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Tax and Fee Cuts, Government Expenditure and Enterprise Profits
REN Tongyu, XIE Jianguo, HONG Xiaoyu
( Nanjing University, Nanjing 210093 )

Abstract; Tax and fee cuts have a significant impact on economic and social development, conducive to
improving enterprise productivity and promoting innovation, and ultimately achieving high-quality macroeconomic
development. However, the current literature on the relationship between the tax and fee cuts policy and enterprise
performance fails to consider local government expenditure. Although it may reduce the tax burden on enterprises,
the policy has a negative impact not only on local government expenditure, resulting in a reduction in the supply of
public goods and services, but also on enterprise productivity and profits. Therefore, this paper argues that the
effect of tax and fee cuts depends on the combined impact of both factors, rather than just the positive impact of
reducing the tax burden.

Using the tax incidence theory, this paper modifies the spatial equilibrium model to embed value-added tax
and local government expenditure. This revised model can explore the impact of tax and fee cuts on enterprise
profits while considering local government expenditure. Compared with the existing literature, this paper makes
some progress in the following aspects. On the one hand, it introduces the transfer of value-added tax into the
spatial equilibrium model and assumes that labor and enterprises share this tax, which can objectively and
reasonably evaluate the effect of China’s tax and fee cuts policies. On the other hand, it embeds local government
expenditure in the model to examine the impact of value-added tax on enterprise profits through the channel of local
government expenditure.

The findings are shown as follows. First, the tax and fee cuts policy implemented by the Chinese government
from 2015 to 2020 promotes enterprises’ profitability. Second, the policy has an impact on the fiscal revenue and
expenditure of local governments, ultimately affecting the productivity and profit levels of enterprises by reducing
the supply of public goods and services. Moreover, the impact of tax and fee cuts policies on enterprise profits
depends on the proportion of local governments’ fiscal expenditure in GDP and that of value-added tax in local
government tax revenues. Third, changes in labor supply conditions and wage levels also exert some influence on
the effect of the tax and fee cuts policy.

This paper puts forward the following policy implications. First, implementing tax and fee cuts policies should
be consistent with the fiscal capacity of local governments. Specifically, local governments ought to strengthen their
fiscal budget management, and carefully formulate policies that are more conducive to improving the impact of tax
and fee cuts. Second, the government should consider local labor market conditions while implementing the policy,
so as to achieve the expected effect.

Keywords: tax and fee cuts; government expenditure ; tax incidence; enterprise profit; labor market
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