings in Columns (1) 
and (2).

5.3. Bond guarantee

In extreme market conditions, investors tend to become more risk- 
averse, and safe assets can demonstrate a “haven effect” (Longstaff & 
Schwartz, 1995). This effect leads to a greater increase in demand for 
secured UIBs compared to unsecured ones, thus restraining the rise in 
risk premium for secured bonds. We examine this type of heterogeneity 
based on whether the UIBs are secured and divide the whole sample into 
two subsamples—unsecured bonds and secured bonds—and repeat the 
estimations of Eq. (1). Table 10 reports these estimation results.

Comparing the absolute values of the coefficients of Default in Col
umns (1) and (2), we find that the spillover effect of real estate enter
prise defaults on local governments’ debts is lower in secured bonds. In 
Columns (3) and (4), the conclusion holds when we use the twin sam
ples, further confirming the findings in Columns (1) and (2).

6. Mechanism

The previous sections investigated the spillover effect of Ever
grande’s debt default on local governments’ implicit debt. In this sec
tion, we attempt to explain the mechanism by which these effects 
operate. In other words, we aim to discuss the mechanisms through 
which risk is transmitted from real estate companies’ debt defaults to 
local government debt.

6.1. Land finance mechanism

Land is the most important asset that local governments control and 
the income obtained through land transfers and mortgage is the primary 
source of fiscal revenue and debt repayment. Many existing studies 
report that local governments utilize land as collateral to raise funds 
(through LGFVs) for infrastructure development, which is known as 
China’s unique “land finance” model (Liang et al., 2017) and has 
resulted in the accumulation of huge implicit debts for local govern
ments. In 2021, China’s land mortgage financing was estimated to 
exceed 30 trillion yuan, which is several times the land transfer revenue 
(8.7 trillion).1

As land revenue is closely tied to the health of the real estate sector, 
any promotion or distress among real estate enterprises can influence 
the local governments’ ability to provide the necessary fiscal backing to 
these LGFVs. On one hand, when the real estate market develops rapidly, 
land prices will show a trend of constant growth driven by the rising 
housing prices. Through the “housing price-land price” feedback, the 
land transfer revenue of local governments increases, which also en
hances the local governments’ ability to use land as collateral for 
financing, leading to a continuous expansion of local governments’ debt. 
In the context of rising housing prices, increasing land prices, and credit 
expansion, local governments continuously invest borrowed funds into 
urban construction. The improved infrastructure further enhances the 
attractiveness of the local real estate and pushes up housing prices, 
thereby creating “housing and land price-governments’ financing 
ability-public investment “ feedback mechanism.

On the other hand, when negative shocks trigger downward fluctu
ations in housing prices, real estate companies’ demand for land use 
declines, resulting in a decrease in local governments’ land transfer 
revenue and a shrinkage in the value of land collateral. This weakens the 
ability of local governments to obtain financing from the financial sector 

Table 8 
Heterogeneity: varying levels of economic development.

Full sample Twin sample

(1) (2) (3) (4)

Developed 
Regions

Less Developed 
Regions

Developed 
Regions

Less Developed 
Regions

Default − 0.107 0.443** − 0.0486 0.505***
(− 0.44) (2.74) (− 0.37) (3.07)

Bond 
Controls

√ √ √ √

LGFV 
Controls

√ √ √ √

City 
Controls

√ √ √ √

Regional 
Effect

√ √ √ √

Time 
Effect

√ √ √ √

Obs 384 370 160 184
R2 0.5700 0.6580 0.6614 0.7609

Note: Developed Regions are the samples above the median of GDP growth and 
Less Developed Regions are below the median.

Table 9 
Heterogeneity: varying levels of quality across LGFVs.

Full sample Twin sample

(1) (2) (1) (2)

Low rating 
LGFVs

High rating 
LGFVs

Low rating 
LGFVs

High rating 
LGFVs

Default 0.152* 0.100 0.257* 0.212
(1.68) (1.18) (1.70) (1.13)

Bond 
Controls

√ √ √ √

LGFV 
Controls

√ √ √ √

City Controls √ √ √ √
Regional 

Effect
√ √ √ √

Time Effect √ √ √ √
Obs 582 172 246 118
R2 0.4661 0.6402 0.3651 0.4074

Table 10 
Heterogeneity: bond guarantee.

