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Tax Reduction or Fee Reduction: Analysis Based on Long-Run Capital

Accumulation and Intergeneration Redistribution

LI Shiyu, NI Jiaqi and FENG Junxin (Renmin University of China, 100872)
Summary: Tax and fee reductions are important components of China’s supply-Side structural reform,
each with distinct impacts on the macroeconomy and intergenerational redistribution. Among these reforms,
decreasing the Value-Added Tax (VAT) has the most significant effect among the tax reductions, while
lowering the employer’s pension contribution rate accounts for the largest share among the fee reductions.
Based on the characteristics of China’s fiscal system, this paper uses an overlapping generations model to

compare the macroeconomic and welfare effects of these two reforms. The findings from the comparative
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static analysis indicate that both reforms promote long-term capital accumulation and output growth. Based

on data calibrated to the Chinese economy, simulation results show that if both tax and fee reductions lead
to the same decrease in government revenue, the fee reduction results in greater capital accumulation and
output increase. In terms of intergenerational welfare, while the tax reduction primarily benefits the initial
old generation, the fee reduction more advantageously supports the current young population and future
generations.

The paper contributes to the existing literature in two ways. First, it broadens the discussion on tax and
fee reduction reforms by incorporating fiscal policy coordination in a unified framework that includes
various taxes and fees. When the government implements tax or fee reduction reforms, in order to maintain
the predetermined pension benefit and to balance the social security account, some fiscal coordination
measures are needed. For example, during the reform of lowering employers’ pension contribution rate, the
government may need to supplement the social security account with other fiscal revenues such as taxes to
maintain predetermined pension benefits. Therefore, it is necessary to examine and compare the effects of
the different reform measures in a unified framework. Second, it extends the literature on tax and fee
reduction reforms by addressing intergenerational welfare redistribution. Both the tax and fee reduction
reforms produce notable welfare redistribution effects among generations. We not only simulate and
compare the effects on capital accumulation and output growth but also assess their effects on the welfare for
the current and future generations.

The paper has the following policy implications. First, in the context of an economic slowdown, both
reducing the VAT and lowering employers’ pension contribution rate can stimulate long-term economic
growth. Second, based on China’s current fiscal system and macroeconomic characteristics, if the
government uses fiscal subsidies to maintain the predetermined pension benefits and balance the social
security account, the reform of reducing the employer’s pension contribution rate is more effective in
promoting long-term economic growth. This approach also yields greater benefits for the current young
population and future generations. Therefore, in an economy facing both economic downward pressure and
a declining birth rate like China, prioritizing fee reduction reforms, specifically lowering employers’
pension contributions, can better enhance macroeconomic performance and improve intergenerational
redistribution.

Keywords: Tax and Fee Reduction, Capital Accumulation, Social Welfare, Intergenerational Equity
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