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 International Tax Policy Forum and 
 Urban-Brookings Tax Policy Center 
 
 

 

Who Pays the Corporate Tax in an Open Economy? 
With a Keynote Address by former U.S. Treasury Secretary, Lawrence Summers 

 
Date: Tuesday, December 18, 2007, 8:30 a.m.–1:30 p.m. 
Location: Urban Institute, 2100 M St., NW, Washington, DC (entrance on 21st Street) 
 5th Floor, Katharine Graham Conference Center 

 
 

This conference considers the distribution of corporate tax burdens in open economies.  It is well 
understood that high corporate taxes may be borne by capital owners in the form of lower after-tax 
profits, by consumers in the form of higher prices, or by workers in the form of reduced wages.  
Expanding international trade and investment may change the effects of corporate taxation, with 
implications for the distribution of the U.S. corporate tax burden.  
 

 
8:15 a.m. Registration 
 
8:50 a.m. Introductory Remarks 
 John Samuels (GE) and Bill Gale (Brookings) 
 
9:00 a.m. What do we know about who bears the corporate tax burden? 

Moderator: James Hines (Michigan) 
Presenter:  Alan Auerbach (UC-Berkeley) 

 
9:45 am How does the U.S. government distribute corporate tax burdens? 
 Moderator: Alan Auerbach (UC-Berkeley) 

Presenter:  Alan Viard (AEI) 
 
10:15 am Evidence of the impact of corporate taxation on wages and profits  
 Moderator: Glenn Hubbard (Columbia) 

Presenters: Mihir Desai (Harvard) and Fritz Foley (Harvard) 
Discussant  Kevin Hassett (AEI) 
 

11:00-11:15 Break 
 
11:15 am Is it time to change the way the U.S. government distributes corporate tax burdens? 
 Moderator: Michael Graetz (Yale) 

Presenters: Robert Carroll (U.S. Treasury), Eric Toder (Urban Institute), 
James Hines (Michigan) and William Randolph (CBO) 

 
Noon Luncheon 
 
12:30 pm Keynote Address:  Lawrence Summers (Harvard) 
 
1:15 pm  Adjourn 
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 International Tax Policy Forum 

About the International Tax Policy Forum Web site:  www.itpf.org  
  
Member Companies 
Alcoa, Inc. 
Agilent Technologies, Inc. 
Altria Group, Inc. 
Amgen, Inc. 
Bank of America 
Caterpillar Inc. 
Citigroup 
Delphi Corporation 
EDS 
Eli Lilly and Company 
Emerson Electric Co. 
Exxon Mobil Corporation 
Ford Motor Company 
General Electric Co. 
IBM Corporation 
ITT Industries, Inc. 
Intel Corp. 
Johnson & Johnson 
Mars, Incorporated 
McDonald’s 
Merrill Lynch 
Microsoft Corporation 
Morgan Stanley Group Inc. 
PepsiCo, Inc. 
The Coca-Cola Company 
The Procter & Gamble Company 
The Prudential Insurance Company 
Time Warner Inc. 
Tupperware Corporation 
United Technologies Corporation 
Wal-Mart Stores, Inc. 
Wyeth 
 
John M. Samuels, Chairman 
 
Board of Academic Advisors

Founded in 1992, the International Tax Policy Forum is an independent 
group of 31 major U.S. multinationals with a diverse industry 
representation.  The Forum’s mission is to promote research and 
education on the taxation of multinational companies.  Although the 
Forum is not a lobbying organization, it has testified before the 
Congressional tax-writing committees on the effects of various tax 
proposals on U.S. competitiveness.  The ITPF also briefs Congressional 
staff periodically and sponsors public seminars on major international 
tax policy issues.  Most recently, in December 2006, the ITPF co-
sponsored a conference on “Tax Havens and Foreign Direct 
Investment” with the American Enterprise Institute. 

On the research front, the Forum has commissioned over 20 papers on 
international tax policy topics such as the effects of the interest 
allocation rules on the competitiveness of U.S. firms, the compliance 
costs of taxing foreign source income, and differences in effective tax 
rates faced by U.S. domestics and U.S. multinationals (see 
www.ITPF.org). 
 
Members of the Forum meet three times a year in Washington, DC to 
discuss key international tax policy issues with leading experts in 
government, academia, and private practice. 
 
PricewaterhouseCoopers LLP serves as staff to the Forum.  John 
Samuels, Vice President and Senior Counsel for Tax Policy and 
Planning with General Electric Company, chairs the Forum.  The 
ITPF’s Board of Academic Advisors is chaired by Prof. Glenn 
Hubbard (Columbia University) and includes Prof. James Hines 
(University of Michigan) who also directs the ITPF research program, 
Prof. Michael Graetz (Yale), Prof. Alan Auerbach (University of 
California,  Berkeley), Prof. Mihir Desai (Harvard) and Prof. Matthew 
Slaughter (Dartmouth). 

 
Glenn Hubbard, Chairman 
James R. Hines, Jr., Research Director 
Alan J. Auerbach 
Mihir A. Desai  
Michael J. Graetz 
Matthew J. Slaughter 
 
Consultants 
Lindy Paull 
Bernard M. (Bob) Shapiro 
Bill Archer 
Peter R. Merrill 
 

 

ITPF Mission Statement 
The primary purpose of the Forum is to promote research and education 
on U.S. taxation of income from cross-border investment. To this end, 
the Forum sponsors research and conferences on international tax issues 
and meets periodically with academic and government experts.  The 
Forum does not take positions on specific legislative proposals. 

 

1301 K Street,  NW 800W    Washington, DC  20005    202/414-1666   202/414-1301 FAX 
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About the Tax Policy Center  
TPC Quick Facts 

 

 TPC scholars have testified 
before Congress 56 times since 
2002 
 

 More than 2,000 news articles 
and editorials have cited TPC 
since 2002 
 

 TPC has produced more than 
1,000 distribution and revenue 
tables  
 

 The TPC web site has an 
average of 5,310 visitors a day, 
or one visitor every 16  
 

Advisory Board 
 

Jodie Allen, Pew Research 
Center 
Robert Greenstein, Center on 
Budget and Policy Priorities 
Ronald A. Pearlman, 
Georgetown University Law 
Center 
Jean Ross, California Budget 
Project 
Leslie B. Samuels, Cleary, 
Gottlieb, Steen, and Hamilton 
Joel Slemrod, University of 
Michigan 
Jonathan Talisman, Capitol 
Tax Partners, LLP 
 

State Advisory Board 
 

David Brunori, George 
Washington University 
Robert Ebel, District of 
Columbia Office of Revenue 
Analysis 
William Fox, University of 
Tennessee 
Iris Lav, Center on Budget and 
Policy Priorities 
Therese McGuire, 
Northwestern University  
Jean Ross, California Budget 
Project 
 

 
The Tax Policy Center (TPC), a joint venture of the Urban Institute and the 
Brookings Institution, opened its doors in April 2002 with the goal of 
improving tax policy and, ultimately, Americans’ quality of life and economic 
security. To that end, TPC provides objective, timely, and accessible 
information to help policymakers, journalists, interested laypeople, and 
academics identify and evaluate current and emerging tax policy options. Our 
work reflects the belief that better information, rigorous analysis, and fresh 
ideas injected at key points in the policy debate can forestall bad policies and 
reinforce good ones. The Center combines top national experts in tax, 
expenditure, and budget policy, and microsimulation modeling to concentrate 
on four overarching areas critical to future debate: 
 
Fair, simple, and efficient taxation: Virtually everyone agrees that taxes 
should be simple, fair, and efficient. Disagreement arises over how to define 
and achieve those objectives. TPC quantifies trade-offs among these goals and 
searches for reforms that increase simplicity, equity, and efficiency. 
 
Social policy in the tax code: Over the past decade, much of social policy has 
shifted from direct expenditures to tax subsidies. A full assessment of this shift 
as well as tax progressivity, marriage penalties, and related issues requires 
consideration of both tax and spending programs. TPC is evaluating this 
revolution in tax and social policy. 
 
Long-term implications of tax and budget choices: Long-term projections 
paint a constrained picture of the nation’s fiscal prospects because of unfunded 
public obligations related to rising health care costs and the retirement of the 
baby boomer generation. TPC examines the implications of current policies 
and proposed tax changes for future generations. 
 
State tax issues: State and local taxes play important roles in assisting low- 
and moderate-income families, attracting business development, and affecting 
the cyclical properties of the economy, and they serve as a laboratory for 
different approaches to resolving tax and fiscal issues. TPC builds on lengthy 
traditions at the Urban Institute and the Brookings Institution in examining 
state issues. 
  
TPC communicates its research on our popular website, 
www.taxpolicycenter.org, which Forbes named one of the top five sites in 
the tax field, and through an electronic newsletter that reaches more than 
3,000 subscribers with information on TPC events and publications.  In 
October 2007, the Center initiated a tax and budget policy blog called 
TaxVox, www.taxvox.org, to better communicate TPC research and 
analysis and encourage discussion of key issues in the tax policy debate. 

 Urban Institute    2100 M Street, NW    Washington, DC 20037    202-833-7200 
 Brookings Institution    1775 Massachusetts Ave., NW     Washington, DC 20036    202-797-6000 
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Who Bears the Corporate Tax 
Burden?

Alan J. Auerbach
December 18, 2007

Outline

• The US Corporate Tax
• Old (Naïve?) Theory of Incidence
• The Harberger Model
• Beyond the Harberger Model
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Trends in U.S. Federal Corporate Income Tax Revenue
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S Corporation Share of Net US Corporate Income
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• Simplest theory: a burden on corporations
• Simplest coherent theory: a burden on shareholders, 

since it is really their income that is being taxed
• Even this approach complicated by importance of tax-

exempt shareholders; would require further allocation
– DC plans: workers
– DB plans: firms (liability)? workers? (bargaining); all 

taxpayers? (PBGC)
– Nonprofit institutions: donors? beneficiaries?

• Maybe not as progressive as in past

Who Bears the Tax Burden?
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The Harberger Model

• Investment will shift out of the corporate sector, 
leading to an equalization of after-tax returns on all 
investment
– Owners of corporate capital bear only a share of the burden
– But owners of all capital bear (roughly) the total burden

• Not as progressive as under shareholder incidence, 
but still progressive

• In introducing the possibility of behavioral responses, 
raises the issue of behavioral distortions
– Burden > Revenue

What’s Missing?

• Dynamics
• Investment Provisions
• Corporate Financial Policy
• Imperfect Competition
• Saving
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What’s Missing?

• Dynamics
• Investment Provisions
• Corporate Financial Policy
• Imperfect Competition
• Saving
• International Context

Dynamics

• Even if Harberger’s is the right long-run 
approach, adjustment takes time
– the corporate tax (or changes in the corporate tax) 

should fall on corporate capital in the short run, 
gradually shifting to all capital in the long run

– But the incidence of the tax would have different 
timing than this suggests, because of capitalization

– all of the differential should be reflected in current 
asset values and hence borne by current 
shareholders
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Investment Provisions

• With investment incentives (example: bonus 
depreciation) and historic cost depreciation, 
old and new capital have different tax 
attributes; new capital is favored

• Again, this extra tax on old capital should be 
reflected by capitalization, with the capitalized 
differential borne by shareholders

Corporate Financial Policy

• With debt and the interest deduction, does 
capital bear any burden?

• Stiglitz (1973), Miller (1977): corporate tax is 
voluntary, since can always use debt

• So, shareholders may bear tax, but net
incidence of corporate tax may be negative: 
burdens of other taxes would be higher if 
option removed

• Changes in corporate tax fall on those who 
benefit, i.e., shareholders
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Imperfect Competition

• Krzyzaniak and Musgrave (1963): corporate 
tax “over-shifted” – after-tax returns increase

• Over-shifting indicates the presence of 
imperfect competition

• With imperfect competition, there are 
noncompetitive rents being taxed

• If rents fixed, another component of the tax 
shareholders can’t shift.  True for monopoly, 
but not necessarily for other modes of 
imperfect competition

Implications Thus Far

• For several different reasons, part of the 
corporate tax is likely to be borne by 
shareholders

• Because of capitalization of future taxes, 
incidence analysis has a second dimension –
not just what income class, but also which 
generation
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Saving

• So far, various channels through which a 
portion of the corporate tax will be borne by 
shareholders

• With capital stock fixed, the balance will still 
be borne by all capital via a lower rate of 
return, following Harberger’s logic

• If lower rates of return reduce saving, then part 
of the burden will be shifted to other factors of 
production, primarily labor

• But evidence weak on saving responsiveness

International Context

• In an open economy, another mechanism for 
an incipient decline in rates of return to reduce 
the domestic capital stock – capital flows

• But in the international context, further issues 
also arise
– Tax systems at home and abroad (territorial, 

worldwide, or mess)
– Responses include not just location of capital, but 

also location of corporate residence and profits
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International Context

• Simplest situation: a world of source-based 
taxation

• By driving capital out, the part of the corporate 
tax that would otherwise fall on capital is at 
least partially shifted to domestic labor by 
capital outflows

• How much of this shift depends on how small 
a country and how well capital, goods and 
services flow

International Context

• First complication: with transfer pricing, 
profits can flow even if capital doesn’t

• This may not be bad for labor (the capital is 
still in place), but it is bad for revenue

• If we include the cost of distortions, burden 
goes down by less than revenue, and still likely 
to be shifted
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International Context

• Second complication: with “lumpy”
investment decisions (location, not just scale), 
the statutory tax rate may gain in importance 
relative to provisions aimed at investment
– some rents may be internationally mobile

International Context

• Both complications – transfer pricing and 
shifting of rents – increase share of burden on 
domestic factors associated with an increase in 
statutory corporate tax rate 
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International Context

• Third complication: what about world-wide 
taxation?

• If done “right” by US – no taxation at source, 
full immediate taxation of US earnings at 
home and abroad – then corporate tax won’t 
influence capital flows by discouraging 
investment in US vs. elsewhere; but…

International Context

• Even in this case, corporate residence choice 
would be distorted, so shifting possible

• We don’t tax worldwide profits as accrued
• We tax at source
• All this makes the impact of actual US system 

hard to analyze, but likely closer to a source-
based tax than a residence-based one
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Summing Up

• The corporate tax isn’t borne by corporations
• Part of the corporate tax is borne by 

shareholders – but we should pay attention to 
which part and which shareholders

• The rest of the corporate tax would fall on 
capital, but saving and especially international 
capital flows shift some of this to labor and 
other domestic factors (e.g., land)

Summing Up

• Incidence depends on the structure of taxation
– Simple measures like revenues or effective tax 

rates insufficient for assessment
• Burden > tax revenue
• Openness of the economy influences the 

relative impact of different provisions (e.g., tax 
rate vs. tax base) and makes new issues (e.g., 
source vs. residence, expense allocation rules, 
etc.) relevant
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How does the U.S. government 
distribute corporate tax burdens?

Alan D. Viard
American Enterprise Institute

December 18, 2007

Complex issues in
distributional analysis

• Income classifier
• Tax payments v. tax burdens
• Phase-ins, sunsets
• Timing provisions
• Key issue: Short-run v. long-run incidence
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Distributional analysis
of corporate income tax

• Few analyses released recently
– CBO annual effective-rate study

• Few big recent corporate tax changes
• Waning interest in distributional analysis 

by policymakers
– Particularly, for corporate tax

Congressional Budget Office

• Oct. 1987, July 1988: Two alternatives, all 
to capital and all to labor
– Allocating to (any) individuals viewed as new

• Feb. 1990: Half to capital, half to labor
– Policymakers prefer single allocation

• Jan. 1994 and thereafter: All to capital
– Based on assessment of literature
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CBO measure of capital income

• Interest, dividends
• Realized capital gains (scaled by 

economy-wide realizations)
• NOT income from pass-thru firms
• No allocation to tax-sheltered accounts, 

tax-exempt organizations

Treasury

• Longstanding allocation to capital
• But, 1992 integration study included half-

capital, half-labor alternative
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Treasury measure
of capital income

• Interest, dividends
• Realized capital gains
• Income from pass-thru firms IF exempt 

from payroll, self-employment tax
• Distributions from tax-sheltered accounts
• No allocation to tax-exempt organizations

Joint Committee on Taxation

• 1993 Red Book: All to corporate capital
– Disclosure: Participated in writing

• Many ambitious recommendations, 
followed for about a year

• JCT stopped allocating corporate tax due 
to uncertainty
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Council of Economic Advisers

• 2004 ERP chapters
– Disclosure: Participated in writing

• Recommended long-run tables allocating 
part of burden to labor
– Supplement, not replace, short-run tables

Other taxes disguised
as corporate taxes

• Disguised payroll taxes, subsidies
– Red Book, p. 49 n.65; 2004 ERP, p. 108

• Disguised excise taxes, subsidies
– Fullerton, Gillete, Mackey (1987); Gravelle

(JEL, 1992)
• In practice, rarely treated separately
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Investment incentives

• Apply only to new capital
• Could be allocated to savers rather than 

holders of capital (Red Book, pp. 50-51) 
• In practice, allocated to holders of capital
• Treatment of timing – Red Book, Treasury

Consistency with individual tax

• Dividend taxes allocated to stockholders
• To be consistent, corporate income tax 

should be allocated to corporate capital
• Burman, Gravelle, Rohaly (NTA 

Proceedings, 2005)
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Views of profession (1996)

• Fuchs, Krueger, Poterba (JEL, Sept. 1998)
• Fraction of tax “ultimately” borne by capital

– Presumably refers to long-run incidence
– Mean 41 percent, median 40 percent
– Standard deviation 29 percent

• Three-quarters said 65 percent or less
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1. Introduction 

While there is universal agreement with the proposition that someone ultimately bears the 

burden of corporate taxes, there is considerable uncertainty, and indeed controversy, over exactly 

who this might be.  The obvious candidates are owners of capital, whose after-tax returns may 

decline as tax rates rise, and workers, whose real wages may be adversely affected by corporate 

tax increases.  Theoretical efforts to examine this question offer conflicting conclusions and 

demonstrate an unsettling sensitivity to underlying assumptions.  These highly stylized models 

also leave open the question of whether actual economies, with their messy markets and no less 

messy tax systems, in fact react to corporate tax changes in the ways that the models predict.       

The prevailing uncertainty over the incidence of the corporate tax is particularly 

unfortunate given that the distributional consequences of alternative tax policies are of 

fundamental importance to their desirability and political attractiveness.  It has proven extremely 

difficult to evaluate corporate tax reforms on the basis of induced effects on the distribution of 

real income in the absence of reliable empirical evidence.  Since there is no sense in which the 

burden of corporate taxes can fail ultimately to be borne, governments and policy analysts have 

been obliged to take stabs in the intellectual dark by attributing corporate tax burdens to different 

taxpaying groups.  In practice, these attributions have an arbitrary feel: changes in corporate tax 

burdens are sometimes assigned to owners of corporate shares, sometimes to capital owners 

generally, and sometimes they simply are not attributed to anyone, despite the incoherence of 

such an approach.   

This paper develops and tests a simple framework to analyze the incidence of the 

corporate tax.  The theory of tax incidence offers guidance that is employed to sharpen estimates 

of the distribution of corporate tax burdens.  The simple fact that corporate taxes must be paid by 

someone carries the implication that, if the economy consists of labor and capital, then any tax 

burden not borne by labor must be borne by capital.  As a result, one can estimate the impact of 

corporate taxes on wages and returns to capital jointly, imposing a restriction that the effects sum 

to total tax burdens.  Specifically, the theory points to the use of a seemingly unrelated system of 

regressions of wages and borrowing rates on measures of corporate taxes that includes a cross-

equation restriction on the total tax effects.  This method offers a more powerful, reliable, and 
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consistent method of identifying the distribution of tax burdens than does estimating the returns 

to labor or capital separately.  This framework emphasizes the lessons of recent theoretical 

developments, particularly Randolph (2006), that factor shares are critical for understanding the 

incidence of the corporate tax.      

This paper applies this framework to data collected from American multinational firms 

operating in a large number of countries between 1989 and 2004.  One of the benefits of using 

these data is that they reflect the experiences of relatively comparable firms that report extensive 

information on their operations in a consistent manner between countries and over time.  This 

sample excludes the United States, but includes evidence for more than 50 countries.  Data on 

wage rates and returns to capital are related to corporate tax rates and measures of factor shares 

in several annual cross-sections and in a pooled analysis.  The constraint on the coefficients 

allows capital or labor to bear more than 100 percent of the burden, as some theoretical 

variations suggest, but restricts the sum of the burden shares to equal one.        

The results consistently indicate that corporate taxes depress both real wages and returns 

to capital, with most of the burden of corporate taxes borne by labor.  The baseline estimate for 

the share of the burden borne by labor is 57 percent, and estimates vary between 45 and 75 

percent, depending on the sample period and specification.  These results are robust to the 

inclusion of control variables that might otherwise explain wages and returns to capital and to the 

inclusion of country fixed effects in a panel setting.     

The method adopted in this paper moves part of the way toward reconciling empirical 

estimates with the underlying theory of corporate tax incidence.  Recent empirical efforts to 

investigate corporate tax incidence focus largely on the extent to which high tax rates depress 

real wages.  Such an approach does not capitalize on the theoretical insight that the overall tax 

burden must be shared between capital and labor.  A second difference with earlier empirical 

studies is that this paper analyzes data that are collected and reported on a comparable basis by 

firms operating around the world.  The use of these data has the potential to allay some of the 

concerns that would otherwise arise from using data obtained from disparate sources.  

The approach employed in the paper also has several limitations.  First, the empirical 

specifications rely heavily on the competitive market assumption that underlies the standard 
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theory of tax incidence.  To the degree that the theory departs from reality, the estimating 

equations may be misspecified.  On balance, however, the benefit of the empirical power 

obtained by constraining coefficients in accordance with standard economic theory seems to 

outweigh the disadvantage of relying on the theory.  Second, the use of data from multinational 

firms may limit the applicability of the results obtained using these data.  In particular, wage 

rates, returns to capital, factor shares and tax rates faced by multinational firms may be 

idiosyncratic and unrepresentative of the overall economy.  Again, these potential limitations 

must be weighed against the benefits of employing highly comparable data for a significant 

fraction of global capital flows.  These limitations and other matters of interpretation are 

discussed below.   

Section 2 of the paper reviews some of the theoretical insights and empirical estimates 

from the literature on the incidence of the corporate tax.  Section 3 provides a simple framework 

that leads to a set of estimating equations and describes the data employed in the paper.  Section 

4 presents empirical evidence on the degree to which labor and capital share the burden of the 

corporate tax.  Sections 5 and 6 offer interpretations of these estimates, discuss their limitations, 

and conclude. 

2. Corporate Taxation and the Distribution of Its Burdens.  

The simple intuition that owners of corporations bear the burden of corporate taxes 

appears to be surprisingly fragile.  The pioneering work of Harberger (1962) identifies the source 

of the common perception that owners of corporations bear the burden of the corporate tax and 

also demonstrates its sensitivity to modeling assumptions by showing that returns to capital 

owners can increase with a corporate tax.  The simple intuition relies on the insight that 

corporate tax obligations contribute to the cost of investment and thereby encourage substitution 

of other productive factors (such as labor) for capital used by corporations.  Labor expenses are 

deductible against taxable income, so the corporate tax does not affect the marginal condition 

characterizing a firm’s decision of whether or not to employ additional labor.  This substitution 

of labor for capital depresses the demand for capital and thereby reduces its after-tax market 

return in a closed economy.   
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Even in a closed economy, however, induced intersectoral reallocations of resources can 

reverse this result.  Corporate taxation increases the cost of producing corporate output, thereby 

raising output prices, depressing demand, and shifting output from the corporate sector of the 

economy to the noncorporate sector.  This reallocation affects factor demands to the extent that 

factor input ratios differ between the corporate and noncorporate sectors of the economy.  If the 

corporate sector of the economy has a lower capital/labor ratio than the noncorporate sector, then 

the introduction of a corporate tax shifts resources into the noncorporate sector and thereby raises 

the demand for capital.  If this effect is large enough, then it has the potential to exceed in 

magnitude the countervailing impact of factor substitution, thereby implying that higher rates of 

corporate tax are associated with greater after-tax returns to capital – including capital invested 

in corporations.  It would then follow that labor bears the burden of the corporate tax in the form 

of lower wages.   

Open economy considerations further complicate the simple intuition that capital owners 

bear the full burden of the corporate tax.  As noted by Diamond and Mirrlees (1971), and applied 

to open economies by Gordon (1986), Kotlikoff and Summers (1987a) and Gordon and Hines 

(2002), any source-based capital income tax falls entirely on fixed local factors – typically labor 

– in a setting with perfect capital mobility and product substitution.  It follows from the 

assumption of perfect capital mobility that after-tax rates of return to capital cannot differ 

between countries, so higher corporate tax rates must discourage investment and thereby drive up 

pretax rates of return to the point that after-tax returns remain equal.  Since after-tax rates of 

return to local capital do not change with corporate tax changes, it must be the case that local 

labor and any other local factor whose location is fixed, the archetypal example being land, bear 

the full burden of corporate taxes.  Additionally, corporate taxes in large open economies may 

have spillover effects.  With fixed world supplies of capital, higher tax rates in one country 

discourage local investment and drive investment to other countries, where it can reduce rates of 

return to capital and increase wages. 

Harberger (1995, 2006) and Randolph (2006) explore the sensitivity of conclusions 

drawn from models of perfect capital mobility and fixed world capital supplies.  They calibrate 

models that incorporate what they argue are realistic estimates of relative capital intensities, 

capital mobility, and product substitutability, finding that labor can be thought to bear a 
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significant fraction of the burden of the corporate tax.  In the classes of simple models used in 

these papers, any imperfect substitutability between foreign and domestic traded goods 

effectively operates as a form of imperfect capital mobility.  As the trade and capital accounts 

must balance, imperfect substitutability between traded goods implies that extensive net 

borrowing is expensive as it entails importing large volumes of foreign goods for which there is 

diminishing marginal substitution.  Gravelle and Smetters (2006) use a computable general 

equilibrium model to allow for subtler variants of imperfect product competition, concluding that 

corporate capital owners may bear the lion’s share of the corporate tax burden despite the 

availability of capital inflows and outflows.1    

The extensive theoretical results on the incidence of the corporate tax have not been 

matched with as extensive an empirical investigation.  The relative absence of empirical efforts 

may reflect one of the central insights of Harberger (1962) - corporate taxation must be 

understood in the context of the general equilibrium of an economy.  In general equilibrium, all 

markets affect each other and, as a result, it is typically necessary to use national information to 

evaluate the impact of a country’s system of taxing corporate income.  From an estimation 

standpoint this greatly reduces the extent of tax variation that can be appropriately used to 

identify the distribution of tax burdens, since tax differences among firms and between industries 

may have broader effects that would be overlooked in standard partial equilibrium estimation.  

The need to identify tax effects at national levels severely restricts the available sample from 

which to draw inferences, and as a result, makes it particularly difficult to obtain reliable 

empirical estimates.   

Despite these challenges, several recent studies attempt to measure tax incidence in open 

economies.2  Arulampalam et al. (2007), Felix (2007) and Hasset and Mathur (2006) all employ 

international databases to explore the extent to which corporate taxes influence wages, thereby 

indirectly assessing the incidence of the corporate tax.  Arulampalam et al. (2007) employ micro 

data from four countries over five years and conclude that between 60 to 100 percent of the 

                                                 
1 For more on the importance of product substitutability, see Davidson and Martin (1985) and Gravelle and 
Kotlikoff (1989, 1993).   
2 There were several earlier efforts to empirically examine the incidence of the corporate tax, typically through time 
series analysis of domestic data.  These include Krzyzaniak and Musgrave (1963), Gordon (1967), Dusansky (1972), 
Oakland (1972) and Sebold (1979).   For excellent reviews of the existing empirical and theoretical literatures, see 
Auerbach (2006) and Gentry (2007).   
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corporate tax is passed on to labor.  Given the limited number of countries in their estimating 

sample, Arulampalam et al. (2007) are unable to estimate the impact of national tax rate 

differences, instead considering differences in the tax situations of individual firms.  They 

analyze the extent to which a firm facing a higher tax burden than other firms shares the cost of 

its disadvantaged tax situation with workers in the form of lower wages.  Felix (2007) and 

Hassett and Mathur (2006) instead consider the effects of national tax rates on wage 

determination in competitive markets, employing measures of local wage rates in a much larger 

sample of countries, and finding large effects of corporate taxes on wages.  These empirical 

studies offer specifications that investigate the relative importance of economic openness, the 

magnitude of capital flows, the global nature of firms and the skill composition of the workforce 

to the incidence of the corporate tax.            

As noted by Gravelle and Hungerford (2007) and Felix (2007), some of the reported 

wage equations indicate that labor bears an enormous cost of corporate taxation, the implied 

burdens in some specifications approaching twenty times the revenue raised by corporate taxes.  

Taken at face value, these estimates suggest that the distortions associated with the corporate tax 

are huge.  Another possibility is that these results reflect the impact of data inconsistencies or 

correlated omitted variables.  In order to assess the reliability of these estimates it is helpful to 

compare them to results obtained using a consistent data set and an estimating method that 

implicitly controls for some country-specific factors. 

3. Estimation Method and Data. 

This section sketches a framework that can be used to estimate corporate tax incidence.  

The first part of this section considers the implications of economic openness for the incidence of 

corporate income taxes, while the second part of the section describes the data used to estimate 

the impact of corporate taxation. 

3.1 Accounting for tax changes. 

 Consider a firm that produces output with capital (K) and labor (L) inputs, using a 

production function denoted Q(K, L), and with output price normalized to unity.  The firm’s 

capital investments are assumed not to depreciate, and are financed with a combination of debt 
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(B) and equity (E).  Labor is paid a wage of w, and debt holders receive a return of r.  Denoting 

by ρ  the firm’s after-corporate-tax rate of return to equity investments, and denoting the 

corporate tax rate by τ , it follows that: 

(1)    ( )[ ]( )τρ −−−≡ 1, rBwLLKQE . 

Differentiating this expression with respect toτ , and applying the envelope theorem, produces: 

(2)   ( ) ( ) ( )[ ]rBwLLKQB
d
drL

d
dwE

d
d

−−−=−+−+ ,11 τ
τ

τ
ττ

ρ . 

The left side of equation (2) consists of three terms, of which the first is the change in returns to 

equity holders, the second is the change in after-tax labor cost, and the third is the change in 

after-tax borrowing costs.  The right side of equation (2) is simply the effect of a tax change on 

after-tax profits.  Hence equation (2) reflects that higher tax costs must be compensated by a 

reduction of wages or capital returns, or equivalently, that some factor in the economy must bear 

the burden of corporate taxes. 

 It is noteworthy that output prices are normalized to one in the derivation of equation (2), 

which implies that output prices are assumed not to change as corporate tax rates change.  In a 

single sector closed economy this assumption would simply represent a normalization of units, 

having no economic consequence, but in a multisector economy, or an open economy, the 

assumption that output prices are unaffected by corporate tax rates rules out effects that arise 

from intersectoral reallocation of resources (as in Harberger, 1962) or changing terms of trade 

between countries.  For a small open economy in which the corporate and noncorporate sectors 

produce goods for a competitive world market, it follows (Gordon and Hines, 2002) that output 

prices cannot change in response to corporate tax changes, making the fixed price assumption a 

reasonable specification in this situation. 

 Suppose that capital investments are financed with a fraction α  of debt and ( )α−1  of 

equity.  Then equation (1) implies:  

(3)    ( ) ( )[ ]( )τααρ −−−≡− 1,1 KrwLLKQK , 

Page 59



 8

and differentiating with respect to τ  produces:  

(4)  ( ) ( ) ( ) ( )[ ]KrwLLKQK
d
drL

d
dwK

d
d ατα

τ
τ

τ
α

τ
ρ

−−−=−+−+− ,111 . 

 If investors are indifferent between receiving certainty-equivalent returns in the form of 

bond interest and equity returns, then r=ρ , and (4) implies:  

(5)   ( ) ( ) ( )[ ]KrwLLKQL
d
dwK

d
d ατ

τ
ατ

τ
ρ

−−−=−+− ,11 . 

In an extreme case, in which 0≅α , and investments are financed almost entirely with equity, (5) 

implies:  

(6)    ( ) ( )[ ]wLLKQL
d
dwK

d
dr

−−=−+ ,1 τ
ττ

. 

Equation (6) clarifies that the burdens of corporate tax increases are shared between labor and 

capital. 

Under these conditions, the use of equation (1) allows equation (6) to be rewritten as:  

(7)    ( ) ( )ττ
ττ −

−=−+
1

111 rKLw
d
dw

w
rK

d
dr

r
. 

This in turn implies:  

(8)    ( ) ( )ττ
ττ −

−=−+
1

1111
rK
Lw

d
dw

wd
dr

r
. 

Defining a labor share of output as 
Q
wLs ≡ , it follows that ( )

( ) ( )s
s

wLQ
Lw

rK
Lw

−
=

−
=

−
1

1 τ .  By 

also applying that ( )ττ −
−=

1d
dr

d
dr  and ( )ττ −

−=
1d
dw

d
dw , equation (8) becomes:  

(9)    ( )
( )

( )
( )

( ) 1
1

1
1

1
1

=
−

−
−

+
−

− s
s

wd
dw

rd
dr τ

τ
τ

τ
. 
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3.2. Empirical implications. 

 In order to move to an estimating framework, it is useful to revisit an estimating equation 

that is employed to assess the effect of corporate taxes on wages.  The corporate tax rate is not 

the only economic variable that affects wages and returns to capital.  Letting X denote a vector of 

country attributes relevant to wage determination, and defining ( )
s

ss −
≡

1* , it follows that the 

traditional framework for estimating wages can framed as: 

(10)    ( ) ετγβ +−+= 1ln*ln sXw . 

In this setting, ( )
( )

( )s
s

wd
dw

−
−

−
=

1
1

1
τ

τ
γ .  Note that this corresponds to the second half of the left 

hand side of equation (9).  Strictly speaking, equation (10) requires that s* not be a function of 

τ .   

One can readily imagine also estimating the parallel relationship for interest rates:  

(11)    ( ) ετγβρ ′+−′+′= 1lnln X , 

for which ( )
( )
ρ
τ

τ
ργ −
−

=′
1

1d
d . 

 The relationship expressed in equation (9) carries implications for the estimated 

relationships (10) and (11), since these equations are not independent, but instead must satisfy an 

adding-up constraint.  In particular, equation (9) implies that:  

(12)      1=′+ γγ . 

This cross-equation restriction, which does not constrain the values of γ and γ’ between zero and 

one, can then be employed when jointly estimating equations (10) and (11).  It is worth noting 

that coefficients derived from estimating these equations without imposing the cross-equation 

constraint do not have natural interpretations, as they would then capture efficiency effects of 

corporate taxation, and the influence of correlated omitted variables, instead of the determinants 

of relative burdens.    
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The coefficients γ  and γ ′  from equations (10) and (11) serve to identify the relative tax 

burdens on the two factors of production. To see this, note that ( )
Q
rK

Q
wLQs =

−
=−1  and 

therefore: 

(13)    ( ) ( ) ( )ττ −
=

−
−

1ln
1

1ln
1

d
dr

Q
K

rd
drs . 

Similarly, 
Q
wLs = , so 

(14)    ( ) ( )ττ −
=

− 1ln
1

1ln d
dw

Q
L

wd
dws . 

Equations (13) and (14) lead directly to: 

(15)   ( ) ( )

( )

( )[ ]
( )[ ]τ

τ

τ

τ
γ
γ

−
−

=

−

−−=
′ 1ln

1ln
1

1ln

1
1ln1

ddrK
ddwL

rd
dr

wd
dw

s
s

. 

From the envelope theorem, the effect of a tax change on returns to labor is given by 

( )[ ]τ−1lnddwL , and the effect of a tax change on returns to capital is given by 

( )[ ]τ−1lnddrK .  Hence the right side of (15) is simply the ratio of the burdens borne by labor 

and capital, respectively, to a small tax change.  This ratio equals the ratio of the two estimated 

coefficients, γ  and γ ′ . 

 It follows from equation (15) that estimating γ  and γ ′  from equations (10) and (11), 

constraining the resulting estimates to sum to one, provides direct estimates of the relative shares 

of the corporate tax burden borne by labor and by capital.  These shares are independent of the 

deadweight loss of corporate taxation, reflecting tax burdens rather than total tax collections.  For 

example, if 67.0=γ , so that labor bears two thirds of the burden of corporate taxation, and the 

deadweight loss of the corporate tax equals 50 percent of revenue collected, then labor’s total 

burden equals 100 percent of corporate tax revenue, with capital bearing a burden equal to an 

additional 50 percent of corporate tax revenue.  An important way in which this estimating 
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method differs from its predecessors is that it identifies relative, but not total, burdens of the 

corporate tax. 

3.3. Data 

The empirical work presented in section 4 is based on the most comprehensive and 

reliable available data on the activities of U.S. multinational firms.  The Bureau of Economic 

Analysis (BEA) Benchmark Surveys of U.S. Direct Investment Abroad in 1989, 1994, 1999, and 

2004 provide a panel of data on the financial and operating characteristics of U.S. multinational 

affiliates.3  As discussed above, the question of incidence recommends the use of data that are 

aggregated at the national level.  Accordingly, an aggregation of the majority-owned activities of 

foreign affiliates at the country-year level is employed in the analysis below.   

Table 1 presents means, medians, and standard deviations of variables used in the 

regressions that follow.  The wage rate is defined as the ratio of total employee compensation 

(including benefits) paid by majority owned foreign affiliates to numbers of employees.  Since 

the BEA data are measured in U.S. dollars, these can be interpreted as real wage rates to the 

extent that purchasing power parity holds and thereby automatically corrects for the effects of 

local inflation.  As profit-type returns may reflect tax-motivated reallocation of pretax income, 

returns to capital are captured by measuring average interest rates paid on the liabilities of 

foreign affiliates.  The interest rate is computed as the ratio of interest payments made by 

majority foreign owned affiliate to the aggregate level of current liabilities and long-term debt, 

with both variables again measured in U.S. dollars.4  Tax rates are measured for each country-

year combination as the ratio of aggregate foreign income tax payments to aggregate net income 

plus foreign income tax payments.  Given that country-specific values of s also have the potential 

to reflect tax-motivated income reallocation, yearly aggregate values of s for the total foreign 

activities of U.S. multinational firms are used in their place.  Specifically, s is calculated as the 

ratio of total employee compensation to the sum of total employment compensation, net income, 

foreign income taxes and depreciation in a given year. 

                                                 
3 The International Investment and Trade in Services Survey Act governs the collection of the data and the Act 
ensures that “use of an individual company’s data for tax, investigative, or regulatory purposes is prohibited.”  
Willful noncompliance with the Act can result in penalties of up to $10,000 or a prison term of one year.  As a result 
of these assurances and penalties, BEA believes that coverage is close to complete and levels of accuracy are high. 
4 See Desai, Foley and Hines (2004) for a discussion and analysis of this interest rate variable and its alternatives. 
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In addition to these variables constructed from the BEA data, some regressions include 

control variables used to explain wages and interest rates.  For wages, the Barro-Lee measure of 

average workforce education, measured in years, and obtained from Barro and Lee (2000), is 

used as an explanatory variable.  For interest rates, national measures of creditor rights, drawn 

from Djankov, McLiesh, and Shleifer (2005), and local inflation rates, drawn from the World 

Development Indicators, are included as explanatory variables.  Desai, Foley and Hines (2004) 

note that stronger legal protections for lenders and higher inflation rates are associated with 

lower interest rates.5 

4.  The Distribution of Corporate Tax Burdens. 

 This section reports the results of estimating the distribution of corporate tax burdens 

using the data from American multinational firms described in section 3. 

4.1. Annual cross-sections 

Table 2 presents results of seemingly unrelated systems of equations that restrict the sum 

of the tax coefficients in the wage and interest rate specifications to equal one.  The specification 

explaining wages and the specification explaining interest rates are not therefore separate 

regressions but instead components of a single regression.  The estimated 0.6943 coefficient 

estimated in the first regression implies that higher tax rates are associated with lower wages, 

since 69 percent of the total tax burden is borne by labor.  The corresponding 0.3057 coefficient 

carries the mirror image implication that 31 percent of the total burden is borne by capital.  The 

estimated interest rate effect does not differ significantly from zero, but does differ significantly 

from one, which is consistent with (indeed, implied by) the statistical significance of the 

estimated wage effect reported in column one. 

The second system of equations adds explanatory variables to the wage and interest rate 

specifications.  Specifically, the wage specification now includes the Barro-Lee measure of 

workforce education, and the interest rate specification now includes measures of creditor rights 

and local inflation.  Since the regression requires information on all of these variables for any 

                                                 
5 Desai, Foley and Hines (2004) also report that higher corporate income tax rates are associated with lower interest 
rates in their affiliate-level specifications that control for various firm and affiliate attributes, a finding that is 
consistent with the results reported in section 4. 

Page 64



 13

country included in the sample, the sample size falls from 52 observations for the regression 

reported in columns one and two to just 41 observations.  Workforce schooling has a large and 

statistically significant effect on wages, the 0.2056 coefficient reported in column three implying 

that each additional year of  education increases employment compensation by about 20%.  The 

creditor rights and inflation variables appear to have only insignificant effects on reported 

interest rates. 

The inclusion of additional explanatory variables and restriction of the sample size 

together reduces the magnitude of the estimated tax coefficient in the wage specification to 

0.4839.  There is a corresponding rise in the tax coefficient in the interest rate specification to 

0.5161.  Hence from these coefficients it appears that roughly half of the burden of corporate 

taxation is borne by labor in the form of reduced wages, and half by capital in the form of 

reduced returns. 

