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Abstract 

 Small and Medium Enterprises (SMEs) constitute a significant portion of economic activity, 

employment generation and innovation in many countries. However, taxation policies—both 

direct taxes (income/corporate tax) and indirect taxes (value‑added tax, sales tax, excises)—can 

impose burdens or incentives for SMEs. This paper investigates how taxation affects SME 

performance, growth, formalisation, compliance costs and investment decisions. Drawing on the 

literature, including evidence from both developed and developing countries, the study identifies 

key tax‑related factors influencing SME outcomes (tax rates, compliance complexity, tax 

incentives, formalisation costs). The findings suggest that while appropriately designed tax 

policy can support SME growth (via incentives, simplified regimes), high tax burdens, complex 

compliance processes and poorly aligned tax policies may hinder SME development. The paper 

concludes with policy implications for governments seeking to design tax systems that enable 

rather than constrain SMEs. 
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1. Introduction 

SMEs play a crucial role in economic growth, employment generation, innovation and inclusive 

development. Many economies rely heavily on SMEs for job creation and value addition. 

However, unlike large firms, SMEs often face distinct challenges—including limited access to 

credit, weaker institutional capacity and higher relative costs of regulation and taxation. 
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Taxation is one of the important policy levers that affects SMEs in multiple ways: it influences 

profitability, investment decisions, pricing strategies, formalisation decisions (whether to operate 

informally or formally), compliance costs and risk of non‐compliance. For example, high tax 

rates may reduce net returns, discourage investment or encourage firms to remain informal. 

Complex tax compliance burdens may divert time and resources away from business operations. 

On the other hand, tax incentives or simplified tax regimes for small businesses may lower 

barriers and enable growth. 

This paper aims to examine the impact of taxation on SMEs. It addresses the following research 

questions: 

1. How does the tax burden (rates, effective tax rate) affect SMEs’ performance and 

growth? 

2. What role do tax compliance costs and administrative complexity play in SME 

outcomes? 

3. How do tax incentives or simplified regimes influence SME formalisation and investment 

decisions? 

4. What policy design features help align taxation with SME‐friendly growth and 

development? 

The paper is structured as follows: Section 2 reviews the literature; Section 3 provides a 

conceptual framework; Section 4 discusses empirical evidence; Section 5 analyses key 

tax‑related factors for SMEs; Section 6 provides policy implications; Section 7 concludes. 

2. Literature Review 

2.1 Taxation and SME growth, performance & formalisation 

The relationship between taxation and SME activity has been well studied in the context of 

formalisation and growth. The OECD report Taxation of SMEs in OECD and G20 Countries 
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(2015) provides a comprehensive review of how tax policy affects SMEs in 39 countries. It 

highlights that tax burdens, compliance costs and administrative complexity are major concerns. 

Earlier, the OECD’s No. 18 study Taxation of SMEs: Key Issues and Policy Considerations 

(2009) addressed similar themes: how tax rates, effective tax burdens and informal sector risks 

shape small business decisions. 

Studies in developing countries show that higher tax burdens and compliance complexity tend to 

push firms into the informal sector, reducing their growth potential. For example, the World 

Bank Doing Business – Paying Taxes indicator shows that higher tax costs correlate with fewer 

formal businesses and lower private investment. 

2.2 Compliance costs, complexity and SME burden 

SMEs often face relatively high compliance and administrative burdens compared to large firms. 

The time, cost, and complexity of tax filings, record‑keeping, understanding tax laws can 

represent a greater share of costs for SMEs. This compliance burden can reduce available 

resources for investment, innovation or growth. 

2.3 Tax incentives and simplified regimes 

Many countries attempt to reduce the tax burden on SMEs by offering tax incentives (lower 

rates, exemptions, simplified regimes, special VAT thresholds). For example, simplified tax 

regimes for micro and small businesses aim to reduce compliance costs and encourage 

formalisation. The effectiveness of these incentives depends on design, awareness and 

implementation. 

2.4 Conceptual tensions: tax revenue vs SME growth 

From a public policy perspective, governments need tax revenue, but excessive burdens on 

SMEs may reduce investment, innovation, job creation or formalisation, thereby ultimately 
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reducing the tax base and growth potential. The so‐called “Laffer curve” in SME context 

suggests there is an optimal tax burden beyond which growth and formalisation decline. 

3. Conceptual Framework 

We propose a simplified conceptual model of how taxation influences SME outcomes: 

SME Outcome = 

f( Tax Burden, Compliance Costs, Tax Incentives, Formalisation Status, Investment Decisions, Ex

ternal Factors ) 

● Tax Burden: The statutory rate and the effective rate of taxes (corporate/income tax, 

VAT, other business taxes) reduce net returns. 

● Compliance Costs: Time, money and administrative effort required to comply with tax 

laws (filing, record‑keeping, audits). 

● Tax Incentives/Simplified Regimes: Policies that reduce burden or complexity for 

SMEs (e.g., reduced rate, flat tax, exemption threshold, simplified VAT). 

● Formalisation Status: Whether a business is formal or informal. Formal firms may face 

higher tax burdens but may gain access to credit, contracts and incentives. 

● Investment Decisions: Taxes influence profit retention, cash‑flow, and thus investment 

in capital, technology or scale. 

● External Factors: Market conditions, regulatory environment, access to finance, 

macroeconomic factors. 

Hypotheses can be stated: 

● H1: Higher tax burden (higher rates/ effective tax) is negatively associated with SME 

profitability and growth. 

