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Abstract

Local debt issuance is one of the most important financing means
of local government, and the design of pricing and regulation
mechanisms for the local government bond issuance is among the most
vital steps. The distortion of pricing mechanism will not only give rise
to the problems like liquidity shortage in primary market and excessive
cost for government financing, but also may lead to drastic fluctuations
in secondary market. Since the pilot of local government bond in 2011,
the continuously inverted interest rates in primary market have drawn
extensive concern by stakeholders. In this dissertation we argue that the
inverted interest rates are mainly casused by unreasonable pricing
mechanism, which negatively affects social welfare. Under asymmetric
information, regulation mechanism is not perfect and may lead to
increased risk of debt. By constructing a theoretical model, this
dissertation adopts auction theory and financial contract theory to
examine the issues of unreasonable pricing mechanism in local
government bond issuance and imperfect central government regulation.
The contributions of this dissertation are as follows:

(1) We compare the data of local government bond issuance with
that of the Treasury in China from 2011 to 2014, and find local
interest rates were upside down. Based on Bikhchandani and Huang
(1989) theoretical model which experiments the effect of the informa—
tion linking the primary market and the secondary market on the
behavior of the bidders of the primary market when there is a resale
market, we introduce the transfer payment and construct the theore—

tical model, we theoretically deduced to explore the causes of the
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inverted interest rates and their impacts on the economy. The results
indicate that there is transfer payment from local government to the
underwriters in the auction model, and the underwriters are willing to
pay a higher price than that without transfer payment, which induces
interest rates upside down. The bidding of underwriters is higher than
that without transfer payment. That is to say, the local government
obtains higher revenue by tied —up auction, but total social welfare
suffers the losses.

(2) In response to potential problems that arise when local
government issuing debt by their own, we propose design ideas of
corresponding local government bond pricing mechanism: aiming at
local government bond’s feature of semi—treasury bond, propose to
carry out “ self—issuing and self—liquidating” policy in reality;
overcome local government’s strong administrative interference by
setting proper reserve prices; aiming at collusion between local
government and bidding agencies, propose a combined bidding pattern
in which local government’s financing scale is packed with
corresponding business. First of all, build combined bidding model
based on the above design ideas; Second, study the bidding process
of potential bidders under DPM and APM pricing mechanisms in two
different market structures, namely, focusing on minority of large—
scale bidders or majority of small—scale bidders, and solve for
bidders’ equilibrium bidding functions; Third, make a comparative
analysis of market performances of DPM and APM from stabilities of
financing scale and transaction prices; In the end, consider the effect
that the entry of bidders has on the equilibrium bidding prices and
market performance of mechanisms. Study indicates that in the issuance
market with the minority of large—scale bidders, APM gains larger
financing scale than DPM; the stability of transaction prices of DPM
and APM depends on the number of bidders and distribution
coefficient: when their product is equal to one, two pricing mechan—

isms have the same stability of transaction prices, when their product

2
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is less than one, the transaction prices formed under APM are more
stable than those of DPM, and vice versa. In the issuance market with
majority of considerable small—scale bidders, DPM and APM derive
the same expected financing scale; meanwhile, the transaction prices
of both pricing mechanisms have the same stability. Considering
situations when bidders enter local government bond issuance market
randomly, compared with APM, DPM has more bidders involved
while both pricing mechanisms exceed the optimal entry level that
maximizes social welfare.The current Dutch issuance mechanism
induces interest rates upside down, and this study provides the
theoretical basis for decision makers to choose a more reasonable
pricing mechanism.

(3) Based on the dynamic game modeling under incomplete
information of Spence (1973) and Rothschild and Stiglitz (1976) ,
this dissertation develops the static and dynamatic optimal regulation
mechanism models under hidden information of local government
considering the implicit guarantee of the central government, providing
the general framework to solve the separating equilibrium and pooling
equilibriuma and solved by arithematic examples. The conclusion is
that Revelation Principle can be facilitated by incentive contract,
which means that we can get the range of separation equilibrium. Under
multi—period repeated game, it’s favorable for high —income local
governments to report their real type. There is an equilibrium strategy
for high —income local governments, whose punishment range that
central government can achieved by separating equilibrium is expanded
from the one in single —period model. We find that reputational effect
can mitigate adverse selection, while full disclosure of information
promotes the welfare for the whole society. Based on Holmstrom
(1979) model of moral hazard problem under imperfect information,
this dissertation develops the static and dynamatic optimal regulation
mechanism model under hidden information of local government

considering the implicit guarantee of the central government, providing
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the general framework to solve the optimal contract design of the
central government. We link the distribution rule with effort levels of
the local government so that the central government can motivate local
governments to increase their effort levels; local governments will
devote more efforts at the first stage in the two—stage context than in
the one—stage context if the reputation effect is taken into account. This
study provides the theoretical basis for the regulation mechanism design
from the central government, and the central government can design

supervision strategy according to the actual situation of the local

government in the single—stage and twice—stage contexts.

Key Words: Local Government Bond; Self Bond Issuance;
Pricing Mechanism Design; Optimal Regulation Mechanism; Reputa—

tional Effect
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