In order to consider the dependence of these results to the use of 2004 data, Panels A, B, 

and C of Table 3 repeat these regressions for cross sections of data covering 1999, 1994, and 

1989.  The results are broadly consistent with those reported in Table 2, though the estimated 

burden on labor tends to be somewhat higher in these regressions than in the regressions reported 

in Table 2.  For example, regression (4) in Panel B of Table 3 reports estimated coefficients from 

a regression explaining 1994 wages and interest rates as functions of local tax rates, worker 

education, creditor rights and inflation.  The estimated 0.7456 coefficient implies that three 

quarters of the burden of corporate taxation is borne by labor, with the remaining 25 percent 

borne by capital.  This estimated labor share is significantly different from zero, but not 

statistically different from one, implying that these results do not rule out the possibility that 

labor bears 100 percent of the burden of corporate taxation, whereas they are inconsistent with 

labor bearing none of the burden.  

4.2. Panel evidence 

Table 4 presents estimated coefficients from regressions using data from all four 

benchmark survey years, 1989, 1994, 1999, and 2004.  The estimated 0.7118 coefficient 

obtained from the first seemingly unrelated regression implies that 71 percent of the burden of 

corporate taxation is borne by labor, with the remaining 29 percent borne by capital.  The 
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relatively small standard error suggests that it is possible to reject that the labor share of the tax 

burden is either zero or 100 percent. 

The second pair of specifications repeats this analysis but adds education, creditor rights, 

and inflation as controls.  The need to incorporate this information reduces the sample size.  The 

estimated labor share falls in these regressions, the 0.6152 coefficient in column three implying 

that 62 percent of the burden of corporate taxes is borne by labor, again with a small enough 

standard error that it is possible to reject that the labor share is either zero or 100 percent. 

The third seemingly unrelated system of equations omits the control variables but 

introduces country fixed effects, thereby estimating tax effects from changes in corporate tax 

rates between benchmark survey years.  This approach implicitly controls for country attributes 

that do not change over the 1989-2004 period.  The 0.5665 coefficient in column five implies 

that labor bears 57 percent of the burden of corporate taxes.  Together with the small associated 

standard error, this coefficient implies that it is possible to reject that labor’s share of the total tax 

burden is outside the range of 40-74 percent. 

Finally, the fourth pair of specifications presented in Table 4 adds country fixed effects to 

the second pair of specifications.  The results of this regression suggest that labor bears a 

somewhat smaller share of the total corporate tax burden than does the third regression.  The 

0.4469 coefficient in column seven implies that labor bears 45 percent of the total tax burden, the 

remaining 55 percent falling on capital. 

The regressions reported in Table 4 include specifications that interact local tax rates with 

measured values of s*, a function of aggregate shares of labor compensation in total returns.  

Since the sample mean value of s is 0.4823, it does little injustice to the data simply to fix the 

value of s* at unity, thereby effectively removing this interaction from the tax term on the right 

side of the wage specifications.  Table 5 reports results from estimating the same regressions as 

those reported in Table 4, but imposing that s* = 1. 

The estimated coefficients reported in Table 5 are similar to those reported in Table 4, the 

primary difference being that the estimated labor share of the total tax burden is somewhat 

higher in the specifications in Table 5.  For example, the 0.7521 coefficient estimated from the 
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first regression implies that labor bears three quarters of the total burden of corporate taxes, 

which compares to the 0.7118 coefficient reported for the analogous regression in Table 4.  The 

differences between the results in these two tables are the greatest for the third and fourth 

regressions, reported in columns 5-8, that include country fixed effects.  Thus, the 0.7326 

coefficient estimated from the third regression presented in Table 5 implies that labor bears 73 

percent of the corporate tax burden, whereas the corresponding 0.5665 coefficient in Table 4 

implies that labor bears only 57 percent of the burden.  Similarly, the 0.5889 coefficient 

estimated from the fourth regression presented in column 8 of Table 5 suggests a notably larger 

labor share of total burdens than does the corresponding 0.4469 coefficient in Table 4.  It is clear, 

therefore, that time-varying labor shares of total output are not responsible for the significant 

labor shares of total tax burdens implied by the results reported in Table 4.  It is also the case 

that, at least in these specifications, treating labor shares in an arbitrary manner by imposing a 

value that removes the labor share variable from the estimation has the effect of increasing the 

estimated fraction of the tax burden borne by labor. 

5. Interpretation   

 This section considers two issues that arise in interpreting the empirical results.  The first 

of these issues is the consistency of the empirical estimates with the theoretical literature that 

emphasizes perfect international capital mobility.  The second issue is the extent to which it is 

appropriate to draw broad economic conclusions from an analysis based on data drawn from 

American multinational firms.   

5.1. Local effects and spillover effects 

Do the regression estimates presented above capture the entire distributional 

consequences of corporate tax changes?  These cross sectional and panel regressions provide 

estimates of the average effect of tax differences on after-tax returns to local factors.  As 

emphasized in the Randolph (2006) application of the Kotlikoff and Summers (1987a) 

framework, a corporate tax change in one country typically affects wages and rates of return to 

capital in all other countries.  As such, the statistical evidence presented in section four does not 

identify all of the distributional effects of a country’s corporate tax rate.  The evidence instead 

isolates any effect of international differences in corporate tax rates on differences in factor 
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returns, not incorporating any distributional impact that average corporate tax rate levels may 

have. 

If the assumption of perfect capital mobility embodied in the Randolph (2006) and 

Kotlikoff and Summers (1987a) approach were correct, then regressions such as those presented 

in section four would show that borrowing rates are unrelated to corporate income tax rates.  

Nonetheless, Randolph’s model implies that roughly 30 percent of the burden of U.S. corporate 

income taxes is borne by U.S. capital.  This burden arises because, with a fixed worldwide 

capital stock, worldwide capital bears 100 percent of the burden of U.S. corporate taxation and 

the U.S. comprises 30 percent of the worldwide capital stock.  Consequently, these models imply 

that the worldwide rate of return to capital varies year by year according to how heavily the 

whole world taxes corporate income.  Regressions, however, do not pick up this effect as they 

are based on comparing rates of return between countries in the same year. 

How should one interpret the findings in section four in light of the effects of average 

world tax rates identified in the work of Kotlikoff and Summers (1987a), and applied in the 

Randolph (2006) model?  From the standpoint of a small open economy, the cross sectional 

results likely identify the full burden of the corporate tax, given that spillover effects from a 

small open economy to the rest of the world, and thereby back to the small country, are apt to be 

tiny.  For a large open economy such as the United States, corporate tax changes have the 

potential to have sizable spillover effects on world interest rates and wages that are not captured 

in the empirical estimates provided in this paper.   

It is difficult to combine the effects of average world tax rates with cross-sectional 

estimates to project the distributional impact of corporate tax changes in large countries.  Simply 

adding empirical estimates of within-country effects of corporate tax changes and the numerical 

simulations from Randolph’s model for spillover effects would be incorrect.  Indeed, the 

evidence that interest rates vary with corporate income tax rates, for example, is inconsistent 

with assumptions underlying the Randolph model, instead being consistent with a framework in 

which there is imperfect international capital mobility, at least in the short run.  Furthermore, the 

strong and untested assumption of Randolph’s model that the total world capital supply is 

unaffected by after-tax returns is responsible for at least some of the model’s stark conclusions.  
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While some of the implications of average world corporate tax rates highlighted by Randolph’s 

calculations certainly should be incorporated in a complete assessment of the effects of a U.S. 

corporate tax reform, in the absence of empirical evidence it is difficult to know exactly to what 

extent it is necessary to modify conclusions that can be drawn from cross-sectional evidence. 

5.2. Multinational firms and national economies 

 If the activities of American multinational firms operating abroad were perfectly 

representative of their host economies, then estimating the relationship between taxes, wages and 

returns to capital in the manner employed in section four would constitute a straightforward 

application of the framework sketched in section three.  In reality, available evidence on the 

activities of multinational firms suggests that multinational firms differ in important dimensions 

from local firms.  For example, there is a consensus that wages paid by multinational firms 

exceed those paid by local firms.6  Such differences, while well-established, need not influence 

the interpretation of the empirical results if multinational firms pay wages that exceed prevailing 

local wages by percentages that are not influenced by corporate tax rates.  Similarly, while 

foreign investors may confront borrowing costs that differ from those facing local firms, the use 

of interest rates paid by multinational firms as indicators of local capital returns produces valid 

inferences as long as the ratio of these two borrowing costs is not itself influenced by corporate 

tax rates. 

 These considerations and others suggest that it would be worthwhile to estimate the 

extent to which corporate taxes affect wages and capital returns in a simultaneous system using 

data that cover more than the foreign operations of American multinational firms.  One 

formidable challenge facing such an estimation is the compilation of consistent data for a large 

enough number of countries to provide statistical reliability for the results.  While there is good 

reasons to expect that conclusions drawn from the environment facing American firms are likely 

to apply to entire economies, this is a proposition that might well benefit from further empirical 

exploration. 

                                                 
6 The wage premium paid by the foreign affiliates of multinational firms reflects the greater than average skills of 
the labor force they employ, rather than a tendency to assign some home country workers to foreign locations.  U.S. 
citizens represented less than 0.3 percent of the employees of foreign affiliates of American multinational firms in 
1999, far too small a fraction to influence average wages significantly.  
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6. Conclusion 

Who bears the burden of corporate taxes in modern open economies?  Economic theory 

points to a range of possibilities.  While the available theory does not identify specific answers, it 

does suggest a worthwhile empirical framework that can be used to estimate the distribution of 

corporate tax burdens.  Applying this framework to data on American multinational firms that 

operate around the world produces estimates that imply that the burden of corporate taxation is 

borne by labor to a significant degree.  These estimates evaluate the extent to which differences 

in corporate tax rates are associated with differences in after-tax returns to capital and labor, 

likely capturing the full burden of corporate taxes in small economies and most if not close to all 

of the distributional effects of corporate taxes in large economies.   

It is possible to bring both more evidence and sharper theory to bear on the question of 

the distributional impact of corporate taxation.  The use of aggregate national data collected on a 

consistent basis for a large number of countries has the potential to enlighten our understanding 

of the workings of corporate taxation on parts of economies that are less influenced by foreign 

direct investment.  Tax incidence theory might usefully distinguish the effects of tax rates and 

tax bases, the treatment of individual industries and sectors, and other realistic features of 

corporate taxation that could be incorporated in future empirical work.  For all that remains to be 

done, however, it is a mistake to overlook the evidence before us, in which it appears that the 

burden of corporate taxation is not, as some have thought, entirely borne by owners of 

corporations or owners of capital, but instead shared between labor and capital.         
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Mean Median
Standard 
Deviation

LN (Wage) 3.0984 3.2091 0.7365

LN (Interest Rate) -3.6777 -3.6379 0.7374

s 0.4823 0.4931 0.0584

LN (1-Tax Rate) -0.3744 -0.2971 0.3793

((1-s )/s ) * LN (1-Tax Rate) -0.3989 -0.3118 0.3893

Workforce Schooling 7.6838 7.8930 2.2323

Creditor Rights 2.0695 2.0000 1.1362

LN (Inflation) -2.9234 -2.8895 1.3894

Table 1
Descriptive Statistics

Notes: LN (Wage) is the natural log of employment compensation per employee as measured in the BEA data.  
LN (Interest Rate) is the natural log of the ratio of interest payment to current liabilities and long term debt, 
computed using BEA data.  Tax Rates are imputed from the BEA data by taking the ratio of foreign income taxes 
paid to the sum of foreign income taxes paid and net income.  S is the ratio of employment compensation to the 
sum of employment compensation, net income, foreign income taxes, and depreciation and it is calculated at the 
annual level using aggregate worldwide BEA data.  Workforce Schooling is the average schooling years in the 
population over 25 years old provided in Barro and Lee (2000).  Creditor Rights is an index of the strength of 
creditor rights developed in Djankov, McLiesh, and Shleifer (2005); higher levels of the measure indicate 
stronger legal protections.  LN (Inflation) is the natural log of the rate of inflation as measured using GDP 
deflator data drawn from the World Development Indicators.
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Dependent Variable: LN (Wage) LN (Interest 
Rate) LN (Wage) LN (Interest 

Rate)

Constant 3.6416 -3.8137 1.8783 -3.7709
(0.1271) (0.1053) (0.3108) (0.3406)

((1-s )/s ) * LN (1-Tax Rate) 0.6943 0.4839
(0.2047) (0.1847)

LN (1-Tax Rate) 0.3057 0.5161
(0.2047) (0.1847)

Workforce Schooling 0.2056
(0.0363)

Creditor Rights 0.0442
(0.0725)

LN (Inflation) -0.0154
(0.0914)

No. of Obs.
Log Likelihood

Notes: This table presents the results of constrained, seemingly unrelated regressions using 2004 data.  LN (Wage) is 
the natural log of employment compensation per employee as measured in the BEA data.  LN (Interest Rate) is the 
natural log of the ratio of interest payment to current liabilities and long term debt, computed using BEA data.  Tax 
Rates are imputed from the BEA data by taxing the ratio of foreign income taxes paid to the sum of foreign income 
taxes paid and net income.  s  is the ratio of employment compensation to the sum of employment compensation, net 
income, foreign income taxes, and depreciation and it is calculated at the annual level using aggregate worldwide 
BEA data.  Workforce Schooling is the average schooling years in the population over 25 years old provided in 
Barro and Lee (2000).  Creditor Rights is an index of the strength of creditor rights developed in Djankov, McLiesh, 
and Shleifer (2005); higher levels of the measure indicate stronger legal protections.  LN (Inflation) is the natural log 
of the rate of inflation as measured, using GDP deflator data drawn from the World Development Indicators.

2004 Cross-Sectional Constrained Seemingly Unrelated Regressions

Table 2

-103 -61

(1) (2)

52 41
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Dependent Variable: LN 
(Wage)

LN 
(Interest 

Rate)

LN 
(Wage)

LN 
(Interest 

Rate)

LN 
(Wage)

LN 
(Interest 

Rate)

LN 
(Wage)

LN 
(Interest 

Rate)

Constant 3.3823 -3.5698 1.8567 -2.8089 2.3000 -3.0667 1.3252 -2.8009
(0.0661) (0.0648) (0.1762) (0.1341) (0.3282) (0.5003) (0.3080) (0.2974)

0.7118 0.6152 0.5665 0.4469
(0.1002) (0.0909) (0.0843) (0.0734)

0.2882 0.3848 0.4335 0.5531
(0.1002) (0.0909) (0.0843) (0.0734)

0.1878 0.3182
(0.0212) (0.0499)

0.0274 0.1407
(0.0416) (0.1438)

LN (Inflation) 0.2206 0.2340
(0.0338) (0.0369)

Country Fixed Effects?
No. of Obs.
Log Likelihood

(4)

204 153 204 153
N N Y Y

Creditor Rights

(1) (2) (3)

Notes: This table presents the results of constrained seemingly unrelated regressions using pooled data from 2004, 1999, 1994, and 1989.  
LN (Wage) is the natural log of employment compensation per employee as measured in the BEA data.  LN (Interest Rate) is the natural log 
of the ratio of interest payment to current liabilities and long term debt, computed using BEA data.  Tax Rates are imputed from the BEA 
data by taxing the ratio of foreign income taxes paid to the sum of foreign income taxes paid and net income.  s is the ratio of employment 
compensation to the sum of employment compensation, net income, foreign income taxes, and depreciation, calculated at the annual level 
using aggregate worldwide BEA data.  Workforce Schooling is the average schooling years in the population over 25 years old provided in 
Barro and Lee (2000).  Creditor Rights is an index of the strength of creditor rights developed in Djankov, McLiesh, and Shleifer (2005); 
higher levels of the measure indicate stronger legal protections.  LN (Inflation) is the natural log of the rate of inflation as measured using 
GDP deflator data drawn from the World Development Indicators.

Panel Analysis: 1989, 1994, 1999, and 2004

Table 4

-463 -272 -178 -85

((1-s )/s ) * LN (1-Tax 
Rate)

LN (1-Tax Rate)

Workforce Schooling
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Dependent Variable: LN 
(Wage)

LN 
(Interest 

Rate)

LN 
(Wage)

LN 
(Interest 

Rate)

LN 
(Wage)

LN 
(Interest 

Rate)

LN 
(Wage)

LN 
(Interest 

Rate)

Constant 3.3800 -3.5849 1.9249 -2.8496 2.3131 -3.6142 1.5434 -2.8682
(0.0644) (0.0647) (0.1760) (0.1320) (0.3088) (0.4615) (0.3006) (0.2879)

0.7521 0.6989 0.7326 0.5889
(0.1006) (0.0924) (0.0825) (0.0748)

0.2479 0.3011 0.2674 0.4111
(0.1006) (0.0924) (0.0825) (0.0748)

0.1805 0.2660
(0.0212) (0.0494)

0.0277 0.1220
(0.0407) (0.1392)

LN (Inflation) 0.2179 0.2330
(0.0332) (0.0358)

Country Fixed Effects?
No. of Obs.
Log Likelihood

Notes: This table presents the results of constrained seemingly unrelated regressions using pooled data from 2004, 1999, 1994, and 1989.  In 
these regressions, the value of the labor share, s , is fixed at 0.5.  LN (Wage) is the natural log of employment compensation per employee as 
measured in the BEA data.  LN (Interest Rate) is the natural log of the ratio of interest payment to current liabilities and long term debt, 
computed using BEA data.  Tax Rates are imputed from the BEA data by taxing the ratio of foreign income taxes paid to the sum of foreign 
income taxes paid and net income. Workforce Schooling is the average schooling years in the population over 25 years old provided in 
Barro and Lee (2000).  Creditor Rights is an index of the strength of creditor rights developed in Djankov, McLiesh, and Shleifer (2005); 
higher levels of the measure indicate stronger legal protections.  LN (Inflation) is the natural log of the rate of inflation as measured using 
GDP deflator data drawn from the World Development Indicators.

Panel Analysis with Fixed Values for the Labor Share

Table 5

-461 -268 -167 -76

((1-s )/s ) * LN (1-Tax 
Rate)

LN (1-Tax Rate)

Workforce Schooling

Creditor Rights

(1) (2) (3) (4)

204 153 204 153
N N Y Y
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er
e 

ar
e 

m
an

y
ex

 a
nt

e 
re

as
on

s 
to

 e
xp

ec
t 

th
at

 t
he

 l
in

ka
ge

s

be
tw

ee
n 

ca
pi

ta
l 

ta
xa

tio
n 

an
d 

th
e 

w
el

fa
re

 o
f 

w
or

ke
rs

 c
ou

ld
 b

e 
si

gn
ifi

ca
nt

. R
el

yi
ng

, f
or

ex
am

pl
e,

 o
n 

th
e 

So
lo

w
 m

od
el

 w
ith

 a
 C

ob
b-

D
ou

gl
as

 p
ro

du
ct

io
n 

fu
nc

tio
n 

w
ith

 l
ab

or
-

au
gm

en
tin

g 
te

ch
no

lo
gy

: 

Y 
= 

F(
K

,L
)=

K
 (A

L)
 (1

-
)

Th
e 

w
ag

e 
eq

ua
tio

n 
is

: 

k
A

LK
A

LY
w

1
1

)
1(

)
1(

w
he

re
k 

is
 th

e 
ca

pi
ta

l s
to

ck
 p

er
 w

or
ke

r a
nd

 A
 is

 th
e 

le
ve

l o
f t

ec
hn

ol
og

y.
 T

he
 m

or
e 

ca
pi

ta
l 

pe
r 

w
or

ke
r 

(th
e 

gr
ea

te
r 

th
e 

va
lu

e 
of

 k
), 

th
e 

gr
ea

te
r 

th
e 

w
ag

e 
is

. 
Th

er
ef

or
e,

 a
 l

ow
er

 

co
rp

or
at

e 
ta

x 
m

ay
 le

ad
 to

 a
 la

rg
er

 c
ap

ita
ls

to
ck

, w
hi

ch
 m

ay
 b

en
ef

it 
th

os
e 

pe
op

le
 a

t t
he

lo
w

er
 e

nd
 o

f t
he

 in
co

m
e 

di
st

rib
ut

io
n,

 w
ho

 o
nl

y 
ea

rn
 la

bo
r i

nc
om

e.

5

Th
e 

ef
fe

ct
 m

ig
ht

 b
e 

im
m

ed
ia

te
 if

 th
er

e 
w

er
e 

no
 c

ap
ita

l a
dj

us
tm

en
t c

os
ts

, b
ut

 th
es

e

ar
e 

lik
el

y 
to

 b
e 

im
po

rta
nt

 in
 p

ra
ct

ic
e.

  
It 

is
 n

ot
 p

la
us

ib
le

, h
ow

ev
er

, t
ha

t e
no

ug
h 

ca
pi

ta
l

co
ul

d 
flo

w
 in

to
 a

 c
ou

nt
ry

 in
 a

 s
in

gl
e 

ye
ar

 to
 d

ra
m

at
ic

al
ly

 a
lte

r 
th

e 
m

ar
gi

na
l p

ro
du

ct
 o

f 

la
bo

r, 
al

th
ou

gh
 th

e 
ef

fe
ct

 c
ou

ld
 b

e 
qu

ite
 la

rg
e 

in
 a

 v
er

y 
sm

al
l a

nd
 u

nd
ev

el
op

ed
 c

ou
nt

ry
. 

A
cc

or
di

ng
ly

, w
e 

w
ill

 lo
ok

 fo
r t

he
se

 e
ff

ec
ts

 o
ve

r l
on

ge
r t

im
e 

ho
riz

on
s, 

gi
vi

ng
 th

e 
ca

pi
ta

l

st
oc

k 
tim

e 
to

 a
dj

us
t t

o 
th

e 
lo

w
er

 ta
x 

ra
te

s. 

Th
es

e 
lin

ka
ge

s c
an

, i
n 

th
eo

ry
, b

e 
qu

ite
 si

gn
ifi

ca
nt

, a
nd

 c
an

 le
ad

 to
 c

ou
nt

er
in

tu
iti

ve
 

re
su

lts
.  

M
an

ki
w

 (2
00

1)
, f

or
 e

xa
m

pl
e,

 d
ev

el
op

s 
a 

si
m

pl
e 

m
od

el
 w

he
re

in
 a

 u
ni

on
 th

at
 c

an
 

di
ct

at
or

ia
lly

 s
et

 ta
xe

s 
on

 c
ap

ita
l a

nd
 la

bo
r c

ho
os

es
 o

pt
im

al
ly

 to
 s

et
 th

e 
ca

pi
ta

l t
ax

 to
 z

er
o,

 

ev
en

 t
ho

ug
h 

its
 o

bj
ec

tiv
e 

is
 s

im
pl

y 
th

e 
m

ax
im

iz
at

io
n 

of
 w

ag
es

. 
In

 M
an

ki
w

’s
 (

20
01

) 

m
od

el
, t

he
re

 a
re

 tw
o 

di
st

in
ct

 ty
pe

s 
of

 a
ge

nt
s:

 w
or

ke
rs

 a
nd

 c
ap

ita
lis

ts
, a

nd
 tw

o 
ty

pe
s 

of

ta
xe

s:
 c

ap
ita

l 
ta

xe
s 

an
d 

la
bo

r 
ta

xe
s. 

Si
nc

e 
w

or
ke

rs
 o

ut
nu

m
be

r 
ca

pi
ta

lis
ts

, 
an

d 
th

e 

hy
po

th
es

iz
ed

 e
co

no
m

y 
is

 a
 d

em
oc

ra
cy

, 
w

or
ke

rs
 e

ff
ec

tiv
el

y 
ge

t 
to

 d
ic

ta
te

 t
he

 t
ax

 o
n 

ca
pi

ta
l a

nd
 la

bo
r t

o 
m

ax
im

iz
e 

th
ei

r o
w

n 
w

el
fa

re
. M

an
ki

w
 s

ho
w

s 
th

at
 e

ve
n 

in
 th

is
 c

on
te

xt

w
or

ke
rs

 w
ou

ld
 o

pt
im

al
ly

 c
ho

os
e 

to
 s

et
 t

he
 c

ap
ita

l 
ta

x 
to

 z
er

o.
 T

he
 i

nt
ui

tio
n 

is
 t

ha
t 

w
or

ke
rs

 w
ou

ld
 b

e 
be

tte
r o

ff
 w

ith
 a

 h
ig

he
r c

ap
ita

l s
to

ck
, s

in
ce

 th
at

 w
ou

ld
 in

cr
ea

se
 w

or
ke

r 

pr
od

uc
tiv

ity
 a

nd
 f

ee
d 

th
ro

ug
h 

to
 w

ag
es

. 
Th

e 
th

eo
re

tic
al

 c
as

e 
fo

r 
ze

ro
 c

ap
ita

l 
ta

xe
s 

is
 

ex
pl

or
ed

 in
 g

re
at

 d
et

ai
l i

n 
tw

o 
re

ce
nt

 re
vi

ew
s (

A
ue

rb
ac

h 
an

d 
H

in
es

, 2
00

1;
 Ju

dd
 2

00
1)

.

O
f c

ou
rs

e,
 th

e 
lin

k 
w

ou
ld

 n
ot

 b
e 

in
te

re
st

in
g 

if 
ca

pi
ta

l f
lo

w
s 

w
er

e 
un

re
sp

on
si

ve
 to

 

ta
x 

va
ria

bl
es

, b
ut

 th
e 

op
po

si
te

 a
pp

ea
rs

 to
 b

e 
th

e 
ca

se
. I

nd
ee

d,
 a

s 
m

en
tio

ne
d 

ea
rli

er
, t

he
re

 

ar
e 

nu
m

er
ou

s 
st

ud
ie

s 
lin

ki
ng

 c
or

po
ra

te
 ta

x 
ra

te
s 

to
 in

ve
st

m
en

t l
ev

el
s, 

bo
th

 a
t a

 d
om

es
tic

an
d 

at
 a

n 
in

te
rn

at
io

na
l l

ev
el

. T
he

 e
m

pi
ric

al
 li

te
ra

tu
re

 d
is

cu
ss

ed
 in

 H
as

se
tt 

an
d 

H
ub

ba
rd 6
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(2
00

2)
, h

as
 g

en
er

al
ly

 f
ou

nd
 th

at
 e

ff
ec

tiv
e 

m
ar

gi
na

l t
ax

 r
at

es
 s

ig
ni

fic
an

tly
 im

pa
ct

 c
ap

ita
l 

fo
rm

at
io

n. In
 a

dd
iti

on
, 

re
la

tiv
e 

tre
at

m
en

t 
ac

ro
ss

 c
ou

nt
rie

s 
ch

an
ge

s 
si

gn
ifi

ca
nt

ly
 o

ve
r 

tim
e.

A
fte

r l
ar

ge
 re

du
ct

io
ns

 in
 s

ta
tu

to
ry

 c
or

po
ra

te
 ta

x 
ra

te
s 

by
 Ir

el
an

d,
 U

K
 a

nd
 U

SA
 in

 th
e 

m
id

19
80

’s
, 

ot
he

r 
O

EC
D

 c
ou

nt
rie

s 
al

so
 c

ut
 t

he
ir 

ra
te

s 
pe

rh
ap

s 
ou

t 
of

 a
 c

on
ce

rn
 t

ha
t 

th
ey

 

w
ou

ld
 lo

se
 in

ve
st

m
en

ts
.2  T

he
 in

te
rn

at
io

na
l t

ax
 li

te
ra

tu
re

, r
ec

en
tly

 s
um

m
ar

iz
ed

 b
y 

G
or

do
n

an
d 

H
in

es
 (2

00
2)

 a
nd

 D
ev

er
eu

x 
an

d 
G

rif
fit

hs
 (2

00
2)

 fi
nd

s 
th

at
 m

ob
ile

 c
ap

ita
l m

ay
 o

fte
n 

flo
w

 to
 lo

w
 ta

x 
ju

ris
di

ct
io

ns
. C

ro
ss

-s
ec

tio
na

l s
tu

di
es

 s
uc

h 
as

 G
ru

be
rt 

an
d 

M
ut

ti 
(1

99
1)

 

an
d 

H
in

es
 a

nd
 R

ic
e 

(1
99

4)
 e

st
im

at
e 

th
e 

ef
fe

ct
 o

f n
at

io
na

l t
ax

 ra
te

s 
on

 th
e 

di
st

rib
ut

io
n 

of
 

ag
gr

eg
at

e 
A

m
er

ic
an

-o
w

ne
d 

pr
op

er
ty

, 
pl

an
t 

an
d 

eq
ui

pm
en

t 
in

 1
98

2.
 T

he
y 

re
po

rt 
a 

ne
ga

tiv
e 

el
as

tic
ity

 w
ith

 r
es

pe
ct

 t
o 

lo
ca

l 
ta

x 
ra

te
s. 

If
 t

he
re

 i
s 

a 
dr

op
 i

n 
in

ve
st

m
en

t 
in

 

re
la

tiv
el

y 
hi

gh
-ta

x 
co

un
tri

es
, t

hi
s w

ou
ld

 re
du

ce
 th

e 
am

ou
nt

 o
f c

ap
ita

l a
va

ila
bl

e 
to

 w
or

ke
rs

an
d 

th
us

 r
ed

uc
e 

re
al

 w
ag

es
 in

 th
at

 c
ou

nt
ry

. H
en

ce
 if

 ta
x 

co
m

pe
tit

io
n 

is
 p

re
va

le
nt

, t
he

n 

in
ve

st
m

en
t m

ay
 n

ot
 o

nl
y 

be
 in

flu
en

ce
d 

by
 th

e 
le

ve
l  o

f r
at

es
 b

ut
 a

ls
o 

by
 re

la
tiv

e 
ra

te
s.

To
 m

ov
e 

to
 a

n 
em

pi
ric

al
 m

od
el

 o
f w

ag
es

, o
ne

 n
ee

ds
 to

 m
od

el
 th

e 
lin

ka
ge

 b
et

w
ee

n 

sp
ec

ifi
c 

co
rp

or
at

e 
ta

x 
va

ria
bl

es
 a

nd
 c

ap
ita

l 
fo

rm
at

io
n.

 T
he

 l
ite

ra
tu

re
 s

ug
ge

st
s 

th
at

 

m
ar

gi
na

l 
ta

x 
ra

te
s 

m
ay

 n
ot

 b
e 

th
e 

on
ly

 r
el

ev
an

t 
va

ria
bl

e.
 C

or
po

ra
te

 i
nc

om
e 

ta
xe

s 
m

ay

al
so

 d
is

to
rt 

th
e 

in
ce

nt
iv

es
 f

or
 i

nt
er

na
tio

na
l 

in
ve

st
m

en
t 

an
d 

cr
ea

te
 o

pp
or

tu
ni

tie
s 

fo
r 

in
te

rn
at

io
na

l 
ta

x 
pl

an
ni

ng
. 

If
 f

irm
s 

lo
ca

te
 p

la
nt

s 
in

 l
ow

-ta
x 

ju
ris

di
ct

io
ns

, 
an

d 
pl

an
t 

lo
ca

tio
n 

is
 th

e 
de

ci
si

on
 a

t t
he

 m
ar

gi
n,

 th
en

 a
ve

ra
ge

 ta
x 

ra
te

s 
m

ay
 p

la
y 

an
 im

po
rta

nt
 ro

le
 

in
 d

et
er

m
in

in
g 

in
te

rn
at

io
na

l 
ca

pi
ta

l 
flo

w
s, 

an
d 

w
ag

es
. 

D
ev

er
eu

x 
an

d 
G

rif
fit

hs
 (

19
98

) 

co
nc

lu
de

s 
th

at
 t

he
 e

ff
ec

tiv
e 

av
er

ag
e 

ta
x 

ra
te

 p
la

y 
an

 i
m

po
rta

nt
 r

ol
e 

in
 t

he
 c

ho
ic

e 
of

 

2  “
C

or
po

ra
te

In
co

m
e 

Ta
x 

R
at

es
: I

nt
er

na
tio

na
l C

om
pa

ris
on

s”
, N

ov
em

be
r 2

00
5,

 C
B

O

7

in
ve

st
m

en
t 

lo
ca

tio
n 

w
ith

in
 E

ur
op

e.
 H

ow
ev

er
, 

th
ey

 d
o 

no
t 

fin
d 

a 
si

gn
ifi

ca
nt

 r
ol

e 
fo

r 

ef
fe

ct
iv

e 
m

ar
gi

na
l t

ax
 ra

te
s.

Ta
bl

es
 2

 a
nd

 3
 r

ep
or

t 
th

e 
to

p 
st

at
ut

or
y 

co
rp

or
at

e 
ta

x 
ra

te
s, 

an
d 

av
er

ag
e 

ho
ur

ly
 

w
ag

e 
ra

te
s, 

fo
r a

 s
ub

se
t o

f t
he

 c
ou

nt
rie

s 
in

 o
ur

 s
am

pl
e.

 T
he

re
 is

 c
on

si
de

ra
bl

e 
va

ria
tio

n 
in

 

co
rp

or
at

e 
ta

x 
ra

te
s 

ac
ro

ss
 c

ou
nt

rie
s. 

Fo
r e

xa
m

pl
e,

 in
 1

98
1,

 A
us

tra
lia

 h
ad

 a
 to

p 
co

rp
or

at
e 

ta
x 

ra
te

 o
f 

45
 p

er
ce

nt
, w

hi
le

 B
ol

iv
ia

’s
 h

ig
he

st
 r

at
e 

w
as

 3
0 

pe
rc

en
t. 

A
ls

o,
 th

er
e 

ha
s 

be
en

 

co
ns

id
er

ab
le

 v
ar

ia
tio

n 
in

 c
or

po
ra

te
 ta

x 
ra

te
s 

ov
er

 ti
m

e;
 c

or
po

ra
te

 ta
x 

ra
te

s 
ha

ve
 te

nd
ed

 to
 

de
cl

in
e 

ov
er

 th
e 

la
st

 tw
en

ty
 y

ea
rs

.  
Fo

ri
ns

ta
nc

e,
 a

m
on

g 
th

e 
O

EC
D

 e
co

no
m

ie
s, 

A
us

tra
lia

ex
pe

rie
nc

ed
 a

 d
ec

lin
e 

in
 c

or
po

ra
te

 t
ax

 r
at

es
 f

ro
m

 4
6 

pe
rc

en
t 

in
 1

98
5 

to
 3

0 
pe

rc
en

t 
in

 

20
01

. 
O

ve
r 

th
e 

sa
m

e 
pe

rio
d,

 a
m

on
g 

no
n-

O
EC

D
 e

co
no

m
ie

s, 
C

hi
le

 e
xp

er
ie

nc
ed

 a
 d

ro
p 

fr
om

 4
6 

pe
rc

en
t t

o 
16

 p
er

ce
nt

. T
he

se
 m

ov
em

en
ts

 a
re

 a
ls

o 
ap

pa
re

nt
 in

 e
ff

ec
tiv

e 
av

er
ag

e 

an
d 

ef
fe

ct
iv

e 
m

ar
gi

na
l t

ax
 ra

te
s (

Fi
gu

re
 1

).3

A
t t

he
 s

am
e 

tim
e,

 a
ve

ra
ge

 h
ou

rly
 w

ag
e 

ra
te

s, 
w

hi
ch

 a
re

 a
ff

ec
te

d 
by

 m
an

y 
th

in
gs

 

in
 a

dd
iti

on
 to

 ta
x 

ra
te

s, 
ha

ve
 g

en
er

al
ly

 in
cr

ea
se

d 
ov

er
 ti

m
e 

fo
r m

os
t c

ou
nt

rie
s 

(F
ig

ur
e 

2)
. 

In
 A

us
tra

lia
, t

he
 a

ve
ra

ge
 d

ol
la

r w
ag

e 
pe

r h
ou

r w
en

t u
p 

by
 1

7.
5 

pe
rc

en
t o

ve
r t

hi
s 

pe
rio

d,
 

w
hi

le
 i

n 
C

hi
le

, 
th

e 
co

rr
es

po
nd

in
g 

in
cr

ea
se

 w
as

 1
8.

75
 p

er
ce

nt
. 

Fi
gu

re
 2

 a
ls

o 
sh

ow
s 

a 

do
w

nw
ar

d 
tre

nd
 in

 a
ve

ra
ge

 p
er

so
na

l i
nc

om
e 

ta
x 

ra
te

s. 
Th

e 
de

cl
in

e 
ha

s 
be

en
 s

te
ep

er
 f

or
 

th
e 

O
EC

D
 e

co
no

m
ie

s, 
bu

t t
he

 O
EC

D
 e

co
no

m
ie

s, 
on

 a
ve

ra
ge

, e
xp

er
ie

nc
ed

 h
ig

he
r r

at
es

 o
f 

pe
rs

on
al

 ta
xa

tio
n 

th
an

 n
on

-O
EC

D
 e

co
no

m
ie

s.

To
 d

at
e,

 s
tu

di
es

 s
ee

ki
ng

 t
o 

ex
pl

ai
n 

th
e 

cr
os

s-
co

un
try

 v
ar

ia
tio

n 
in

 w
ag

e 
gr

ow
th

 

ha
ve

 n
ot

 fo
cu

se
d 

on
 th

e 
ro

le
 o

f c
ap

ita
l t

ax
at

io
n.

 R
od

rik
 (1

99
9)

 fi
nd

s 
th

at
 th

er
e 

is
 a

 ro
bu

st
 

3  A
n 

ef
fe

ct
iv

e
m

ar
gi

na
l t

ax
 ra

te
 is

 th
e

pe
rc

en
ta

ge
 o

f t
he

 in
co

m
e 

fr
om

 a
 m

ar
gi

na
l i

nv
es

tm
en

t t
ha

t m
us

t b
e 

pa
id

 a
s c

or
po

ra
te

 in
co

m
e 

ta
xe

s. 
Th

es
e

ra
te

s a
re

 a
ff

ec
te

d 
by

ru
le

s f
or

 d
ep

re
ci

at
io

n 
of

 p
ro

du
ct

iv
e 

as
se

ts
 a

nd
ot

he
r f

ea
tu

re
so

f t
he

 ta
x 

co
de

.
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an
d 

st
at

is
tic

al
ly

 s
ig

ni
fic

an
t a

ss
oc

ia
tio

n 
be

tw
ee

n 
th

e 
ex

te
nt

 o
f d

em
oc

ra
cy

 a
nd

 th
e 

le
ve

l o
f 

m
an

uf
ac

tu
rin

g 
w

ag
es
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io
n 
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e 

va
ria

bl
es

 is
 a

va
ila

bl
e 

fr
om

 th
e 

Fr
as

er

In
st

itu
te

’s
 E

co
no

m
ic

 F
re

ed
om

 o
f 

th
e 

W
or

ld
da

ta
se

t a
nd

 th
e 

W
or

ld
 B

an
k 

La
bo

r 
M

ar
ke

t 

D
at

ab
as

e 
(W

B
LM

D
), 

(R
am

a,
 1

99
6)

, r
es

pe
ct

iv
el

y.

Fo
llo

w
in

g 
R

od
rik

 (1
99

9)
, i

de
al

ly
 w

e 
w

ou
ld

 li
ke

 to
 in

cl
ud

e 
bo

th
 th

e 
le

ve
l o

f g
ro

ss

do
m

es
tic

 
pr

od
uc

t 
(G

D
P)

 
pe

r 
ca

pi
ta

 
(a

va
ila

bl
e 

fr
om

 
Pe

nn
 

W
or

ld
 

Ta
bl

es
) 

an
d 

m
an

uf
ac

tu
rin

g 
V

al
ue

 A
dd

ed
 (M

V
A

) p
er

 w
or

ke
r (

co
ns

ta
nt

 d
ol

la
rs

) i
n 

th
e 

sa
m

e 
re

gr
es

si
on

. 

In
 c

as
e 

al
l c

ha
ng

es
 in

 p
ro
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ct
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re
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ot

 c
ap

tu
re

d 
by

 M
V

A
, s

om
e 

sh
ou

ld
 s

ho
w

 in
 th

e 

es
tim

at
ed

 c
oe

ff
ic

ie
nt

 o
n 

ag
gr

eg
at

e 
G

D
P.

 H
ow

ev
er

, o
ur

 m
ea

su
re

 o
f 

M
V

A
 i

s 
no

is
y.

 W
e

ob
ta

in
ed

 M
V

A
 d

at
a 

fr
om

 t
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ee
 s

ou
rc

es
: 

K
ey

 I
nd

ic
at

or
s 

of
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he
 L

ab
or

 M
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ke
t 

(I
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), 

W
B
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D

 (R
am

a,
 1

99
6)

 a
nd

 U
N
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O

. T
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 p
ro

bl
em

w
e 

fa
ce

d 
w

as
 o

ne
 o

f m
is

si
ng
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at

a 
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r 

ou
r s
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e 
of

 c
ou

nt
rie

s a
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ea
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. T
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 IL

O
 d

at
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e 
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s m

or
e 
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fo

rm
at

io
n 
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ta
l V

al
ue

 

A
dd

ed
 a
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os

s 
al

l 
se

ct
or

s, 
ra

th
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 t
ha

n 
V

al
ue

 A
dd

ed
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nl
y 

in
 M

an
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tu

rin
g.

 T
he

 W
or

ld
 

B
an

k 
da

ta
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se
 p

ro
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de
d 
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fo

rm
at

io
n 

fo
r 

se
le
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ed

 c
ou

nt
rie

s 
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pt
il 

19
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w
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U
N
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O

 d
at

ab
as

e 
ag
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n 
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d 
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f m

is
si

ng
 v

al
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s 
fo

r t
he

 c
ou

nt
rie

s 
in
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ur

 s
am

pl
e.

