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Boosting Effect of Tax Cuts on Economic Growth and Its Mechanism:
Evidence from VAT Tax Reform in China
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2. School of Finance, Renmin University of China)

Abstract: Stabilizing and boosting economic growth is a prerequisite for high-quality
development. In the toolbox of macroeconomic control, tax cuts are an important initiative to stabilize
and boost economic growth in China, and clarifying to what extent tax cuts boost economic growth is
the key to optimizing the tax cut policy. Taking advantage of the full implementation of the VAT
reform, this paper aims to evaluate the boost effect of the tax cuts on economic growth and analyze its
mechanism in stimulating economic growth.

The theoretical analysis of this paper points out that the boosting effect of tax cuts on economic
growth not only depends on the direct effect of promoting the growth of enterprises benefiting from the
policy, but also promotes the growth of non-directly benefited enterprises through the indirect general
equilibrium effects. Using the Chinese Industrial Enterprises Database, this paper constructs an
exogenous measure of the tax cut shocks to different regions, and uses regional panel data during
2003—2013 to estimate the effect of the VAT reform on economic growth. Combining the direct effect
of tax cuts and the indirect effect through industrial linkages, this paper estimates that the regional
multiplier of tax cuts is around 3.5. Further considering the spillover effects among regions, this paper
extends the regional tax cut multiplier to the national multiplier, and estimates that the national
multiplier of tax cuts is around 3. This paper finds that tax cuts generate positively indirect effect
through the linkage with upstream industries in a region; however, in the inter-regional context, the
negative spillovers of tax cuts makes the regional multiplier slightly larger than the national multiplier,
as regions with larger tax cuts will suck out investment from other regions with smaller tax cuts. This
paper further analyzes the mechanism of tax cuts to boost economic growth, and finds that tax cuts for
capital represented by the VAT reform mainly drive economic growth by promoting investment. In
contrast, this type of tax cut has a very limited effect on regional employment and consumption.

Compared with existing literature, this paper makes several contributions. First, research in this
paper at the regional level considers both the direct effect and indirect effect, so as to provide a
complete measure of how the tax cut policy boosts macroeconomic growth. Second, this paper’s
method of estimating the tax multiplier by using regional differences avoids perturbations and shocks at
the national level and ensures the exogenous nature of the regional differences, so as to more accurately
estimate the tax multiplier. Third, this paper examines the role of industrial linkages from the
perspective of taxation, which can further clarify how the effect of fiscal policy is transmitted in the
industrial chain.

The conclusions of this paper provide insights for the optimization of subsequent tax cut policies.
First, to give full play to the role of tax cuts in boosting the economy, it is necessary to take into
account the spillover effects of tax cuts between industries and regions, and the introduction of tax cut
policy needs to pay more attention to the linkage effects of the industrial chain and regional balance.
Second, tax cuts for capital have not significantly benefited workers and have not been conducive to
stabilizing the economy from the perspective of boosting consumption, so future tax cuts should strike a
balance between incentivizing investment and benefiting workers, and raise the incomes of both the
labor and the residential sectors.

Keywords: tax cuts; tax multiplier; economic growth; spillover effect
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