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Economic Analysis

China’s budget law is amended to allow for municipal bond
issuance
Le Xia and Jinyue Dong

On August 31th, China's parliament, National People’s Congress, formally approved the amendment of the
budget law, allowing local governments at provincial level to issue municipal bonds directly (effective from
January 2015). Indeed, long before the amendment of the budget law, regulators have already started to roll
out a pilot program to allow a number of selected local governments to issue their municipal bonds in the
market. (Table 1) The amendment to the budget law last Sunday will expand the scope of the pilot program
to all of the 31 provincial governments. The new law stipulates that provincial governments can only issue
bonds to finance public investment but not other forms of public expenditure. Prospective municipal bonds
will have maturities of five, seven or ten years with a ratio of 4:3:3 while the total amount of issuance is to be
capped by the central government.


The amended budget law is able to help local governments reduce their financing
costs and mitigate maturity mismatch risks. In the past, local governments had to
establish local government financing vehicles (LGFVs) to finance infrastructure projects so as to
circumvent the central government’s ban on their direct borrowings. As revealed by the National
Audit Office (Figure 2), banks and the shadow banking sector were the largest lenders to LGFVs,
which exposed local governments to high borrowing costs and serious maturity mismatch risks, as
the underlying projects substantially outlived permissible maximum maturities of bank loans (3-5
years) and shadow banking lending(less than 1 year) . By allowing for the issuance of municipal
bonds with longer maturities, the new budget law will enable local governments to mitigate
maturity mismatch risks and to better lock in financing costs of the underlying investment projects.
Moreover, given that municipal bonds explicitly bear the credit of local governments, they tend to
carry lower costs than bank loans and shadow banking lending.



However, there are still daunting challenges in the way to solve local government
debt problem. The existing stock of local government debt is enormous, which amounted to
17.9 trillion yuan (31.5% of GDP) as of June 2013 and continued to rise afterwards. Municipal
bond issuance can at most replace a small fraction of existing local government debt. (Figure 2)
That said, other complementary methods (for example SOE asset sales as we suggested in our
China Banking Watch) need to be implemented to tackle the indebtedness of local governments.
Furthermore, the new budget law doesn’t provide a clearly defined oversight framework of
municipal bond issuance. It adds investors’ worries that provincial authorities could abuse this
new power and fail to put raised funds into good use.
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Table 1

The development of China’s local government municipal bonds

Before 1994

Local governments were allowed to borrow from banks and issue
bonds on their own but a huge debt build-up and several high-profile scandals prompted Beijing to
ban local borrowing in 1994.

1994

Provincial and prefecture governments in China were forbidden from
borrowing.

2011

Ministry of Finance chose 4 cities and provinces-- Shanghai, Zhejiang, Guangdong and Shenzhen-to trial a program under which the central government issued bonds on behalf of local governments
and took repayment responsibility

May 2014

The trial program was expanded to 10 provinces and cities: including Shanghai, Guangdong,
Shenzhen, Jiangsu, Shandong, Zhejiang, Ningxia, Qingdao, Jiangxi and Beijing. Moreover, the local
governments are liable for repaying the debt.

Aug 2014

China’s National People's Congress amended the budget law to allow all the provincial local
governments to issue municipal bonds, effective from January 2015.

Sources: Regulator’s website and BBVA Research

Figure 1

Figure 2

Bank loans and shadow banking are the most
important funding sources of LGFVs

Local government debt is borrowed to finance
infrastructure projects
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.
Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.
This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.
In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.
The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.