7  T
hu

s 

ou
r b

es
t o

pt
io

n 
w

as
 to

 u
se

 th
e 

IL
O

 to
ta

l V
al

ue
 A

dd
ed

 d
at

a 
as

 a
 p

ro
xy

 fo
r M

V
A

. F
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 th
e 

co
un

tri
es

 th
at

 d
o 

re
po

rt 
M

V
A

, w
e 

ha
ve

 in
cl

ud
ed

 th
at

 d
at

a.
 T

he
 c

or
re

la
tio

n 
be

tw
ee

n 
th

is
 

va
ria

bl
e 

an
d 

th
e 

G
D

P 
va

ria
bl

e 
is

 h
ig

h,
 a

bo
ve

 0
.7

0.
 H

en
ce

 w
hi

le
 w

e 
ge

t s
im

ila
r 

re
su

lts
 

w
ith

 t
he

 t
w

o 
va

ria
bl

es
, 

w
e 

re
po

rt 
re

su
lts

 u
si

ng
 t

he
 V

al
ue

 A
dd

ed
 v

ar
ia

bl
e 

to
 m

ea
su

re

pr
od

uc
tiv

ity
.8

Fi
na

lly
, w

e 
in

cl
ud

e 
in

 th
e 

re
gr

es
si

on
 a

na
ly

si
s 

w
ei

gh
te

d 
av

er
ag

es
 o

f 
ta

x 
ra

te
s 

an
d

w
ag

e 
ra

te
s 

in
 c

om
pe

tin
g 

co
un

tri
es

, f
ol

lo
w

in
g 

th
e 

st
an

da
rd

 s
pa

tia
l r

eg
re

ss
io

n 
lit

er
at

ur
e 

as

su
m

m
ar

iz
ed

 
by

 
A

ns
el

in
 

(1
99

9)
. 

Th
e 

sp
at

ia
l 

w
ei

gh
ts

 
m

at
rix

 
ta

ke
s 

th
e 

fo
rm

, 

W
t=

[W
' 1t

.,…
…

…
..,

W
' Nt

.]'
. A

t a
ny

 ti
m

e 
t, 

th
e 

ith
 ro

w
 o

f t
hi

s 
m

at
rix

 is
 g

iv
en

 b
y 

W
it, 

w
hi

ch
 

sp
ec

ifi
es

 “
ne

ig
hb

or
ho

od
 s

et
s”

 f
or

 e
ac

h 
ob

se
rv

at
io

n 
i. 

Th
e 

ij-
th

 e
le

m
en

t 
of

 W
t, 

na
m

el
y,

 

w
ij,

t, 
is

 p
os

iti
ve

 if
j i

s 
a 

“n
ei

gh
bo

r”
 o

f i
, a

nd
 is

 z
er

o 
ot

he
rw

is
e.

In
 o

ur
 m

od
el

, w
e 

co
ns

id
er

m
an

y 
fo

rm
s 

of
 th

e 
w

ei
gh

tin
g 

m
at

rix
. O

ne
 is

 b
as

ed
 o

n 
re

gi
on

al
 e

co
no

m
ic

 w
ei

gh
ts

. I
n 

th
is

, 

th
e 

co
un

tri
es

 a
re

 a
ss

ig
ne

d 
to

 b
e 

“n
ei

gh
bo

rs
” 

if 
th

ey
 a

re
 in

 th
e 

sa
m

e 
re

gi
on

 a
s 

co
un

try
 i.

Fo
r 

ex
am

pl
e,

 Z
am

bi
a 

w
ou

ld
 h

av
e 

as
 i

ts
 n

ei
gh

bo
rs

, 
Zi

m
ba

bw
e,

 M
al

aw
i 

an
d 

M
au

rit
iu

s 

si
nc

e 
th

ey
 a

re
 a

ll 
in

 th
e 

Ea
st

 A
fr

ic
an

 re
gi

on
, b

ut
 w

ou
ld

 n
ot

 in
cl

ud
e 

B
ol

iv
ia

, A
us

tra
lia

 e
tc

 

si
nc

e 
th

ey
 a

re
 in

 o
th

er
 re

gi
on

s. 
C

ou
nt

rie
s 

w
ith

in
 th

e 
sa

m
e 

re
gi

on
 w

ou
ld

 th
en

 b
e 

w
ei

gh
te

d 

by
 th

ei
r 

G
D

P.
 A

 s
ec

on
d 

fo
rm

 o
f 

th
e 

w
ei

gh
tin

g 
m

at
rix

 is
 b

as
ed

 o
n 

In
co

m
e 

w
ei

gh
ts

 i.
e.

 

co
un

tri
es

 w
ith

in
 t

he
 s

am
e 

in
co

m
e 

gr
ou

p,
 s

uc
h 

as
 h

ig
h 

in
co

m
e,

 l
ow

 i
nc

om
e,

 o
r 

up
pe

r 

7 R
od

rik
 

(1
99

9)
us

es
 

tw
o

sa
m

pl
es

. 
Th

e 
B

LS
 

sa
m

pl
e 

co
ve

rs
 

th
e 

pe
rio

d
19

75
-1

99
4,

w
hi

le
 

th
e

W
B

LM
D

/U
N

ID
O

 s
am

pl
e 

co
ve

rs
 th

e 
pe

rio
d 

19
60

-1
99

4.
 T

he
re

fo
re

 h
e 

do
es

 n
ot

 fa
ce

 a
 s

im
ila

r p
ro

bl
em

. T
he

nu
m

be
r

of
ob

se
rv

at
io

ns
 i

n 
th

e 
U

N
ID

O
da

ta
 f

or
 o

ur
 s

am
pl

e 
is

 7
54

, i
n

W
B

LM
D

, 7
25

 a
nd

 i
n 

IL
O

13
05

.
Ev

en
 t

ho
ug

h 
th

e 
sa

m
pl

e 
si

ze
 d

ro
ps

by
 a

 l
ot

 w
he

n 
w

e 
co

ns
id

er
 t

he
 U

N
ID

O
 d

at
a 

(a
fte

r 
ta

ki
ng

 f
iv

e 
ye

ar
av

er
ag

es
 a

nd
 i

nc
lu

di
ng

ot
he

r 
va

ria
bl

es
 i

n 
th

e 
re

gr
es

sio
n)

, 
it 

is
 c

om
fo

rti
ng

 t
o

no
te

 t
ha

t 
w

e 
ar

e 
ab

le
to

re
pr

od
uc

e 
ou

r m
ai

n
re

su
lts

 d
is

cu
ss

ed
la

te
r.

8  T
he

 c
oe

ff
ic

ie
nt

 o
n 

co
rp

or
at

e 
ta

xe
s i

s n
eg

at
iv

e 
an

d 
si

gn
ifi

ca
nt

, e
ve

n 
w

he
n

w
e 

in
cl

ud
e

bo
th

G
D

P 
an

d 
M

V
A

in
 th

e 
an

al
ys

is
. A

ls
o,

 if
 w

e 
us

e 
on

ly
 th

e 
co

un
tri

es
 w

ith
 m

an
uf

ac
tu

rin
g

va
lu

e 
ad

de
d 

da
ta

 in
 th

e
IL

O
 sa

m
pl

e,
an

d 
us

e 
3-

ye
ar

av
er

ag
es

(to
 in

cr
ea

se
 sa

m
pl

e 
si

ze
),

w
e 

ar
e 

st
ill

 a
bl

e 
to

 re
pr

od
uc

e 
ou

r r
es

ul
ts

.

13

m
id

dl
e 

in
co

m
e 

et
c 

ar
e 

cl
as

si
fie

d 
as

 n
ei

gh
bo

rs
. T

he
se

 c
ou

nt
rie

s 
ar

e 
th

en
 w

ei
gh

te
d 

by
 th

ei
r

G
D

P.
 T

he
 th

ird
 k

in
d 

of
 w

ei
gh

tin
g 

w
e 

us
ed

 w
as

 to
 a

ss
ig

n 
di

st
an

ce
 w

ei
gh

ts
 to

 c
ou

nt
rie

s 

w
ith

in
 th

e 
sa

m
e 

in
co

m
e 

gr
ou

p.

Th
es

e 
w

ei
gh

tin
g 

m
at

ric
es

 w
er

e 
us

ed
 to

 c
re

at
e 

w
ei

gh
te

d 
av

er
ag

es
 o

f c
or

po
ra

te
 ta

x

ra
te

s 
an

d 
w

ag
e 

ra
te

s 
in

 “
ne

ig
hb

or
” 

co
un

tri
es

.  
In

 s
om

ew
ha

t m
or

e 
de

ta
il,

 th
e 

ijt
h 

el
em

en
t

of
 th

e 
w

ei
gh

tin
g 

m
at

rix
 a

t t
im

e
t, 

is
, 

k
ik

t

ijt
ijt

G
D

P

G
D

P
w

   
  w

he
re

 k
 is

 th
e 

nu
m

be
r o

f “
ne

ig
hb

or
” 

co
un

tri
es

 fo
r c

ou
nt

ry
 i.

Th
e 

w
ei

gh
tin

g 
m

at
rix

 b
as

ed
 o

n 
di

st
an

ce
 i

s 
de

fin
ed

 i
n 

a 
si

m
ila

r 
m

an
ne

r. 
B

y 

co
nv

en
tio

n,
 a

 c
ro

ss
 s

ec
tio

na
l u

ni
t i

s 
no

t a
 n

ei
gh

bo
r t

o 
its

el
f, 

so
 th

at
 th

e 
di

ag
on

al
 e

le
m

en
ts

 

of
W

t a
re

 a
ll 

ze
ro

 i.
e

w
ii,

t=
0.

B
. 

Su
m

m
ar

y 
St

at
is

tic
s

Su
m

m
ar

y 
st

at
is

tic
s 

fo
r 

th
e 

co
re

 v
ar

ia
bl

es
 a

re
 p

re
se

nt
ed

 in
 T

ab
le

 1
. T

he
 a

ve
ra

ge
 

w
ag

e 
fo

r t
he

 O
EC

D
 e

co
no

m
ie

s 
fo

r t
hi

s 
pe

rio
d 

w
as

 n
ea

rly
 $

9 
pe

r h
ou

r, 
w

he
re

as
 fo

r N
on

-

O
EC

D
 e

co
no

m
ie

s 
it 

w
as

 $
2.

50
. S

ur
pr

is
in

gl
y,

 h
ow

ev
er

, t
he

 m
ea

n 
to

p 
co

rp
or

at
e 

ta
x 

ra
te

 

w
as

 s
im

ila
r-

ar
ou

nd
 3

5 
pe

rc
en

t-f
or

 b
ot

h 
se

ts
 o

f c
ou

nt
rie

s. 
A

ve
ra

ge
 p

er
so

na
l i

nc
om

e 
ta

xe
s 

w
er

e 
la

rg
er

 f
or

 t
he

 O
EC

D
 e

co
no

m
ie

s 
(.3

1)
 t

ha
n 

fo
r 

th
e 

no
n-

O
EC

D
 e

co
no

m
ie

s 
(.2

3)
. 

A
ve

ra
ge

 w
ag

es
 n

ea
rly

 d
ou

bl
ed

 f
or

 b
ot

h 
O

EC
D

 a
nd

 N
on

-O
EC

D
 e

co
no

m
ie

s 
ov

er
 t

hi
s 

pe
rio

d,
 a

nd
 c

or
po

ra
te

 ta
x 

ra
te

s 
de

cl
in

ed
 b

y 
sl

ig
ht

ly
 le

ss
 th

an
 h

al
f. 

A
s 

sh
ow

n 
in

 F
ig

ur
es

 1
 

an
d 

2,
 o

n 
av

er
ag

e 
fo

r 
al

l 
co

un
tri

es
, 

co
rp

or
at

e 
an

d 
pe

rs
on

al
 i

nc
om

e 
ta

xe
s 

ha
ve

 b
ee

n 

de
cl

in
in

g 
ov

er
 th

e 
sa

m
pl

e 
pe

rio
d 

19
81

-2
00

3.
 T

hi
s 

is
 tr

ue
 f

or
 th

e 
to

p 
na

tio
na

l c
or

po
ra

te
 

ta
x 

ra
te

, a
s w

el
l a

s t
he

 e
ff

ec
tiv

e 
m

ar
gi

na
l a

nd
 a

ve
ra

ge
 ta

x 
ra

te
s. 

A
t t

he
 sa

m
e 

tim
e,

 a
ve

ra
ge

 

ho
ur

ly
 w

ag
e 

ra
te

s 
ha

ve
 b

ee
n 

ris
in

g 
ov

er
 t

im
e.

 T
he

 a
ve

ra
ge

 c
or

po
ra

te
 t

ax
 r

at
e 

fo
r 

al
l 
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co
un

tri
es

 w
en

t 
do

w
n 

fr
om

 4
2 

pe
rc

en
t 

in
 1

98
1 

to
 a

ro
un

d 
29

 p
er

ce
nt

 i
n 

20
00

.9  F
or

 t
he

 

sa
m

e 
pe

rio
d,

 a
ve

ra
ge

 w
ag

e 
ra

te
s i

nc
re

as
ed

 fr
om

 3
.5

 d
ol

la
rs

 p
er

 h
ou

r t
o 

6 
do

lla
rs

 p
er

 h
ou

r. 

Th
e 

co
rr

el
at

io
n 

be
tw

ee
n 

th
es

e 
tw

o 
va

ria
bl

es
 w

as
 la

rg
er

 f
or

 th
e 

O
EC

D
 c

ou
nt

rie
s 

(.3
55

) 

th
an

 f
or

 th
e 

no
n-

O
EC

D
 c

ou
nt

rie
s. 

Th
is
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 a
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o 

re
fle

ct
ed

 in
 th

e 
la

rg
e 

ne
ga

tiv
e 

co
ef

fic
ie

nt
 

on
 ta

x 
ra

te
s i

n 
a 

re
gr

es
si

on
 o

f t
ax

 ra
te

s o
n 

av
er

ag
e 

w
ag

es
 fo

r O
EC

D
 c

ou
nt

rie
s (

Fi
gu

re
 3

). 

IV
. R

eg
re

ss
io

n 
R

es
ul

ts
 

Fo
r 

pu
rp

os
es

 
of

 
th

e 
em

pi
ric

al
 

an
al

ys
is

, 
w

e 
ha

ve
 

gr
ou

pe
d 

th
e 

da
ta

 
in

to
 

no
no

ve
rla

pp
in

g 
fiv

e 
ye

ar
 p

er
io

ds
 c

ov
er

in
g 

fiv
e 

su
b-

pe
rio

ds
 o

ve
r 

19
81

-2
00

2.
10

 T
he

 

av
er
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e 

w
ag

e 
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 a
 f

iv
e 

ye
ar

 a
ve

ra
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 o
f 
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 o
f 
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e 

su
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pe
rio

ds
. N

ot
e 
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at
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he
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w
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n 
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m
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 d
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r 
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rm

s. 
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s 
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rik

’s
 (

19
99

) 
sp

ec
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ca
tio

n,
 b
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 w

ith
 t

ax
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e 
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de

d.
11

 F
or

 th
e 
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ht

 h
an

d 
si

de
 v

ar
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bl
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, w
e 
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e 
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e 
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in
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 p
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d 
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lu
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4 
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 f
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n 
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. 

A
ll 
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e 
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s, 
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 f
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ec
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co
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r
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m
e)

 d
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m
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s. 
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m
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n 
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 o
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e 
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or
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e 
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x 

ra
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 p
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l 
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m

e 
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x 
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te
. 

R
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n 
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e 
4 
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e 

th
e 

to
p 
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tio
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l 
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or
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e 
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x 
ra

te
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s 
th

e 
ex
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an

at
or

y 
va
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bl

e.
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 w
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th
er
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su
re

s 
of

 c
or

po
ra

te
 

ta
xe

s, 
su

ch
 a

s e
ff

ec
tiv

e 
av

er
ag

e 
an

d 
m

ar
gi

na
l c

or
po

ra
te

 ta
x 

ra
te

s a
re

 p
re

se
nt

ed
 in

 T
ab

le
 5

.

Th
e 

co
rp

or
at

e 
ta

x 
ra

te
 v

ar
ia

bl
e 

is
 n

eg
at

iv
e 

an
d 

hi
gh

ly
 s

ig
ni

fic
an

t. 
(p

=.
00

5)
 in

 th
e 

w
ag

e

eq
ua

tio
n.

 T
hi

s 
re

su
lt 

is
 f

ai
rly

 s
ta

bl
e 

ac
ro

ss
 d

iff
er

en
t 

sp
ec

ifi
ca

tio
ns

, 
an

d 
de

cl
in

es
 i

n 

9  T
he

 c
ou

nt
rie

sw
ith

 th
e 

hi
gh

es
t c

or
po

ra
te

 ta
x

ra
te

s w
er

e 
B

el
gi

um
, I

ta
ly

 a
nd

 T
ur

ke
y,

 w
ith

 ra
te

s c
lo

se
 to

 4
0

pe
rc

en
t.

10
 T

he
 su

b-
pe

rio
ds

 a
re

19
81

-1
98

5,
19

86
-1

99
0,

 1
99

1-
19

95
,1

99
6-

20
00

,2
00

1-
20

02
11

 R
od

rik
(1

99
9)

 h
as

 a
 s

pe
ci

fic
at

io
n

w
ith

 l
og

no
m

in
al

 w
ag

es
 a

s 
th

e
de

pe
nd

en
t 

va
ria

bl
e.

 H
e,

ho
w

ev
er

,
ac

kn
ow

le
dg

es
th

e 
po

ss
ib

ili
ty

of
 s

pu
rio

us
 e

ff
ec

ts
 a

ris
in

g
fr

om
 w

ag
e 

an
d 

pr
ic

e 
in

fla
tio

n.
 T

he
re

fo
re

, i
n

on
e 

of
hi

s 
sp

ec
ifi

ca
tio

ns
 

us
in

g
W

M
B

LD
/U

N
ID

O
 

da
ta

, 
he

di
vi

de
s 

th
e

no
m

in
al

 
w

ag
e 

pe
r 

ho
ur

by
 

th
e

M
an

uf
ac

tu
rin

g 
V

al
ue

 A
dd

ed
 (M

V
A

)p
er

ho
ur

, a
nd

 th
at

be
co

m
es

 th
e 

de
pe

nd
en

tv
ar

ia
bl

e.

15

si
gn

ifi
ca

nc
e 

on
ly

 m
ar

gi
na

lly
 w

he
n 

th
e 

nu
m

be
r o

f o
bs

er
va

tio
ns

 is
 re

du
ce

d 
in

 c
ol

um
ns

 (4
)-

(5
). 

Th
e 

po
in

t 
es

tim
at

es
 s

ug
ge

st
 t

ha
t 

a 
on

e 
pe

rc
en

t 
in

cr
ea

se
 i

n 
co

rp
or

at
e 

ta
x 

ra
te

s 
is

 

as
so

ci
at

ed
 w

ith
 n

ea
rly

 a
 0

.8
 p

er
ce

nt
 d

ec
re

as
e 

in
 w

ag
e 

ra
te

s 
ac

co
rd

in
g 

to
 th

e 
re

gr
es

si
on

 in
 

C
ol

um
n 

(1
), 

an
d 

on
 a

ve
ra

ge
 a

bo
ut

 0
.9

5 
pe

rc
en

t d
ec

re
as

e 
ac

ro
ss

 d
iff

er
en

t s
pe

ci
fic

at
io

ns
. 

In
 F

ig
ur

e 
3 

w
e 

pr
es

en
t s

ca
tte

rp
lo

ts
 o

f c
or

po
ra

te
 ta

x 
ra

te
s 

an
d 

w
ag

e 
ra

te
s 

fo
r O

EC
D

 a
nd

 

N
on

-O
EC

D
 c

ou
nt

rie
s. 

In
 g

en
er

al
, c

ou
nt

rie
s 

w
ith

 h
ig

h 
ta

x 
ra

te
s 

te
nd

 to
 h

av
e 

lo
w

er
 w

ag
es

 

ra
te

s. 
A

 r
eg

re
ss

io
n 

of
 a

ve
ra

ge
 w

ag
es

 o
n 

co
rp

or
at

e 
ta

x 
ra

te
s 

in
 d

iff
er

en
t s

ub
-s

am
pl

es
 o

f 

O
EC

D
 a

nd
 n

on
-O

EC
D

 e
co

no
m

ie
s 

yi
el

ds
 a

 la
rg

er
 s

lo
pe

 c
oe

ff
ic

ie
nt

 in
 th

e 
ca

se
 o

f O
EC

D
 

co
un

tri
es

, 
su

gg
es

tin
g 

th
at

 o
n 

av
er

ag
e 

ov
er

 t
hi

s 
pe

rio
d,

 c
ap

ita
l-w

ag
e 

lin
ks

 h
av

e 
be

en
 

st
ro

ng
er

 fo
r t

he
 O

EC
D

 c
ou

nt
rie

s.

In
 o

ur
 m

od
el

, c
or

po
ra

te
 ta

x 
ra

te
s a

re
 a

ss
um

ed
 to

 a
ff

ec
t w

ag
es

 th
ro

ug
h 

th
ei

r i
m

pa
ct

on
 c

ap
ita

l-l
ab

or
 ra

tio
s 

(in
ve

st
m

en
t) 

an
d 

w
or

ke
r p

ro
du

ct
iv

ity
. T

o 
te

st
 fo

r t
hi

s, 
w

e 
ob

ta
in

ed
 

in
fo

rm
at

io
n 

on
 c

ap
ita

l-l
ab

or
 ra

tio
s 

(f
ro

m
 th

e 
Pe

nn
 W

or
ld

 T
ab

le
s)

, a
nd

 e
st

im
at

ed
 a

 2
SL

S 

re
gr

es
si

on
 o

f 
av

er
ag

e 
w

ag
es

 o
n 

ca
pi

ta
l l

ab
or

 r
at

io
s 

us
in

g 
ta

xe
s 

as
 in

st
ru

m
en

ts
. T

he
 f

irs
t 

st
ag

e 
re

gr
es

si
on

 o
f 

ca
pi

ta
l 

la
bo

r 
ra

tio
s 

on
 c

or
po

ra
te

 t
ax

 r
at

es
 y

ie
ld

ed
 a

 n
eg

at
iv

e 
an

d 

si
gn

ifi
ca

nt
 c

oe
ff

ic
ie

nt
 o

n 
co

rp
or

at
e 

ta
x 

ra
te

s 
(p

=0
.0

48
). 

In
 th

e 
se

co
nd

 s
ta

ge
 r

eg
re

ss
io

n,
 

th
e 

co
ef

fic
ie

nt
 o

n 
ca

pi
ta

l l
ab

or
 ra

tio
 is

 p
os

iti
ve

 a
nd

 s
ig

ni
fic

an
t a

t n
ea

rly
 9

5 
pe

rc
en

t l
ev

el
 

of
 s

ig
ni

fic
an

ce
 (t

-s
ta

tis
tic

=1
.9

3)
, w

ith
 a

 c
oe

ff
ic

ie
nt

 c
lo

se
 to

 2
. T

hi
s 

co
nf

irm
s 

ou
r i

nt
ui

tio
n 

th
at

 h
ig

he
r 

co
rp

or
at

e 
ta

xe
s 

m
ay

 f
ee

d 
th

ro
ug

h 
to

 l
ow

er
 w

ag
es

, 
th

ro
ug

h 
lo

w
er

 c
ap

ita
l 

in
ve

st
m

en
t p

er
 w

or
ke

r.

Pe
rh

ap
s, 

su
rp

ris
in

gl
y,

 w
e 

fin
d 

th
at

 a
ve

ra
ge

 p
er

so
na

l 
in

co
m

e 
ta

x 
ra

te
s 

ar
e 

in
si

gn
ifi

ca
nt

 i
n 

al
l 

sp
ec

ifi
ca

tio
ns

. L
ab

or
 t

ax
es

 d
o 

no
t 

sy
st

em
at

ic
al

ly
 a

ff
ec

t 
w

ag
es

. T
hi

s 

re
su

lt 
ho

ld
s 

ev
en

 w
he

n 
w

e 
dr

op
 o

th
er

 v
ar

ia
bl

es
, i

nc
lu

di
ng

 t
he

 c
or

po
ra

te
 t

ax
 v

ar
ia

bl
es

,
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fr
om

 t
he

 r
eg

re
ss

io
n 

(C
ol

um
n 

(3
))

. 
Th

is
 s

ug
ge

st
s 

th
at

 l
ab

or
 b

ea
rs

 t
he

 e
nt

ire
 b

ur
de

n 
of

 

la
bo

r 
ta

xe
s. 

Th
er

e 
is

 n
o 

sh
ift

in
g 

of
 th

e 
ta

x 
to

 c
ap

ita
l i

n 
th

e 
fo

rm
 o

f 
hi

gh
er

 w
ag

es
. T

hi
s 

re
su

lt 
is

 in
 li

ne
 w

ith
 D

av
is

 a
nd

 H
en

re
ks

on
 (2

00
4)

. T
he

y 
co

nc
lu

de
 th

at
 th

e 
m

an
uf

ac
tu

rin
g

se
ct

or
 is

 re
la

tiv
el

y 
in

se
ns

iti
ve

 to
 p

er
so

na
l t

ax
 ra

te
s, 

be
ca

us
e 

m
an

uf
ac

tu
rin

g 
pr

od
uc

tio
n 

is
 

hi
gh

ly
 c

ap
ita

l i
nt

en
si

ve
, l

ar
ge

r f
irm

s 
an

d 
es

ta
bl

is
hm

en
ts

 p
re

do
m

in
at

e,
 a

nd
 th

e 
w

or
kf

or
ce

 

is
 h

ig
hl

y 
sp

ec
ia

liz
ed

. T
he

y 
fin

d 
in

 c
ro

ss
-c

ou
nt

ry
 d

at
a 

a 
st

at
is

tic
al

ly
 in

si
gn

ifi
ca

nt
 e

ff
ec

t o
f

la
bo

r 
ta

x 
ra

te
s 

on
 m

an
uf

ac
tu

rin
g’

s 
sh

ar
e 

of
 t

ot
al

 e
m

pl
oy

m
en

t. 
Th

us
 i

t 
is

 l
ik

el
y 

th
at

 

m
an

uf
ac

tu
rin

g 
w

ag
es

 
to

o 
ar

e 
un

re
sp

on
si

ve
 

to
 

pe
rs

on
al

 
ta

x 
ra

te
s. 

W
e 

re
-r

an
 

th
e 

re
gr

es
si

on
s 

us
in

g 
m

ed
ia

n 
pe

rs
on

al
 i

nc
om

e 
ta

x 
ra

te
s 

as
 a

n 
al

te
rn

at
iv

e 
m

ea
su

re
 o

f 
th

e 

ty
pi

ca
l i

nc
om

e 
ta

x 
pa

id
 b

y 
th

e 
ty

pi
ca

l m
an

uf
ac

tu
rin

g 
em

pl
oy

ee
, b

ut
 th

e 
re

su
lts

 d
id

 n
ot

 

ch
an

ge
. M

ed
ia

n 
pe

rs
on

al
 ta

xe
s w

er
e 

in
si

gn
ifi

ca
nt

 in
 a

ll 
sp

ec
ifi

ca
tio

ns
.12

Th
e 

re
gr

es
si

on
s 

in
 c

ol
um

ns
 (

1)
-(

5)
 a

ls
o 

re
ve

al
 t

ha
t 

M
V

A
 p

er
 w

or
ke

r 
is

 a
 

si
gn

ifi
ca

nt
 d

et
er

m
in

an
t 

of
 w

ag
e 

le
ve

ls
. 

N
ot

 s
ur

pr
is

in
gl

y,
 h

ig
he

r 
la

bo
r 

pr
od

uc
tiv

ity
 i

s 

as
so

ci
at

ed
 w

ith
 h

ig
he

r 
w

ag
es

. W
he

n 
Lo

g 
w

ag
es

 a
re

 r
eg

re
ss

ed
 o

n 
Lo

g 
V

al
ue

 A
dd

ed
 p

er
 

w
or

ke
r a

lo
ne

, t
he

 c
oe

ff
ic

ie
nt

 is
 s

ig
ni

fic
an

t a
nd

 p
os

iti
ve

 w
ith

 a
 c

oe
ff

ic
ie

nt
 o

f 2
.3

 a
nd

 a
 t-

st
at

is
tic

 o
f 

17
.7

4.
 I

f 
in

st
ea

d 
of

 M
V

A
 p

er
 w

or
ke

r 
w

e 
su

bs
tit

ut
e 

Lo
g 

(G
D

P 
pe

r 
ca

pi
ta

) 
in

 

th
e 

re
gr

es
si

on
 in

 C
ol

um
n 

(1
), 

th
e 

re
su

lts
 a

re
 s

im
ila

r. 
Th

er
ef

or
e,

 w
e 

do
 n

ot
 p

re
se

nt
 th

em
 

se
pa

ra
te

ly
, a

nd
 o

ur
 a

na
ly

si
s w

ill
 b

e 
en

tir
el

y 
in

 te
rm

s o
f M

V
A

 p
er

 w
or

ke
r.13

W
e 

te
st

ed
 f

or
 r

ob
us

tn
es

s 
of

 th
e 

co
ef

fic
ie

nt
 o

n 
ta

x 
ra

te
s, 

by
 in

cl
ud

in
g 

ad
di

tio
na

l

va
ria

bl
es

. 
Th

es
e 

in
cl

ud
e 

th
e 

le
ve

l 
of

 s
ch

oo
lin

g 
(m

ea
su

re
d

by
 e

nr
ol

lm
en

t 
at

 d
iff

er
en

t 

12
 D

av
is

 a
nd

 H
en

re
ks

on
 (2

00
4)

 st
ud

y 
th

e 
ef

fe
ct

 o
f l

ab
or

 ta
xe

s o
n 

su
bs

tit
ut

io
n 

aw
ay

 fr
om

m
ar

ke
t a

ct
iv

iti
es

to
w

ar
ds

 n
on

-m
ar

ke
t a

ct
iv

iti
es

w
ith

in
 a

 c
ou

nt
ry

. T
he

y
fin

d
th

at
 th

is
 k

in
d 

of
 su

bs
tit

ut
io

n 
is

 m
uc

h 
lo

w
er

 in
 th

e
m

an
uf

ac
tu

rin
g 

se
ct

or
.

13
 A

s m
en

tio
ne

d
be

fo
re

,w
e 

ar
e 

ab
le

 to
re

pr
od

uc
e 

th
es

e
re

su
lts

 in
 th

e 
sm

al
le

r U
N

ID
O

 sa
m

pl
e 

us
in

g 
a 

R
E 

G
LS

 m
od

el
 a

nd
 a

 si
m

pl
e 

O
LS

 re
gr

es
si

on
w

ith
 re

gi
on

du
m

m
ie

s, 
bo

th
of

w
hi

ch
 im

po
se

fe
w

er
re

st
ric

tio
ns

on
th

e
de

gr
ee

s o
f f

re
ed

om
.

17

le
ve

ls
 o

f 
sc

ho
ol

in
g,

 s
uc

h 
as

 p
rim

ar
y,

 s
ec

on
da

ry
 a

nd
 t

er
tia

ry
 (

IL
O

))
, 

la
bo

r 
m

ar
ke

t

re
gu

la
tio

ns
 (a

s m
ea

su
re

d 
by

 th
e 

nu
m

be
r o

f I
LO

 c
on

ve
nt

io
ns

 ra
tif

ie
d 

by
 th

e 
co

un
try

 o
r t

he
 

pe
rc

en
t 

of
 

w
or

ke
rs

 
co

ve
re

d 
by

 
co

lle
ct

iv
e 

ba
rg

ai
ni

ng
 

ag
re

em
en

ts
), 

ex
te

nt
 

of
 

co
m

pu
te

riz
at

io
n 

(m
ea

su
re

d 
as

 t
he

 e
st

im
at

ed
nu

m
be

r 
of

 p
er

so
na

l 
co

m
pu

te
rs

 i
n 

us
e 

as
 a

 

fr
ac

tio
n 

of
 th

e 
po

pu
la

tio
n,

 a
va

ila
bl

e 
fr

om
 IL

O
) a

nd
 o

pe
nn

es
s 

(m
ea

su
re

d 
by

 s
ha

re
 o

f t
ot

al
 

tra
de

 in
 G

D
P)

. N
on

e 
of

 th
es

e 
en

te
rs

 s
ig

ni
fic

an
tly

, s
in

ce
 w

e 
co

nt
ro

l f
or

 la
bo

r p
ro

du
ct

iv
ity

 

di
re

ct
ly

.14
 T

he
 e

st
im

at
ed

 c
oe

ff
ic

ie
nt

 o
n 

co
rp

or
at

e 
ta

x 
ra

te
s 

re
m

ai
ns

 f
ai

rly
 s

im
ila

r 
ac

ro
ss

di
ff

er
en

t 
sp

ec
ifi

ca
tio

ns
, 

an
d 

is
 s

ig
ni

fic
an

t 
at

 e
ith

er
 t

he
 9

5 
or

 9
9 

pe
rc

en
t 

le
ve

l 
of

 

si
gn

ifi
ca

nc
e.

 N
ot

e 
th

at
 t

he
 u

se
 o

f 
th

e 
fix

ed
 e

ff
ec

ts
 m

et
ho

do
lo

gy
 e

lim
in

at
es

 c
ou

nt
ry

-

sp
ec

ifi
c 

id
io

sy
nc

ra
si

es
 re

ga
rd

in
g 

th
e 

ty
pe

 o
f c

ov
er

ag
e 

pr
ov

id
ed

 o
n 

w
ag

es
 a

nd
 sa

la
rie

s. 

In
 o

th
er

 r
eg

re
ss

io
ns

 (
no

t s
ho

w
n 

he
re

), 
w

e 
de

fin
ed

 th
e 

de
pe

nd
en

t v
ar

ia
bl

e 
as

 th
e 

re
al

 w
ag

e,
 r

at
he

r 
th

an
 t

he
 n

om
in

al
 w

ag
e.

 R
es

ul
ts

 w
er

e 
si

m
ila

r. 
Th

e 
co

ef
fic

ie
nt

 o
n

co
rp

or
at

e 
ta

x 
ra

te
s 

w
as

 i
n 

th
e 

sa
m

e 
ra

ng
e 

as
 i

n 
ot

he
r 

sp
ec

ifi
ca

tio
ns

. 
Pe

rs
on

al
 t

ax
es

, 

m
ed

ia
n 

an
d 

av
er

ag
e,

 w
er

e 
no

t s
ig

ni
fic

an
t. 

W
e 

co
nt

ro
lle

d 
fo

r 
th

e 
ef

fe
ct

 o
f 

co
ns

um
er

 p
ric

es
. I

n 
ge

ne
ra

l, 
hi

gh
er

 p
ric

es
 m

ay

ca
us

e 
w

or
ke

rs
 to

 b
ar

ga
in

 fo
r h

ig
he

r w
ag

es
. T

hi
s 

va
ria

bl
e 

re
m

ai
ns

 p
os

iti
ve

 a
nd

 s
ig

ni
fic

an
t 

in
 a

ll 
sp

ec
ifi

ca
tio

ns
.

W
e 

al
so

 e
xp

er
im

en
te

d 
w

ith
 o

th
er

 v
ar

ia
bl

es
 s

uc
h 

as
 t

he
 s

ha
re

 o
f 

go
ve

rn
m

en
t

en
te

rp
ris

es
 i

n 
al

l 
en

te
rp

ris
es

, 
nu

m
be

r 
of

 e
m

pl
oy

ee
s 

in
 s

er
vi

ce
 i

nd
us

try
 o

r 
ag

ric
ul

tu
re

. 

H
ow

ev
er

, n
on

e 
of

 t
he

se
 v

ar
ia

bl
es

 w
er

e 
si

gn
ifi

ca
nt

 w
hi

le
 t

he
 s

ig
n 

on
 t

he
 c

or
po

ra
te

 t
ax

 

co
ef

fic
ie

nt
 c

on
tin

ue
d 

to
 b

e 
ne

ga
tiv

e 
an

d 
si

gn
ifi

ca
nt

. 

14
A

n
O

LS
 r

eg
re

ss
io

n
of

 a
ve

ra
ge

 w
ag

es
 o

n 
co

rp
or

at
e 

ta
xe

s, 
sc

ho
ol

in
g 

an
d 

(tr
ad

e/
G

D
P)

 (
co

nt
ro

lli
ng

fo
r

re
gi

on
ef

fe
ct

s 
an

d 
tim

e 
du

m
m

ie
s)

 a
lo

ne
 y

ie
ld

s 
si

gn
ifi

ca
nt

 a
nd

po
si

tiv
e 

co
ef

fic
ie

nt
s 

on
 s

ch
oo

lin
g 

an
d

(tr
ad

e/
G

D
P)

, w
hi

le
 s

til
l y

ie
ld

in
g 

a 
ne

ga
tiv

e 
an

d 
si

gn
ifi

ca
nt

 c
oe

ff
ic

ie
nt

 o
n 

co
rp

or
at

e 
ta

xe
s. 

A
 re

gr
es

si
on

of
av

er
ag

e 
w

ag
es

 o
n 

co
m

pu
te

riz
at

io
n 

or
 n

um
be

r
of

IL
O

 c
on

ve
nt

io
ns

 a
lo

ne
 y

ie
ld

s 
a 

po
si

tiv
e 

an
d 

st
at

is
tic

al
ly

si
gn

ifi
ca

nt
 im

pa
ct

 o
f t

he
se

 v
ar

ia
bl

es
.
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In
 T

ab
le

 5
, w

e 
te

st
ed

 to
 s

ee
 if

 th
e 

ab
ov

e 
re

su
lts

 c
ar

rie
d 

ov
er

 to
 o

th
er

 m
ea

su
re

s 
of

th
e 

co
rp

or
at

e 
ta

x 
ra

te
, s

uc
h 

as
 th

e 
Ef

fe
ct

iv
e

M
ar

gi
na

l T
ax

 R
at

e 
an

d 
th

e 
Ef

fe
ct

iv
e 

A
ve

ra
ge

 

Ta
x 

R
at

e.
 T

he
 c

oe
ff

ic
ie

nt
 o

n 
th

e 
ef

fe
ct

iv
e 

m
ar

gi
na

l 
ta

x 
ra

te
 v

ar
ia

bl
e 

is
 n

eg
at

iv
e 

an
d

si
gn

ifi
ca

nt
 o

nl
y 

at
 9

0 
pe

rc
en

t l
ev

el
 o

f s
ig

ni
fic

an
ce

 in
 C

ol
um

n 
(1

), 
w

hi
le

 o
n 

th
e 

ef
fe

ct
iv

e

av
er

ag
e 

ta
x 

ra
te

 v
ar

ia
bl

e 
is

 s
ig

ni
fic

an
t 

at
 9

5 
pe

rc
en

t. 
In

 C
ol

um
ns

 (
3)

 a
nd

 (
4)

 w
e 

ha
ve

 

pr
es

en
te

d 
th

es
e 

re
su

lts
 

fo
r 

th
e 

ca
se

w
he

n 
ou

r 
sa

m
pl

e 
in

cl
ud

es
 

on
ly

 
no

n-
O

EC
D

 

ec
on

om
ie

s. 
In

 t
hi

s 
ca

se
, 

w
e 

do
 f

in
d 

th
at

 e
ff

ec
tiv

e 
av

er
ag

e 
ta

xe
s 

m
at

te
r 

m
or

e 
th

an
 

ef
fe

ct
iv

e 
m

ar
gi

na
l t

ax
 r

at
es

. T
hi

s 
su

pp
or

ts
 w

ea
kl

y 
th

e 
re

su
lts

 o
f 

D
ev

er
eu

x 
an

d 
G

rif
fit

hs
 

(1
99

8)
 a

nd
 H

as
se

tt 
an

d 
H

ub
ba

rd
 (

20
02

) 
of

 t
he

 i
m

pa
ct

 o
f 

ta
x 

ra
te

s 
on

 i
nv

es
tm

en
t 

fo
r 

ef
fe

ct
iv

e 
av

er
ag

e 
an

d 
m

ar
gi

na
l t

ax
 ra

te
s, 

re
sp

ec
tiv

el
y.

 R
es

ul
ts

 fo
r t

he
 o

th
er

 v
ar

ia
bl

es
 a

re
 

si
m

ila
r t

o 
th

os
e 

in
 T

ab
le

 4
. 

Ta
bl

e 
6 

in
co

rp
or

at
es

 m
ea

su
re

s 
of

 a
ve

ra
ge

 t
ax

 r
at

es
 a

nd
 a

ve
ra

ge
 w

ag
e 

ra
te

s 
in

“n
ei

gh
bo

r”
 c

ou
nt

rie
s 

in
 th

e 
re

gr
es

si
on

 a
na

ly
si

s. 
Th

e 
do

m
es

tic
 e

co
no

m
y 

co
rp

or
at

e 
ta

x 
ra

te
 

va
ria

bl
es

 c
on

tin
ue

 to
 b

e 
si

gn
ifi

ca
nt

 in
 th

es
e 

sp
ec

ifi
ca

tio
ns

. S
in

ce
 p

er
so

na
l t

ax
es

 a
re

 fo
un

d 

to
 b

e 
in

si
gn

ifi
ca

nt
 i

n 
al

l 
sp

ec
ifi

ca
tio

ns
, 

w
e 

do
 n

ot
 i

nc
lu

de
 t

he
m

 i
n 

th
e 

sp
ec

ifi
ca

tio
ns

sh
ow

n 
in

 T
ab

le
 6

. 
In

te
re

st
in

gl
y,

 w
e 

fin
d 

si
gn

ifi
ca

nt
 r

es
ul

ts
 f

or
 t

he
 s

pa
tia

l 
va

ria
bl

es
.

C
ol

um
n 

(1
) 

de
fin

es
 a

 w
ei

gh
te

d 
av

er
ag

e 
of

 t
op

 c
or

po
ra

te
 t

ax
 r

at
es

 a
nd

 w
ag

e 
ra

te
s 

in
 

“n
ei

gh
bo

r”
 c

ou
nt

rie
s. 

