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Policy Mix Matters: Does Tax Reduction Affect the Exit of Micro

and Small Enterprises?

LIN Chao, YIN Heng (Renmin University of China, 100872)
Summary: Micro and Small Enterprises (MSEs) are crucial pillars of economic resilience, and their
survival is a matter of significant concern. How to devise policies to ensure their survival is an important
issue that has garnered widespread global attention. A key policy is tax reduction. The Chinese government
has introduced many tax reduction policies to support MSEs, but their exact impact on their survival
remains unclear. Due to the lack of data and reliable identification frameworks, few studies have provided
definitive answers to this question.

This paper addresses this issue by utilizing data matched from the national tax survey and national
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industrial and commercial information from 2009 to 2016, focusing on policy reforms related to the

assessment-based tax collection of MSEs. The dataset provides detailed financial information on MSEs,
particularly tax-related information, allowing for a clear understanding of tax reductions received by MSEs
and precise identification of their market entry and exit points. Most tax incentive policies are targeted at
enterprises subject to audit-based tax collection. However, since 2014, assessment-based enterprises have
also been allowed to enjoy these preferential income tax policies, creating a natural experiment for
identifying the impact of tax reductions on MSEs.

This paper employs a difference-in-differences method and finds that tax reduction policies
significantly increase the probability of exiting MSEs. This effect is more pronounced in regions under
greater fiscal pressure. Mechanism analysis indicates that while these policies generate a tax reduction
effect, they also strengthen the tax administration. These two effects have opposing impacts on MSEs,
ultimately leading to their market exit due to their combined influence. These results highlight the
importance of policy mix. In other words, tax reductions need to be complemented by appropriate policy
measures to better regulate tax administration, thereby better leveraging the positive effects of tax reduction
policies.

This paper’s contributions are fourfold. First, concerning the impact of tax reduction on enterprises,
while existing literature has extensively studied the impact of tax reduction on enterprise investment, little
attention is paid to the impact of tax reduction on the exit of MSEs. This paper provides an important
addition to this body of literature. Second, regarding the failure of the government’s significant tax
reduction efforts to be translated into strong enterprise benefits, this paper offers an explanation. Third, on
the distortion of enterprise behavior due to tax reduction policies, tax reduction policies may fail to achieve
their intended effects due to biases from both tax authorities and taxpayers, leading to distortions in
enterprise behavior. Existing literature often considers this from the taxpayer’s perspective, while this paper
approaches it from the perspective of the tax authority, finding that the implementation of tax reduction
policies is accompanied by a strengthening of tax administration, underscoring the importance of policy
mix. Tax reduction policies should be complemented by standardized tax administration policies to avoid
implementation biases. This study has both theoretical and practical significance. Finally, concerning
enterprise exits, existing literature may suffer from measurement errors due to data availability constraints.
By using matched data from the national tax survey and national industrial and commercial information, this
paper addresses this issue more effectively.

Keywords: Tax Reduction, Exit of Micro and Small Enterprises, Tax Administration, Policy Mix
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