Full sample Twin sample

(1) (2) (3) (4)

Unsecured 
Bonds

Secured 
Bonds

Unsecured 
Bonds

Secured 
Bonds

Default 0.169** 0.0819 0.178* − 0.239
(2.29) (0.36) (1.86) (− 0.36)

Bond 
Controls

√ √ √ √

LGFV 
Controls

√ √ √ √

City Controls √ √ √ √
Regional 

Effect
√ √ √ √

Time Effect √ √ √ √
Obs 640 114 332 32
R2 0.5659 0.4655 0.5662 0.7923

1 In 2015 (the latest year for which publicly available data is known), the 
amount of land mortgage loans in China’s 84 key cities was 3.6 times the land 
transfer revenue. It can be inferred that the land mortgage loan amount in 2021 
will exceed 30 trillion yuan.
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and their debt repayment capacity, leading to a gradually increasing 
default risk of local government debt. That is, in the event of a decline of 
land assets value, the risk of local government debt, including UIBs, will 
indeed increase. In our study, Evergrande’s debt default led to a drop in 
the stock and bond prices of other real estate companies, impacting the 
financing ability of the whole real estate sector. This, in turn, may 
further influence the willingness and capacity of real estate firms to 
acquire land, potentially reducing land asset values and elevating the 
credit risk associated with UIBs. Therefore, we argue that in cities with a 
higher degree of land finance, the risk spillover effect of Evergrande’s 
debt default on local government debt will be more significant. Hence, 
our prediction is as follows: 

Hypothesis 1. Regions with a higher dependence on land finance, 
where local government debt is more closely tied to the value of land 
assets, exhibit a more pronounced increase in the risk premium of UIBs 
in response to real estate enterprise defaults.

6.2. Debt burden mechanism

In practice, LGFVs primarily undertake public service functions such 
as infrastructure construction, which are characterized by low or even 
no profits, slow capital recovery, low rates of return, and poor exter
nalities (Croix & Delavallade, 2009). Consequently, their inherent 
profitability is quite limited, making fiscal support from local govern
ments crucial for debt repayment. A substantial body of literature has 
demonstrated that LGFVs, due to their role in undertaking public service 
functions, possess political affiliations which provide them with an im
plicit guarantee from local governments and thus establish connections 
with state-owned commercial banks. As a result, LGFVs with an implicit 
guarantee from local governments are more likely to obtain financial 
support from creditors, especially commercial banks (Khwaja & Mian, 
2005), thereby accumulating more debt. This phenomenon is a signifi
cant driver of the accumulation of implicit local government debt in 
China.

In this context, the default of Evergrande negatively impacts the 
willingness and ability of local governments to provide implicit gua
rantees to LGFVs by affecting local fiscal revenue. This leads to an in
crease in the debt risk of LGFVs, indicating that implicit guarantees act 
as a risk amplifier in the impact of real estate enterprise defaults on local 
government debt. If the above mechanism holds, LGFVs with heavier 
debt burdens tend to rely more heavily on implicit guarantee and fiscal 
support from local governments, and may face greater challenges in 
meeting their debt obligations, especially during times of financial stress 
or market uncertainty. Therefore, when real estate enterprises default, 
the risk premium of UIBs issued by LGFVs with heavier debt burdens are 
likely to experience a more pronounced increase compared to those with 
lower debt levels. Hence, our prediction is as follows: 

Hypothesis 2. LGFVs with heavier debt burdens, which are more 
sensitive to shocks, exhibit a more pronounced increase in the risk 
premium of UIBs in response to real estate enterprise defaults.

To summarize, the default of real estate enterprises has a spillover 
effect on local government debt through two mechanisms: the land 
finance mechanism, which highlights the dependence of local fiscal 
revenue on land assets, and the debt burden mechanism, which em
phasizes the reliance of LGFVs on local fiscal support for debt repayment 
(Fig. 1).