“N
ei

gh
bo

r”
 c

ou
nt

rie
s h

er
e 

ar
e 

de
fin

ed
 a

s a
ll 

th
os

e 
co

un
tri

es
 th

at
 a

re
 

in
 th

e 
sa

m
e 

re
gi

on
, a

s 
de

sc
rib

ed
 b

ef
or

e.
 T

he
 w

ei
gh

ts
 th

at
 w

e 
us

e 
fo

r 
th

es
e 

co
un

tri
es

 a
re

 

G
D

P 
w

ei
gh

ts
. T

hu
s 

ev
er

y 
co

un
try

 is
 w

ei
gh

te
d 

by
 it

s 
ec

on
om

ic
 s

tre
ng

th
 in

 th
e 

re
gi

on
. I

n 

th
is

 s
pe

ci
fic

at
io

n,
 th

e 
w

ei
gh

te
d 

av
er

ag
e 

w
ag

e 
in

 th
e 

re
gi

on
 tu

rn
s 

ou
t t

o 
be

 p
os

iti
ve

 a
nd

 

si
gn

ifi
ca

nt
. T

he
re

 c
ou

ld
 b

e 
at

 le
as

t t
w

o 
re

as
on

s 
fo

r 
th

is
 r

es
ul

t. 
A

n 
in

cr
ea

se
 in

 w
ag

es
 in

 

ne
ig

hb
or

in
g 

co
un

tri
es

 m
ay

 in
cr

ea
se

 c
ap

ita
l o

ut
flo

w
 fr

om
 th

es
e 

re
gi

on
s t

o 
re

la
tiv

el
y 

lo
w

er 19

w
ag

e 
ne

ig
hb

or
 c

ou
nt

rie
s, 

w
hi

ch
 in

 tu
rn

 m
ay

in
cr

ea
se

 th
e 

de
m

an
d 

fo
r l

ab
or

, a
nd

 h
en

ce
 th

e 

w
ag

e 
ra

te
. S

ec
on

dl
y,

 h
ig

h 
w

ag
es

 in
 n

ei
gh

bo
rin

g 
co

un
tri

es
 m

ay
ca

us
e 

w
or

ke
rs

 to
 m

ov
e 

to
 

th
e 

hi
gh

 w
ag

e 
co

un
try

. T
hi

s w
ou

ld
 c

au
se

 a
 d

ec
re

as
e 

in
 su

pp
ly

 o
f w

or
ke

rs
 in

 th
e 

re
la

tiv
el

y 

lo
w

 w
ag

e 
co

un
try

, w
hi

ch
 c

ou
ld

 c
au

se
 a

n 
in

cr
ea

se
 in

 w
ag

es
 in

 th
e 

lo
w

 w
ag

e 
co

un
try

 a
s 

w
el

l. 
Fo

r t
he

 w
ei

gh
te

d 
av

er
ag

e 
ta

x 
ra

te
, t

he
 c

oe
ff

ic
ie

nt
 is

 p
os

iti
ve

,b
ut

 n
ot

 si
gn

ifi
ca

nt
.

In
 C

ol
um

n 
(2

), 
w

e 
ch

an
ge

 t
he

 s
pa

tia
l 

ne
ig

hb
or

s 
by

 d
ef

in
in

g 
as

 n
ei

gh
bo

rs
 t

ho
se

co
un

tri
es

 th
at

 a
re

 in
 th

e 
sa

m
e

in
co

m
e 

gr
ou

p 
(r

at
he

r 
th

an
 in

 th
e 

sa
m

e 
re

gi
on

). 
C

ou
nt

rie
s 

w
ith

in
 t

he
 s

am
e 

in
co

m
e 

gr
ou

p 
ar

e 
th

en
 w

ei
gh

te
d 

by
 t

he
ir 

re
sp

ec
tiv

e 
G

D
P.

 T
hi

s 

sp
ec

ifi
ca

tio
n 

w
ou

ld
 b

e 
ju

st
ifi

ed
 i

f 
w

or
ke

rs
 a

re
 m

or
e 

lik
el

y 
to

 m
ov

e 
be

tw
ee

n 
co

un
tri

es
 

w
ith

 th
e 

sa
m

e 
pe

r 
ca

pi
ta

 in
co

m
e 

th
an

 f
ro

m
 v

er
y 

hi
gh

 to
 v

er
y 

lo
w

 o
r 

vi
ce

-v
er

sa
. I

n 
th

is
 

sp
ec

ifi
ca

tio
n,

 th
e 

w
ei

gh
te

d 
w

ag
e 

va
ria

bl
e 

is
 a

ga
in

 p
os

iti
ve

 a
nd

 s
ig

ni
fic

an
t. 

In
 th

is
 c

as
e,

th
e 

w
ei

gh
te

d 
(to

p 
co

rp
or

at
e)

 ta
x 

va
ria

bl
e 

is
 p

os
iti

ve
, b

ut
 n

ot
 si

gn
ifi

ca
nt

.15

C
ol

um
n 

(3
) 

pr
es

en
ts

 r
es

ul
ts

 w
ith

 a
 d

iff
er

en
t w

ei
gh

tin
g 

sc
he

m
e.

 W
hi

le
 n

ei
gh

bo
rs

 

co
nt

in
ue

 to
 b

e 
de

fin
ed

 in
 te

rm
s 

of
 in

co
m

e
gr

ou
ps

, t
he

 c
ou

nt
rie

s 
w

ith
in

 th
e 

gr
ou

p 
ar

e 
no

w
 

w
ei

gh
te

d 
us

in
g 

(in
ve

rs
e)

 d
is

ta
nc

e 
w

ei
gh

ts
. T

hu
s 

th
e 

fa
rth

er
 t

he
 c

ou
nt

ry
, t

he
 l

ow
er

 t
he

 

w
ei

gh
t i

t r
ec

ei
ve

s 
w

ith
in

 th
e 

gr
ou

p.
 I

n 
th

is
 s

pe
ci

fic
at

io
n 

bo
th

 th
e 

ow
n 

re
gi

on
 w

ag
e 

an
d 

th
e 

ow
n 

re
gi

on
 (t

op
 c

or
po

ra
te

) t
ax

 ra
te

s a
re

 p
os

iti
ve

 a
nd

 si
gn

ifi
ca

nt
.

Fi
na

lly
, 

in
 C

ol
um

n 
(4

), 
w

e 
re

-r
an

 t
he

 r
eg

re
ss

io
n 

us
in

g 
as

 a
 m

ea
su

re
 o

f 
th

e

do
m

es
tic

 a
nd

 in
te

rn
at

io
na

l t
ax

 r
at

es
, t

he
 e

ff
ec

tiv
e 

m
ar

gi
na

l t
ax

 r
at

es
, i

ns
te

ad
 o

f 
th

e 
to

p

co
rp

or
at

e 
ta

x 
ra

te
s. 

In
 th

is
 s

pe
ci

fic
at

io
n,

 th
e 

in
co

m
e 

w
ei

gh
te

d 
ta

x 
ra

te
s 

ar
e 

po
si

tiv
e 

an
d 

15
W

hi
le

 w
e 

us
e

be
gi

nn
in

g 
of

pe
rio

d
va

lu
es

 to
 e

ns
ur

e 
ex

og
en

ei
ty

 o
f r

ig
ht

-h
an

d 
si

de
re

gr
es

so
rs

,w
e 

al
so

 u
se

2S
LS

 e
st

im
at

io
n 

to
 t

es
t 

fo
r

th
is

. I
t’s

po
ss

ib
le

 t
ha

t 
be

gi
nn

in
g 

of
 p

er
io

d 
av

er
ag

e 
ne

ig
hb

or
 w

ag
es

 m
ay

 b
e 

co
rr

el
at

ed
 w

ith
 t

he
 l

ef
t-h

an
d 

si
de

de
pe

nd
en

t 
va

ria
bl

e.
W

e 
th

er
ef

or
e

in
st

ru
m

en
t 

fo
r 

th
is

 v
ar

ia
bl

e
in

 t
he

st
an

da
rd

 w
ay

 s
ug

ge
st

ed
 in

 th
e 

sp
at

ia
l e

co
no

m
et

ric
s 

lit
er

at
ur

e 
(A

ns
el

in
,1

99
9)

.I
f o

ur
 re

gr
es

si
on

 m
od

el
ha

s
Y

 a
s 

th
e 

de
pe

nd
en

tv
ar

ia
bl

e 
an

d
X

,W
X

 a
nd

W
Y

 a
s 

th
e 

rig
ht

-h
an

d 
si

de
 re

gr
es

so
rs

,w
e 

in
st

ru
m

en
t f

or
W

Y
us

in
g 

X
, W

X
an

d 
W

2 X
, w

he
re

W
 is

 th
e

w
ei

gh
tin

g 
m

at
rix

.R
es

ul
ts

 d
id

no
t c

ha
ng

e 
in

 th
e

2S
LS

 sp
ec

ifi
ca

tio
n. 20
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si
gn

ifi
ca

nt
 a

t 9
0 

pe
rc

en
t l

ev
el

 o
f s

ig
ni

fic
an

ce
. I

n 
C

ol
um

n 
(5

), 
w

e 
us

e 
th

e 
G

D
P-

w
ei

gh
te

d

av
er

ag
e 

of
 t

he
 e

ff
ec

tiv
e 

av
er

ag
e 

ta
x 

ra
te

s 
in

 n
ei

gh
bo

r 
co

un
tri

es
 t

o 
ca

pt
ur

e 
sp

at
ia

l 
ta

x 

co
m

pe
tit

io
n.

 
Th

es
e 

re
su

lts
 

su
gg

es
t 

th
at

 
ta

x 
co

m
pe

tit
io

n 
ex

is
ts

 
am

on
g 

“n
ei

gh
bo

r”

co
un

tri
es

, w
he

th
er

 w
e 

co
ns

id
er

 th
e 

to
p 

co
rp

or
at

e 
ta

x 
ra

te
, e

ff
ec

tiv
e 

m
ar

gi
na

l t
ax

 ra
te

s, 
or

 

ef
fe

ct
iv

e 
av

er
ag

e 
ta

x 
ra

te
s. 

C
om

pe
tit

io
n 

co
ul

d 
re

su
lt 

fr
om

 b
ei

ng
 g

eo
gr

ap
hi

c 
ne

ig
hb

or
s 

i.e
 

co
un

tri
es

 w
ith

in
 th

e 
sa

m
e 

re
gi

on
, o

r f
ro

m
“e

co
no

m
ic

” 
ne

ig
hb

or
s 

i.e
 c

ou
nt

rie
s 

in
 th

e 
sa

m
e

in
co

m
e 

gr
ou

p.

Ta
bl

e 
7 

pr
es

en
ts

 r
es

ul
ts

 w
ith

 th
e 

de
m

oc
ra

cy
 v

ar
ia

bl
e 

in
cl

ud
ed

 in
 R

od
rik

 (
19

99
), 

an
d 

ot
he

r f
or

m
s 

of
 ta

xe
s 

su
ch

 a
s 

V
A

T 
an

d 
pa

yr
ol

l t
ax

es
. F

ol
lo

w
in

g 
R

od
rik

, w
e 

co
ns

tru
ct

 

ou
r 

m
ea

su
re

 o
f 

de
m

oc
ra

cy
 u

si
ng

 F
re

ed
om

 H
ou

se
’s

 c
la

ss
ifi

ca
tio

n 
of

 c
ou

nt
rie

s 
ba

se
d 

on
 

po
lit

ic
al

 r
ig

ht
s 

an
d 

ci
vi

l l
ib

er
tie

s.16
 C

ol
um

n 
(1

) 
sh

ow
s 

th
at

 in
 a

 r
eg

re
ss

io
n 

in
cl

ud
in

g 
th

e 

de
m

oc
ra

cy
 v

ar
ia

bl
e,

 a
lo

ng
 w

ith
 o

ur
 ta

x 
ra

te
 v

ar
ia

bl
e,

 th
e 

co
ef

fic
ie

nt
 o

n 
th

e 
de

m
oc

ra
cy

va
ria

bl
e 

is
 in

si
gn

ifi
ca

nt
, w

hi
le

 th
e 

es
tim

at
ed

 c
oe

ff
ic

ie
nt

 o
n 

ta
x 

ra
te

s a
nd

 M
V

A
 p

er
 w

or
ke

r 

co
nt

in
ue

 to
 b

e 
si

gn
ifi

ca
nt

 a
s 

be
fo

re
. U

nl
ik

e 
R

od
rik

 (1
99

9)
, w

e 
do

 n
ot

 in
cl

ud
e 

de
m

oc
ra

cy

as
 a

n 
ex

pl
an

at
or

y 
va

ria
bl

e 
in

 o
ur

 b
as

el
in

e 
sp

ec
ifi

ca
tio

n 
si

nc
e 

a 
va

ria
bl

e 
lik

e 
de

m
oc

ra
cy

 is

di
ff

ic
ul

t 
to

 m
ea

su
re

, 
an

d 
is

 h
ig

hl
y 

lik
el

y 
to

 b
e 

co
rr

el
at

ed
 w

ith
 o

th
er

 u
no

bs
er

va
bl

es
 i

n 

cr
os

s-
co

un
try

 r
eg

re
ss

io
ns

. 
Pe

rs
so

n 
an

d 
Ta

be
lli

ni
 (

20
05

) 
su

gg
es

t 
th

at
 d

em
oc

ra
ci

es
 a

re
 

co
rr

el
at

ed
 w

ith
 o

th
er

 f
ea

tu
re

s 
of

 t
he

 e
co

no
m

ic
 s

ys
te

m
, s

uc
h 

as
 l

ib
er

al
iz

at
io

n 
an

d 
tra

de
 

op
en

ne
ss

, f
or

m
 o

f g
ov

er
nm

en
t a

nd
 ty

pe
 o

f e
le

ct
or

al
 ru

le
. A

 V
A

R
 a

na
ly

si
s 

of
 d

em
oc

ra
cy

an
d 

co
rp

or
at

e 
ta

x 
ra

te
s s

ug
ge

st
s t

ha
t d

em
oc

ra
cy

 m
ay

 g
ra

ng
er

-c
au

se
 c

or
po

ra
te

 ta
x 

ra
te

s. 
In

 

th
e 

po
lit

ic
al

 
sc

ie
nc

e 
lit

er
at

ur
e,

 
H

ay
s 

(2
00

3)
, 

fin
ds

 
th

at
 

in
te

rn
at

io
na

l 
ca

pi
ta

l 
ta

x 

co
m

pe
tit

io
n 

ha
s 

th
e 

gr
ea

te
st

 n
eg

at
iv

e 
im

pa
ct

in
 m

aj
or

ita
ria

n 
de

m
oc

ra
ci

es
 w

ith
 c

lo
se

d 

16
 F

re
ed

om
 H

ou
se

 ra
te

s c
ou

nt
rie

s o
n 

a 
sc

al
e 

of
 1

 to
7

w
ith

hi
gh

er
 ra

tin
gs

 si
gn

ify
in

g 
le

ss
 fr

ee
do

m
.W

e
co

m
bi

ne
 th

e 
tw

o 
ra

tin
gs

 in
to

 a
 si

ng
le

 in
de

x
th

at
 v

ar
ie

s f
ro

m
 0

 to
 1

(w
ith

hi
gh

er
 v

al
ue

s i
nd

ic
at

in
g

gr
ea

te
r

de
m

oc
ra

cy
) b

y 
us

in
g 

th
e 

tra
ns

fo
rm

at
io

n
[(

14
-c

iv
ill

ib
-p

ol
rig

ht
s)

/1
2]

.

21

ec
on

om
ie

s. 
Th

e 
pa

pe
r u

se
s 

a 
di

ff
er

en
t m

ea
su

re
 o

f d
em

oc
ra

cy
, a

nd
 d

is
tin

gu
is

he
s 

be
tw

ee
n 

m
aj

or
ita

ria
n 

an
d 

co
ns

en
su

s d
em

oc
ra

ci
es

.

In
 C

ol
um

ns
 (2

) a
nd

 (3
), 

w
e 

te
st

 to
 se

e 
if 

ot
he

r f
or

m
s o

f t
ax

es
, s

uc
h 

as
 v

al
ue

-a
dd

ed

or
 s

al
es

 ta
x 

(V
A

T)
 a

nd
 (e

m
pl

oy
er

 a
nd

 e
m

pl
oy

ee
) p

ay
ro

ll 
ta

xe
s 

af
fe

ct
 a

ve
ra

ge
 w

ag
es

, a
nd

 

fin
d 

an
 i

ns
ig

ni
fic

an
t 

ef
fe

ct
. 

In
 C

ol
um

n 
(4

), 
w

e 
ad

dr
es

s 
th

e 
qu

es
tio

n 
w

he
th

er
 s

oc
ia

l

se
cu

rit
y 

co
nt

rib
ut

io
ns

 b
y 

em
pl

oy
er

s 
m

ay
 b

e 
dr

iv
in

g 
ou

r 
re

su
lts

 o
n 

pe
rs

on
al

 ta
xe

s. 
Th

us

w
e 

ex
cl

ud
e 

th
os

e 
co

un
tri

es
 w

he
re

 t
he

 w
ag

e 
m

ea
su

re
 i

nc
lu

de
s 

co
nt

rib
ut

io
ns

 t
o 

so
ci

al

se
cu

rit
y 

by
 e

m
pl

oy
er

s. 
A

s 
w

e 
ca

n 
se

e 
fr

om
 th

e 
ta

bl
e,

 th
is

 d
oe

s 
no

t c
ha

ng
e 

ou
r 

re
su

lts
. 

M
or

eo
ve

r, 
an

y 
di

ff
er

en
ce

s 
in

 th
e 

de
fin

iti
on

of
 w

ag
es

 a
cr

os
s 

co
un

tri
es

 w
ou

ld
 b

e 
ca

pt
ur

ed
 

by
 th

e 
fix

ed
 e

ff
ec

ts
.

Ta
bl

e 
8 

pr
es

en
ts

 r
es

ul
ts

 f
or

 th
e 

ca
se

 w
he

n 
th

e 
la

rg
e 

ec
on

om
ie

s 
(s

el
ec

te
d 

on
 th

e

ba
si

s 
of

 G
D

P)
 a

re
 e

xc
lu

de
d 

fr
om

 th
e 

sa
m

pl
e.

 T
he

 in
tu

iti
on

 fo
r t

hi
s 

is
 th

at
 re

la
tiv

el
y 

sm
al

l

ec
on

om
ie

s 
ar

e 
m

uc
h 

m
or

e 
lik

el
y 

to
 e

xp
er

ie
nc

e 
a 

su
dd

en
 s

pu
rt 

in
 p

ro
du

ct
iv

ity
 a

nd
 w

ag
es

 

as
 a

 r
es

ul
t 

of
 i

nc
re

as
ed

 c
ap

ita
l 

in
ve

st
m

en
t 

as
 c

om
pa

re
d 

to
 t

he
 r

ic
he

r 
ec

on
om

ie
s 

ha
ve

 

ca
pi

ta
l s

to
ck

s 
th

at
 a

re
 la

rg
e 

re
la

tiv
e 

to
 th

e 
w

or
ld

 s
up

pl
y 

of
 in

ve
st

m
en

t. 
H

en
ce

 w
e 

sh
ou

ld
 

ex
pe

ct
 to

 se
e 

a 
la

rg
er

 im
pa

ct
 o

f c
ap

ita
l t

ax
es

 o
n 

w
ag

es
 in

 th
es

e 
sm

al
l e

co
no

m
ie

s, 
in

 te
rm

s

of
 a

 l
ar

ge
r 

si
ze

 e
st

im
at

e 
of

 t
he

 c
oe

ff
ic

ie
nt

 o
n 

ta
x 

ra
te

s. 
Th

er
ef

or
e 

C
ol

um
n 

(1
) 

fir
st

 

pr
es

en
ts

 re
su

lts
 w

ith
 th

e 
en

tir
e 

sa
m

pl
e 

w
hi

ch
 se

rv
es

 a
s a

 b
as

is
 o

f c
om

pa
ris

on
. C

ol
um

n 
(2

) 

pr
es

en
ts

 r
es

ul
ts

 w
ith

 t
he

 t
op

 1
0 

ric
he

st
 e

co
no

m
ie

s 
ex

cl
ud

ed
 f

ro
m

 t
he

 s
am

pl
e.

 A
s 

w
e 

pr
ed

ic
te

d,
 th

e 
co

ef
fic

ie
nt

 o
n 

co
rp

or
at

e 
ta

x 
ra

te
s 

in
cr

ea
se

s 
to

 1
.0

7 
fr

om
 it

s 
va

lu
e 

of
 0

.8
4 

in
 

C
ol

um
n 

(1
).

C
ol

um
n 

(3
) 

fo
cu

se
s 

sp
ec

ifi
ca

lly
 o

n 
th

e 
sm

al
l o

r 
po

or
 e

co
no

m
ie

s. 
W

e 
re

-r
an

 th
e 

re
gr

es
si

on
 i

nc
lu

di
ng

 o
nl

y 
th

e 
lo

w
es

t 
G

D
P 

ec
on

om
ie

s 
in

 t
he

 s
am

pl
e.

 I
n 

th
is

 c
as

e,
 t

he
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co
ef

fic
ie

nt
 o

n 
co

rp
or

at
e 

ta
x 

ra
te

s 
in

cr
ea

se
s 

si
gn

ifi
ca

nt
ly

 t
o 

1.
54

. 
It 

ne
ar

ly
 d

ou
bl

es
 i

n 

m
ag

ni
tu

de
 c

om
pa

re
d 

to
 C

ol
um

n 
(1

). 
Th

es
e 

re
su

lts
 su

gg
es

t t
ha

t a
t l

ea
st 

in
 th

e 
sh

or
t-r

un
 (i

n 

th
e 

fiv
e 

ye
ar

 p
er

io
d 

us
ed

 in
 th

e 
sa

m
pl

e)
 s

m
al

le
r e

co
no

m
ie

s 
ar

e 
si

gn
ifi

ca
nt

ly
 m

or
e 

lik
el

y 

to
 re

sp
on

d 
to

 c
or

po
ra

te
 ta

x 
ra

te
s 

an
d 

se
e 

vi
si

bl
e 

ch
an

ge
s 

in
 p

ro
du

ct
iv

ity
 a

nd
 w

ag
e 

ra
te

s. 

La
rg

er
 e

co
no

m
ie

s e
xp

er
ie

nc
e 

th
e 

ga
in

 o
ve

r a
 lo

ng
er

 ti
m

e 
pe

rio
d.

Fi
na

lly
, a

 H
au

sm
an

 t
es

t 
re

ve
al

ed
 n

o 
si

gn
ifi

ca
nt

 d
iff

er
en

ce
s 

in
 f

ix
ed

 v
s. 

ra
nd

om
 

ef
fe

ct
s 

es
tim

at
es

. I
n 

Ta
bl

e 
9 

w
e 

pr
es

en
t r

es
ul

ts
 u

si
ng

 ra
nd

om
 e

ff
ec

ts
 G

LS
 e

st
im

at
io

n 
an

d 

O
LS

 e
st

im
at

io
n,

 a
llo

w
in

g 
fo

r 
re

gi
on

 d
um

m
ie

s
in

 t
he

 l
at

te
r 

sp
ec

ifi
ca

tio
n.

 C
ol

um
n 

(1
) 

pr
es

en
ts

 t
he

 r
an

do
m

 e
ff

ec
ts

 e
st

im
at

es
. 

Th
e 

co
ef

fic
ie

nt
 o

n 
to

p 
co

rp
or

at
e 

ta
x 

ra
te

 i
s 

ne
ga

tiv
e 

an
d 

hi
gh

ly
 s

ig
ni

fic
an

t w
ith

 a
 t-

st
at

is
tic

 o
f 3

.5
5.

 T
he

 c
oe

ff
ic

ie
nt

 o
n 

V
al

ue
 a

dd
ed

 

pe
r w

or
ke

r i
n 

m
an

uf
ac

tu
rin

g 
is

 p
os

iti
ve

 a
nd

 si
gn

ifi
ca

nt
 a

t 9
5 

pe
rc

en
t l

ev
el

 o
f s

ig
ni

fic
an

ce
.

Th
e 

co
ef

fic
ie

nt
 o

n 
Lo

g 
(C

PI
) 

is
 p

os
iti

ve
 a

nd
 s

ig
ni

fic
an

t, 
w

hi
le

 th
at

 o
n 

pe
rs

on
al

 ta
xe

s 
is

ag
ai

n 
in

si
gn

ifi
ca

nt
. 

C
ol

um
n 

(2
) 

fin
ds

 s
im

ila
r 

re
su

lts
 w

ith
 O

LS
. 

So
m

e 
of

 t
he

 r
eg

io
n 

du
m

m
ie

s 
ar

e 
si

gn
ifi

ca
nt

. C
ol

um
n 

(3
) 

pr
es

en
ts

 r
es

ul
ts

 u
si

ng
 3

 y
ea

r 
av

er
ag

es
 o

f 
th

e 
w

ag
e 

ra
te

 a
s t

he
 d

ep
en

de
nt

 v
ar

ia
bl

e.
 R

es
ul

ts
 a

re
 si

m
ila

r t
o 

th
os

e 
m

en
tio

ne
d 

fo
r t

he
 sp

ec
ifi

ca
tio

n

in
 C

ol
um

ns
 (1

).

To
 s

um
m

ar
iz

e,
 o

ur
 r

es
ul

ts
 i

nd
ic

at
e 

th
at

 w
hi

le
 p

er
so

na
l 

in
co

m
e 

ta
x 

ra
te

s 
do

 n
ot

af
fe

ct
 w

ag
es

, c
or

po
ra

te
 ta

xe
s 

ar
e 

si
gn

ifi
ca

nt
ly

 re
la

te
d 

to
 w

ag
e 

ra
te

s 
ac

ro
ss

 c
ou

nt
rie

s. 
O

ur
 

co
ef

fic
ie

nt
 e

st
im

at
es

 a
re

 la
rg

e,
 ra

ng
in

g 
fr

om
 0

.8
3 

to
 a

lm
os

t 1
-th

us
 a

 1
 p

er
ce

nt
 in

cr
ea

se
 in

 

co
rp

or
at

e 
ta

x 
ra

te
s 

le
ad

s 
to

 a
n 

al
m

os
t e

qu
iv

al
en

t d
ec

re
as

e 
in

 w
ag

e 
ra

te
s 

(in
 p

er
ce

nt
ag

e 

te
rm

s)
. I

f 
w

e 
se

t a
ll 

va
ria

bl
es

 to
 th

ei
r 

av
er

ag
e 

va
lu

es
, a

n 
in

cr
ea

se
 in

 c
or

po
ra

te
 ta

x 
ra

te
s 

fr
om

 a
 m

ea
n 

va
lu

e 
of

 .3
5 

to
 a

 1
-s

ta
nd

ar
d 

de
vi

at
io

n 
in

cr
ea

se
 o

f 
.1

0,
 w

ou
ld

 c
au

se
 w

ag
e

ra
te

s 
to

 d
ec

lin
e 

by
 m

or
e 

th
an

 2
5 

pe
rc

en
t 

(d
ep

en
di

ng
 o

n 
th

e 
re

gr
es

si
on

 s
pe

ci
fic

at
io

n)
. 
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Th
us

 a
 lo

w
 w

ag
e-

hi
gh

 ta
x 

ec
on

om
y,

 li
ke

 M
ex

ic
o 

(a
ve

ra
ge

 w
ag

e 
ov

er
 th

e 
pe

rio
d=

$1
.6

7 

an
d 

av
er

ag
e 

ta
x 

ra
te

=.
37

), 
co

ul
d 

ra
is

e 
w

ag
e 

le
ve

ls
 if

 it
 c

ou
ld

 lo
w

er
 it

’s
 c

or
po

ra
te

 ta
x 

ra
te

 

to
 th

at
 o

f 
C

an
ad

a’
s 

(.2
2)

. A
 4

0 
pe

rc
en

t d
ro

p 
in

 c
or

po
ra

te
 ta

x 
ra

te
s 

co
ul

d 
ra

is
e 

w
ag

es
 b

y 

ne
ar

ly
 3

5 
pe

rc
en

t, 
up

 to
 $

2.
25

.

Th
es

e 
re

su
lts

 a
ls

o 
ho

ld
 f

or
 e

ff
ec

tiv
e 

m
ar

gi
na

l 
an

d 
av

er
ag

e 
ta

x 
ra

te
s. 

Th
e 

co
ef

fic
ie

nt
 e

st
im

at
e 

is
 (o

n 
av

er
ag

e)
 c

lo
se

 to
 0

.5
, t

ho
ug

h 
th

e 
le

ve
l o

f s
ig

ni
fic

an
ce

 is
 lo

w
er

. 

Th
is

 s
ug

ge
st

s 
th

at
 w

ag
es

 a
re

 a
s 

lik
el

y 
to

 b
e 

in
flu

en
ce

d 
by

 th
e 

to
p 

st
at

ut
or

y 
co

rp
or

at
e 

ta
x 

ra
te

, a
s 

by
 th

e 
ef

fe
ct

iv
e 

m
ar

gi
na

l a
nd

 a
ve

ra
ge

 ta
x 

ra
te

s. 
H

en
ce

 c
or

po
ra

te
 ta

x 
cu

ts
 in

 th
e 

fo
rm

 o
f 

la
rg

e 
al

lo
w

an
ce

s 
fo

r 
de

pr
ec

ia
tio

n 
of

 e
qu

ip
m

en
t 

an
d 

st
ru

ct
ur

es
 w

hi
ch

 r
ed

uc
e 

ef
fe

ct
iv

e 
m

ar
gi

na
l r

at
es

 c
ou

ld
 e

ff
ec

tiv
el

y 
in

flu
en

ce
 w

ag
e 

le
ve

ls
 a

s w
el

l.

W
e 

fin
d 

ev
id

en
ce

 o
f i

nt
er

na
tio

na
l t

ax
 a

nd
 w

ag
e 

co
m

pe
tit

io
n 

in
 th

e 
da

ta
. C

ou
nt

ry

w
ag

e 
ra

te
s 

ar
e 

af
fe

ct
ed

 n
ot

 o
nl

y 
by

 d
om

es
tic

ta
x 

ra
te

s, 
bu

t a
ls

o 
ta

x 
ra

te
s 

in
 c

om
pe

tin
g

ec
on

om
ie

s. 
Th

e 
co

ef
fic

ie
nt

 e
st

im
at

es
 f

or
 th

e 
sp

at
ia

l w
ag

e 
an

d 
ta

x 
va

ria
bl

es
 r

an
ge

 f
ro

m
 

0.
39

 to
 0

.5
6 

fo
r 

av
er

ag
e 

ne
ig

hb
or

 w
ag

es
 a

nd
 0

.5
1 

to
 0

.5
5 

fo
r 

th
e 

av
er

ag
e 

ne
ig

hb
or

 ta
x 

va
ria

bl
e,

 s
ug

ge
st

in
g 

si
gn

ifi
ca

nt
 q

ua
nt

ita
tiv

e
im

pa
ct

s. 
A

 1
 p

er
ce

nt
 i

nc
re

as
e 

in
 w

ag
es

 

(ta
xe

s)
 in

 c
om

pe
tin

g 
co

un
tri

es
 c

ou
ld

 r
ai

se
 d

om
es

tic
 w

ag
es

 b
y 

0.
4 

pe
rc

en
t (

0.
5 

pe
rc

en
t).

 

C
om

pa
rin

g 
di

ff
er

en
t 

w
ei

gh
tin

g 
sc

he
m

es
, 

th
e 

ef
fe

ct
s 

ar
e 

la
rg

es
t 

w
he

n 
“n

ei
gh

bo
rs

” 
ar

e 

de
fin

ed
 a

s 
co

un
tri

es
 w

ith
in

 th
e 

sa
m

e 
in

co
m

e 
gr

ou
p,

 r
at

he
r 

th
an

 w
ith

in
 th

e 
sa

m
e 

re
gi

on
. 

Th
is

 s
ug

ge
st

s 
th

at
 t

ax
 c

om
pe

tit
io

n 
is

 m
os

t 
in

te
ns

e 
am

on
g,

 s
ay

, 
hi

gh
 i

nc
om

e 
co

un
tri

es
 

su
ch

 a
s 

C
an

ad
a,

 F
ra

nc
e 

an
d 

Ita
ly

, r
at

he
r t

ha
n 

be
tw

ee
n 

ge
og

ra
ph

ic
 n

ei
gh

bo
rs

. T
hi

s 
m

ak
es

 

se
ns

e 
in

tu
iti

ve
ly

 s
in

ce
 t

he
re

 d
o 

no
t 

ap
pe

ar
 t

o 
be

 l
ar

ge
 t

ra
ns

po
rt 

co
st

s 
as

so
ci

at
ed

 w
ith

m
ov

in
g 

ca
pi

ta
l a

cr
os

s 
la

rg
e 

di
st

an
ce

s, 
so

 c
ap

ita
l c

an
 e

as
ily

 fl
ow

 to
 th

e 
m

os
t r

em
un

er
at

iv
e

lo
ca

tio
ns

.
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V
. C

on
cl

us
io

n 

Th
e 

re
su

lts
 in

 th
is

 p
ap

er
 s

ug
ge

st
 th

at
 c

or
po

ra
te

 ta
x 

ra
te

s 
af

fe
ct

 w
ag

e 
le

ve
ls

 a
cr

os
s 

co
un

tri
es

. H
ig

he
r c

or
po

ra
te

 ta
xe

s 
le

ad
 to

 lo
w

er
 w

ag
es

. A
 1

 p
er

ce
nt

 in
cr

ea
se

 in
 c

or
po

ra
te

ta
x 

ra
te

s 
is

 a
ss

oc
ia

te
d 

w
ith

 n
ea

rly
 a

 1
 p

er
ce

nt
dr

op
 in

 w
ag

e 
ra

te
s. 

Th
e 

in
tu

iti
on

 f
or

 th
is

co
m

es
 f

ro
m

 a
 s

im
pl

e 
an

al
ys

is
 o

f 
th

e 
So

lo
w

 m
od

el
 th

at
 r

ev
ea
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Figure 1: Trends in Corporate Tax Rates 
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Figure 2:Wages and Income Taxes 
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Figure 3: Capital Wage Links in OECD and Non-OECD Economies 
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Table 2: Variation In Top Corporate Tax Rates (’00)

 Australia Austria Bolivia Chile Colombia 
1981 0.46 0.55 0.3 0.48 0.4 
1982 0.46 0.55 0.3 0.48 0.4 
1983 0.46 0.55 0.3 0.46 0.4 
1984 0.46 0.55 0.3 0.23 0.4 
1985 0.46 0.55 0.3 0.1 0.4 
1986 0.49 0.55 0.02 0.1 0.4 
1987 0.49 0.55 0.02 0.1 0.3 
1988 0.39 0.55 0.02 0.1 0.3 
1989 0.39 0.3 0.025 0.09 0.3 
1990 0.39 0.3 0.03 0.15 0.3 
1991 0.39 0.3 0.03 0.15 0.3 
1992 0.39 0.3 0.03 0.15 0.3 
1993 0.33 0.3 0.03 0.15 0.37
1994 0.33 0.34 0.25 0.15 0.37
1995 0.36 0.34 0.25 0.15 0.35
1996 0.36 0.34 0.25 0.15 0.35
1997 0.36 0.34 0.25 0.15 0.35
1998 0.36 0.34 0.25 0.15 0.35
1999 0.36 0.34 0.25 0.15 0.35
2000 0.34 0.34 0.25 0.15 0.35
2001 0.3 0.34 0.25 0.15 0.35
2002 0.3 0.34 0.25 0.16 0.35
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D
at

a 
A

pp
en

di
x

Th
e 

st
at

is
tic

s o
n 

w
ag

es
 a

re
 o

bt
ai

ne
d 

fr
om

th
e 

IL
O

’s
 K

ey
 In

di
ca

to
rs

 o
f t

he
 L

ab
or

 

M
ar

ke
t (

K
IL

M
). 

Th
e 

IL
O

 re
po

rts
 a

ve
ra

ge
 e

ar
ni

ng
s p

er
 w

or
ke

r o
r, 

in
 so

m
e 

ca
se

s, 
av

er
ag

e

w
ag

e 
ra

te
s. 

So
m

e 
of

 th
e 

se
rie

s c
ov

er
 w

ag
e 

ea
rn

er
s (

i.e
. m

an
ua

l o
r p

ro
du

ct
io

n 
w

or
ke

rs
) 

on
ly

, w
hi

le
 o

th
er

s r
ef

er
 to

 sa
la

rie
d 

em
pl

oy
ee

s (
i.e

. n
on

-m
an

ua
l w

or
ke

rs
), 

or
 a

ll 
em

pl
oy

ee
s

(i.
e.

 w
ag

e 
ea

rn
er

s a
nd

 sa
la

rie
d 

em
pl

oy
ee

s)
. T

he
 se

rie
s c

ov
er

 w
or

ke
rs

 o
f b

ot
h 

se
xe

s, 

irr
es

pe
ct

iv
e 

of
 a

ge
.

Ea
rn

in
gs

:T
he

 c
on

ce
pt

 o
f e

ar
ni

ng
s r

el
at

es
 to

 re
m

un
er

at
io

n 
in

 c
as

h 
an

d 
in

 k
in

d 

pa
id

 to
 e

m
pl

oy
ee

s, 
as

 a
 ru

le
 a

t r
eg

ul
ar

 in
te

rv
al

s, 
fo

r t
im

e 
w

or
ke

d 
or

 w
or

k 
do

ne
 to

ge
th

er
 

w
ith

 re
m

un
er

at
io

n 
fo

r t
im

e 
no

t w
or

ke
d,

 su
ch

 a
s f

or
 a

nn
ua

l v
ac

at
io

n,
 o

th
er

 p
ai

d 
le

av
e 

or
 

ho
lid

ay
s. 

Ea
rn

in
gs

 e
xc

lu
de

 e
m

pl
oy

er
s’

 c
on

tri
bu

tio
ns

 in
 re

sp
ec

t o
f t

he
ir 

em
pl

oy
ee

s p
ai

d 
to

 

so
ci

al
 se

cu
rit

y 
an

d 
pe

ns
io

n 
sc

he
m

es
 a

nd
 a

ls
o 

th
e 

be
ne

fit
s r

ec
ei

ve
d 

by
 e

m
pl

oy
ee

s u
nd

er
 

th
es

e 
sc

he
m

es
. E

ar
ni

ng
s a

ls
o 

ex
cl

ud
e 

se
ve

ra
nc

e 
an

d 
te

rm
in

at
io

n 
pa

y.

St
at

is
tic

s o
f e

ar
ni

ng
s s

ho
ul

d 
re

la
te

 to
 e

m
pl

oy
ee

s’
 g

ro
ss

 re
m

un
er

at
io

n,
 i.

e.
 th

e 
to

ta
l 

be
fo

re
 a

ny
 d

ed
uc

tio
ns

 a
re

 m
ad

e 
by

 th
e 

em
pl

oy
er

 in
 re

sp
ec

t o
f t

ax
es

, c
on

tri
bu

tio
ns

 o
f 

em
pl

oy
ee

s t
o 

so
ci

al
 se

cu
rit

y 
an

d 
pe

ns
io

n 
sc

he
m

es
, l

ife
 in

su
ra

nc
e 

pr
em

iu
m

s, 
un

io
n 

du
es

 

an
d 

ot
he

r o
bl

ig
at

io
ns

 o
f e

m
pl

oy
ee

s.

Ea
rn

in
gs

 in
cl

ud
e:

 d
ire

ct
 w

ag
es

 a
nd

 sa
la

rie
s, 

re
m

un
er

at
io

n 
fo

r t
im

e 
no

t w
or

ke
d 

(e
xc

lu
di

ng
 se

ve
ra

nc
e 

an
d 

te
rm

in
at

io
n 

pa
y)

, b
on

us
es

 a
nd

 g
ra

tu
iti

es
 a

nd
 h

ou
si

ng
 a

nd
 

fa
m

ily
 a

llo
w

an
ce

s p
ai

d 
by

 th
e 

em
pl

oy
er

 d
ire

ct
ly

 to
 th

is
 e

m
pl

oy
ee

. (
a)

D
ire

ct
 w

ag
es

 a
nd

 

sa
la

rie
s f

or
 ti

m
e 

w
or

ke
d,

 o
r w

or
k 

do
ne

, c
ov

er
: (

i) 
st

ra
ig

ht
 ti

m
e 

pa
y 

of
 ti

m
e-

ra
te

d 
w

or
ke

rs
; 

(ii
) i

nc
en

tiv
e 

pa
y 

of
 ti

m
e-

ra
te

d 
w

or
ke

rs
; (

iii
) e

ar
ni

ng
s o

f p
ie

ce
 w

or
ke

rs
 (e

xc
lu

di
ng

 

ov
er

tim
e 

pr
em

iu
m

s)
; (

iv
) p

re
m

iu
m

 p
ay

 fo
r o

ve
rti

m
e,

 sh
ift

, n
ig

ht
 a

nd
 h

ol
id

ay
 w

or
k;

 (v
) 

co
m

m
is

si
on

s p
ai

d 
to

 sa
le

s a
nd

 o
th

er
 p

er
so

nn
el

. I
nc

lu
de

d 
ar

e:
 p

re
m

iu
m

s f
or

 se
ni

or
ity

 a
nd

 

sp
ec

ia
l s

ki
lls

, g
eo

gr
ap

hi
ca

l z
on

e 
di

ff
er

en
tia

ls
, r

es
po

ns
ib

ili
ty

 p
re

m
iu

m
s, 

di
rt,

 d
an

ge
r a

nd
 

di
sc

om
fo

rt 
al

lo
w

an
ce

s, 
pa

ym
en

ts
 u

nd
er

 g
ua

ra
nt

ee
d 

w
ag

e 
sy

st
em

s, 
co

st
-o

f-
liv

in
g 

al
lo

w
an

ce
s a

nd
 o

th
er

 re
gu

la
r a

llo
w

an
ce

s. 
(b

) R
em

un
er

at
io

n 
fo

r t
im

e 
no

t w
or

ke
d 

co
m

pr
is

es
 d

ire
ct

 p
ay

m
en

ts
 to

 e
m

pl
oy

ee
s i

n 
re

sp
ec

t o
f p

ub
lic

 h
ol

id
ay

s, 
an

nu
al

 v
ac

at
io

ns

an
d 

ot
he

r t
im

e 
of

f w
ith

 p
ay

 g
ra

nt
ed

 b
y 

th
e 

em
pl

oy
er

. (
c)

 B
on

us
es

 a
nd

 g
ra

tu
iti

es
 c

ov
er
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se
as

on
al

 a
nd

 e
nd

-o
f-

ye
ar

 b
on

us
es

, a
dd

iti
on

al
pa

ym
en

ts
 in

 re
sp

ec
t o

f v
ac

at
io

n 
pe

rio
d 

(s
up

pl
em

en
ta

ry
 to

 n
or

m
al

 p
ay

) a
nd

 p
ro

fit
-s

ha
rin

g 
bo

nu
se

s. 
(ii

) S
ta

tis
tic

s o
f e

ar
ni

ng
s 

sh
ou

ld
 d

is
tin

gu
is

h 
ca

sh
 e

ar
ni

ng
s f

ro
m

 p
ay

m
en

ts
 in

 k
in

d.

