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Taxation Arrangements and Local Government Debt Pressure:

Evidence from the Adjustment of Bond Interest Income Tax Rate
ZHOU Jiayin®, LU Yi" and WANG Weitong®

(a: School of Economics, Dongbei University of Finance and Economics;

b: School of Economics and Management, Tsinghua University)
Summary: For a long time, debt financing has been a crucial tool for local governments to alleviate fiscal pressures,
achieve development goals, and promote economic growth. However, the financial risks and interest payment pressures
resulting from the expansion of implicit debt scales have gradually become major obstacles to the sustained development
of China’s economy. In recent years, China has continuously upgraded its policies to prevent and resolve local govern-
ment debt risks. In 2024, several important meetings proposed strategic measures such as implementing a more proactive
fiscal policy, planning to increase the debt limit by a large margin in one lump sum to replace existing implicit local gov-
ernment debts, and intensifying efforts to support local governments in resolving debt risks. In the process of gradually re-
placing implicit debts with standardized local government bonds, the inherent interest rate difference between the two
types of bonds will alleviate the interest payment pressure on local governments. However, what is easily overlooked is
that there are also differences in the applicable tax rates for interest income between them, which may further lead to a de-
crease in coupon rates.

Against this backdrop, this paper takes the differences in tax arrangements between local government bonds and ur-
ban investment bonds as the starting point to observe whether adjustments to the tax rate on bond interest income will im-
pact the financing costs of local government debt. This paper argues that urban investment bonds and local government
bonds are somewhat comparable, with the value-added tax (VAT) Reform only affecting the tax rate on interest income
from urban investment bonds, while the tax rate on interest income from local government bonds remaining unchanged
before and after the reform, thereby forming a quasi-natural experiment in the field of local debt taxation. Based on this,
this paper constructs a difference-in-differences empirical framework to identify the causal relationship between tax ar-
rangements and local government debt financing costs. Furthermore, this paper estimates the elasticity coefficient of bond
coupon rates with respect to tax rate changes and conducts counterfactual estimations of local debt pressures under tax re-
duction scenarios such as debt replacement based on this elasticity coefficient.

The findings of the paper reveal that an increase in the tax rate on bond interest income leads to an increase in the
coupon rates of local bonds, causing the coupon rates of urban investment bonds to rise by 0.261 percentage points com-
pared to local government bonds. Further calculations show that the elasticity coefficient of local bond coupon rates af-
fected by the tax rate on interest income is approximately 0.4185. Taking into full consideration the asymmetry between
tax increases and tax reductions, this paper conducts counterfactual estimations of local fiscal revenues and expenditures
under tax reduction scenarios and finds that the expenditure-reducing effect of lowering the tax rate on bond interest in-
come outweighs the revenue-reducing effect, thus contributing to partially alleviating local debt pressures and improving
the overall welfare of national finance.

The policy implications of this paper are as follows. Firstly, continuously replacing implicit debts such as urban in-
vestment bonds with local government bonds and exempting their interest income from taxes will not only help prevent
and resolve local debt risks through standardized debt management mechanisms but also further enhance the policy effect
of mitigating future local debt pressures through tax channels. Secondly, given the opportunity to optimize the tax struc-
ture and standardize tax policies, tax reforms could be considered as a focal point for regulating local debt pressures to
further reduce the VAT rate on bond interest income to achieve an overall increase in net national fiscal revenue. From a
longer-term perspective, coordinating the relationship between the tax system and local debt, improving the macro-
regulatory system, and enhancing the consistency of macro-policy orientations will help better prevent and resolve major
risks and achieve high-quality economic development.

Keywords: Local Government Debt; Tax Arrangement; Debt Pressure; Financing Cost; Elasticity Coefficient
JEL Classification: E43, E62, H63
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