To test the above mechanism, we set Models (2) and (3) as follows: 

RiskPremiumijkt = γ1*Defualtt + γ2*LandFinkt*Defualtt + γ3*LandFinkt

+
∑

Ctr+FEs+ εijkt

(2) 

RiskPremiumijkt = δ1*Defualtt + δ2*DebtBurjt*Defualtt + δ3*DebtBurjt

+
∑

Ctr+FEs+ εijkt

(3) 

In Model (2), LandFinkt represents the degree of local governments’ 
reliance on land finance and we use the following two variables to 
measure it: (1) fiscal self-sufficiency rate, which denotes the ratio of 
general public budget revenue to general public budget expenditure,2

and (2) land revenue ratio, which is calculated as the ratio of land 
revenue to general public budget revenue. A local government with a 
higher fiscal self-sufficiency rate and a lower land revenue ratio is ex
pected to have a more sustainable fiscal position and be less likely to 
resort to land finance and thus be less effected by the real estate enter
prise defaults.

In Model (3), DebtBurjt represents the debt burden level of LGFVs, 
and we use the following two variables to measure it: (1) the debt-to- 
asset ratio, which is calculated as the ratio of total liabilities to total 
assets, and (2) cash ratio, which is computed as the ratio of cash and cash 
equivalents to current liabilities and reflects the short-term debt pres
sure faced by LGFVs. LGFVs with lower debt-to-asset ratios and a higher 
cash ratios are expected to be better positioned to meet their financial 
obligations and are less vulnerable to liquidity shocks. The remaining 
variables retain their meanings from Eq. (1). γ2 and δ2 are the param
eters with which we are concerned.

6.3. Results

Table 11 reports the results of land finance mechanism. The co
efficients of Fiscal SF*Default are significant negative, meaning that 
regions with higher fiscal self-sufficiency experience a smaller increase 
in the risk premium of their UIBs in response to real estate enterprise 
defaults. Conversely, the coefficients of Land REV*Default are signifi
cant positive, suggesting that regions more reliant on land revenue in 
their fiscal budget face a larger increase in the risk premium of their 
UIBs. Twin sample results confirm the robustness of our estimations. The 
results indicate that while risk spills over from real estate enterprise 
defaults to local government debt, the effect is more pronounced on 
regions dependent on land finance, thus supporting the land finance 
mechanism hypothesis.

Table 12 reports the results for the debt burden mechanism. The 
coefficients of Leverage*Default are significantly positive, meaning that 
LGFVs with higher leverage experience a greater increase in the risk 
premium of their UIBs following real estate enterprise defaults. 
Conversely, the coefficients of Cash*Default are significant negative, 
suggesting that LGFVs with greater liquidity to cover current liabilities 
face smaller increases in the risk premium of their UIBs. Twin sample 
results confirm the robustness of our estimations. These findings suggest 
that while risk spills over from estate real estate enterprise defaults to 
local government debt, the impact is more substantial for LGFVs with 
heavier debt burdens, thus supporting the debt burden mechanism 
hypothesis.

7. Conclusion and policy implications

Sovereign debt risk has been a crucial research topic in academia. 
This paper uses the debt default of Evergrande, which is one of China’s 
largest real estate companies, as a starting point and investigates how 
does the default of super-large real estate company affect government 
debt. Based on urban investment bond issuance data, which is typically 
representative of China’s local government implicit debt, we find that 

2 Here, general public budget revenue mainly includes locally retained 
portion of taxes and transfer payments from higher-level governments, while 
excluding land revenue.
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defaults of super-large real estate companies have a risk spillover effect 
on local governments’ implicit debt, as evidenced by increased issuance 
premium of UIBs. Furthermore, risk spillover effects are much stronger 
for less developed regions, LGFVs with lower credit ratings, and UIBs 
without guarantee measures. In addition, real estate enterprise defaults 
can affect land asset values, thereby spilling over risks to local govern
ment implicit debt through two main mechanisms: land finance and debt 
burden. That is, regions with a higher dependence on land finance and 
LGFVs with heavier debt burdens exhibit a more pronounced increase in 
the risk premium of UIBs in response to real estate enterprise defaults.