W
ag

e 
ra

te
s:

 T
he

se
 in

cl
ud

e 
ba

si
c 

w
ag

es
, c

os
t-o

f-
liv

in
g 

al
lo

w
an

ce
s a

nd
 o

th
er

 g
ua

ra
nt

ee
d 

an
d 

re
gu

la
rly

 p
ai

d 
al

lo
w

an
ce

s, 
bu

t e
xc

lu
de

 o
ve

rti
m

e 
pa

ym
en

ts
, b

on
us

es
 a

nd
 g

ra
tu

iti
es

, 

fa
m

ily
 a

llo
w

an
ce

s a
nd

 o
th

er
 so

ci
al

 se
cu

rit
y 

pa
ym

en
ts

 m
ad

e 
by

 e
m

pl
oy

er
s.

Ex
 g

ra
tia

pa
ym

en
ts

 in
 k

in
d,

 su
pp

le
m

en
ta

ry
 to

 n
or

m
al

 w
ag

e 
ra

te
s, 

ar
e 

al
so

 e
xc

lu
de

d.

Th
us

 b
ro

ad
ly

 c
ou

nt
ry

 c
ov

er
ag

e 
di

ff
er

s d
ue

 to
 th

e 
fo

llo
w

in
g 

re
as

on
s:

 (1
) w

he
th

er
 

th
e 

re
po

rte
d 

st
at

is
tic

 is
 w

ag
es

 o
r e

ar
ni

ng
s (

2)
 w

he
th

er
 it

 c
ov

er
s e

m
pl

oy
ee

s, 
w

ag
e 

ea
rn

er
s 

or
 sa

la
rie

d 
em

pl
oy

ee
s (

3)
 w

he
th

er
 it

 in
cl

ud
es

 so
ci

al
 se

cu
rit

y 
co

nt
rib

ut
io

ns
 b

y 
em

pl
oy

er
.

W
he

n 
w

e 
st

ud
ie

d 
th

e 
de

sc
rip

tio
ns

 m
or

e 
cl

os
el

y,
 w

e 
fo

un
d 

th
at

 c
er

ta
in

 c
ou

nt
rie

s l
ik

e 

C
hi

le
, T

ur
ke

y,
 C

ol
om

bi
a,

 E
cu

ad
or

, K
en

ya
, K

yr
gy

zs
ta

n,
 M

ex
ic

o,
 M

al
ay

si
a,

 P
an

am
a 

an
d 

U
kr

ai
ne

 in
cl

ud
ed

 so
ci

al
 se

cu
rit

y 
co

nt
rib

ut
io

ns
 b

y 
em

pl
oy

er
s i

n 
th

e 
ea

rn
in

gs
 d

at
a.

 A
no

th
er

 

di
ff

er
en

ce
 a

ris
es

 b
ec

au
se

 th
e 

in
du

st
ria

l c
la

ss
ifi

ca
tio

n 
ch

an
ge

d 
du

rin
g 

th
is

 p
er

io
d.

 S
in

ce
 

th
e 

be
gi

nn
in

g 
of

 th
e 

19
90

s a
n 

in
cr

ea
si

ng
 n

um
be

r o
f c

ou
nt

rie
s h

av
e 

m
ad

e 
a 

sw
itc

ho
ve

r i
n 

th
ei

r d
at

a 
re

po
rti

ng
 sy

st
em

s f
or

 in
du

st
ria

l s
ta

tis
tic

s f
ro

m
 R

ev
is

io
n 

2 
to

 R
ev

is
io

n 
3 

of
 th

e 

In
te

rn
at

io
na

l S
ta

nd
ar

d 
C

la
ss

ifi
ca

tio
n 

of
 A

ll 
Ec

on
om

ic
 A

ct
iv

iti
es

 (I
SI

C
).

In
cl

ud
in

g 
du

m
m

ie
s t

o 
al

lo
w

 fo
r a

ll 
th

es
e 

di
ff

er
en

ce
s i

n 
co

ve
ra

ge
 in

 a
 p

an
el

 

re
gr

es
si

on
 (w

ith
ou

t c
ou

nt
ry

 fi
xe

d 
ef

fe
ct

s)
yi

el
de

d 
a 

hi
gh

ly
 si

gn
ifi

ca
nt

 n
eg

at
iv

e 
si

gn
 o

n 

co
rp

or
at

e 
ta

x 
ra

te
s, 

an
d 

no
 c

ha
ng

e 
in

 re
su

lts
 fo

r t
he

 o
th

er
 v

ar
ia

bl
es

.
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W
or

ki
ng

 P
ap

er
 S

er
ie

s
C

on
gr

es
si

on
al

 B
ud

ge
t O

ff
ic

e
W

as
hi

ng
to

n,
 D

.C
.

In
te

rn
at

io
na

l B
ur

de
ns

 o
f t

he
 C

or
po

ra
te

 In
co

m
e 

T
ax

W
ill

ia
m

 C
. R

an
do

lp
h 

(e
m

ai
l: 

w
ill

ia
m

.ra
nd

ol
ph

@
cb

o.
go

v)
C

on
gr

es
si

on
al

 B
ud

ge
t O

ff
ic

e
W

as
hi

ng
to

n,
 D

.C
.

A
ug

us
t, 

20
06

20
06

-0
9

W
or

ki
ng

 p
ap

er
s i

n 
th

is
 se

rie
s a

re
 p

re
lim

in
ar

y 
an

d 
ar

e 
ci

rc
ul

at
ed

 to
 st

im
ul

at
e 

di
sc

us
si

on
 a

nd
cr

iti
ca

l c
om

m
en

t. 
Th

es
e 

pa
pe

rs
 a

re
 n

ot
 su

bj
ec

t t
o 

C
B

O
’s

 fo
rm

al
 re

vi
ew

 a
nd

 e
di

tin
g 

pr
oc

es
se

s.
Th

e 
an

al
ys

is
 a

nd
 c

on
cl

us
io

ns
 e

xp
re

ss
ed

 in
 th

em
 a

re
 th

os
e 

of
 th

e 
au

th
or

s a
nd

 sh
ou

ld
 n

ot
 b

e
in

te
rp

re
te

d 
as

 th
os

e 
of

 th
e 

C
on

gr
es

si
on

al
 B

ud
ge

t O
ff

ic
e.

 R
ef

er
en

ce
s i

n 
pu

bl
ic

at
io

ns
 sh

ou
ld

 b
e

cl
ea

re
d 

w
ith

 th
e 

au
th

or
s. 

Pa
pe

rs
 in

 th
is

 se
rie

s c
an

 b
e 

ob
ta

in
ed

 a
t w

w
w

.c
bo

.g
ov

 (s
el

ec
t

Pu
bl

ic
at

io
ns

 a
nd

 th
en

 W
or

ki
ng

 P
ap

er
s)

.
1   T

he
 a

ut
ho

r w
ou

ld
 li

ke
 to

 th
an

k 
A

la
n 

A
ue

rb
ac

h,
 B

ob
 D

en
ni

s, 
Ja

ne
 G

ra
ve

lle
, H

ar
ry

 G
ru

be
rt,

 L
ar

ry
 O

za
nn

e,
 B

ob
W

ill
ia

m
s, 

an
d 

To
m

 W
oo

dw
ar

d 
fo

r t
he

ir 
co

m
m

en
ts

 a
nd

 su
gg

es
tio

ns
. 

A
bs

tr
ac

t1

Th
is

 st
ud

y 
ap

pl
ie

s a
 si

m
pl

e 
tw

o-
co

un
try

, f
iv

e-
se

ct
or

, g
en

er
al

 e
qu

ili
br

iu
m

 m
od

el
 b

as
ed

 o
n

H
ar

be
rg

er
 (1

99
5,

 2
00

6)
 to

 e
xa

m
in

e 
th

e 
lo

ng
-r

un
 in

ci
de

nc
e 

of
 a

 c
or

po
ra

te
 in

co
m

e 
ta

x 
in

 a
n 

op
en

ec
on

om
y.

  I
n 

eq
ui

lib
riu

m
, c

ap
ita

l i
s a

ss
um

ed
 to

 b
e 

pe
rf

ec
tly

 m
ob

ile
 in

te
rn

at
io

na
lly

 in
 th

e 
se

ns
e

th
at

 th
e 

co
un

try
 in

 w
hi

ch
 a

 re
al

 in
ve

st
m

en
t i

s l
oc

at
ed

 d
oe

s n
ot

 m
at

te
r t

o 
th

e 
m

ar
gi

na
l i

nv
es

to
r. 

 In
ad

di
tio

n,
 e

ac
h 

co
un

try
 is

 a
ss

um
ed

 to
 p

ro
du

ce
 a

t l
ea

st
 so

m
e 

tra
da

bl
e 

co
rp

or
at

e 
go

od
s f

or
 w

hi
ch

th
e 

co
un

try
 c

an
no

t a
ff

ec
t w

or
ld

 o
ut

pu
t p

ric
es

.
Li

ke
 th

e 
or

ig
in

al
 H

ar
be

rg
er

 (1
96

2)
 m

od
el

, t
he

w
or

ld
w

id
e 

st
oc

k 
of

 c
ap

ita
l a

nd
 th

e 
su

pp
ly

 o
f l

ab
or

 in
 e

ac
h 

co
un

try
 a

re
 fi

xe
d.

  U
nd

er
 th

os
e

as
su

m
pt

io
ns

, t
he

 m
od

el
 p

ro
vi

de
s c

lo
se

d 
fo

rm
 so

lu
tio

ns
 a

nd
 e

as
ily

 u
nd

er
st

oo
d 

pr
ed

ic
tio

ns
 a

bo
ut

its
 c

om
pa

ra
tiv

e 
st

at
ic

 e
qu

ili
br

ia
.  

A
s w

ith
 a

ny
 si

m
pl

ifi
ed

 m
od

el
, t

he
 a

na
ly

si
s i

s s
ile

nt
 a

bo
ut

 so
m

e
po

te
nt

ia
lly

 im
po

rta
nt

 is
su

es
 –

 su
ch

 a
s t

he
 e

ff
ec

t o
f t

he
 c

or
po

ra
te

 ta
x 

on
 sa

vi
ng

s, 
gr

ow
th

 a
nd

 o
th

er
dy

na
m

ic
s –

 th
at

 m
ay

 a
ls

o 
ha

ve
 im

po
rta

nt
 e

ff
ec

ts
 o

n 
co

rp
or

at
e 

ta
x 

in
ci

de
nc

e.

Th
e 

an
al

ys
is

 sh
ow

s h
ow

 th
e 

do
m

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l c
an

 e
sc

ap
e 

m
os

t o
f t

he
 c

or
po

ra
te

 in
co

m
e

ta
x 

bu
rd

en
 w

he
n 

ca
pi

ta
l i

s r
ea

llo
ca

te
d 

ab
ro

ad
 in

 re
sp

on
se

 to
 th

e 
ta

x.
  B

ut
, a

s i
n 

B
ra

df
or

d 
(1

97
8)

,
ca

pi
ta

l o
w

ne
rs

 w
or

ld
w

id
e 

ca
nn

ot
 e

sc
ap

e 
th

e 
ta

x.
R

ea
llo

ca
tio

n 
of

 c
ap

ita
l a

br
oa

d 
dr

iv
es

 d
ow

n 
th

e
pe

rs
on

al
 re

tu
rn

 to
 in

ve
st

m
en

t s
o 

th
at

 c
ap

ita
l o

w
ne

rs
 w

or
ld

w
id

e 
be

ar
 a

pp
ro

xi
m

at
el

y 
th

e 
fu

ll
bu

rd
en

 o
f t

he
 d

om
es

tic
 c

or
po

ra
te

 in
co

m
e 

ta
x.

  F
or

ei
gn

 w
or

ke
rs

 b
en

ef
it 

be
ca

us
e 

an
 in

cr
ea

se
d

fo
re

ig
n 

st
oc

k 
of

 c
ap

ita
l r

ai
se

s t
he

ir 
pr

od
uc

tiv
ity

 a
nd

 th
ei

r w
ag

es
.  

D
om

es
tic

 w
or

ke
rs

 lo
se

 b
ec

au
se

th
ei

r p
ro

du
ct

iv
ity

 fa
lls

 a
nd

 th
ey

 c
an

no
t e

m
ig

ra
te

 to
 ta

ke
 a

dv
an

ta
ge

 o
f h

ig
he

r f
or

ei
gn

 w
ag

es
. 

U
nd

er
 b

as
ic

 a
ss

um
pt

io
ns

 o
f t

he
 n

um
er

ic
al

 a
pp

lic
at

io
n,

 th
e 

ou
tc

om
e 

is
 a

ls
o 

si
m

ila
r t

o 
th

e
im

pl
ic

at
io

ns
 o

f t
he

 si
m

pl
er

 m
od

el
 o

f B
ra

df
or

d 
in

 th
at

 th
e 

fu
ll 

w
or

ld
w

id
e 

bu
rd

en
 fa

lls
 o

n 
do

m
es

tic
ow

ne
rs

 o
f p

ro
du

ct
iv

e 
in

pu
ts

.  
Th

at
 o

ut
co

m
e 

ch
an

ge
s, 

ho
w

ev
er

, u
nd

er
 a

lte
rn

at
iv

e 
as

su
m

pt
io

ns
.

B
ur

de
ns

 a
re

 m
ea

su
re

d 
in

 a
 n

um
er

ic
al

 e
xa

m
pl

e 
by

 su
bs

tit
ut

in
g 

fa
ct

or
 sh

ar
es

 a
nd

 o
ut

pu
t s

ha
re

s
th

at
 a

re
 re

as
on

ab
le

 fo
r t

he
 U

.S
. e

co
no

m
y.

  G
iv

en
 th

os
e 

va
lu

es
, d

om
es

tic
 la

bo
r b

ea
rs

 sl
ig

ht
ly

m
or

e 
th

an
 7

0 
pe

rc
en

t o
f t

he
 b

ur
de

n 
of

 th
e 

co
rp

or
at

e 
in

co
m

e 
ta

x.
  T

he
 d

om
es

tic
 o

w
ne

rs
 o

f c
ap

ita
l

be
ar

 sl
ig

ht
ly

 m
or

e 
th

an
 3

0 
pe

rc
en

t o
f t

he
 b

ur
de

n.
  D

om
es

tic
 la

nd
ow

ne
rs

 re
ce

iv
e 

a 
sm

al
l b

en
ef

it.
 

A
t t

he
 sa

m
e 

tim
e,

 th
e 

fo
re

ig
n 

ow
ne

rs
 o

f c
ap

ita
l b

ea
r s

lig
ht

ly
 m

or
e 

th
an

 7
0 

pe
rc

en
t o

f t
he

 b
ur

de
n,

bu
t t

he
ir 

bu
rd

en
 is

 e
xa

ct
ly

 o
ff

se
t b

y 
th

e 
be

ne
fit

s r
ec

ei
ve

d 
by

 fo
re

ig
n 

w
or

ke
rs

 a
nd

 la
nd

ow
ne

rs
. 

To
 th

e 
ex

te
nt

 th
at

 c
ap

ita
l i

s l
es

s m
ob

ile
 in

te
rn

at
io

na
lly

, d
om

es
tic

 la
bo

r’
s b

ur
de

n 
w

ou
ld

 b
e 

lo
w

er
an

d 
do

m
es

tic
 c

ap
ita

l’s
 b

ur
de

n 
w

ou
ld

 b
e 

hi
gh

er
.  

B
ur

de
ns

 c
an

 a
ls

o 
be

 a
ff

ec
te

d 
by

 th
e 

do
m

es
tic

co
un

try
’s

 a
bi

lit
y 

to
 in

flu
en

ce
 th

e 
w

or
ld

 p
ric

es
 o

f s
om

e 
tra

de
d 

co
rp

or
at

e 
ou

tp
ut

s. 
 B

ut
 th

e 
si

gn
s

an
d 

m
ag

ni
tu

de
s o

f t
ho

se
 e

ff
ec

ts
 o

n 
bu

rd
en

 d
ep

en
d 

up
on

 th
e 

re
la

tiv
e 

ca
pi

ta
l i

nt
en

si
tie

s o
f

pr
od

uc
tio

n 
in

 th
e 

co
rp

or
at

e 
se

ct
or

s t
ha

t p
ro

du
ce

 in
te

rn
at

io
na

lly
 tr

ad
ab

le
 g

oo
ds

.
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2   T
he

re
 a

re
 a

ls
o 

ot
he

r s
ou

rc
es

 o
f i

ne
ff

ic
ie

nc
y 

un
de

r t
he

 c
or

po
ra

te
 ta

x 
(s

ee
 G

ra
ve

lle
, 1

99
4;

 C
on

gr
es

si
on

al
 B

ud
ge

t
O

ff
ic

e,
 2

00
5b

; a
nd

 Ju
dd

, 2
00

6)
.

3   I
n 

th
e 

sh
or

t r
un

, c
ha

ng
es

 in
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x 

ar
e 

m
os

t l
ik

el
y 

bo
rn

e 
by

 e
xi

st
in

g 
co

rp
or

at
e 

sh
ar

eh
ol

de
rs

 (s
ee

A
ue

rb
ac

h,
 2

00
5)

.
4  R

os
en

 (2
00

2)
, p

p.
 2

94
-2

99
, a

nd
 F

ul
le

rto
n 

an
d 

M
et

ca
lf 

(2
00

2)
, p

p.
 1

81
2-

18
15

, p
ro

vi
de

 d
et

ai
le

d 
di

sc
us

si
on

s o
f t

he
H

ar
be

rg
er

 m
od

el
.

-1
-

I.
In

tr
od

uc
tio

n

In
 a

 c
lo

se
d 

ec
on

om
y,

 th
e 

co
rp

or
at

e 
in

co
m

e 
ta

x 
ca

us
es

 p
ro

du
ct

io
n 

to
 b

e 
in

ef
fic

ie
nt

be
ca

us
e 

th
e 

ta
x 

is
 n

ot
 im

po
se

d 
eq

ua
lly

 o
n 

th
e 

in
co

m
e 

fr
om

 a
ll 

ca
pi

ta
l u

se
d 

in
 th

e 
co

rp
or

at
e 

an
d

no
nc

or
po

ra
te

 se
ct

or
s. 

 T
ha

t d
iff

er
en

ce
 c

au
se

s t
he

 c
ap

ita
l i

nt
en

si
ty

 o
f p

ro
du

ct
io

n 
to

 b
e 

to
o 

lo
w

 in

th
e 

co
rp

or
at

e 
se

ct
or

s a
nd

 to
o 

hi
gh

 in
 th

e 
no

nc
or

po
ra

te
 se

ct
or

s. 
 T

he
 c

or
po

ra
te

 ta
x 

is
 in

ef
fic

ie
nt

be
ca

us
e 

th
e 

m
ar

gi
na

l p
re

-ta
x 

re
tu

rn
 fr

om
 c

or
po

ra
te

 in
ve

st
m

en
t e

xc
ee

ds
 th

e 
m

ar
gi

na
l p

re
-ta

x

re
tu

rn
 fr

om
 n

on
co

rp
or

at
e 

in
ve

st
m

en
t i

n 
eq

ui
lib

riu
m

.2

It 
is

 n
ot

 a
s c

le
ar

 w
ho

 b
ea

rs
 th

e 
lo

ng
-r

un
 b

ur
de

n 
of

 th
e 

co
rp

or
at

e 
ta

x 
in

 a
 c

lo
se

d 
ec

on
om

y.
3

B
ut

 in
 o

ne
 o

f t
he

 b
es

t-k
no

w
n 

an
al

ys
es

 in
 p

ub
lic

 fi
na

nc
e,

 H
ar

be
rg

er
 (1

96
2)

 fo
un

d 
th

at
 th

e 
U

.S
.

co
rp

or
at

e 
ta

x 
is

 li
ke

ly
 to

 b
e 

bo
rn

e 
en

tir
el

y 
by

 a
ll 

ow
ne

rs
 o

f c
ap

ita
l. 

  H
ow

 th
at

 m
ig

ht
 o

cc
ur

 c
an

be
 u

nd
er

st
oo

d,
 ro

ug
hl

y,
 in

 te
rm

s o
f t

he
 e

ff
ec

ts
 th

at
 th

e 
ta

x 
ha

s o
n 

ou
tp

ut
 a

nd
 in

pu
t s

ub
st

itu
tio

n

de
ci

si
on

s m
ad

e 
by

 c
on

su
m

er
s a

nd
 p

ro
du

ce
rs

.4   I
n 

th
e 

H
ar

be
rg

er
 m

od
el

 o
f a

 c
lo

se
d 

ec
on

om
y,

 th
e

to
ta

l s
up

pl
ie

s o
f l

ab
or

 a
nd

 c
ap

ita
l a

re
 fi

xe
d 

bu
t p

er
fe

ct
ly

 m
ob

ile
 b

et
w

ee
n 

se
ct

or
s. 

 In
 re

sp
on

se
 to

th
e 

ta
x,

 c
on

su
m

er
s s

ub
st

itu
te

 a
w

ay
 fr

om
 th

e 
m

or
e 

he
av

ily
 ta

xe
d 

co
rp

or
at

e 
go

od
s s

o 
th

at

pr
od

uc
tio

n 
sh

ift
s t

o 
th

e 
no

nc
or

po
ra

te
 se

ct
or

.  
C

or
po

ra
te

 p
ro

du
ce

rs
 su

bs
tit

ut
e 

aw
ay

 fr
om

 th
e 

ta
xe

d

in
pu

t –
 c

or
po

ra
te

 c
ap

ita
l –

 w
hi

ch
 p

us
he

s u
p 

th
e 

ca
pi

ta
l i

nt
en

si
ty

 o
f p

ro
du

ct
io

n 
in

 th
e

no
nc

or
po

ra
te

 se
ct

or
, t

hu
s r

ed
uc

in
g 

th
e 

af
te

r-
ta

x 
re

tu
rn

 to
 c

ap
ita

l.

U
nd

er
 a

ss
um

pt
io

ns
 c

on
si

de
re

d 
re

as
on

ab
le

 fo
r t

he
 U

.S
. e

co
no

m
y,

 H
ar

be
rg

er
 (1

96
2)

 fo
un

d

th
at

 th
e 

ou
tp

ut
 a

nd
 in

pu
t s

ub
st

itu
tio

n 
de

ci
si

on
s c

om
bi

ne
 in

 su
ch

 a
 w

ay
 th

at
 p

er
so

na
l c

ap
ita

l

-2
-

in
co

m
e 

is
 re

du
ce

d 
ex

ac
tly

 b
y 

th
e 

fu
ll 

bu
rd

en
 o

f t
he

 c
or

po
ra

te
 ta

x,
 a

nd
 w

ag
es

 re
m

ai
n 

co
ns

ta
nt

. 

Pe
rs

on
al

 c
ap

ita
l i

nc
om

e 
is

 re
du

ce
d 

to
 th

e 
sa

m
e 

de
gr

ee
 re

ga
rd

le
ss

 o
f w

he
th

er
 th

e 
ca

pi
ta

l o
w

ne
rs

in
ve

st
 in

 th
e 

co
rp

or
at

e 
se

ct
or

 o
r t

he
 n

on
co

rp
or

at
e 

se
ct

or
.

Th
e 

ef
fe

ct
s o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x 
in

 a
n 

op
en

 e
co

no
m

y 
ar

e 
ob

vi
ou

sl
y 

m
or

e

co
m

pl
ic

at
ed

.  
Th

e 
ta

x 
is

 li
ke

ly
 to

 b
e 

ev
en

 le
ss

 e
ff

ic
ie

nt
 b

ec
au

se
 it

 c
an

 d
is

to
rt 

bo
th

 th
e 

do
m

es
tic

an
d 

th
e 

in
te

rn
at

io
na

l a
llo

ca
tio

ns
 o

f c
ap

ita
l. 

 D
om

es
tic

 w
or

ke
rs

 a
re

 m
or

e 
lik

el
y 

to
 b

ea
r a

 b
ur

de
n

be
ca

us
e 

w
or

ke
rs

 c
an

no
t m

ov
e 

re
ad

ily
 b

et
w

ee
n 

co
un

tri
es

.  
D

om
es

tic
 w

ag
es

 w
ill

 fa
ll 

w
he

n 
ca

pi
ta

l

is
 re

al
lo

ca
te

d 
ab

ro
ad

 a
nd

 d
om

es
tic

 w
or

ke
rs

 c
an

no
t m

ov
e 

to
 ta

ke
 a

dv
an

ta
ge

 o
f a

 h
ig

he
r f

or
ei

gn

w
ag

e 
ra

te
.  

A
t t

he
 sa

m
e 

tim
e,

 fo
re

ig
n 

la
bo

r r
ec

ei
ve

s a
 b

en
ef

it 
fr

om
 th

e 
in

cr
ea

se
 in

 fo
re

ig
n 

ca
pi

ta
l. 

Th
e 

op
en

 e
co

no
m

y 
is

 d
iff

ic
ul

t t
o 

an
al

yz
e 

be
ca

us
e 

la
bo

r a
nd

 c
ap

ita
l o

w
ne

rs
 c

an
 b

e 
do

m
es

tic
 o

r

fo
re

ig
n,

 a
nd

 e
ac

h 
se

ct
or

 o
f e

ac
h 

ec
on

om
y 

ca
n 

pr
od

uc
e 

go
od

s a
nd

 se
rv

ic
es

 th
at

 a
re

 tr
ad

ed
 o

r n
ot

tra
de

d 
in

te
rn

at
io

na
lly

.  
A

 d
om

es
tic

 c
or

po
ra

te
 ta

x 
ca

n 
af

fe
ct

 th
e 

do
m

es
tic

 a
nd

 fo
re

ig
n 

pr
ic

es
 o

f

in
pu

ts
 a

nd
 o

ut
pu

ts
, t

he
 d

om
es

tic
 a

nd
 fo

re
ig

n 
na

tio
na

l i
nc

om
es

, a
nd

 th
e 

do
m

es
tic

 a
nd

 fo
re

ig
n

di
st

rib
ut

io
ns

 o
f i

nc
om

e.
  T

he
 w

or
ld

 e
co

no
m

y 
si

m
pl

y 
ha

s m
or

e 
di

m
en

si
on

s. 

M
el

vi
n 

(1
98

2)
 e

xa
m

in
es

 a
 w

or
ld

 e
co

no
m

y 
in

 w
hi

ch
 th

er
e 

is
 in

te
rn

at
io

na
l t

ra
de

 b
ut

 n
o

in
te

rn
at

io
na

l i
nv

es
tm

en
t. 

 H
e 

fin
ds

 th
at

 th
e 

do
m

es
tic

 b
ur

de
n 

of
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x 

fa
lls

pr
im

ar
ily

 o
n 

th
e 

fa
ct

or
 th

at
 is

 u
se

d 
m

os
t i

nt
en

si
ve

ly
 in

 th
e 

co
rp

or
at

e 
se

ct
or

.  
In

 th
e 

U
ni

te
d 

St
at

es
,

th
at

 fa
ct

or
 is

 la
bo

r. 
 H

is
 m

od
el

 d
iv

id
es

 th
e 

w
or

ld
 in

to
 tw

o 
co

un
tri

es
 th

at
 e

ac
h 

pr
od

uc
e 

th
e 

sa
m

e

tw
o 

in
te

rn
at

io
na

lly
 tr

ad
ed

 g
oo

ds
.  

 T
he

 su
pp

lie
s o

f l
ab

or
 a

nd
 c

ap
ita

l a
re

 fi
xe

d 
an

d 
im

m
ob

ile

in
te

rn
at

io
na

lly
.  

H
e 

as
su

m
es

 in
iti

al
ly

 th
at

 th
e 

do
m

es
tic

 e
co

no
m

y 
is

 sm
al

l s
o 

th
at

 d
om

es
tic

ec
on

om
ic

 d
ec

is
io

ns
 c

an
no

t a
ff

ec
t t

he
 w

or
ld

 p
ric

es
 o

f t
ra

de
d 

go
od

s. 
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-3
-

U
nd

er
 th

os
e 

as
su

m
pt

io
ns

, a
 d

om
es

tic
 ta

x 
im

po
se

d 
on

 c
ap

ita
l i

nc
om

e 
in

 th
e 

co
rp

or
at

e

se
ct

or
 c

au
se

s t
he

 d
om

es
tic

 e
co

no
m

y 
to

 sh
ift

 p
ro

du
ct

io
n 

to
w

ar
d 

th
e 

no
nc

or
po

ra
te

 se
ct

or
.  

If
 th

e

co
rp

or
at

e 
se

ct
or

 is
 m

or
e 

la
bo

r-
in

te
ns

iv
e 

th
an

 th
e 

no
nc

or
po

ra
te

 se
ct

or
, b

ot
h 

th
e 

co
rp

or
at

e 
an

d 
th

e

no
nc

or
po

ra
te

 d
om

es
tic

 se
ct

or
s b

ec
om

e 
le

ss
 c

ap
ita

l-i
nt

en
si

ve
 in

 e
qu

ili
br

iu
m

 a
s a

 re
su

lt 
of

pr
od

uc
er

 re
sp

on
se

s t
o 

th
e 

ta
x.

  A
t a

 lo
w

er
 c

ap
ita

l i
nt

en
si

ty
, t

he
 re

tu
rn

 to
 d

om
es

tic
 c

ap
ita

l a
ct

ua
lly

in
cr

ea
se

s a
nd

 d
om

es
tic

 la
bo

r c
an

 b
ea

r m
or

e 
th

an
 1

00
 p

er
ce

nt
 o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x.
  E

ve
n

if 
th

e 
do

m
es

tic
 e

co
no

m
y 

is
 la

rg
e 

en
ou

gh
 to

 a
ff

ec
t t

he
 w

or
ld

 p
ric

es
 o

f t
he

 tr
ad

ed
 g

oo
ds

, M
el

vi
n

fin
ds

 th
at

 th
e 

co
rp

or
at

e 
ta

x 
bu

rd
en

 st
ill

 fa
lls

 p
rim

ar
ily

 o
n 

th
e 

fa
ct

or
 th

at
 is

 u
se

d 
m

os
t i

nt
en

si
ve

ly

in
 th

e 
co

rp
or

at
e 

se
ct

or
.

M
el

vi
n’

s a
na

ly
si

s s
ho

w
s t

ha
t t

he
 c

or
po

ra
te

 ta
x 

bu
rd

en
 c

an
 b

e 
sh

ift
ed

 to
 d

om
es

tic
 la

bo
r

ev
en

 w
he

n 
th

er
e 

is
 n

o 
in

te
rn

at
io

na
l i

nv
es

tm
en

t, 
an

d 
ev

en
 w

he
n 

th
e 

do
m

es
tic

 e
co

no
m

y 
is

 la
rg

e

en
ou

gh
 to

 in
flu

en
ce

 th
e 

pr
ic

es
 o

f i
nt

er
na

tio
na

lly
 tr

ad
ed

 g
oo

ds
.  

H
ow

ev
er

, t
ho

se
 re

su
lts

 a
re

 n
ot

fu
lly

 ro
bu

st
 to

 th
e 

ad
di

tio
n 

of
 in

te
rn

at
io

na
lly

 m
ob

ile
 c

ap
ita

l, 
th

e 
pr

od
uc

tio
n 

of
 g

oo
ds

 th
at

 a
re

 n
ot

tra
de

d 
in

te
rn

at
io

na
lly

, a
nd

 th
e 

po
ss

ib
ili

ty
 o

f i
m

pe
rf

ec
t d

em
an

d 
su

bs
tit

ut
io

n 
be

tw
ee

n 
do

m
es

tic
-

an
d 

fo
re

ig
n-

pr
od

uc
ed

 in
te

rn
at

io
na

lly
 tr

ad
ab

le
 g

oo
ds

.  
U

nf
or

tu
na

te
ly

, t
ry

in
g 

to
 a

cc
ou

nt
 fo

r a
ll 

of

th
os

e 
is

su
es

 c
an

 m
ak

e 
th

e 
an

al
ys

is
 v

er
y 

di
ff

ic
ul

t. 
 

G
ra

ve
lle

 a
nd

 S
m

et
te

rs
 (2

00
6)

 c
on

st
ru

ct
 a

 c
om

pu
ta

bl
e 

ge
ne

ra
l e

qu
ili

br
iu

m
 m

od
el

 in
 w

hi
ch

th
e 

w
or

ld
 is

 d
iv

id
ed

 in
to

 tw
o 

co
un

tri
es

 w
ith

 fo
ur

 p
ro

du
ct

iv
e 

se
ct

or
s i

n 
ea

ch
 c

ou
nt

ry
.  

Th
e

do
m

es
tic

 e
co

no
m

y 
is

 d
iv

id
ed

 in
to

 c
or

po
ra

te
 a

nd
 n

on
co

rp
or

at
e 

se
ct

or
s, 

lik
e 

th
e 

or
ig

in
al

 H
ar

be
rg

er

(1
96

2)
 m

od
el

, b
ut

 e
ac

h 
se

ct
or

 is
 fu

rth
er

 su
bd

iv
id

ed
 in

to
 a

 su
bs

ec
to

r t
ha

t p
ro

du
ce

s i
nt

er
na

tio
na

lly

tra
de

ab
le

 g
oo

ds
 a

nd
 a

 su
b-

se
ct

or
 th

at
 p

ro
du

ce
s g

oo
ds

 th
at

 a
re

 n
ot

 tr
ad

ed
 b

et
w

ee
n 

co
un

tri
es

.  
Li

ke

M
ut

ti 
an

d 
G

ru
be

rt 
(1

98
5)

, G
ra

ve
lle

 a
nd

 S
m

et
te

rs
 a

llo
w

 fo
r t

he
 p

os
si

bi
lit

y 
th

at
 c

ap
ita

l i
s n

ot
5   T

he
 G

ra
ve

lle
 a

nd
 S

m
et

te
rs

 m
od

el
 is

 v
er

y 
si

m
ila

r t
o 

th
e 

m
od

el
 c

on
st

ru
ct

ed
 b

y 
M

ut
ti 

an
d 

G
ru

be
rt,

 a
lth

ou
gh

 M
ut

ti
an

d 
G

ru
be

rt 
do

 n
ot

 m
ea

su
re

 la
bo

r’
s i

nc
id

en
ce

 o
f t

he
 c

or
po

ra
te

 in
co

m
e 

ta
x.

6   G
ra

ve
lle

 a
nd

 S
m

et
te

rs
 (2

00
6)

, T
ab

le
 2

.

-4
-

pe
rf

ec
tly

 m
ob

ile
 in

te
rn

at
io

na
lly

, a
nd

 fo
r t

he
 p

os
si

bi
lit

y 
th

at
 fo

re
ig

n 
an

d 
do

m
es

tic
 tr

ad
ab

le
 g

oo
ds

ar
e 

im
pe

rf
ec

t s
ub

st
itu

te
s i

n 
co

ns
um

pt
io

n.
5

G
ra

ve
lle

 a
nd

 S
m

et
te

rs
 fi

nd
 th

at
 th

e 
co

rp
or

at
e 

ta
x 

bu
rd

en
 im

po
se

d 
on

 d
om

es
tic

 la
bo

r i
s

sm
al

l w
he

n 
th

e 
de

m
an

d 
su

bs
tit

ut
ab

ili
ty

 b
et

w
ee

n 
do

m
es

tic
 a

nd
 fo

re
ig

n 
tra

da
bl

e 
go

od
s i

s l
ow

. 

A
lth

ou
gh

 th
ei

r m
od

el
 is

 d
iff

er
en

t f
ro

m
 M

el
vi

n’
s m

od
el

, t
he

ir 
tra

de
 re

su
lt 

is
 si

m
ila

r t
o 

th
at

 e
ar

lie
r

fin
di

ng
: T

he
 b

ur
de

n 
im

po
se

d 
on

 d
om

es
tic

 la
bo

r c
an

 b
e 

re
du

ce
d 

w
he

n 
th

e 
do

m
es

tic
 c

ou
nt

ry
 c

an

in
flu

en
ce

 th
e 

w
or

ld
 p

ric
es

 o
f i

nt
er

na
tio

na
lly

 tr
ad

ed
 g

oo
ds

.  
In

 M
el

vi
n,

 th
at

 in
te

rn
at

io
na

l m
ar

ke
t

po
w

er
 is

 la
rg

e 
w

he
n 

th
e 

do
m

es
tic

 e
co

no
m

y 
is

 la
rg

e 
co

m
pa

re
d 

w
ith

 th
e 

re
st

 o
f t

he
 w

or
ld

.  
In

G
ra

ve
lle

 a
nd

 S
m

et
te

rs
, t

he
 in

te
rn

at
io

na
l m

ar
ke

t p
ow

er
 is

 la
rg

e 
w

he
n 

th
er

e 
is

 a
 lo

w
 d

eg
re

e 
of

su
bs

tit
ut

ab
ili

ty
 b

et
w

ee
n 

th
e 

do
m

es
tic

 a
nd

 fo
re

ig
n 

tra
da

bl
e 

co
rp

or
at

e 
go

od
s. 

 E
ve

n 
a 

sm
al

l

co
un

try
 c

an
 h

av
e 

th
e 

la
tte

r t
yp

e 
of

 m
ar

ke
t p

ow
er

.  
In

 b
ot

h 
m

od
el

s, 
th

e 
co

rp
or

at
e 

ta
x 

ca
n 

af
fe

ct

bo
th

 d
om

es
tic

 a
nd

 fo
re

ig
n 

na
tio

na
l w

el
fa

re
 in

 w
ay

s t
ha

t o
pe

ra
te

, i
n 

pa
rt,

 li
ke

 a
n 

ad
 v

al
or

em
 ta

rif
f

on
 e

xp
or

ts
, a

s i
llu

st
ra

te
d 

in
 W

ha
lle

y 
(1

98
0)

. 

W
he

n 
in

te
rn

at
io

na
l c

ap
ita

l m
ob

ili
ty

 is
 p

er
fe

ct
 a

nd
 th

e 
su

bs
tit

ut
ab

ili
ty

 b
et

w
ee

n 
do

m
es

tic

an
d 

fo
re

ig
n 

co
rp

or
at

e 
tra

da
bl

e 
go

od
s i

s v
er

y 
hi

gh
, G

ra
ve

lle
 a

nd
 S

m
et

te
rs

 fi
nd

 th
at

 d
om

es
tic

la
bo

r’
s b

ur
de

n 
eq

ua
ls

 a
bo

ut
 7

3 
pe

rc
en

t o
f c

or
po

ra
te

 ta
x 

re
ve

nu
e.

6   A
lth

ou
gh

 th
e 

fo
re

ig
n 

ca
pi

ta
l

ow
ne

rs
’ b

ur
de

n 
eq

ua
ls

 6
7 

pe
rc

en
t o

f t
he

 d
om

es
tic

 re
ve

nu
e,

 th
at

 b
ur

de
n 

is
 fu

lly
 o

ff
se

t b
y 

a 
be

ne
fit

th
at

 fo
re

ig
n 

w
or

ke
rs

 re
ce

iv
e 

be
ca

us
e 

th
ey

 b
ec

om
e 

m
or

e 
pr

od
uc

tiv
e.

  T
hu

s, 
no

ne
 o

f t
he

 n
et

bu
rd

en
 is

 e
xp

or
te

d 
to

 fo
re

ig
ne

rs
.  

H
ow

ev
er

, d
om

es
tic

 la
bo

r’
s s

ha
re

 o
f t

he
 b

ur
de

n 
ca

n 
be

 m
uc

h

sm
al

le
r a

nd
 a

 n
et

 b
ur

de
n 

ca
n 

be
 e

xp
or

te
d 

w
he

n 
th

e 
tra

da
bl

e 
go

od
s a

re
 le

ss
 su

bs
tit

ut
ab

le
.  