● H2: Higher compliance costs are negatively associated with SME performance and 

formalisation. 
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● H3: Tax incentives and simplified regimes are positively associated with SME 

formalisation, investment and growth. 

● H4: Formalisation status mediates the effect of taxation: lower burdens/incentives 

increase probability of formalisation, which in turn supports growth. 

4. Empirical Evidence 

4.1 Evidence from OECD and developed economies 

The OECD (2015) shows that across OECD/G20 countries, SMEs are sensitive to tax rate 

changes, compliance burdens and value‐added tax regimes. Furthermore, the report highlights 

that tax burdens can discourage growth, particularly for micro and small enterprises, and that 

simplification measures can help ease burdens. 

4.2 Evidence from developing countries 

In India, a study “The Analysis of the Impact of Taxation on Small Business in India” by 

Subhikshan & Hayagrivas (2018) found that multiple taxes (income tax, GST, corporation tax, 

local levies) create significant compliance burden and affect profitability, investment and job 

creation in small enterprises. In Ghana, “Effects of Taxation on the Performance of Small And 

Medium Size Enterprises” found that taxes have adverse consequences on profitability of SMEs 

in Tema Metropolis. 

 There is also evidence that compliance complexity and weak tax knowledge hinder SME 

compliance and growth in developing contexts. 

4.3 Mixed and conditional findings 

While many studies show negative associations between tax burdens and SME performance, 

some nuance emerges: properly designed tax incentives, simplified regimes and 

well‑implemented tax administration can mitigate negative effects or even support SME growth. 

The exact effect varies by country, sector, size of enterprise, and informal vs formal status. 
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5. Analysis: Key Tax‑Related Factors for SMEs 

5.1 Tax Rate and Effective Tax Burden 

High statutory tax rates reduce net returns and may reduce investment decisions. Moreover, 

when many firms operate close to break‑even margins, taxes may push them into loss or 

informality. Effective tax rate (ratio of taxes paid to profits) is important since SMEs often have 

thin profit margins. 

5.2 Compliance, Administration & Complexity 

SMEs frequently struggle with tax administration: keeping books, filing returns, audits, 

navigating multiple tax types. These impose opportunity cost and financial cost. In countries 

with high compliance burden, SMEs may be discouraged from formalising or scaling up. 

5.3 Tax Incentives & Simplified Regimes 

Reduced tax rates for small businesses, flat‐rate tax options, VAT exemption thresholds, 

simplified bookkeeping are examples of supportive design. For example, threshold regimes can 

allow small firms to avoid VAT registration until they grow. Proper design helps avoid distortion 

and provides growth incentives. 

5.4 Formalisation and Access to Credit 

Taxes influence formalisation decisions: firms may choose to remain informal if tax burdens and 

compliance costs are high. Yet formal status may bring benefits: access to institutional finance, 

government support, contracts. Thus, tax policy interacts with formalisation and growth. 

5.5 Investment Decisions and Growth 
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Taxation affects cash flow, investment capacity and risk taking. If taxes and compliance costs 

significantly reduce retained earnings, SMEs have less capacity to invest in new equipment, 

technology, training or expansion, thereby limiting growth. 

5.6 Sector, Country and Institutional Context 

Impact of taxation on SMEs is context dependent: sector profitability, competitiveness, 

institutional capacity of tax administration, rule of law, access to support services, and 

informality levels vary by country. As such, tax policy must be designed with local realities. 

6. Policy Implications 

Given the above analysis, the following policy implications and recommendations emerge for 

governments seeking to design SME‑friendly taxation systems: 

1. Lower the effective tax burden for small enterprises, such as reduced tax rates for 

SMEs, tax credits or exemptions, especially in early growth phases. 

2. Simplify tax compliance and reduce administrative burdens: streamline tax filing, 

reduce number of tax types, offer online platforms, provide tax support services. 

3. Design orientation thresholds and simplified regimes: small firms below a certain 

turnover may benefit from flat tax or minimal compliance. 

4. Offer incentives tied to investment, job creation and formalisation: tax credits for 

SMEs that invest, hire, or formalise operations. 

5. Strengthen tax administration capacity and outreach: ensuring fair treatment, 

predictable audits, taxpayer education helps build trust and compliance. 

6. Align tax policy with access to finance and support services: Tax incentives alone may 

not suffice if SMEs lack credit, markets or training; integrate tax policy with SME 

development programmes. 

7. Monitor and evaluate tax policy impact on SMEs regularly: Use data to assess how 

tax policies affect SME growth, formalisation, investment and design corrections. 
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7. Conclusion 

Taxation plays a double‐edged role for SMEs: while it provides essential revenue for 

governments and can encourage formalisation and investment if well‑designed, it may also 

impose burdens that hamper SME profitability, growth, formalisation and investment. The 

evidence suggests that the negative effects are real—particularly for small, informal, 

low‑profit‐margin enterprises—but also that thoughtful tax policy (lower rates, simplified 

compliance, incentives) can mitigate these effects and support SME growth. 

For SMEs to thrive, especially in developing countries, tax policy must be aligned with the 

realities of small business operations: modest profit margins, high relative compliance costs, 

informality risks and limited access to finance. Governments should adopt tax frameworks that 

enable SMEs—streamlined, predictable, supportive—so that SMEs can contribute fully to 

employment, innovation, growth and formal economy expansion. 

Further research should focus on longitudinal, cross‐country studies on the causal impact of 

taxation on SMEs, sector‐specific effects, informality transitions, and how tax policy interacts 

with other support measures (finance, training, infrastructure) to influence SME growth. 
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