Based on the findings, we propose three key policy recommenda
tions. First, the central government should implement measures to 
manage defaults in the real estate sector, particularly in less developed 
regions and for lower-qualified LGFVs, to prevent risk spillover to local 
government implicit debt. In managing defaults in the real estate sector, 
a risk assessment framework should be established to identify and pri
oritize high-risk projects, LGFVs, and regions. A dedicated fund or 
resource allocation should be set up to support the orderly resolution of 
defaults. Coordination among local governments, regulators, and 
financial institutions should be strengthened to contain risk spillovers. 

Targeted support measures, such as extending loan maturities or facili
tating debt restructuring, should be implemented for viable but dis
tressed projects and LGFVs.

Second, the central government should also strengthen the moni
toring and early warning of local government debt risks. The compre
hensiveness, timeliness, and transparency of government debt data 
(including implicit liabilities) should be improved to enhance risk 
monitoring and assessment. The development of a mature municipal 
bond market should be fostered to provide a sustainable financing 
channel for local governments. Fiscal and financial regulations should 
be strengthened to prevent the resurgence of off-balance sheet 
borrowing and implicit guarantees. Coordination and information 
sharing among government agencies, regulators, and market partici
pants should be enhanced to ensure timely identification and mitigation 
of emerging risks.

Third, LGFVs must actively pursue the market-oriented trans
formation to fundamentally mitigate the risk of local government im
plicit debt. This would involve gradually transitioning these platforms 
from government financing vehicles to commercially operated, self- 
sustaining companies, with clear delineation between their debts and 
those of the local governments. To achieve this goal, the scope of local 
government support and guarantees for LGFV debts should be clearly 
defined and limited to promote market discipline. Clear criteria and 
guidelines should be developed to assess the viability and strategic 
importance of existing platforms. A phased approach should be adopted 
to orderly exit or restructure non-viable platforms and support the 
market-oriented transformation of strategic ones. Private sector partic
ipation and investment in commercially viable projects and assets 
currently under LGFV management should be encouraged. Corporate 
governance, financial disclosure, and risk management practices of 
LGFVs should be strengthened to align with market-oriented principles.

Fourth, it is crucial for the government to accelerate the reform of the 
tax system to reduce local governments’ excessive dependence on land 
finance. This would require a rational reallocation of fiscal powers and 
responsibilities between the central and local governments, ensuring 
that local governments have sufficient and stable revenue sources to 
meet their expenditure responsibilities. The share of direct taxes, such as 
property tax and personal income tax, in local government revenues 
should be gradually increased while reducing reliance on land sales. The 
transfer payment system should be improved to ensure sufficient and 
stable funding for less developed regions. Local governments should be 
given greater autonomy in managing tax rates and expenditures, under 
the premise of enhanced fiscal transparency and accountability.
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Fig. 1. Risk spillover mechanism of real estate enterprise defaults to local governments’ implicit debt.

Table 11 
Land finance mechanism.

Full sample Twin samples

(1) (2) (3) (4)

Fiscal SF*Default − 1.565*** − 0.921*
(− 3.22) (− 1.93)

Land REV*Default 0.569* 0.908**
(1.77) (2.65)

Bond Controls √ √ √ √
LGFV Controls √ √ √ √
City Controls √ √ √ √
Regional Effect √ √ √ √
Time Effect √ √ √ √
Obs 754 570 364 273
R2 0.5436 0.5774 0.2692 0.7989

Table 12 
Debt burden mechanism.

Full sample Twin sample

(1) (2) (3) (4)

Leverage*Default 1.357* 1.499*
(1.78) (1.95)

Cash*Default − 1.112* − 0.453**
(− 1.73) (− 2.51)

Bond Controls √ √ √ √
LGFV Controls √ √ √ √
City Controls √ √ √ √
Regional Effect √ √ √ √
Time Effect √ √ √ √
Obs 754 754 364 352
R2 0.5412 0.4959 0.2930 0.7815
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