Fo
r

ex
am

pl
e,

 w
he

n 
th

e 
ag

gr
eg

at
e 

tra
de

 su
bs

tit
ut

io
n 

el
as

tic
ity

 e
qu

al
s 1

, a
 v

al
ue

 th
at

 G
ra

ve
lle

 a
nd
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-5
-

Sm
et

te
rs

 c
ite

 a
s r

ea
so

na
bl

e 
ba

se
d 

on
 p

re
vi

ou
s e

m
pi

ric
al

 st
ud

ie
s, 

do
m

es
tic

 la
bo

r’
s b

ur
de

n 
eq

ua
ls

on
ly

 2
1 

pe
rc

en
t o

f t
he

 c
or

po
ra

te
 ta

x 
re

ve
nu

e.
  T

ha
t r

ed
uc

tio
n 

of
 5

2 
pe

rc
en

t i
n 

do
m

es
tic

 la
bo

r’
s

bu
rd

en
 is

 a
lm

os
t a

ll 
ex

po
rte

d 
to

 fo
re

ig
n 

re
si

de
nt

s, 
w

ho
se

 n
et

 b
ur

de
n 

th
en

 e
qu

al
s 4

9 
pe

rc
en

t o
f t

he

do
m

es
tic

 c
or

po
ra

te
 ta

x 
re

ve
nu

e.
  I

f t
ra

de
 su

bs
tit

ut
io

n 
an

d 
ca

pi
ta

l m
ob

ili
ty

 a
re

 b
ot

h 
lo

w
, d

om
es

tic

la
bo

r w
ill

 b
ea

r a
lm

os
t n

on
e 

of
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x 

bu
rd

en
.  

In
 a

dd
iti

on
 to

 d
em

on
st

ra
tin

g 
th

e 
po

te
nt

ia
l i

m
po

rta
nc

e 
of

 in
te

rn
at

io
na

l m
ar

ke
t p

ow
er

,

G
ra

ve
lle

 a
nd

 S
m

et
te

rs
 sh

ow
 th

at
 th

e 
lo

ng
-r

un
 in

ci
de

nc
e 

of
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x 

is
 h

ig
hl

y

un
ce

rta
in

.  
A

lth
ou

gh
 e

m
pi

ric
al

 e
vi

de
nc

e 
ab

ou
t t

he
 sh

or
t-r

un
 d

eg
re

es
 o

f i
nt

er
na

tio
na

l t
ra

de

su
bs

tit
ut

io
n 

an
d 

ca
pi

ta
l m

ob
ili

ty
 su

gg
es

t t
ha

t d
om

es
tic

 la
bo

r b
ea

rs
 a

lm
os

t n
on

e 
of

 th
e 

bu
rd

en
 o

f

th
e 

co
rp

or
at

e 
ta

x 
ac

co
rd

in
g 

to
 th

ei
r a

na
ly

si
s, 

it 
is

 n
ot

 c
le

ar
 w

ha
t s

ho
ul

d 
be

 a
ss

um
ed

 a
bo

ut
 th

os
e

pa
ra

m
et

er
s f

or
 th

e 
lo

ng
 ru

n.
  

H
ar

be
rg

er
 (1

99
5)

 m
ea

su
re

s t
he

 o
pe

n-
ec

on
om

y 
in

ci
de

nc
e 

of
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x 

by

an
al

yz
in

g 
a 

si
m

pl
e 

ge
ne

ra
l e

qu
ili

br
iu

m
 m

od
el

 o
f d

om
es

tic
 a

nd
 fo

re
ig

n 
ec

on
om

ie
s t

ha
t e

ac
h 

ha
ve

fiv
e 

se
ct

or
s. 

 In
 c

on
tra

st
 to

 G
ra

ve
lle

 a
nd

 S
m

et
te

rs
, t

he
 c

or
po

ra
te

 se
ct

or
 th

at
 p

ro
du

ce
s

in
te

rn
at

io
na

lly
 tr

ad
ea

bl
e 

go
od

s i
s f

ur
th

er
 su

bd
iv

id
ed

 in
to

 tw
o 

su
bs

ec
to

rs
.  

O
ne

 o
f t

ho
se

su
bs

ec
to

rs
 p

ro
du

ce
s g

oo
ds

 th
at

 a
re

 p
er

fe
ct

 su
bs

tit
ut

es
 fo

r t
he

 g
oo

ds
 p

ro
du

ce
d 

by
 th

e

co
rr

es
po

nd
in

g 
fo

re
ig

n 
se

ct
or

.  
Th

e 
se

co
nd

 c
or

po
ra

te
 su

bs
ec

to
r p

ro
du

ce
s g

oo
ds

 th
at

 a
re

 im
pe

rf
ec

t

su
bs

tit
ut

es
 fo

r g
oo

ds
 p

ro
du

ce
d 

by
 th

e 
co

rr
es

po
nd

in
g 

fo
re

ig
n 

se
ct

or
.  

O
th

er
w

is
e,

 th
at

 e
ar

lie
r

m
od

el
 in

 H
ar

be
rg

er
 (1

99
5)

 a
nd

 la
te

r a
na

ly
ze

d 
in

 H
ar

be
rg

er
 (2

00
6)

 h
as

 th
e 

sa
m

e 
ba

si
c 

st
ru

ct
ur

e

as
 th

e 
m

od
el

 in
 G

ra
ve

lle
 a

nd
 S

m
et

te
rs

.  
 

W
he

n 
go

od
s a

re
 p

ro
du

ce
d 

in
 b

ot
h 

co
rp

or
at

e 
tra

da
bl

e 
go

od
s s

ub
se

ct
or

s o
f t

he
 H

ar
be

rg
er

(1
99

5)
 m

od
el

, t
he

 d
om

es
tic

 a
nd

 fo
re

ig
n 

w
ag

es
 a

re
 d

et
er

m
in

ed
 fu

lly
 b

y 
th

e 
ef

fe
ct

s t
ha

t t
he

 ta
x 

ha
s

-6
-

on
 p

ro
du

ct
io

n 
co

st
s w

ith
in

 th
e 

fir
st

 su
bs

ec
to

r. 
 In

 th
e 

do
m

es
tic

 e
co

no
m

y,
 th

e 
co

rp
or

at
e 

ta
x 

dr
iv

es

a 
w

ed
ge

 in
to

 th
e 

co
st

 o
f p

ro
du

ct
io

n 
in

 th
e 

co
rp

or
at

e 
se

ct
or

s. 
 B

ec
au

se
 th

e 
do

m
es

tic
 e

co
no

m
y

ca
nn

ot
 a

ff
ec

t t
he

 w
or

ld
 p

ric
e 

of
 o

ut
pu

t i
n 

th
e 

fir
st

 se
ct

or
, t

he
 d

om
es

tic
 w

ag
e 

m
us

t d
ec

re
as

e 
in

or
de

r t
o 

of
fs

et
 th

e 
in

cr
ea

se
d 

co
rp

or
at

e 
co

st
 o

f c
ap

ita
l. 

A
lth

ou
gh

 th
e 

H
ar

be
rg

er
 (1

99
5)

 m
od

el
 sp

lit
s t

he
 c

or
po

ra
te

 tr
ad

ab
le

 se
ct

or
s i

n 
th

at
 w

ay
,

th
e 

le
ve

l o
f s

ub
st

itu
ta

bi
lit

y 
be

tw
ee

n 
th

e 
do

m
es

tic
 a

nd
 fo

re
ig

n 
ou

tp
ut

s o
f t

he
 se

co
nd

 c
or

po
ra

te

tra
da

bl
e 

se
ct

or
 c

an
 st

ill
 a

ff
ec

t t
he

 in
ci

de
nc

e 
of

 th
e 

ta
x,

 a
s i

n 
G

ra
ve

lle
 a

nd
 S

m
et

te
rs

.  
B

ut
, a

s

sh
ow

n 
in

 th
is

 st
ud

y,
 th

at
 tr

ad
e 

ef
fe

ct
 d

ep
en

ds
 u

po
n 

th
e 

re
la

tiv
e 

ca
pi

ta
l i

nt
en

si
tie

s o
f p

ro
du

ct
io

n

in
 th

e 
co

rp
or

at
e 

tra
da

bl
e 

se
ct

or
s. 

 W
he

n 
th

e 
ca

pi
ta

l i
nt

en
si

tie
s a

re
 e

qu
al

, t
he

 in
ci

de
nc

e 
of

 th
e 

ta
x

do
es

 n
ot

 d
ep

en
d 

at
 a

ll 
up

on
 th

e 
de

gr
ee

 o
f i

nt
er

na
tio

na
l o

ut
pu

t s
ub

st
itu

ta
bi

lit
y 

in
 th

e 
se

co
nd

co
rp

or
at

e 
tra

da
bl

e 
se

ct
or

.

Th
is

 st
ud

y 
ex

am
in

es
 a

 v
er

si
on

 o
f H

ar
be

rg
er

’s
 (1

99
5,

 2
00

6)
 o

pe
n-

ec
on

om
y 

ge
ne

ra
l

eq
ui

lib
riu

m
 m

od
el

.  
A

fte
r d

ev
el

op
in

g 
th

e 
m

od
el

 a
nd

 a
na

ly
zi

ng
 th

e 
ec

on
om

ic
 e

ff
ec

ts
 o

f t
he

co
rp

or
at

e 
in

co
m

e 
ta

x,
 a

 n
um

er
ic

al
 a

pp
lic

at
io

n 
is

 p
re

se
nt

ed
 th

at
 u

se
s o

ut
pu

t a
nd

 in
pu

t s
ha

re

as
su

m
pt

io
ns

 re
as

on
ab

le
 fo

r t
he

 U
ni

te
d 

St
at

es
.  

Th
e 

ap
pl

ic
at

io
n 

st
ar

ts
 w

ith
 a

n 
as

su
m

pt
io

n 
th

at

ca
pi

ta
l i

s p
er

fe
ct

ly
 m

ob
ile

 in
te

rn
at

io
na

lly
.  

It 
al

so
 a

ss
um

es
 in

iti
al

ly
 th

at
 th

e 
de

gr
ee

 o
f

in
te

rn
at

io
na

l o
ut

pu
t s

ub
st

itu
ta

bi
lit

y 
do

es
 n

ot
 m

at
te

r b
ec

au
se

 th
e 

co
rp

or
at

e 
tra

da
bl

e 
se

ct
or

s h
av

e

eq
ua

l o
ut

pu
t c

ap
ita

l i
nt

en
si

tie
s. 

 T
ho

se
 a

ss
um

pt
io

ns
 a

re
 re

la
xe

d 
la

te
r i

n 
th

e 
ap

pl
ic

at
io

n.
 

Th
is

 st
ud

y 
ex

am
in

es
 c

or
po

ra
te

 ta
x 

in
ci

de
nc

e 
bo

th
 a

lo
ne

 a
nd

 in
 c

om
pa

ris
on

 to
 se

ve
ra

l

re
pl

ac
em

en
t t

ax
es

: a
 g

en
er

al
 ta

x 
on

 th
e 

in
co

m
e 

fr
om

 c
ap

ita
l i

n 
al

l d
om

es
tic

 se
ct

or
s, 

a 
do

m
es

tic

w
ag

e 
ta

x,
 a

 ta
x 

on
 th

e 
w

or
ld

w
id

e 
ca

pi
ta

l i
nc

om
e 

of
 th

e 
do

m
es

tic
 o

w
ne

rs
 o

f c
ap

ita
l, 

an
d 

a

un
ifo

rm
 d

om
es

tic
 ta

x 
on

 p
er

so
na

l i
nc

om
e 

or
 c

on
su

m
pt

io
n.

  T
he

 m
od

el
 is

 a
ls

o 
us

ed
 to

 e
xa

m
in

e

Page 106



-7
-

th
e 

in
te

rn
at

io
na

l b
ur

de
ns

 o
f t

he
 c

or
po

ra
te

 in
co

m
e 

ta
x 

un
de

r a
lte

rn
at

iv
e 

as
su

m
pt

io
ns

:  
ab

ou
t

w
he

th
er

 th
e 

co
un

try
 is

 a
 n

et
 in

te
rn

at
io

na
l b

or
ro

w
er

 o
r n

et
 in

te
rn

at
io

na
l l

en
de

r, 
ab

ou
t t

he
 re

la
tiv

e

ca
pi

ta
l i

nt
en

si
tie

s o
f p

ro
du

ct
io

n 
in

 th
e 

co
rp

or
at

e 
tra

da
bl

e 
se

ct
or

s, 
ab

ou
t t

he
 si

ze
 o

f t
he

 d
om

es
tic

ec
on

om
y 

re
la

tiv
e 

to
 th

e 
re

st
 o

f t
he

 w
or

ld
, a

nd
 a

bo
ut

 th
e 

de
gr

ee
 o

f i
nt

er
na

tio
na

l c
ap

ita
l m

ob
ili

ty
. 

A
 la

te
r s

ec
tio

n 
al

so
 e

xa
m

in
es

 h
ow

 th
e 

ta
x 

bu
rd

en
s a

re
 a

ff
ec

te
d 

w
he

n 
m

an
y 

co
un

tri
es

 im
po

se

co
rp

or
at

e 
in

co
m

e 
ta

xe
s a

nd
 m

ay
 e

ng
ag

e 
in

 in
te

rn
at

io
na

l t
ax

 c
om

pe
tit

io
n.

  A
n 

ap
pe

nd
ix

 fu
rth

er

ex
am

in
es

 H
ar

be
rg

er
 (1

99
5)

, H
ar

be
rg

er
 (2

00
6)

, a
nd

 G
ra

ve
lle

 a
nd

 S
m

et
te

rs
. 

II
.

T
he

 M
od

el

Th
e 

w
or

ld
 c

on
si

st
s o

f t
w

o 
co

un
tri

es
.  

In
 a

n 
in

iti
al

 e
qu

ili
br

iu
m

, b
ot

h 
ec

on
om

ie
s a

re

id
en

tic
al

 e
xc

ep
t f

or
 si

ze
.  

Fo
r e

ac
h 

ec
on

om
y,

 p
ro

du
ct

io
n 

is
 d

iv
id

ed
 in

to
 fi

ve
 se

ct
or

s t
ha

t e
ac

h

pr
od

uc
e 

go
od

s o
r s

er
vi

ce
s u

si
ng

 la
bo

r, 
ca

pi
ta

l, 
an

d 
(f

or
 a

gr
ic

ul
tu

re
) l

an
d.

  A
ll 

pr
od

uc
tio

n

te
ch

no
lo

gi
es

 a
re

 c
ha

ra
ct

er
iz

ed
 b

y 
co

ns
ta

nt
 re

tu
rn

s t
o 

sc
al

e;
 p

ro
du

ct
io

n 
fu

nc
tio

ns
 a

re
 tw

ic
e-

di
ff

er
en

tia
bl

e 
an

d 
co

nc
av

e;
 c

om
pe

tit
io

n 
is

 p
er

fe
ct

 a
t t

he
 le

ve
l o

f t
he

 p
ro

du
ce

r. 
 

Th
e 

fir
st

 th
re

e 
se

ct
or

s a
re

 c
or

po
ra

te
.  

Se
ct

or
 o

ne
 p

ro
du

ce
s i

nt
er

na
tio

na
lly

 tr
ad

ea
bl

e

ou
tp

ut
s f

or
 w

hi
ch

 th
e 

fo
re

ig
n 

an
d 

do
m

es
tic

 p
ro

du
ct

s a
re

 p
er

fe
ct

 d
em

an
d 

su
bs

tit
ut

es
.  

Th
e 

ou
tp

ut

fr
om

 th
at

 se
ct

or
 is

 th
e 

nu
m

er
ai

re
.  

Se
ct

or
 tw

o 
pr

od
uc

es
 in

te
rn

at
io

na
lly

 tr
ad

ea
bl

e 
ou

tp
ut

s f
or

w
hi

ch
 th

e 
fo

re
ig

n 
an

d 
do

m
es

tic
 p

ro
du

ct
s a

re
 n

ot
 p

er
fe

ct
 d

em
an

d 
su

bs
tit

ut
es

.  
Se

ct
or

 th
re

e

pr
od

uc
es

 n
on

-in
te

rn
at

io
na

lly
 tr

ad
ab

le
 o

ut
pu

ts
 fo

r w
hi

ch
 c

on
su

m
pt

io
n 

m
us

t o
cc

ur
 in

 th
e 

sa
m

e

co
un

try
 a

s p
ro

du
ct

io
n;

 e
xa

m
pl

es
 in

cl
ud

e 
ut

ili
tie

s a
nd

 tr
an

sp
or

ta
tio

n 
se

rv
ic

es
. 

7   T
he

 a
na

ly
si

s t
hu

s a
bs

tra
ct

s f
ro

m
 th

e 
ef

fe
ct

s t
ha

t t
he

 c
or

po
ra

te
 ta

x 
m

ay
 h

av
e 

on
 ta

x 
in

ci
de

nc
e 

th
ro

ug
h 

its
 e

ff
ec

t o
n

in
di

vi
du

al
 sa

vi
ng

s, 
th

e 
ca

pi
ta

l s
to

ck
, a

nd
, u

lti
m

at
el

y,
 la

bo
r p

ro
du

ct
iv

ity
 a

nd
 th

e 
re

tu
rn

 to
 c

ap
ita

l (
se

e 
Fu

lle
rto

n 
an

d
M

et
ca

lf,
 2

00
2,

 p
p.

 1
83

2-
18

44
). 
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Se
ct

or
s f

ou
r a

nd
 fi

ve
 a

re
 n

on
co

rp
or

at
e 

se
ct

or
s. 

 S
ec

to
r f

ou
r p

ro
du

ce
s i

nt
er

na
tio

na
lly

tra
de

ab
le

 a
gr

ic
ul

tu
ra

l p
ro

du
ct

s. 
 S

ec
to

r f
iv

e 
pr

od
uc

es
 o

ut
pu

ts
 th

at
 a

re
 n

ot
 in

te
rn

at
io

na
lly

tra
de

ab
le

, s
uc

h 
as

 re
si

de
nt

ia
l h

ou
si

ng
 a

nd
 re

ta
il 

se
rv

ic
es

. 

La
bo

r i
s h

om
og

en
eo

us
 a

nd
 p

er
fe

ct
ly

 m
ob

ile
 w

ith
in

 e
ac

h 
co

un
try

, b
ut

 c
an

no
t m

ov
e

be
tw

ee
n 

co
un

tri
es

.  
Th

us
, t

he
 w

ag
e 

ra
te

 is
 th

e 
sa

m
e 

fo
r e

ve
ry

 se
ct

or
 w

ith
in

 a
 c

ou
nt

ry
, b

ut
 c

an

di
ff

er
 b

et
w

ee
n 

co
un

tri
es

.  
In

di
vi

du
al

s d
o 

no
t v

ar
y 

th
ei

r a
m

ou
nt

 o
f l

ab
or

 su
pp

lie
d 

to
 th

e 
m

ar
ke

t.

Th
e 

w
or

ld
w

id
e 

su
pp

ly
 o

f c
ap

ita
l i

s f
ix

ed
 b

ut
 p

er
fe

ct
ly

 m
ob

ile
 b

et
w

ee
n 

co
un

tri
es

 in
 th

at

th
e 

ge
og

ra
ph

ic
 lo

ca
tio

n 
of

 in
ve

st
m

en
t d

oe
s n

ot
 m

at
te

r t
o 

a 
m

ar
gi

na
l i

nv
es

to
r. 

 T
he

 m
ar

gi
na

l

re
tu

rn
 to

 in
ve

st
m

en
t i

s t
he

 sa
m

e 
ev

er
yw

he
re

 in
 e

qu
ili

br
iu

m
, e

xc
lu

di
ng

 p
ro

du
ce

r-
le

ve
l t

ax
es

 o
n

ca
pi

ta
l i

nc
om

e.
  C

ap
ita

l o
w

ne
rs

 c
an

 o
w

n 
ca

pi
ta

l i
n 

ei
th

er
 c

ou
nt

ry
, b

ut
 c

an
no

t t
he

m
se

lv
es

 re
lo

ca
te

ab
ro

ad
.  

Ea
ch

 o
w

ns
 a

 fi
xe

d 
sh

ar
e 

of
 th

e 
w

or
ld

 c
ap

ita
l s

to
ck

.7

C
on

su
m

er
s h

av
e 

id
en

tic
al

 h
om

ot
he

tic
 p

re
fe

re
nc

es
 a

nd
 m

us
t c

on
su

m
e 

w
he

re
 th

ey
 li

ve
. 

Th
ey

 c
an

 c
ho

os
e 

fr
om

 a
m

on
g 

th
e 

fiv
e 

ty
pe

s o
f o

ut
pu

ts
 p

ro
du

ce
d 

in
 th

ei
r o

w
n 

co
un

try
 (o

r

im
po

rte
d 

fr
om

 th
e 

ot
he

r c
ou

nt
ry

 in
 th

e 
ca

se
 o

f o
ut

pu
ts

 fr
om

 se
ct

or
s o

ne
 a

nd
 fo

ur
) a

nd
 im

po
rts

 o
f

th
e 

un
iq

ue
 o

ut
pu

t f
ro

m
 se

ct
or

 tw
o 

of
 th

e 
ot

he
r c

ou
nt

ry
.  

In
iti

al
 c

on
su

m
er

 e
xp

en
di

tu
re

s o
n 

th
e 

si
x

ty
pe

s o
f g

oo
ds

 a
nd

 se
rv

ic
es

 a
re

 p
ro

po
rti

on
al

 to
 th

e 
in

iti
al

 sh
ar

es
 o

f w
or

ld
w

id
e 

pr
od

uc
tio

n.

Th
e 

do
m

es
tic

 g
ov

er
nm

en
t c

ol
le

ct
s t

ax
es

 a
nd

 m
ak

es
 lu

m
p-

su
m

 d
is

tri
bu

tio
ns

.  
In

 o
rd

er
 to

is
ol

at
e 

th
e 

ef
fe

ct
s o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x,
 th

e 
go

ve
rn

m
en

t’s
 o

th
er

 p
ol

ic
ie

s a
re

 a
ss

um
ed

 to

af
fe

ct
 n

ei
th

er
 e

co
no

m
ic

 e
ff

ic
ie

nc
y 

no
r t

he
 d

is
tri

bu
tio

n 
of

 in
co

m
e.

  W
ith

 a
ny

 a
va

ila
bl

e 
ta

x

re
ve

nu
es

, t
he

 d
om

es
tic

 g
ov

er
nm

en
t p

ur
ch

as
es

 th
e 

si
x 

av
ai

la
bl

e 
va

rie
tie

s o
f c

on
su

m
er

 g
oo

ds

ac
co

rd
in

g 
to

 th
e 

sa
m

e 
ex

pe
nd

itu
re

 sh
ar

es
 a

s d
om

es
tic

 c
on

su
m

er
s. 

 T
he

 g
ov

er
nm

en
t r

ed
is

tri
bu

te
s
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8   A
 la

te
r s

ec
tio

n 
of

 th
is

 p
ap

er
, i

n 
an

 e
xa

m
in

at
io

n 
of

 ta
x 

co
m

pe
tit

io
n,

 d
is

cu
ss

es
 h

ow
 th

e 
re

su
lts

 a
pp

ly
 w

he
n 

ot
he

r
co

un
tri

es
 a

ls
o 

ha
ve

 c
or

po
ra

te
 in

co
m

e 
ta

xe
s a

nd
 m

ay
 c

ha
ng

e 
th

ei
r t

ax
es

 si
m

ul
ta

ne
ou

sl
y.

9   F
ul

le
rto

n 
an

d 
M

et
ca

lf 
(2

00
2)

 sh
ow

 h
ow

 su
ch

 c
om

pa
ra

tiv
e 

st
at

ic
 lo

g-
lin

ea
r e

qu
ili

br
iu

m
 re

la
tio

ns
hi

ps
 c

an
 b

e
de

riv
ed

 fo
r a

 tw
o-

se
ct

or
 c

lo
se

d 
ec

on
om

y 
un

de
r t

he
 a

ss
um

pt
io

ns
 o

f t
hi

s m
od

el
.  

Th
e 

ex
pr

es
si

on
 u

se
d 

he
re

 fo
r t

he
pe

rc
en

ta
ge

 c
ha

ng
e 

in
 th

e 
co

st
 o

f c
ap

ita
l i

n 
th

e 
ta

xe
d 

se
ct

or
 d

iff
er

s s
lig

ht
ly

 fr
om

 th
ei

r c
or

re
sp

on
di

ng
 te

rm
, 

,
r

be
ca

us
e 

th
e 

te
rm

 in
 (1

a)
  a

llo
w

s f
or

 a
 d

is
cr

et
e 

fin
ite

 c
ha

ng
e 

in
 th

e 
ta

x 
ra

te
.  

Th
e 

te
rm

 u
se

d 
in

 (1
a)

 c
on

ve
rg

es
 to

 th
e

te
rm

 u
se

d 
by

 F
ul

le
rto

n 
an

d 
M

et
ca

lf 
as

 th
e 

ta
x 

ra
te

 a
pp

ro
ac

he
s z

er
o.

-9
-

th
at

 b
un

dl
e 

of
 c

om
m

od
iti

es
 to

 d
om

es
tic

 re
si

de
nt

s i
n 

pr
op

or
tio

n 
to

 th
ei

r i
nc

om
es

.  
Th

e 
fo

re
ig

n

go
ve

rn
m

en
t d

oe
s n

ot
 re

sp
on

d 
to

 a
ny

 ta
x 

po
lic

ie
s c

ho
se

n 
by

 th
e 

do
m

es
tic

 g
ov

er
nm

en
t.8

II
I.

T
he

 C
or

po
ra

te
 In

co
m

e 
T

ax

St
ar

tin
g 

in
 a

 w
or

ld
 e

qu
ili

br
iu

m
 w

ith
 n

o 
co

rp
or

at
e 

ta
xe

s, 
th

e 
do

m
es

tic
 g

ov
er

nm
en

t

in
tro

du
ce

s a
 sm

al
l t

ax
 o

n 
ca

pi
ta

l i
nc

om
e 

fr
om

 d
om

es
tic

 p
ro

du
ct

io
n 

w
ith

in
 th

e 
co

rp
or

at
e 

se
ct

or
s. 

Th
e 

ta
x 

is
 im

po
se

d 
at

 a
 ta

x-
ex

cl
us

iv
e 

ra
te

 o
f 

 p
er

ce
nt

.  
Th

at
 is

 th
e 

pe
rc

en
ta

ge
 b

y 
w

hi
ch

 th
e 

ta
x

c

in
iti

al
ly

 in
cr

ea
se

s t
he

 c
or

po
ra

te
 c

os
t o

f c
ap

ita
l a

bo
ve

 it
s i

ni
tia

l e
qu

ili
br

iu
m

 v
al

ue
 

 so
 th

at
 th

e
r,

co
rp

or
at

e 
co

st
 o

f c
ap

ita
l e

qu
al

s 
 T

he
 e

qu
ili

br
iu

m
 v

al
ue

 o
f 

ca
n 

ch
an

ge
 a

s a
 re

su
lt 

of
r

c
(

).
1

r

th
e 

ec
on

om
ic

 re
sp

on
se

s t
o 

th
e 

ta
x.

  I
n 

a 
ne

w
 e

qu
ili

br
iu

m
, s

ta
rti

ng
 fr

om
 a

 ta
x 

ra
te

 o
f z

er
o,

 th
e

co
rp

or
at

e 
co

st
 o

f c
ap

ita
l i

nc
re

as
es

 b
y 

 p
er

ce
nt

, w
he

re
 a

 c
irc

um
fle

x 
ov

er
 a

 v
ar

ia
bl

e
(

)
r

r
c

1

in
di

ca
te

s t
he

 p
er

ce
nt

ag
e 

by
 w

hi
ch

 th
at

 v
ar

ia
bl

e 
ch

an
ge

s t
o 

its
 n

ew
 e

qu
ili

br
iu

m
 v

al
ue

.  
Th

e

eq
ui

lib
riu

m
 c

os
t o

f c
ap

ita
l o

ut
si

de
 th

e 
do

m
es

tic
 c

or
po

ra
te

 se
ct

or
 c

ha
ng

es
 b

y 
pe

rc
en

t. 
r

C
om

pe
tit

io
n 

in
 se

ct
or

 o
ne

 d
et

er
m

in
es

 h
ow

 c
ha

ng
es

 in
 th

e 
co

st
 o

f c
ap

ita
l a

ff
ec

t t
he

 fo
re

ig
n

an
d 

do
m

es
tic

 w
ag

e 
ra

te
s i

n 
eq

ui
lib

riu
m

.  
B

ec
au

se
 th

e 
pr

od
uc

tio
n 

te
ch

no
lo

gy
 is

 c
ha

ra
ct

er
iz

ed
 b

y

co
ns

ta
nt

 re
tu

rn
s t

o 
sc

al
e 

an
d 

be
ca

us
e 

co
m

pe
tit

io
n 

is
 p

er
fe

ct
 a

t t
he

 p
ro

du
ce

r l
ev

el
, a

ny
 c

ha
ng

es
 in

th
e 

pr
ic

es
 o

f o
ut

pu
t i

n 
ea

ch
 se

ct
or

 m
us

t b
e 

re
la

te
d 

pr
op

or
tio

na
lly

 to
 c

ha
ng

es
 in

 th
e 

co
st

 o
f

in
pu

ts
.9    

Fo
r s

ec
to

r o
ne

, t
ha

t r
el

at
io

ns
hi

p 
is

 g
iv

en
 b

y:

-1
0-

(a
)

 
[

(
)

]
p

w
r

r
d

L
d

K
c

1
1

1
0

1

(1
)

(b
)

 
p

w
r

f
L

f
K

1
1

1
0

w
he

re
 

is
 th

e 
ou

tp
ut

 p
ric

e,
 

 a
nd

 
 a

re
 th

e 
la

bo
r a

nd
 c

ap
ita

l s
ha

re
s o

f v
al

ue
 a

dd
ed

 in
p

j 1
L1

K
1

se
ct

or
 o

ne
, a

nd
is

 th
e 

w
ag

e 
ra

te
 in

 c
ou

nt
ry

 j
(w

hi
ch

 c
an

 in
di

ca
te

d,
 d

om
es

tic
, o

r f
, f

or
ei

gn
). 

w
j

Th
e 

pr
ic

e 
of

 se
ct

or
 o

ne
 o

ut
pu

t r
em

ai
ns

 c
on

st
an

t b
ec

au
se

 se
ct

or
 o

ne
 p

ro
du

ce
s t

he
 n

um
er

ai
re

, a
nd

th
e 

fo
re

ig
n 

an
d 

do
m

es
tic

 o
ut

pu
ts

 fr
om

 th
at

 se
ct

or
 a

re
 id

en
tic

al
.  

Th
us

, a
ny

 c
ha

ng
e 

in
 th

e 
co

st
 o

f

ca
pi

ta
l f

or
 se

ct
or

 o
ne

 in
 c

ou
nt

ry
 m

us
t b

e 
fu

lly
 o

ff
se

t b
y 

a 
w

ag
e 

ra
te

 c
ha

ng
e 

in
 th

at
 c

ou
nt

ry
. 

j

R
ec

og
ni

zi
ng

 th
at

 th
e 

ou
tp

ut
 p

ric
e 

do
es

 n
ot

 c
ha

ng
e,

 re
-a

rr
an

ge
m

en
t o

f (
1a

) a
nd

 (1
b)

 y
ie

ld
s t

he

fo
llo

w
in

g 
eq

ua
tio

ns
 fo

r t
he

 e
qu

ili
br

iu
m

 c
ha

ng
es

 in
 d

om
es

tic
 a

nd
 fo

re
ig

n 
w

ag
e 

ra
te

s:

(a
)

 
[

(
)

]
w

r
r

d
K L

c
1 1

1

(2
)

(b
)

 
w

r
f

K L1 1

A
cc

or
di

ng
 to

 (2
a)

, a
ny

 in
cr

ea
se

 in
 th

e 
do

m
es

tic
 c

or
po

ra
te

 c
os

t o
f c

ap
ita

l f
or

 se
ct

or
 o

ne
 w

ill
 c

au
se

th
e 

do
m

es
tic

 w
ag

e 
ra

te
 to

 fa
ll.

  A
cc

or
di

ng
 to

 (2
b)

, a
ny

 d
ec

re
as

es
 in

 th
e 

fo
re

ig
n 

co
st

 o
f c

ap
ita

l f
or

se
ct

or
 o

ne
 w

ill
 c

au
se

 th
e 

fo
re

ig
n 

w
ag

e 
ra

te
 to

 ri
se

.  
Th

e 
si

ze
s o

f t
ho

se
 w

ag
e 

ra
te

 c
ha

ng
es

 w
ill

de
pe

nd
 u

po
n 

th
e 

ca
pi

ta
l i

nt
en

si
ty

 o
f s

ec
to

r o
ne

 p
ro

du
ct

io
n 

an
d 

th
e 

am
ou

nt
 o

f c
ha

ng
e 

in
 th

e

co
rp

or
at

e 
co

st
 o

f c
ap

ita
l. 

 W
he

n 
th

e 
ca

pi
ta

l i
nt

en
si

ty
 o

f s
ec

to
r o

ne
 p

ro
du

ct
io

n 
is

 lo
w

er
, t

he
 w

ag
e

ra
te

 d
oe

s n
ot

 h
av

e 
to

 c
ha

ng
e 

by
 a

s m
uc

h 
fo

r t
he

 re
su

lti
ng

 c
ha

ng
e 

in
 w

ag
e 

co
st

s t
o 

fu
lly

 o
ff

se
t t

he

ch
an

ge
 in

 th
e 

co
st

 o
f c

ap
ita

l.
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10
  F

or
 c

ap
ita

l a
nd

 la
bo

r d
em

an
ds

, t
he

 su
bs

cr
ip

ts
 C

 a
nd

 N
 re

pr
es

en
t a

gg
re

ga
te

 a
m

ou
nt

s f
or

 a
ll 

co
rp

or
at

e 
se

ct
or

s a
nd

no
nc

or
po

ra
te

 se
ct

or
s, 

re
sp

ec
tiv

el
y.

  T
he

 a
bs

en
ce

 o
f a

 su
bs

cr
ip

t r
ep

re
se

nt
s a

n 
ag

gr
eg

at
e 

ov
er

 a
ll 

se
ct

or
s. 

 T
he

 a
bs

en
ce

of
 a

 su
pe

rs
cr

ip
t r

ep
re

se
nt

s a
n 

ag
gr

eg
at

e 
ov

er
 b

ot
h 

co
un

tri
es

.
11

  E
qu

at
io

n 
(4

) c
an

 a
ls

o 
be

 e
xp

re
ss

ed
 in

 te
rm

s o
f t

he
 in

pu
t s

ha
re

s a
lo

ne
.  

It 
w

ou
ld

 b
e 

ea
sy

 to
 d

er
iv

e 
a 

va
ria

tio
n 

of
eq

ua
tio

n 
(4

) t
ha

t a
llo

w
s t

he
 c

or
po

ra
te

 a
nd

 n
on

co
rp

or
at

e 
se

ct
or

s t
o 

ha
ve

 d
iff

er
en

t i
np

ut
 su

bs
tit

ut
io

n 
el

as
tic

iti
es

. 

-1
1-

Th
e 

fa
ct

 th
at

 th
e 

ta
x 

ca
us

es
 th

e 
re

la
tiv

e 
pr

ic
es

 o
f t

he
 c

ap
ita

l a
nd

 la
bo

r i
np

ut
s t

o 
ch

an
ge

im
pl

ie
s t

ha
t p

ro
du

ce
rs

 w
ill

 su
bs

tit
ut

e 
be

tw
ee

n 
th

ei
r d

em
an

ds
 fo

r c
ap

ita
l a

nd
 la

bo
r. 

 T
ha

t i
np

ut

su
bs

tit
ut

io
n 

ca
us

es
 th

e 
eq

ui
lib

riu
m

 d
em

an
ds

 fo
r c

ap
ita

l a
nd

 la
bo

r t
o 

ch
an

ge
 a

cc
or

di
ng

 to

(a
)

[
(

)
]

K
L

w
r

r
Cd

Cd
Cd

d
c

1

(3
)

(b
)

  
(

)
K

L
w

r
Nd

Nd
Nd

d

(c
)

  
(

)
K

L
w

r
f

f
f

f

w
he

re
 a

nd
 

ar
e 

th
e 

ca
pi

ta
l a

nd
 la

bo
r s

to
ck

s a
nd

 is
 th

e 
pa

rti
al

 e
la

st
ic

ity
 o

f s
ub

st
itu

tio
n

K
ij

L ij
ij

be
tw

ee
n 

ca
pi

ta
l a

nd
 la

bo
r i

n 
se

ct
or

 i 
of

 c
ou

nt
ry

 j.
10

To
ge

th
er

, t
he

 re
la

tio
ns

hi
ps

 in
 (2

) a
nd

 (3
) d

et
er

m
in

e 
th

e 
eq

ui
lib

riu
m

 c
ha

ng
e 

in
 

  R
ec

al
l

r.

th
at

 th
e 

ag
gr

eg
at

e 
su

pp
ly

 o
f l

ab
or

 is
 fi

xe
d 

in
 e

ac
h 

co
un

try
 a

nd
 th

at
 th

e 
su

pp
ly

 o
f c

ap
ita

l i
s f

ix
ed

w
or

ld
w

id
e.

  B
as

ed
 o

n 
th

os
e 

co
nd

iti
on

s, 
as

su
m

in
g 

th
at

 th
e 

in
pu

t s
ub

st
itu

tio
n 

el
as

tic
iti

es
 a

re

id
en

tic
al

 in
 a

ll 
se

ct
or

s a
nd

 c
ou

nt
rie

s, 
(2

) a
nd

 (3
) i

m
pl

y 
th

at
 th

e 
ch

an
ge

 in
 th

e 
eq

ui
lib

riu
m

 
is r

gi
ve

n 
by

 (4
).11

(4
)

(
)

r
K

K
K

K
K

c

d
L

Nd

d
L

Nd
c

1

1

Eq
ua

tio
n 

(4
) i

m
pl

ie
s t

ha
t t

he
 c

ha
ng

e 
in

 
is

 d
et

er
m

in
ed

 b
y 

th
e 

re
la

tiv
e 

si
ze

 o
f t

he
r

do
m

es
tic

 e
co

no
m

y 
an

d 
th

e 
si

ze
 o

f t
he

 d
om

es
tic

 c
or

po
ra

te
 se

ct
or

.  
W

he
n 

th
e 

do
m

es
tic

 c
or

po
ra

te

se
ct

or
 is

 sm
al

l c
om

pa
re

d 
w

ith
 th

e 
re

st
 o

f t
he

 w
or

ld
 e

co
no

m
y,

 th
e 

eq
ui

lib
riu

m
 v

al
ue

 o
f 

 w
ill

r

12
  W

he
n 

th
e 

do
m

es
tic

 c
or

po
ra

te
 se

ct
or

 m
ak

es
 u

p 
th

e 
en

tir
e 

do
m

es
tic

 e
co

no
m

y 
an

d 
th

e 
ta

x 
ra

te
 is

 v
er

y 
sm

al
l,

eq
ua

tio
n 

(4
) i

s t
he

 sa
m

e 
as

 a
 re

la
tio

ns
hi

p 
de

riv
ed

 b
y 

B
ra

df
or

d 
(1

97
8)

 a
nd

  K
ot

lik
of

f a
nd

 S
um

m
er

s (
19

86
). 

 T
ha

t
va

ria
nt

 is
 d

is
cu

ss
ed

 in
 a

 la
te

r s
ec

tio
n 

of
 th

is
 st

ud
y.

 
13

  I
n 

de
riv

at
io

n 
of

 (4
), 

th
e 

eq
ui

lib
riu

m
 c

on
di

tio
ns

 a
re

 m
et

 th
ro

ug
h 

ch
an

ge
s i

n 
th

e 
ca

pi
ta

l a
llo

ca
tio

ns
 a

lo
ne

.  
Th

e
m

od
el

 im
pl

ie
s t

ha
t t

he
 la

bo
r d

em
an

ds
 d

o 
no

t c
ha

ng
e 

in
 re

sp
on

se
 to

 th
e 

ta
x.

 

-1
2-

de
cr

ea
se

 b
y 

on
ly

 a
 sm

al
l p

er
ce

nt
ag

e.
  I

n 
th

e 
lim

it,
w

ill
 n

ot
 c

ha
ng

e 
w

he
n 

th
e 

do
m

es
tic

 e
co

no
m

y
r

or
 c

or
po

ra
te

 se
ct

or
 is

 v
er

y 
sm

al
l, 

so
 th

e 
co

st
 o

f c
ap

ita
l i

n 
th

e 
do

m
es

tic
 c

or
po

ra
te

 se
ct

or
,

,  
w

ill
 in

cr
ea

se
 b

y 
ap

pr
ox

im
at

el
y 

 p
er

ce
nt

.  
C

on
ve

rs
el

y,
 w

he
n 

th
e 

do
m

es
tic

r
c

(
)

1
c

co
rp

or
at

e 
se

ct
or

 is
 v

er
y 

la
rg

e 
co

m
pa

re
d 

w
ith

 to
 th

e 
w

or
ld

 e
co

no
m

y,
 

 w
ill

 d
ec

re
as

e 
by

 a
 la

rg
e

r

pe
rc

en
ta

ge
, a

nd
 th

e 
co

st
 o

f c
ap

ita
l i

n 
th

e 
do

m
es

tic
 c

or
po

ra
te

 se
ct

or
 w

ill
 in

cr
ea

se
 b

y 
su

bs
ta

nt
ia

lly

le
ss

 th
an

 
 p

er
ce

nt
.12

c

A
s a

 b
as

ic
 e

co
no

m
ic

 in
te

rp
re

ta
tio

n 
of

 (4
), 

w
he

n 
th

e 
re

la
tiv

e 
co

st
 o

f c
ap

ita
l i

nc
re

as
es

 in
 th

e

do
m

es
tic

 c
or

po
ra

te
 se

ct
or

s a
nd

 d
ec

re
as

es
 in

 th
e 

do
m

es
tic

 n
on

co
rp

or
at

e 
se

ct
or

s a
nd

 a
br

oa
d,

do
m

es
tic

 c
or

po
ra

te
 p

ro
du

ce
rs

 d
em

an
d 

re
la

tiv
el

y 
le

ss
 c

ap
ita

l. 
 T

he
 n

on
co

rp
or

at
e 

do
m

es
tic

pr
od

uc
er

s a
nd

 a
ll 

fo
re

ig
n 

pr
od

uc
er

s d
em

an
d 

re
la

tiv
el

y 
m

or
e 

ca
pi

ta
l. 

 A
s a

 re
su

lt,
 th

e 
ca

pi
ta

l

in
te

ns
iti

es
 o

f p
ro

du
ct

io
n 

in
cr

ea
se

 in
 th

os
e 

la
tte

r s
ec

to
rs

 a
nd

 th
e 

m
ar

gi
na

l p
ro

du
ct

iv
ity

 o
f c

ap
ita

l

de
cr

ea
se

s i
n 

th
os

e 
se

ct
or

s. 
 S

uc
h 

ch
an

ge
s c

au
se

 th
e 

m
ar

gi
na

l r
et

ur
n 

to
 in

ve
st

m
en

t, 
, t

o 
fa

ll 
in

r

th
os

e 
ot

he
r s

ec
to

rs
.13

  T
he

 m
ar

gi
na

l r
et

ur
n 

fa
lls

 b
y 

m
or

e 
w

he
n 

th
e 

do
m

es
tic

 e
co

no
m

y 
an

d 
th

e

do
m

es
tic

 c
or

po
ra

te
 se

ct
or

 a
re

 la
rg

er
 re

la
tiv

e 
to

 th
e 

re
st

 o
f t

he
 w

or
ld

.  
Th

at
 h

ap
pe

ns
 b

ec
au

se
 a

ny

gi
ve

n 
pe

rc
en

ta
ge

 re
du

ct
io

n 
in

 th
e 

do
m

es
tic

 c
or

po
ra

te
 c

ap
ita

l s
to

ck
 c

or
re

sp
on

ds
 in

 th
at

 c
as

e 
to

 a

la
rg

er
 in

cr
ea

se
 in

 c
ap

ita
l/l

ab
or

 ra
tio

s o
f t

he
 d

om
es

tic
 n

on
co

rp
or

at
e 

an
d 

fo
re

ig
n 

se
ct

or
s. 

 

Th
e 

ca
pi

ta
l i

nt
en

si
ty

 o
f p

ro
du

ct
io

n 
in

 se
ct

or
 o

ne
 e

nt
er

s (
4)

 b
ec

au
se

 a
ny

 re
al

lo
ca

tio
n 

of

ca
pi

ta
l o

ut
 o

f t
he

 d
om

es
tic

 c
or

po
ra

te
 se

ct
or

 is
 o

ff
se

t, 
so

m
ew

ha
t, 

by
 th

e 
fa

ct
 th

at
 th

e 
do

m
es

tic

w
ag

e 
ra

te
 fa

lls
 w

he
re

as
 th

e 
fo

re
ig

n 
w

ag
e 

ra
te

 ri
se

s. 
 A

s a
 re

su
lt,

 th
e 

do
m

es
tic

 n
on

co
rp

or
at

e

pr
od

uc
er

s d
o 

no
t i

nc
re

as
e 

th
ei

r d
em

an
d 

fo
r c

ap
ita

l b
y 

as
 m

uc
h,

 p
ro

po
rti

on
al

ly
, a

s d
o 

th
e 

fo
re

ig
n
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14
  T

he
 a

dd
iti

on
al

 fi
xe

d 
fa

ct
or

, l
an

d,
 is

 in
cl

ud
ed

 in
 th

e 
m

od
el

 a
s a

n 
in

pu
t i

n 
se

ct
or

 fo
ur

 to
 a

vo
id

 a
 c

or
ne

r s
ol

ut
io

n.
 

O
th

er
w

is
e,

 w
he

n 
re

sp
on

se
s t

o 
th

e 
co

rp
or

at
e 

ta
x 

dr
iv

e 
do

w
n 

bo
th

 th
e 

w
ag

e 
an

d 
th

e 
co

st
 o

f c
ap

ita
l f

or
 th

at
 se

ct
or

, a
ll

do
m

es
tic

 p
ro

du
ce

rs
 w

ou
ld

 w
an

t t
o 

pr
od

uc
e 

on
ly

 th
at

 o
ut

pu
t.

-1
3-

pr
od

uc
er

s. 
 T

he
 d

om
es

tic
 n

on
co

rp
or

at
e 

pr
od

uc
er

s w
ill

 e
ve

n 
de

cr
ea

se
 th

ei
r d

em
an

d 
fo

r c
ap

ita
l i

f

th
e 

do
m

es
tic

 e
co

no
m

y 
is

 v
er

y 
sm

al
l r

el
at

iv
e 

to
 th

e 
re

st
 o

f t
he

 w
or

ld
 o

r i
f p

ro
du

ct
io

n 
in

 se
ct

or
 o

ne

is
 v

er
y 

ca
pi

ta
l i

nt
en

si
ve

.  
Th

e 
im

po
rta

nc
e 

of
 su

ch
 a

 re
ac

tio
n 

by
 th

e 
do

m
es

tic
 n

on
co

rp
or

at
e

pr
od

uc
er

s i
s r

ep
re

se
nt

ed
 in

 (4
) b

y 
th

e 
in

te
ra

ct
io

n 
be

tw
ee

n 
th

e 
do

m
es

tic
 n

on
co

rp
or

at
e 

ca
pi

ta
l

st
oc

k 
an

d 
th

e 
te

rm
 th

at
 re

pr
es

en
ts

 la
bo

r’
s s

ha
re

 o
f v

al
ue

 a
dd

ed
 in

 se
ct

or
 o

ne
.

C
ha

ng
es

 in
 th

e 
la

nd
 re

nt
s a

re
 d

et
er

m
in

ed
 in

 se
ct

or
 fo

ur
, t

he
 a

gr
ic

ul
tu

ra
l s

ec
to

r. 
 F

ol
lo

w
in

g

H
ar

be
rg

er
 (1

99
5)

, i
t i

s a
ss

um
ed

 h
er

e 
th

at
 th

e 
do

m
es

tic
 c

ou
nt

ry
 d

oe
s n

ot
 p

ro
du

ce
 e

no
ug

h 
to

 a
ff

ec
t

th
e 

w
or

ld
 p

ric
e 

of
 o

ut
pu

t i
n 

th
at

 se
ct

or
.14

  B
ec

au
se

 se
ct

or
 fo

ur
 u

se
s l

ab
or

, c
ap

ita
l, 

an
d 

la
nd

 in

pr
od

uc
tio

n,
 a

ny
 c

ha
ng

es
 in

 th
e 

ne
t c

os
ts

 o
f c

ap
ita

l a
nd

 la
bo

r a
re

 o
ff

se
t b

y 
ch

an
ge

s i
n 

th
e 

la
nd

re
nt

s. 
 T

he
 c

ha
ng

es
 in

 d
om

es
tic

 a
nd

 fo
re

ig
n 

eq
ui

lib
riu

m
 la

nd
 re

nt
s a

re
 d

er
iv

ed
 fr

om
 th

e 
re

la
tio

n

be
tw

ee
n 

in
pu

t c
os

ts
 a

nd
 o

ut
pu

t p
ric

es
 in

 se
ct

or
 fo

ur
, a

s r
ep

re
se

nt
ed

 b
y:

(5
)

p
w

r
j

L
j

K
j

4
4

4
4

0
j

d
f,

w
he

re
 

  i
s t

he
 la

nd
 re

nt
 in

 c
ou

nt
ry

 a
nd

 
 is

 la
nd

’s
 sh

ar
e 

of
 v

al
ue

 a
dd

ed
 in

 se
ct

or
 fo

ur
. 

j
j

4

B
ec

au
se

 th
e 

pr
ic

e 
of

 se
ct

or
 fo

ur
 o

ut
pu

t d
oe

s n
ot

 c
ha

ng
e,

 th
e 

ch
an

ge
 in

 th
e 

do
m

es
tic

 a
nd

 fo
re

ig
n

la
nd

 re
nt

s i
s d

er
iv

ed
 fr

om
 (5

) a
s:

(6
)

j
L

j
K

w
r

4 4

4 4
j

d
f,

-1
4-

Th
e 

do
m

es
tic

 la
nd

 re
nt

 in
cr

ea
se

s i
n 

re
sp

on
se

 to
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x 

be
ca

us
e 

th
e 

ta
x

ca
us

es
 a

 d
ec

re
as

e 
in

 b
ot

h 
th

e 
co

st
 o

f l
ab

or
 a

nd
 th

e 
co

st
 o

f c
ap

ita
l u

se
d 

by
 th

e 
no

nc
or

po
ra

te

pr
od

uc
er

s. 
 In

 c
on

tra
st

, t
he

 fo
re

ig
n 

la
nd

 re
nt

s c
an

 ri
se

 o
r f

al
l d

ep
en

di
ng

 o
n 

ho
w

 th
e 

ca
pi

ta
l

in
te

ns
ity

 o
f p

ro
du

ct
io

n 
in

 se
ct

or
 fo

ur
 c

om
pa

re
s w

ith
 th

e 
ca

pi
ta

l i
nt

en
si

ty
 o

f p
ro

du
ct

io
n 

in
 se

ct
or

on
e.

  B
ec

au
se

 th
e 

si
ze

 o
f t

he
 in

cr
ea

se
 in

 fo
re

ig
n 

la
bo

r c
os

ts
 a

nd
 d

ec
re

as
e 

in
 fo

re
ig

n 
ca

pi
ta

l c
os

ts

ar
e 

co
ns

is
te

nt
 w

ith
 a

 c
on

st
an

t p
ric

e 
of

 se
ct

or
 o

ne
 o

ut
pu

t, 
fo

re
ig

n 
la

nd
 re

nt
s w

ill
 in

cr
ea

se
 o

r

de
cr

ea
se

 d
ep

en
di

ng
 o

n 
w

he
th

er
 se

ct
or

 fo
ur

 p
ro

du
ct

io
n 

is
 le

ss
 o

r m
or

e 
ca

pi
ta

l-i
nt

en
si

ve
 th

an

se
ct

or
 o

ne
 p

ro
du

ct
io

n.

O
ut

pu
t p

ric
es

 c
ha

ng
e 

in
 se

ct
or

s t
w

o 
an

d 
th

re
e,

 th
e 

ot
he

r c
or

po
ra

te
 se

ct
or

s, 
ac

co
rd

in
g 

to
:

(a
)

 
[

(
)

]
p

w
r

r
id

Li
d

Ki
c

1
(7

)
i

2
3,

(b
)

 
p

w
r

if
Li

f
K

i

Fo
r b

ot
h 

do
m

es
tic

 a
nd

 fo
re

ig
n 

pr
od

uc
er

s i
n 

se
ct

or
s t

w
o 

an
d 

th
re

e,
 th

e 
in

pu
t p

ric
es

 c
ha

ng
e

by
 th

e 
sa

m
e 

pe
rc

en
ta

ge
s a

s t
he

 in
pu

t p
ric

es
 fa

ce
d 

by
 p

ro
du

ce
rs

 in
 se

ct
or

 o
ne

.  
B

ec
au

se
 th

e

do
m

es
tic

 w
ag

e 
ra

te
 fa

lls
 a

nd
 th

e 
do

m
es

tic
 c

or
po

ra
te

 c
os

t o
f c

ap
ita

l r
is

es
, t

he
 d

om
es

tic
 p

ric
es

 o
f

ou
tp

ut
 in

 se
ct

or
s t

w
o 

an
d 

th
re

e 
w

ill
 in

cr
ea

se
 o

r d
ec

re
as

e 
de

pe
nd

in
g 

up
on

 w
he

th
er

 p
ro

du
ct

io
n 

in

th
os

e 
se

ct
or

s i
s m

or
e 

or
 le

ss
 c

ap
ita

l-i
nt

en
si

ve
 th

an
 p

ro
du

ct
io

n 
in

 se
ct

or
 o

ne
.  

In
 th

e 
fo

re
ig

n

co
un

try
, t

he
 p

ric
es

 o
f o

ut
pu

ts
 fr

om
 se

ct
or

s t
w

o 
an

d 
th

re
e 

ha
ve

 th
e 

re
ve

rs
e 

re
la

tio
ns

hi
p 

to
 th

e

ca
pi

ta
l i

nt
en

si
ty

 o
f p

ro
du

ct
io

n 
in

 se
ct

or
 o

ne
 b

ec
au

se
 th

e 
fo

re
ig

n 
w

ag
e 

ra
te

 g
oe

s u
p 

an
d 

th
e

fo
re

ig
n 

co
st

 o
f c

ap
ita

l g
oe

s d
ow

n 
by

 th
e 

sa
m

e 
am

ou
nt

s i
n 

al
l s

ec
to

rs
.  

Th
e 

fo
re

ig
n 

ou
tp

ut
 p

ric
es

in
 se

ct
or

s t
w

o 
an

d 
th

re
e 

w
ill

 th
er

ef
or

e 
in

cr
ea

se
 if

 p
ro

du
ct

io
n 

in
 th

os
e 

se
ct

or
s i

s l
es

s c
ap

ita
l-

in
te

ns
iv

e 
th

an
 p

ro
du

ct
io

n 
in

 se
ct

or
 o

ne
.  

Th
os

e 
fo

re
ig

n 
pr

ic
es

 w
ill

 d
ec

re
as

e 
if 

pr
od

uc
tio

n 
in

 th
os

e

se
ct

or
s i

s m
or

e 
ca

pi
ta

l-i
nt

en
si

ve
 th

an
 p

ro
du

ct
io

n 
in

 se
ct

or
 o

ne
.
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Fo
r b

ot
h 

co
un

tri
es

, t
he

 p
ric

e 
ch

an
ge

s f
or

 th
e 

ou
tp

ut
s o

f s
ec

to
r f

iv
e 

ar
e 

gi
ve

n 
by

:

(8
)

p
w

r
j

L
j

K
5

5
5

j
d

f,

Th
e 

pr
ic

e 
of

 th
e 

do
m

es
tic

 o
ut

pu
t o

f s
ec

to
r f

iv
e 

w
ill

 d
ec

re
as

e 
be

ca
us

e 
th

e 
do

m
es

tic
 n

on
co

rp
or

at
e

co
st

s o
f b

ot
h 

la
bo

r a
nd

 c
ap

ita
l i

np
ut

s f
al

l. 
 T

he
 fo

re
ig

n 
pr

ic
e 

of
 th

e 
ou

tp
ut

 o
f s

ec
to

r f
iv

e 
be

ha
ve

s

in
 th

e 
sa

m
e 

w
ay

 a
s t

he
 fo

re
ig

n 
ou

tp
ut

 p
ric

es
 fo

r s
ec

to
rs

 tw
o 

an
d 

th
re

e:
 W

he
th

er
 th

e 
fo

re
ig

n 
pr

ic
e

of
 se

ct
or

 fi
ve

 o
ut

pu
t w

ill
 d

ec
re

as
e 

or
 in

cr
ea

se
 d

ep
en

ds
 o

n 
w

he
th

er
 p

ro
du

ct
io

n 
in

 se
ct

or
 fi

ve
 is

m
or

e 
or

 le
ss

 c
ap

ita
l i

nt
en

si
ve

 th
an

 p
ro

du
ct

io
n 

in
 se

ct
or

 o
ne

.

IV
.

T
ax

 B
ur

de
ns

B
ec

au
se

 in
di

vi
du

al
s c

on
su

m
e 

al
l o

f t
he

ir 
in

co
m

es
 a

nd
 b

ec
au

se
 th

e 
in

di
vi

du
al

 su
pp

lie
s o

f

la
bo

r a
nd

 c
ap

ita
l a

re
 fi

xe
d,

 th
e 

to
ta

l b
ur

de
n 

of
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x 

ca
n 

be
 m

ea
su

re
d 

in
 te

rm
s

of
 th

e 
ch

an
ge

s i
t c

au
se

s t
o 

pe
rs

on
al

 in
co

m
es

, a
dj

us
te

d 
fo

r a
ny

 w
el

fa
re

 e
ff

ec
ts

 o
f c

ha
ng

es
 in

 th
e

re
la

tiv
e 

pr
ic

es
 o

f c
on

su
m

er
 g

oo
ds

.  
 F

or
 th

e 
re

si
de

nt
s o

f e
ac

h 
co

un
try

, p
er

so
na

l i
nc

om
e 

ca
n 

be

de
co

m
po

se
d 

as
 in

 (9
), 

w
he

re
 th

e 
in

iti
al

 v
al

ue
 o

f d
om

es
tic

 o
ut

pu
t i

s a
rb

itr
ar

ily
 se

t e
qu

al
 to

 1
:

(9
)

Y
w

L
r

K
Y

Y
Y

j
j

j
j

j
Lj

Kj
j

j
d

f,

w
he

re
 

,  
, a

nd
 a

re
 th

e 
am

ou
nt

s o
f i

nc
om

e
Y

K K
Lj

L

j d
Y

K K
Kj

K
j

d
Y

K K
j

j d

pa
id

 to
 th

e 
re

si
de

nt
 o

w
ne

rs
 o

f i
nc

om
e 

fr
om

 la
bo

r, 
ca

pi
ta

l, 
an

d 
la

nd
, r

es
pe

ct
iv

el
y,

 in
 c

ou
nt

ry
 j.

Th
e 

te
rm

 
is

 th
e 

sh
ar

e 
of

 th
e 

w
or

ld
w

id
e 

ca
pi

ta
l s

to
ck

 o
w

ne
d 

by
 re

si
de

nt
s o

f c
ou

nt
ry

 j,
 a

nd
 

,
j

L

, a
nd

 
ar

e 
th

e 
in

iti
al

 a
gg

re
ga

te
 o

ut
pu

t s
ha

re
s f

or
 la

bo
r, 

ca
pi

ta
l, 

an
d 

la
nd

, r
es

pe
ct

iv
el

y.
  T

he
K

15
   

 T
he

 n
um

er
ic

al
 a

pp
lic

at
io

ns
 in

 th
is

 st
ud

y 
us

e 
th

e 
La

sp
ey

re
s i

nd
ex

, w
hi

ch
 c

an
 c

au
se

 th
e 

es
tim

at
ed

 e
xc

es
s b

ur
de

ns
of

 th
e 

ta
x 

to
 b

e 
ov

er
st

at
ed

.  
Th

at
 b

ia
s d

is
ap

pe
ar

s w
he

n 
th

e 
ta

x 
ra

te
 is

 v
er

y 
sm

al
l, 

in
 w

hi
ch

 c
as

e 
th

e 
ex

ce
ss

 b
ur

de
n 

of
th

e 
ta

x 
al

so
 a

pp
ro

ac
he

s z
er

o.

-1
6-

to
ta

l b
ur

de
n 

of
 th

e 
ta

x 
is

 e
xp

re
ss

ed
 in

 te
rm

s o
f c

ha
ng

es
 in

 p
er

so
na

l w
ag

e 
in

co
m

e,
 c

ap
ita

l i
nc

om
e,

la
bo

r i
nc

om
e,

 a
nd

 th
e 

pr
ic

es
 o

f c
on

su
m

er
 g

oo
ds

 a
s:

(1
0)

B
d

Y P
Y

w
Y

r
Y

P
Y

j
j j

Lj
j

Kj
j

j
j

j
j

d
f,

w
he

re
 

 in
iti

al
ly

 e
qu

al
 to

 1
, i

s a
n 

in
de

x 
of

 th
e 

co
st

 o
f l

iv
in

g 
in

 c
ou

nt
ry

 j.
P

j ,

Th
e 

in
te

ra
ct

io
n 

be
tw

ee
n 

pe
rs

on
al

 in
co

m
e 

an
d 

th
e 

ch
an

ge
 in

 th
e 

pr
ic

e 
in

de
x 

in
 th

e 
la

st

te
rm

 o
f (

10
) a

cc
ou

nt
s f

or
 a

 c
on

su
m

er
 b

ur
de

n 
th

at
 re

su
lts

 fr
om

 c
ha

ng
es

 in
 th

e 
re

la
tiv

e 
pr

ic
es

 o
f

co
ns

um
er

 g
oo

ds
.  

Ta
x 

bu
rd

en
 is

 d
ef

in
ed

 h
er

e 
as

 a
n 

eq
ui

va
le

nt
 v

ar
ia

tio
n,

 so
 th

e 
pr

ic
e 

in
de

x

m
ea

su
re

s t
he

 e
qu

iv
al

en
t v

ar
ia

tio
n 

in
 c

on
su

m
er

 e
xp

en
di

tu
re

 w
he

n 
co

ns
um

er
 p

ric
es

 c
ha

ng
e.

  T
he

in
de

x 
ac

co
un

ts
 fo

r c
ha

ng
es

 in
 th

e 
re

la
tiv

e 
pr

ic
es

 o
f c

on
su

m
er

 g
oo

ds
 a

nd
 a

ny
 c

on
su

m
er

su
bs

tit
ut

io
n 

th
at

 o
cc

ur
s i

n 
re

sp
on

se
 to

 th
os

e 
pr

ic
e 

ch
an

ge
s. 

 T
ha

t t
ru

e 
co

st
-o

f-
liv

in
g 

in
de

x 
ca

n 
be

ap
pr

ox
im

at
ed

 b
y 

th
e 

ch
an

ge
 in

 a
 fi

xe
d-

sh
ar

e 
La

sp
ey

re
s p

ric
e 

in
de

x:

(1
1)

P
s

p
s

p
j

i
ij

j

i
6

2
15

j
d

f,

w
he

re
 

  i
s t

he
 in

iti
al

 e
xp

en
di

tu
re

 sh
ar

e 
fo

r c
on

su
m

er
 g

oo
d 

i, 
th

e 
j s

up
er

sc
rip

t r
ep

re
se

nt
s t

he
s i

co
un

try
 o

f r
es

id
en

ce
, a

nd
 th

e 
-j

su
pe

rs
cr

ip
t r

ep
re

se
nt

s t
he

 o
th

er
 c

ou
nt

ry
.15

Eq
ua

tio
n 

(1
0)

 sh
ow

s h
ow

 th
e 

to
ta

l b
ur

de
n 

ca
n 

be
 d

ec
om

po
se

d 
ac

co
rd

in
g 

to
 th

e 
so

ur
ce

s

an
d 

us
es

 o
f i

nc
om

e.
  T

ha
t d

ec
om

po
si

tio
n 

is
 c

on
si

st
en

t w
ith

 th
e 

w
ay

 th
at

 ta
x 

in
ci

de
nc

e 
is

m
ea

su
re

d 
in

 H
ar

be
rg

er
 (1

96
2)

 a
nd

 H
ar

be
rg

er
 (1

99
5)

.  
If

 c
on

su
m

er
s h

av
e 

id
en

tic
al

 h
om

ot
he

tic

pr
ef

er
en

ce
s a

nd
 if

 th
ey

 fa
ce

 th
e 

sa
m

e 
ch

an
ge

s i
n 

co
ns

um
er

 p
ric

es
, t

he
 e

ff
ec

t o
f t

he
 ta

x 
on

 th
e
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16
  T

he
 te

rm
 “

re
al

” 
is

 u
se

d 
he

re
 m

er
el

y 
to

 re
pr

es
en

t t
he

 a
dj

us
tm

en
t f

or
 c

ha
ng

es
 in

 re
la

tiv
e 

pr
ic

es
. 

-1
7-

di
st

rib
ut

io
n 

of
 in

co
m

e 
is

 in
de

pe
nd

en
t o

f t
he

 c
on

su
m

er
’s

 b
ur

de
n.

  F
or

 e
xa

m
pl

e,
 th

e 
ch

an
ge

 in
 re

al

do
m

es
tic

 la
bo

r i
nc

om
e,

 e
xp

re
ss

ed
 a

s a
 fr

ac
tio

n 
of

 re
al

 d
om

es
tic

 in
co

m
e,

 is
 in

de
pe

nd
en

t o
f t

he

co
ns

um
er

’s
 b

ur
de

n.
16

A
lte

rn
at

iv
el

y,
 th

e 
co

ns
um

er
’s

 b
ur

de
n 

ca
n 

be
 d

iv
id

ed
 b

et
w

ee
n 

th
e 

ow
ne

rs
 o

f e
ac

h 
fa

ct
or

ac
co

rd
in

g 
to

 (1
2)

, w
hi

ch
 c

om
bi

ne
s t

he
 e

ff
ec

ts
 o

f t
he

 ta
x 

on
 th

e 
so

ur
ce

s a
nd

 u
se

s o
f i

nc
om

e.
 

(1
2)

B
Y

w
P

Y
r

P
Y

P
j

Lj
j

j
Kj

j
j

j
(

)
(

)
(

)
j

d
f,

Th
os

e 
co

m
bi

ne
d 

m
ea

su
re

s o
f b

ur
de

n 
ha

ve
 a

 c
le

ar
 in

tu
iti

ve
 e

co
no

m
ic

 in
te

rp
re

ta
tio

n 
th

at

do
es

 n
ot

 d
ep

en
d 

on
 th

e 
ch

oi
ce

 o
f a

 n
um

er
ai

re
.  

D
ef

in
ed

 in
 th

at
 w

ay
, b

ur
de

n 
ca

n 
be

 th
ou

gh
t o

f a
s

th
e 

ch
an

ge
 in

 c
on

su
m

pt
io

n 
by

 th
e 

ow
ne

rs
 o

f e
ac

h 
in

pu
t. 

 F
or

 th
e 

ow
ne

rs
 o

f e
ac

h 
fa

ct
or

, i
t

m
ea

su
re

s t
he

 si
ze

 o
f a

 lu
m

p-
su

m
 ta

x 
to

w
ar

d 
w

hi
ch

 th
os

e 
ow

ne
rs

 w
ou

ld
 b

e 
in

di
ff

er
en

t. 
 

C
on

si
st

en
t w

ith
 H

ar
be

rg
er

 (2
00

6)
 a

nd
 G

ra
ve

lle
 a

nd
 S

m
et

te
rs

 (2
00

6)
, t

he
 c

om
bi

ne
d

m
ea

su
re

s o
f b

ur
de

n 
in

 (1
2)

 a
re

 u
se

d 
th

ro
ug

ho
ut

 th
e 

re
st

 o
f t

hi
s s

tu
dy

.  
 In

 a
dd

iti
on

 to
 h

av
in

g 
a

cl
ea

r w
el

fa
re

 in
te

rp
re

ta
tio

n,
 th

e 
co

m
bi

ne
d 

m
ea

su
re

s a
re

 n
ee

de
d 

in
 o

rd
er

 to
 m

ak
e 

in
te

rn
at

io
na

l

co
m

pa
ris

on
s b

et
w

ee
n 

th
e 

bu
rd

en
s i

m
po

se
d 

on
 d

om
es

tic
 a

nd
 fo

re
ig

n 
re

si
de

nt
s. 

 T
ha

t c
om

bi
na

tio
n

is
 n

ec
es

sa
ry

 b
ec

au
se

 fo
re

ig
n 

an
d 

do
m

es
tic

 re
si

de
nt

s c
an

 fa
ce

 d
iff

er
en

t c
ha

ng
es

 in
 c

on
su

m
er

pr
ic

es
 w

he
n 

so
m

e 
ou

tp
ut

s a
re

 n
ot

 tr
ad

ed
 in

te
rn

at
io

na
lly

.

Ex
ce

ss
 b

ur
de

n 
is

 th
e 

ex
ce

ss
 o

f t
he

 to
ta

l b
ur

de
n 

ov
er

 th
e 

re
al

 v
al

ue
 o

f c
or

po
ra

te
 ta

x

re
ve

nu
e:

(1
3)

R
r

K
q

P
C

c
Cd

i
Ki

d

i
[

(
)

(
)

]/
(

)
1

1
1

13

17
  R

ev
en

ue
 is

 th
us

 m
ea

su
re

d 
in

 u
ni

ts
 o

f a
 b

un
dl

e 
of

 d
om

es
tic

 c
on

su
m

er
 g

oo
ds

 ra
th

er
 th

an
 in

 te
rm

s o
f t

he
 n

um
er

ai
re

go
od

 p
ro

du
ce

d 
in

 se
ct

or
 o

ne
.  

Th
us

, r
ev

en
ue

 a
nd

 b
ur

de
n 

ar
e 

m
ea

su
re

d 
in

 th
e 

sa
m

e 
un

its
.  

Ex
ce

ss
 b

ur
de

n 
is

 th
en

si
m

pl
y 

an
y 

ex
ce

ss
 o

f t
ot

al
 b

ur
de

n 
ov

er
 th

e 
va

lu
e 

of
 th

e 
lu

m
p-

su
m

 g
ov

er
nm

en
t d

is
tri

bu
tio

ns
 fi

na
nc

ed
 b

y 
th

e 
ta

x.
18

  B
ot

h 
ta

xe
s a

re
 re

fe
rr

ed
 to

 a
s t

ax
es

 “
at

 so
ur

ce
” 

be
ca

us
e 

th
ey

 a
re

 im
po

se
d 

on
 c

ap
ita

l i
nc

om
e 

ba
se

d 
on

 w
he

re
 th

e
ca

pi
ta

l i
s u

se
d.

-1
8-

w
he

re
 

 is
 th

e 
in

iti
al

 v
al

ue
 a

dd
ed

 b
y 

pr
od

uc
tio

n 
in

 se
ct

or
 i 

an
d 

th
e 

su
m

m
ed

 te
rm

 e
qu

al
s t

he
q i

in
iti

al
 d

om
es

tic
 c

or
po

ra
te

 c
ap

ita
l s

to
ck

, a
ll 

ex
pr

es
se

d 
as

 a
 sh

ar
e 

of
 th

e 
to

ta
l v

al
ue

 o
f d

om
es

tic

ou
tp

ut
.  

Th
e 

re
al

 v
al

ue
 o

f c
or

po
ra

te
 re

ve
nu

e 
eq

ua
ls

 th
e 

re
al

 v
al

ue
 o

f g
ov

er
nm

en
t p

ur
ch

as
es

 o
f

do
m

es
tic

 c
on

su
m

er
 g

oo
ds

 th
at

 c
an

 b
e 

fin
an

ce
d 

by
 th

e 
ta

x 
an

d 
re

di
st

rib
ut

ed
 to

 d
om

es
tic

re
si

de
nt

s.17

V
.

A
 G

en
er

al
 R

ep
la

ce
m

en
t T

ax
 o

n 
th

e 
D

om
es

tic
 U

se
 o

f C
ap

ita
l

Th
is

 se
ct

io
n 

ex
am

in
es

 th
e 

ef
fe

ct
s o

f a
 g

en
er

al
 re

pl
ac

em
en

t t
ax

 o
n 

th
e 

in
co

m
e 

fr
om

 c
ap

ita
l

in
 a

ll 
do

m
es

tic
 se

ct
or

s. 
 T

he
 g

en
er

al
 ta

x 
ra

te
 is

 c
ho

se
n 

so
 th

at
 it

 w
ill

 fi
na

nc
e 

th
e 

sa
m

e 
re

al

go
ve

rn
m

en
t e

xp
en

di
tu

re
s o

n 
co

ns
um

er
 g

oo
ds

 a
s t

he
 c

or
po

ra
te

 ta
x 

it 
re

pl
ac

es
.18

A
 c

om
pa

ris
on

 b
et

w
ee

n 
th

os
e 

ta
xe

s p
ro

vi
de

s a
 w

ay
 to

 is
ol

at
e 

th
e 

ef
fe

ct
s t

ha
t t

he
 c

or
po

ra
te

in
co

m
e 

ta
x 

ha
s o

n 
th

e 
do

m
es

tic
 a

nd
 in

te
rn

at
io

na
l a

llo
ca

tio
ns

 o
f c

ap
ita

l. 
  I

n 
a 

cl
os

ed
 e

co
no

m
y,

th
e 

co
rp

or
at

e 
in

co
m

e 
ta

x 
af

fe
ct

s e
ff

ic
ie

nc
y 

an
d 

in
ci

de
nc

e 
on

ly
 th

ro
ug

h 
its

 e
ff

ec
ts

 o
n 

th
e

al
lo

ca
tio

n 
of

 in
pu

ts
 b

et
w

ee
n 

th
e 

co
rp

or
at

e 
an

d 
no

nc
or

po
ra

te
 se

ct
or

s. 
 In

 a
n 

op
en

 e
co

no
m

y,
 th

e

do
m

es
tic

 c
or

po
ra

te
 in

co
m

e 
ta

x 
af

fe
ct

s e
ff

ic
ie

nc
y 

an
d 

in
ci

de
nc

e 
th

ro
ug

h 
its

 e
ff

ec
t o

n 
th

e

al
lo

ca
tio

n 
of

 c
ap

ita
l b

ot
h 

be
tw

ee
n 

th
e 

do
m

es
tic

 c
or

po
ra

te
 a

nd
 n

on
co

rp
or

at
e 

se
ct

or
s a

nd
 b

et
w

ee
n

th
e 

do
m

es
tic

 a
nd

 fo
re

ig
n 

ec
on

om
ie

s. 
 In

 c
on

tra
st

, t
he

 g
en

er
al

 ta
x 

af
fe

ct
s o

nl
y 

th
e 

in
te

rn
at

io
na

l

al
lo

ca
tio

n 
of

 c
ap

ita
l. 

 T
hu

s, 
a 

co
m

pa
ris

on
 b

et
w

ee
n 

th
e 

ef
fe

ct
s o

f t
he

 c
or

po
ra

te
 ta

x 
an

d 
th

e 
ge

ne
ra

l

ta
x 

pr
ov

id
es

 a
 w

ay
 to

 se
pa

ra
te

 th
e 

ef
fe

ct
s t

he
 c

or
po

ra
te

 ta
x 

ha
s b

ec
au

se
 it

 is
 im

po
se

d 
on

ly
 o

n
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19
  T

he
 g

en
er

al
 ta

x 
al

so
 re

pr
es

en
ts

 a
 c

or
po

ra
te

 in
te

gr
at

io
n 

po
lic

y 
th

at
 im

po
se

s a
 si

ng
le

 ta
x 

ra
te

 o
n 

th
e 

in
co

m
e 

fr
om

 a
ll

do
m

es
tic

 c
ap

ita
l i

nv
es

tm
en

t r
eg

ar
dl

es
s o

f t
he

 se
ct

or
 in

 w
hi

ch
 th

at
 c

ap
ita

l i
s i

nv
es

te
d.

 
20

  E
qu

at
io

n 
(1

4)
 is

 d
er

iv
ed

 u
nd

er
 th

e 
as

su
m

pt
io

n 
th

at
 th

e 
do

m
es

tic
 a

nd
 fo

re
ig

n 
ag

gr
eg

at
e 

pa
rti

al
 in

pu
t s

ub
st

itu
tio

n
el

as
tic

iti
es

 e
qu

al
 e

ac
h 

ot
he

r. 
 F

or
 th

e 
ge

ne
ra

l t
ax

, t
he

 a
gg

re
ga

te
 c

ha
ng

es
 in

 c
ap

ita
l a

re
 g

iv
en

 b
y 

m
od

ifi
ed

 v
er

si
on

s o
f

(3
), 

w
he

re
 (3

b)
 is

 ig
no

re
d 

an
d 

th
e 

ag
gr

eg
at

e 
do

m
es

tic
 c

ap
ita

l s
to

ck
 a

nd
 c

ha
ng

e 
in

 th
e 

do
m

es
tic

 c
os

t o
f c

ap
ita

l u
nd

er
th

e 
ge

ne
ra

l t
ax

 a
re

 su
bs

tit
ut

ed
 in

to
 (3

a)
.  

Eq
ua

tio
n 

(1
4)

 is
 d

er
iv

ed
 b

y 
al

so
 n

ot
in

g 
th

at
 a

gg
re

ga
te

 c
ou

nt
ry

 la
bo

r
su

pp
lie

s d
o 

no
t c

ha
ng

e 
an

d 
th

at
 th

e 
w

or
ld

 c
ap

ita
l s

up
pl

y 
is

 fi
xe

d.

-1
9-

so
m

e 
do

m
es

tic
 se

ct
or

s f
ro

m
 th

e 
ef

fe
ct

s i
t h

as
 b

ec
au

se
 it

 is
 n

ot
 im

po
se

d 
on

 th
e 

us
e 

of
 c

ap
ita

l

ab
ro

ad
.19 U

nd
er

 th
e 

ge
ne

ra
l t

ax
, t

he
 d

om
es

tic
 w

ag
e 

ra
te

 fa
lls

 b
y 

le
ss

 th
an

 it
 d

oe
s u

nd
er

 th
e

co
rp

or
at

e 
in

co
m

e 
ta

x 
be

ca
us

e 
th

e 
re

qu
ire

d 
re

pl
ac

em
en

t v
al

ue
 o

f t
he

 g
en

er
al

 ta
x 

ra
te

, 
 c

an
 b

e
g
,

lo
w

er
 th

an
 th

e 
co

rr
es

po
nd

in
g 

co
rp

or
at

e 
ta

x 
ra

te
; t

he
 g

en
er

al
 ta

x 
is

 im
po

se
d 

on
 a

 b
ro

ad
er

 b
as

e.
  A

s

un
de

r t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x,
 th

e 
w

ag
e 

ra
te

 is
 d

et
er

m
in

ed
 in

 se
ct

or
 o

ne
: T

he
 d

om
es

tic
 w

ag
e

ra
te

 is
 d

et
er

m
in

ed
 in

 th
e 

sa
m

e 
w

ay
 a

s i
n 

Eq
ua

tio
n 

(2
a)

, b
ut

 th
e 

pe
rc

en
ta

ge
 c

ha
ng

e 
in

 th
e 

se
ct

or

on
e 

co
st

 o
f c

ap
ita

l u
nd

er
 th

e 
co

rp
or

at
e 

ta
x 

is
 re

pl
ac

ed
 b

y 
its

 p
er

ce
nt

ag
e 

ch
an

ge
 u

nd
er

 th
e 

ge
ne

ra
l

ta
x,

 
.  

(
)

r
r

g
g

g
1

Th
e 

pe
rc

en
ta

ge
 c

ha
ng

e 
in

 th
e 

eq
ui

lib
riu

m
 (t

ax
-e

xc
lu

si
ve

) r
et

ur
n 

to
 c

ap
ita

l, 
w

hi
ch

 is
 n

ow

th
e 

co
st

 o
f c

ap
ita

l o
nl

y 
to

 fo
re

ig
n 

pr
od

uc
er

s, 
is

 g
iv

en
 b

y:
20

(1
4)

r
K

K
K

g
g

d

d
g

Eq
ua

tio
n 

(1
4)

 is
 si

m
ila

r t
o 

(4
), 

bu
t t

he
 c

or
po

ra
te

 ta
x 

ra
te

 is
 re

pl
ac

ed
 b

y 
th

e 
ge

ne
ra

l t
ax

ra
te

, a
nd

 th
e 

te
rm

 fo
r t

he
 n

on
co

rp
or

at
e 

ca
pi

ta
l s

to
ck

 d
oe

s n
ot

 e
nt

er
 th

e 
eq

ua
tio

n 
be

ca
us

e 
al

l

do
m

es
tic

 se
ct

or
s a

re
 su

bj
ec

t t
o 

th
e 

ge
ne

ra
l t

ax
.  

W
he

n 
th

e 
ge

ne
ra

l t
ax

 ra
te

 is
 e

xt
re

m
el

y 
sm

al
l, 

th
e

se
co

nd
 te

rm
 in

 th
e 

de
no

m
in

at
or

 o
f (

14
) d

is
ap

pe
ar

s s
o 

th
at

 w
or

ld
w

id
e 

ca
pi

ta
l i

nc
om

e 
is

 re
du

ce
d

ex
ac

tly
 b

y 
an

 a
m

ou
nt

 e
qu

al
 to

 th
e 

re
ve

nu
e 

co
lle

ct
ed

 b
y 

th
e 

ta
x.

  A
s i

n 
B

ra
df

or
d 

(1
97

8)
, c

ap
ita

l

-2
0-

ow
ne

rs
 w

or
ld

w
id

e 
be

ar
 e

xa
ct

ly
 1

00
 p

er
ce

nt
 o

f a
 v

er
y 

sm
al

l t
ax

 o
n 

th
e 

in
co

m
e 

fr
om

 c
ap

ita
l u

se
d

by
 d

om
es

tic
 p

ro
du

ce
rs

.  
H

ow
ev

er
, a

s s
ho

w
n 

in
 th

e 
nu

m
er

ic
al

 a
pp

lic
at

io
n 

be
lo

w
, t

he
 w

or
ld

w
id

e

bu
rd

en
 is

 n
ot

 d
iv

id
ed

 e
xa

ct
ly

 in
 p

ro
po

rti
on

 to
 th

e 
do

m
es

tic
 a

nd
 fo

re
ig

n 
ow

ne
rs

hi
p 

sh
ar

es
 o

f

w
or

ld
 c

ap
ita

l, 
be

ca
us

e 
th

e 
ta

x 
ca

n 
ha

ve
 d

iff
er

en
t e

ff
ec

ts
 o

n 
th

e 
pr

ic
es

 o
f d

om
es

tic
 a

nd
 fo

re
ig

n

co
ns

um
er

 g
oo

ds
, a

nd
 c

ap
ita

l o
w

ne
rs

 m
us

t c
on

su
m

e 
w

he
re

 th
ey

 li
ve

.

Th
e 

ef
fe

ct
 th

at
 th

e 
ge

ne
ra

l t
ax

 o
n 

ca
pi

ta
l i

nc
om

e 
at

 so
ur

ce
 h

as
 o

n 
ou

tp
ut

 p
ric

es
 fo

llo
w

s

th
e 

sa
m

e 
ec

on
om

ic
 re

as
on

in
g 

as
 th

e 
an

al
ys

is
 o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x,
 e

xc
ep

t t
ha

t t
he

 p
ric

e

eq
ua

tio
ns

 in
cl

ud
e 

th
e 

pe
rc

en
ta

ge
 c

ha
ng

e 
in

 th
e 

ta
x-

in
cl

us
iv

e 
co

st
 o

f c
ap

ita
l f

or
 a

ll 
do

m
es

tic

se
ct

or
s r

at
he

r t
ha

n 
ju

st
 in

 th
e 

co
rp

or
at

e 
se

ct
or

s.

Th
e 

re
al

 v
al

ue
 o

f t
ax

 re
ve

nu
e 

un
de

r t
he

 g
en

er
al

 ta
x 

is
 g

iv
en

 b
y

(1
5)

R
r

K
P

g
g

g
gd

K
gd

[
(

)
(

)
]/

(
)

1
1

1

w
he

re
, a

nd
 

 is
 th

e 
in

iti
al

 d
om

es
tic

 c
ap

ita
l s

to
ck

,
[

(
)

]
K

w
r

r
gd

d
g

g
g

1
K

ex
pr

es
se

d 
as

 a
 sh

ar
e 

of
 th

e 
va

lu
e 

of
 o

ut
pu

t. 
 T

he
 ta

x 
ra

te
 fo

r t
he

 g
en

er
al

 ta
x 

is
 c

ho
se

n 
to

 e
qu

at
e

re
al

 re
ve

nu
es

 a
nd

, t
hu

s, 
th

e 
lu

m
p-

su
m

 re
di

st
rib

ut
io

ns
 u

nd
er

 th
e 

ge
ne

ra
l t

ax
 a

nd
 th

e 
co

rp
or

at
e 

ta
x.

 

V
I.

Pe
rs

on
al

 T
ax

es
 o

n 
D

om
es

tic
 R

es
id

en
ts

Pe
rs

on
al

 ta
xe

s o
n 

do
m

es
tic

 re
si

de
nt

s a
ls

o 
pr

ov
id

e 
us

ef
ul

 p
ol

ic
y 

al
te

rn
at

iv
es

 a
ga

in
st

 w
hi

ch

to
 e

va
lu

at
e 

th
e 

in
te

rn
at

io
na

l e
ff

ec
ts

 o
f t

he
 c

or
po

ra
te

 in
co

m
e 

ta
x 

an
d 

ge
ne

ra
l t

ax
.  

Su
ch

 p
er

so
na

l

ta
xe

s a
re

 n
on

di
st

or
tio

na
ry

 u
nd

er
 th

e 
as

su
m

pt
io

ns
 o

f t
he

 m
od

el
 u

se
d 

in
 th

is
 st

ud
y,

 b
ec

au
se

 th
e

pe
rs

on
al

 su
pp

lie
s o

f l
ab

or
 a

nd
 c

ap
ita

l a
re

 fi
xe

d 
an

d 
do

m
es

tic
 re

si
de

nt
s c

an
no

t m
ov

e 
ab

ro
ad

 to

es
ca

pe
 ta

xa
tio

n.
  A

s a
 re

su
lt,

 a
 p

er
so

na
l t

ax
 o

n 
la

bo
r i

nc
om

e 
is

 b
or

ne
 e

nt
ire

ly
 b

y 
la

bo
r; 

a 
pe

rs
on

al
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21
  T

he
 a

pp
en

di
x 

co
m

pa
re

s t
he

 re
su

lts
 u

nd
er

 a
lte

rn
at

iv
e 

sh
ar

e 
as

su
m

pt
io

ns
 c

on
si

st
en

t w
ith

 H
ar

be
rg

er
 (1

99
5)

.
22

  T
ha

t v
al

ue
 is

 b
as

ed
 o

n 
es

tim
at

es
 in

 H
am

er
m

es
h 

an
d 

G
ra

nt
 (1

97
9)

.  
Th

e 
re

su
lts

 o
f t

he
 a

pp
lic

at
io

n 
in

 th
e 

cu
rr

en
t

st
ud

y 
ar

e 
no

t v
er

y 
se

ns
iti

ve
 to

 a
 c

ha
ng

e 
in

 th
at

 v
al

ue
 to

 1
.0

.

-2
1-

ta
x 

on
 th

e 
w

or
ld

w
id

e 
in

co
m

e 
of

 th
e 

do
m

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l i
s b

or
ne

 e
nt

ire
ly

 b
y 

th
os

e 
ow

ne
rs

;

an
d 

a 
un

ifo
rm

 ta
x 

on
 th

e 
pe

rs
on

al
 in

co
m

e 
or

 c
on

su
m

pt
io

n 
of

 d
om

es
tic

 re
si

de
nt

s i
s b

or
ne

 b
y 

th
os

e

re
si

de
nt

s i
n 

pr
op

or
tio

n 
to

 th
ei

r i
ni

tia
l s

ha
re

s o
f d

om
es

tic
 p

er
so

na
l i

nc
om

e.

V
II

.
A

 N
um

er
ic

al
 A

pp
lic

at
io

n

Th
e 

m
od

el
 c

an
 b

e 
ap

pl
ie

d 
ba

se
d 

on
 v

er
y 

fe
w

 a
ss

um
pt

io
ns

 a
bo

ut
 th

e 
ec

on
om

y.
  S

ha
re

as
su

m
pt

io
ns

 (T
ab

le
 1

) a
pp

ly
 fo

r t
he

 U
ni

te
d 

St
at

es
 a

nd
 a

re
 ta

ke
n 

fr
om

 G
ra

ve
lle

 a
nd

 S
m

et
te

rs

(2
00

6)
.21

  T
he

 c
ap

ita
l i

nt
en

si
tie

s o
f s

ec
to

rs
 o

ne
 a

nd
 tw

o 
ar

e 
in

iti
al

ly
 e

qu
at

ed
 fo

r s
im

pl
ic

ity
.  

W
he

n

th
os

e 
ca

pi
ta

l i
nt

en
si

tie
s a

re
 e

qu
al

, t
he

 in
ci

de
nc

e 
re

su
lts

 a
re

 th
e 

sa
m

e 
as

 if
 th

e 
fir

st
 tw

o 
se

ct
or

s a
re

co
m

bi
ne

d 
in

to
 o

ne
 se

ct
or

 fo
r w

hi
ch

 th
e 

fo
re

ig
n 

an
d 

do
m

es
tic

 o
ut

pu
ts

 a
re

 p
er

fe
ct

 su
bs

tit
ut

es
.  

In

ot
he

r w
or

ds
, t

he
 fa

ct
 th

at
 se

ct
or

 tw
o 

pr
od

uc
es

 fo
re

ig
n 

an
d 

do
m

es
tic

 o
ut

pu
ts

 th
at

 a
re

 n
ot

 p
er

fe
ct

su
bs

tit
ut

es
 d

oe
s n

ot
 a

ff
ec

t t
he

 in
ci

de
nc

e 
re

su
lts

 w
he

n 
th

e 
fir

st
 tw

o 
se

ct
or

s h
av

e 
th

e 
sa

m
e 

ca
pi

ta
l

in
te

ns
iti

es
.  

A
 la

te
r p

ar
t o

f t
he

 a
pp

lic
at

io
n 

ex
am

in
es

 h
ow

 in
ci

de
nc

e 
ch

an
ge

s w
he

n 
th

os
e 

ca
pi

ta
l

in
te

ns
iti

es
 a

re
 d

iff
er

en
t. 

 T
he

 d
om

es
tic

 e
co

no
m

y 
ac

co
un

ts
 fo

r 3
0 

pe
rc

en
t o

f w
or

ld
 o

ut
pu

t. 
 In

ad
di

tio
n,

 d
om

es
tic

 re
si

de
nt

s a
re

 a
ss

um
ed

 to
 o

w
n 

30
 p

er
ce

nt
 o

f w
or

ld
 o

ut
pu

t, 
so

 th
e 

co
un

try
 is

ne
ith

er
 a

 n
et

 in
te

rn
at

io
na

l l
en

de
r n

or
 a

 n
et

 in
te

rn
at

io
na

l b
or

ro
w

er
.  

Th
at

 a
ss

um
pt

io
n 

is
 a

ls
o

re
la

xe
d 

la
te

r i
n 

th
is

 st
ud

y.
  C

on
si

st
en

t w
ith

 M
ut

ti 
an

d 
G

ru
be

rt 
(1

98
5)

, t
he

 p
ar

tia
l e

la
st

ic
ity

 o
f

in
pu

t d
em

an
d 

su
bs

tit
ut

io
n 

be
tw

ee
n 

ca
pi

ta
l a

nd
 la

bo
r i

s i
ni

tia
lly

 se
t e

qu
al

 to
 0

.6
.22

It 
is

 n
ot

 o
bv

io
us

 h
ow

 to
 c

ho
os

e 
th

e 
rig

ht
 v

al
ue

 fo
r t

he
 (t

ax
-e

xc
lu

si
ve

) c
or

po
ra

te
 ta

x 
ra

te

be
ca

us
e 

th
e 

ac
tu

al
 U

.S
. i

nc
om

e 
ta

x 
sy

st
em

 is
 c

on
si

de
ra

bl
y 

m
or

e 
co

m
pl

ex
 th

an
 in

 th
e 

m
od

el
. 

A
fte

r a
cc

ou
nt

in
g 

fo
r p

er
so

na
l a

nd
 b

us
in

es
s i

nc
om

e 
ta

xe
s, 

de
pr

ec
ia

tio
n 

ru
le

s, 
bu

si
ne

ss
 fi

na
nc

e,

23
  E

ve
n 

th
ou

gh
 c

ap
ita

l i
s p

er
fe

ct
ly

 m
ob

ile
, o

nl
y 

a 
fin

ite
 p

er
ce

nt
ag

e 
of

 th
e 

do
m

es
tic

 c
ap

ita
l s

to
ck

 is
 re

al
lo

ca
te

d
ab

ro
ad

 in
 re

sp
on

se
 to

 th
e 

ta
x,

 b
ec

au
se

 a
 re

du
ct

io
n 

in
 th

e 
ca

pi
ta

l s
to

ck
 in

cr
ea

se
s t

he
 m

ar
gi

na
l p

ro
du

ct
 o

f c
ap

ita
l i

n 
th

e
do

m
es

tic
 c

or
po

ra
te

 se
ct

or
s.
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an
d 

ot
he

r f
ac

to
rs

, t
he

 C
on

gr
es

si
on

al
 B

ud
ge

t O
ff

ic
e 

(2
00

5b
) f

in
ds

 th
at

 th
e 

U
.S

. c
or

po
ra

te
 ta

x

ca
us

es
 th

e 
co

st
 o

f c
ap

ita
l i

n 
th

e 
U

.S
. c

or
po

ra
te

 se
ct

or
s t

o 
be

 6
.2

5 
pe

rc
en

t h
ig

he
r t

ha
n 

th
e 

co
st

 o
f

ca
pi

ta
l i

n 
th

e 
no

nc
or

po
ra

te
 se

ct
or

s. 
 T

ha
t i

s t
he

 ta
x 

ra
te

 u
se

d 
in

 th
is

 a
pp

lic
at

io
n.

  A
lte

rn
at

iv
el

y,
 a

s

a 
be

nc
hm

ar
k,

 th
e 

m
od

el
’s

 p
re

di
ct

io
ns

 a
re

 c
al

cu
la

te
d 

w
he

n 
th

e 
ta

x 
ra

te
 is

 in
fin

ite
si

m
al

ly
 sm

al
l,

w
hi

ch
 h

as
 th

e 
ad

va
nt

ag
e 

th
at

 th
os

e 
pr

ed
ic

tio
ns

 d
ep

en
d 

on
 n

ei
th

er
 th

e 
ac

tu
al

 U
.S

. t
ax

 ra
te

 n
or

 th
e

in
pu

t s
ub

st
itu

tio
n 

el
as

tic
ity

, b
ut

 c
an

 st
ill

 b
e 

us
ed

 to
 c

ha
ra

ct
er

iz
e 

th
e 

in
ci

de
nc

e 
ef

fe
ct

s o
f a

 sm
al

l

ch
an

ge
 in

 th
e 

co
rp

or
at

e 
in

co
m

e 
ta

x.

Ec
on

om
ic

 R
es

po
ns

es
 to

 th
e 

C
or

po
ra

te
 In

co
m

e 
Ta

x

Th
e 

m
od

el
 p

re
di

ct
s a

 v
ar

ie
ty

 o
f e

co
no

m
ic

 re
sp

on
se

s t
o 

th
e 

in
tro

du
ct

io
n 

of
 th

e 
co

rp
or

at
e

ta
x 

in
 a

 n
ew

 lo
ng

-r
un

 e
qu

ili
br

iu
m

 (T
ab

le
 2

). 
 In

 re
sp

on
se

 to
 a

n 
in

cr
ea

se
 in

 th
e 

do
m

es
tic

 c
or

po
ra

te

co
st

 o
f c

ap
ita

l, 
th

e 
ca

pi
ta

l s
to

ck
s f

al
l i

n 
th

e 
do

m
es

tic
 c

or
po

ra
te

 se
ct

or
s a

nd
 ri

se
 in

 th
e 

do
m

es
tic

no
nc

or
po

ra
te

 se
ct

or
s a

nd
 in

 th
e 

fo
re

ig
n 

co
un

try
.  

Th
e 

do
m

es
tic

 c
or

po
ra

te
 c

ap
ita

l s
to

ck
 fa

lls
 b

y

al
m

os
t 4

 p
er

ce
nt

.  
Th

e 
ag

gr
eg

at
e 

do
m

es
tic

 c
ap

ita
l s

to
ck

 fa
lls

 b
y 

2 
pe

rc
en

t, 
w

hi
ch

 im
pl

ie
s t

ha
t t

he

ar
c 

el
as

tic
ity

 o
f t

he
 d

om
es

tic
 c

ap
ita

l s
to

ck
 w

ith
 re

sp
ec

t t
o 

th
e 

6.
25

 p
er

ce
nt

 c
or

po
ra

te
 ta

x 
is

 0
.3

2.
 

Fo
r e

ac
h 

on
e 

pe
rc

en
t b

y 
w

hi
ch

 th
e 

ta
x 

in
iti

al
ly

 in
cr

ea
se

s t
he

 c
or

po
ra

te
 c

os
t o

f c
ap

ita
l, 

th
e

do
m

es
tic

 c
ap

ita
l s

to
ck

 fa
lls

 b
y 

0.
32

 p
er

ce
nt

.23

Th
os

e 
in

ve
st

m
en

t r
es

po
ns

es
 d

riv
e 

do
w

n 
th

e 
co

st
 o

f c
ap

ita
l b

y 
1.

2 
pe

rc
en

t f
or

 th
e 

un
ta

xe
d

pr
od

uc
er

s i
n 

th
e 

do
m

es
tic

 n
on

co
rp

or
at

e 
se

ct
or

s a
nd

 th
e 

fo
re

ig
n 

se
ct

or
s. 

 A
s a

 re
su

lt,
 th

e 
co

st
 o

f

ca
pi

ta
l f

or
 d

om
es

tic
 c

or
po

ra
te

 p
ro

du
ce

rs
 in

cr
ea

se
s b

y 
on

ly
 5

.0
 p

er
ce

nt
 in

 re
sp

on
se

 to
 th

e 
6.

25

pe
rc

en
t c

or
po

ra
te

 ta
x.
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Th
e 

re
al

lo
ca

tio
n 

of
 c

ap
ita

l a
ls

o 
af

fe
ct

s w
ag

es
.  

B
ec

au
se

 th
er

e 
is

 le
ss

 d
om

es
tic

 c
ap

ita
l, 

an
d

la
bo

r c
an

no
t e

m
ig

ra
te

, t
he

 d
om

es
tic

 w
ag

e 
ra

te
 fa

lls
 b

y 
1.

1 
pe

rc
en

t, 
dr

iv
en

 b
y 

co
m

pe
tit

io
n 

in

se
ct

or
 o

ne
 (E

qu
at

io
ns

 1
 a

nd
 2

). 
 T

he
 d

om
es

tic
 w

ag
e 

ra
te

 h
as

 to
 fa

ll 
by

 th
at

 a
m

ou
nt

 in
 o

rd
er

 to

of
fs

et
 th

e 
in

cr
ea

se
d 

co
rp

or
at

e 
co

st
 o

f c
ap

ita
l. 

 S
im

ila
rly

, t
he

 fo
re

ig
n 

w
ag

e 
in

cr
ea

se
s b

y 
0.

25

pe
rc

en
t b

ec
au

se
 th

e 
la

rg
er

 fo
re

ig
n 

ca
pi

ta
l s

to
ck

 im
pr

ov
es

 th
e 

pr
od

uc
tiv

ity
 o

f f
or

ei
gn

 la
bo

r. 
 T

he

fo
re

ig
n 

w
ag

e 
ra

te
 in

cr
ea

se
s b

y 
ju

st
 e

no
ug

h 
fo

r t
he

 re
su

lti
ng

 in
cr

ea
se

 in
 la

bo
r c

os
ts

 to
 fu

lly
 o

ff
se

t

th
e 

de
cr

ea
se

 in
 c

ap
ita

l c
os

ts
 fo

r s
ec

to
r o

ne
 o

f t
he

 fo
re

ig
n 

ec
on

om
y.

 

B
ot

h 
do

m
es

tic
 a

nd
 fo

re
ig

n 
la

nd
 re

nt
s i

nc
re

as
e.

  T
he

 d
om

es
tic

 la
nd

 re
nt

 ri
se

s b
ec

au
se

 th
e

co
st

s o
f l

ab
or

 a
nd

 c
ap

ita
l b

ot
h 

de
cl

in
e 

fo
r s

ec
to

r f
ou

r (
ag

ric
ul

tu
re

), 
so

 th
at

 la
nd

 b
ec

om
es

 m
or

e

pr
od

uc
tiv

e.
  F

or
ei

gn
 la

nd
 re

nt
 ri

se
s b

ec
au

se
 se

ct
or

 fo
ur

 is
 m

or
e 

ca
pi

ta
l-i

nt
en

si
ve

 th
an

 se
ct

or
 o

ne
,

so
 th

e 
de

cl
in

e 
of

 th
e 

fo
re

ig
n 

co
st

 o
f c

ap
ita

l m
or

e 
th

an
 fu

lly
 o

ff
se

ts
 th

e 
in

cr
ea

se
d 

co
st

 o
f l

ab
or

 to

se
ct

or
 fo

ur
 o

f t
he

 fo
re

ig
n 

ec
on

om
y.

  

O
ve

ra
ll,

 c
on

su
m

er
 p

ric
es

 fa
ll 

sl
ig

ht
ly

 in
 b

ot
h 

co
un

tri
es

.  
O

ut
pu

t p
ric

es
 d

o 
no

t c
ha

ng
e 

in

th
e 

fir
st

 tw
o 

se
ct

or
s (

m
os

tly
 m

an
uf

ac
tu

rin
g)

,  
be

ca
us

e 
se

ct
or

 o
ne

 p
ro

du
ce

s t
he

 n
um

er
ai

re
 a

nd

se
ct

or
 tw

o 
ha

s t
he

 sa
m

e 
ca

pi
ta

l i
nt

en
si

ty
 a

s s
ec

to
r o

ne
.  

Th
us

, a
ny

 w
ag

e 
ch

an
ge

 th
at

 e
xa

ct
ly

of
fs

et
s t

he
 in

cr
ea

se
d 

co
st

 o
f c

ap
ita

l i
n 

se
ct

or
 o

ne
 w

ill
 a

ls
o 

ex
ac

tly
 o

ff
se

t t
he

 in
cr

ea
se

d 
co

st
 o

f

ca
pi

ta
l i

n 
se

ct
or

 tw
o.

  S
ec

to
r t

hr
ee

, t
he

 o
th

er
 c

or
po

ra
te

 se
ct

or
 (u

til
iti

es
 a

nd
 tr

an
sp

or
ta

tio
n)

, i
s

m
or

e 
ca

pi
ta

l-i
nt

en
si

ve
 th

an
 se

ct
or

 o
ne

.  
A

s a
 re

su
lt,

 th
e 

pr
ic

e 
of

 th
e 

do
m

es
tic

 se
ct

or
 th

re
e 

ou
tp

ut

in
cr

ea
se

s b
ec

au
se

 th
e 

ris
e 

in
 th

e 
co

rp
or

at
e 

co
st

 o
f c

ap
ita

l m
or

e 
th

an
 fu

lly
 o

ff
se

ts
 th

e 
de

cr
ea

se
 in

la
bo

r c
os

ts
.  

Si
m

ila
rly

, t
he

 p
ric

e 
of

 se
ct

or
 th

re
e 

ou
tp

ut
 in

 th
e 

fo
re

ig
n 

ec
on

om
y 

fa
lls

 sl
ig

ht
ly

be
ca

us
e 

th
e 

de
cr

ea
se

d 
fo

re
ig

n 
co

st
 o

f c
ap

ita
l o

ve
r-

co
m

pe
ns

at
es

 fo
r t

he
 in

cr
ea

se
d 

fo
re

ig
n 

la
bo

r

co
st

.  
Th

e 
pr

ic
e 

of
 o

ut
pu

t i
n 

se
ct

or
 fo

ur
 (a

gr
ic

ul
tu

re
) d

oe
s n

ot
 c

ha
ng

e,
 b

y 
as

su
m

pt
io

n.
  F

or

24
  T

ha
t i

s t
he

 w
or

ld
w

id
e 

de
ad

w
ei

gh
t l

os
s, 

or
 e

xc
es

s b
ur

de
n 

fr
om

 th
e 

ta
x.

  T
he

 d
ea

dw
ei

gh
t l

os
s i

s r
el

at
iv

el
y 

sm
al

l
be

ca
us

e 
th

e 
ta

x 
is

 sm
al

l a
nd

 th
er

e 
ar

e 
no

 o
th

er
 p

re
-e

xi
st

in
g 

di
st

or
tio

ns
.  

B
ec

au
se

 th
is

 st
ud

y 
is

 a
bo

ut
 th

e 
di

st
rib

ut
io

n
of

 th
e 

bu
rd

en
, i

t w
ou

ld
 b

e 
su

ff
ic

ie
nt

 to
 a

ss
um

e 
th

at
 th

e 
ta

x 
ra

te
 is

 in
fin

ite
si

m
al

, a
s i

s d
on

e 
in

 a
 la

te
r s

ec
tio

n,
 b

el
ow

. 
H

ow
ev

er
, u

si
ng

 a
 sm

al
l f

in
ite

 ta
x 

ra
te

 a
llo

w
s t

he
 n

um
er

ic
al

 a
pp

lic
at

io
n 

to
 il

lu
st

ra
te

 th
e 

po
te

nt
ia

l s
iz

e 
an

d 
na

tu
re

 o
f

so
m

e 
of

 th
e 

im
po

rta
nt

 e
co

no
m

ic
 e

ff
ec

ts
 o

f t
he

 ta
x.

  T
he

 v
al

ue
 o

bt
ai

ne
d 

fo
r e

xc
es

s b
ur

de
n 

in
 th

e 
ex

am
pl

e 
sh

ou
ld

th
er

ef
or

e 
no

t b
e 

ta
ke

n 
se

rio
us

ly
 a

s a
n 

es
tim

at
e 

of
 th

e 
ov

er
al

l e
xc

es
s b

ur
de

n 
of

 th
e 

co
rp

or
at

e 
in

co
m

e 
ta

x.
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do
m

es
tic

 o
ut

pu
t o

f s
ec

to
r f

iv
e 

(h
ou

si
ng

 a
nd

 re
ta

il 
se

rv
ic

es
), 

th
e 

do
m

es
tic

 p
ric

e 
de

cl
in

es
 b

ec
au

se

bo
th

 c
ap

ita
l a

nd
 la

bo
r b

ec
om

e 
ch

ea
pe

r f
or

 th
at

 se
ct

or
.  

Th
e 

fo
re

ig
n 

pr
ic

e 
of

 se
ct

or
 fi

ve
 o

ut
pu

t

al
so

 d
ec

lin
es

 b
ec

au
se

 se
ct

or
 fi

ve
 is

 m
or

e 
ca

pi
ta

l-i
nt

en
si

ve
 th

an
 se

ct
or

 o
ne

, s
o 

th
e 

ef
fe

ct
 o

f a

de
cr

ea
se

 in
 th

e 
fo

re
ig

n 
co

st
 o

f c
ap

ita
l d

om
in

at
es

 th
e 

in
cr

ea
se

 in
 th

e 
fo

re
ig

n 
w

ag
e 

ra
te

.

R
ea

l p
riv

at
e 

in
co

m
es

, b
ef

or
e 

go
ve

rn
m

en
t t

ra
ns

fe
rs

, c
ha

ng
e 

fo
r b

ot
h 

do
m

es
tic

 a
nd

 fo
re

ig
n

re
si

de
nt

s. 
 T

ho
se

 c
ha

ng
es

 a
re

 th
e 

ta
x 

bu
rd

en
s. 

 F
or

 d
om

es
tic

 re
si

de
nt

s, 
la

bo
r a

nd
 c

ap
ita

l i
nc

om
es

ea
ch

 fa
ll 

by
 a

bo
ut

 1
 p

er
ce

nt
.  

A
 sm

al
l o

ve
ra

ll 
de

cr
ea

se
 in

 th
e 

do
m

es
tic

 p
ric

es
 o

f c
on

su
m

er
 g

oo
ds

on
ly

 sl
ig

ht
ly

 o
ff

se
ts

 th
e 

fa
ll 

in
 d

om
es

tic
 w

ag
es

 a
nd

 th
e 

de
cr

ea
se

 in
 th

e 
do

m
es

tic
 c

ap
ita

l o
w

ne
rs

’

re
tu

rn
 to

 th
ei

r s
ha

re
 o

f t
he

 w
or

ld
 c

ap
ita

l s
to

ck
.  

In
 c

on
tra

st
, r

ea
l i

nc
om

e 
pa

id
 to

 d
om

es
tic

la
nd

ow
ne

rs
 in

cr
ea

se
s b

ec
au

se
 la

nd
 re

nt
s i

nc
re

as
e 

an
d 

co
ns

um
er

 p
ric

es
 fa

ll.
  W

he
n 

co
m

bi
ne

d,
 th

e

ag
gr

eg
at

e 
re

al
 d

om
es

tic
 p

riv
at

e 
in

co
m

e 
fa

lls
 b

y 
0.

97
8 

pe
rc

en
t b

ef
or

e 
go

ve
rn

m
en

t t
ra

ns
fe

rs
. 

B
ec

au
se

 th
e 

re
al

 v
al

ue
 o

f r
ev

en
ue

 fr
om

 th
e 

ta
x 

(th
e 

re
al

 v
al

ue
 o

f g
ov

er
nm

en
t p

ur
ch

as
es

 o
f

co
ns

um
er

 g
oo

ds
 fi

na
nc

ed
 b

y 
th

e 
ta

x)
 e

qu
al

s o
nl

y 
0.

94
4 

pe
rc

en
t o

f t
he

 in
iti

al
 d

om
es

tic
 in

co
m

e,

th
e 

do
m

es
tic

 re
al

 n
at

io
na

l i
nc

om
e 

is
 re

du
ce

d 
by

 a
bo

ut
 .0

35
  p

er
ce

nt
 (n

ot
 sh

ow
n 

in
 T

ab
le

 2
). 

 T
ha

t

na
tio

na
l l

os
s e

qu
al

s a
bo

ut
 3

.7
 p

er
ce

nt
 o

f t
he

 re
ve

nu
e 

fr
om

 th
e 

ta
x 

(1
00

*0
.0

35
/0

.9
44

).24

Fo
re

ig
n 

la
bo

r b
en

ef
its

 fr
om

 b
ot

h 
an

 in
cr

ea
se

 in
 th

e 
fo

re
ig

n 
w

ag
e 

ra
te

 a
nd

 a
n 

ov
er

al
l

de
cr

ea
se

 in
 fo

re
ig

n 
co

ns
um

er
 p

ric
es

.  
Fo

re
ig

n 
ca

pi
ta

l o
w

ne
rs

 lo
se

 fr
om

 a
 re

du
ce

d 
re

tu
rn

 to
 th

ei
r

ca
pi

ta
l. 

 T
ha

t l
os

s i
s o

ff
se

t s
om

ew
ha

t b
y 

a 
re

du
ce

d 
fo

re
ig

n 
co

st
 o

f c
on

su
m

er
 g

oo
ds

.  
Fo

re
ig

n 
la

nd
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ow
ne

rs
 b

en
ef

it 
sl

ig
ht

ly
 fr

om
 a

n 
in

cr
ea

se
 in

 fo
re

ig
n 

la
nd

 re
nt

s a
nd

 a
 d

ec
re

as
e 

in
 th

e 
co

st
 o

f

fo
re

ig
n 

co
ns

um
er

 g
oo

ds
.

O
ve

ra
ll,

 th
e 

ga
in

s o
f f

or
ei

gn
 w

or
ke

rs
 a

nd
 la

nd
ow

ne
rs

 a
re

 e
xa

ct
ly

 o
ff

se
t b

y 
th

e 
lo

ss
es

 o
f

fo
re

ig
n 

ca
pi

ta
l o

w
ne

rs
 so

 th
at

 n
on

e 
of

 th
e 

ne
t b

ur
de

n 
of

 th
e 

ta
x 

is
 e

xp
or

te
d 

un
de

r t
he

 b
as

ic

as
su

m
pt

io
ns

.  
In

 e
ff

ec
t, 

th
e 

do
m

es
tic

 c
or

po
ra

te
 ta

x 
sh

ift
s t

he
 fo

re
ig

n 
di

st
rib

ut
io

n 
of

 in
co

m
e

to
w

ar
d 

la
bo

r a
nd

 la
nd

ow
ne

rs
 a

nd
 a

w
ay

 fr
om

 fo
re

ig
n 

ca
pi

ta
l o

w
ne

rs
.  

U
nd

er
 a

lte
rn

at
iv

e

as
su

m
pt

io
ns

, a
s e

xa
m

in
ed

 la
te

r i
n 

th
is

 a
pp

lic
at

io
n,

 th
e 

ta
x 

ca
n 

al
so

 sh
ift

 e
ith

er
 a

 n
et

 b
ur

de
n 

or
 a

ne
t b

en
ef

it 
to

 fo
re

ig
n 

re
si

de
nt

s.

Bu
rd

en
s o

f t
he

 C
or

po
ra

te
 In

co
m

e 
Ta

x

U
nd

er
 th

e 
ba

si
c 

as
su

m
pt

io
ns

, d
om

es
tic

 la
bo

r a
nd

 c
ap

ita
l o

w
ne

rs
 b

ea
r t

he
 c

or
po

ra
te

 ta
x

ro
ug

hl
y 

in
 p

ro
po

rti
on

 to
 th

ei
r i

ni
tia

l s
ha

re
s o

f i
nc

om
e.

  E
xp

re
ss

ed
 a

s s
ha

re
s o

f r
ea

l t
ax

 re
ve

nu
e

(T
ab

le
 3

), 
th

e 
bu

rd
en

s i
m

po
se

d 
on

 d
om

es
tic

 w
or

ke
rs

 a
nd

 c
ap

ita
l o

w
ne

rs
 a

re
 ju

st
 a

bo
ve

 th
ei

r

in
iti

al
 sh

ar
es

 o
f d

om
es

tic
 in

co
m

e.
  D

om
es

tic
 la

bo
r  

be
ar

s 7
3.

7 
pe

rc
en

t o
f t

he
 c

or
po

ra
te

 ta
x 

bu
rd

en

an
d 

re
ce

iv
es

 a
bo

ut
 7

0 
pe

rc
en

t o
f i

nc
om

e 
in

 th
e 

no
-ta

x 
eq

ui
lib

riu
m

.  
D

om
es

tic
 c

ap
ita

l o
w

ne
rs

 b
ea

r

32
.5

 p
er

ce
nt

 o
f t

he
 c

or
po

ra
te

 ta
x 

bu
rd

en
 a

nd
 re

ce
iv

e 
ab

ou
t 2

9 
pe

rc
en

t o
f i

nc
om

e 
in

 th
e 

no
-ta

x

eq
ui

lib
riu

m
.  

D
om

es
tic

 la
nd

ow
ne

rs
 b

en
ef

it 
by

 2
.5

 p
er

ce
nt

 o
f t

he
 re

ve
nu

e.

Th
e 

do
m

es
tic

 c
or

po
ra

te
 in

co
m

e 
ta

x 
sh

ift
s t

he
 fo

re
ig

n 
di

st
rib

ut
io

n 
of

 in
co

m
e 

aw
ay

 fr
om

ca
pi

ta
l o

w
ne

rs
 to

w
ar

d 
la

bo
r a

nd
, s

lig
ht

ly
, t

ow
ar

d 
la

nd
ow

ne
rs

.  
Fo

re
ig

n 
la

bo
r’

s b
en

ef
it 

is
 a

bo
ut

eq
ua

l t
o 

do
m

es
tic

 la
bo

r’
s l

os
s, 

bu
t t

ha
t b

en
ef

it 
to

 fo
re

ig
n 

la
bo

r i
s a

lm
os

t e
xa

ct
ly

 o
ff

se
t b

y 
th

e 
lo

ss

to
 fo

re
ig

n 
ca

pi
ta

l o
w

ne
rs

.

25
  N

ot
 sh

ow
n 

in
 T

ab
le

 3
, w

or
ld

w
id

e 
ca

pi
ta

l i
nc

om
e 

is
 re

du
ce

d 
by

 1
19

.3
 p

er
ce

nt
 o

f t
he

 ta
x 

re
ve

nu
e.

  H
ow

ev
er

, a
de

cl
in

e 
in

 d
om

es
tic

 a
nd

 fo
re

ig
n 

co
ns

um
er

 p
ric

es
 o

ff
se

ts
 p

ar
t o

f t
ha

t c
ap

ita
l i

nc
om

e 
re

du
ct

io
n 

so
 th

at
 th

e 
bu

rd
en

 fo
r

ca
pi

ta
l o

w
ne

rs
 w

or
ld

w
id

e 
eq

ua
ls

 1
04

.7
 p

er
ce

nt
 o

f t
he

 ta
x 

re
ve

nu
e.
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W
he

n 
m

ea
su

re
d 

on
 a

n 
ag

gr
eg

at
e 

w
or

ld
w

id
e 

ba
si

s, 
la

bo
r b

ea
rs

 v
er

y 
lit

tle
 (2

.4
 p

er
ce

nt
 o

f

th
e 

re
ve

nu
e)

 o
f t

he
 b

ur
de

n 
fr

om
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x.

  I
n 

co
nt

ra
st

, c
ap

ita
l o

w
ne

rs
 w

or
ld

w
id

e

be
ar

 sl
ig

ht
ly

 m
or

e 
th

an
 1

00
 p

er
ce

nt
 o

f t
he

 b
ur

de
n 

(1
04

.7
 p

er
ce

nt
 o

f t
he

 re
ve

nu
e)

, a
lm

os
t i

n

pr
op

or
tio

n 
to

 th
e 

do
m

es
tic

 a
nd

 fo
re

ig
n 

ow
ne

rs
hi

p 
sh

ar
es

 o
f c

ap
ita

l.25

Th
os

e 
w

or
ld

w
id

e 
im

pl
ic

at
io

ns
 a

re
 si

m
ila

r t
o 

th
e 

ce
nt

ra
l p

re
di

ct
io

ns
 o

f t
he

 c
lo

se
d-

ec
on

om
y 

an
al

ys
is

 o
f H

ar
be

rg
er

 (1
96

2)
, i

n 
w

hi
ch

 a
ll 

ca
pi

ta
l o

w
ne

rs
 b

ea
r t

he
 fu

ll 
bu

rd
en

 o
f t

he

U
.S

. c
or

po
ra

te
 ta

x 
an

d 
la

bo
r e

sc
ap

es
 th

e 
bu

rd
en

.  
Th

e 
es

se
nt

ia
l d

iff
er

en
ce

 fr
om

 th
e 

cl
os

ed

ec
on

om
y 

is
 th

at
 b

ot
h 

la
bo

r a
nd

 c
ap

ita
l c

an
 b

e 
re

al
lo

ca
te

d 
fr

ee
ly

 b
et

w
ee

n 
se

ct
or

s i
n 

th
e 

cl
os

ed

ec
on

om
y,

 b
ut

 o
nl

y 
ca

pi
ta

l c
an

 b
e 

re
al

lo
ca

te
d 

be
tw

ee
n 

co
un

tri
es

 in
 th

e 
op

en
 e

co
no

m
y.

 

W
or

ld
w

id
e,

 c
ap

ita
l o

w
ne

rs
 st

ill
 d

o 
no

t e
sc

ap
e 

th
e 

ta
x 

in
 th

e 
op

en
 e

co
no

m
y,

 b
ut

 d
om

es
tic

 la
bo

r

be
ar

s a
 b

ur
de

n 
be

ca
us

e 
do

m
es

tic
 w

or
ke

rs
 c

an
no

t e
m

ig
ra

te
 to

 ta
ke

 a
dv

an
ta

ge
 o

f a
n 

in
cr

ea
se

d

fo
re

ig
n 

w
ag

e 
ra

te
.  

D
om

es
tic

 c
ap

ita
l o

w
ne

rs
 c

an
 e

sc
ap

e 
pa

rt 
of

 th
e 

bu
rd

en
 b

ec
au

se
, u

nl
ik

e

w
or

ke
rs

, t
he

y 
do

 n
ot

 h
av

e 
to

 li
ve

 w
he

re
 th

ei
r c

ap
ita

l i
s u

se
d.

   
If

 la
bo

r c
ou

ld
 m

ov
e 

fr
ee

ly

in
te

rn
at

io
na

lly
, t

he
 d

om
es

tic
 a

nd
 fo

re
ig

n 
w

ag
es

 w
ou

ld
 b

e 
eq

ua
l. 

 In
 th

at
 c

as
e,

 a
na

ly
si

s o
f t

he

op
en

-e
co

no
m

y 
in

ci
de

nc
e 

w
ou

ld
 b

e 
ju

st
 li

ke
 a

na
ly

si
s o

f t
he

 c
lo

se
d-

ec
on

om
y 

in
ci

de
nc

e.
  F

or
 su

ch

an
 o

pe
n 

ec
on

om
y,

 a
ll 

fo
re

ig
n 

se
ct

or
s w

ou
ld

 si
m

pl
y 

be
 p

ar
t o

f t
he

 n
on

co
rp

or
at

e 
se

ct
or

s. 

O
th

er
w

is
e,

 th
e 

cl
os

ed
-e

co
no

m
y 

an
al

ys
is

 c
ou

ld
 b

e 
ap

pl
ie

d 
di

re
ct

ly
.
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Ec
on

om
ic

 R
es

po
ns

es
 to

 th
e 

G
en

er
al

 R
ep

la
ce

m
en

t T
ax

Th
e 

ec
on

om
ic

 c
ha

ng
es

 u
nd

er
 th

e 
ge

ne
ra

l t
ax

 a
re

 d
iff

er
en

t f
ro

m
 th

e 
ch

an
ge

s u
nd

er
 th

e

co
rp

or
at

e 
ta

x 
(T

ab
le

 2
) b

ec
au

se
 th

e 
ge

ne
ra

l t
ax

 ra
te

 is
 lo

w
er

 th
an

 th
e 

co
rp

or
at

e 
ta

x 
ra

te
 a

nd
 th

e

ge
ne

ra
l t

ax
 is

 im
po

se
d 

on
 a

ll 
do

m
es

tic
 se

ct
or

s r
at

he
r t

ha
n 

ju
st

 th
e 

co
rp

or
at

e 
se

ct
or

s.

C
om

pa
re

d 
to

 th
e 

co
rp

or
at

e 
ta

x,
 th

e 
fo

re
ig

n 
co

st
 o

f c
ap

ita
l d

oe
s n

ot
 d

ec
lin

e 
by

 a
s m

uc
h

un
de

r t
he

 g
en

er
al

 ta
x 

be
ca

us
e 

le
ss

 o
f t

he
 w

or
ld

 c
ap

ita
l s

to
ck

 is
 re

al
lo

ca
te

d 
ab

ro
ad

 in
 re

sp
on

se
 to

th
e 

ge
ne

ra
l t

ax
.  

Th
e 

do
m

es
tic

 c
os

t o
f c

ap
ita

l i
nc

re
as

es
 in

 a
ll 

se
ct

or
s, 

bu
t b

y 
le

ss
 th

an
 h

al
f a

s

m
uc

h 
as

 in
 th

e 
do

m
es

tic
 c

or
po

ra
te

 se
ct

or
s u

nd
er

 th
e 

co
rp

or
at

e 
ta

x.
  A

s a
 re

su
lt,

 th
e 

do
m

es
tic

w
ag

e 
ra

te
 d

oe
s n

ot
 h

av
e 

to
 d

ec
re

as
e 

by
 a

s m
uc

h 
as

 u
nd

er
 th

e 
co

rp
or

at
e 

in
co

m
e 

ta
x,

 b
ec

au
se

 le
ss

ca
pi

ta
l h

as
 to

 b
e 

re
al

lo
ca

te
d 

aw
ay

 fr
om

 se
ct

or
 o

ne
 in

 o
rd

er
 fo

r t
he

 re
su

lti
ng

 d
ec

re
as

e 
in

 la
bo

r

co
st

s t
o 

fu
lly

 o
ff

se
t t

he
 in

cr
ea

se
 in

 c
ap

ita
l c

os
ts

.  
Th

e 
fo

re
ig

n 
w

ag
e 

ra
te

 in
cr

ea
se

s b
y 

sl
ig

ht
ly

 le
ss

th
an

 it
 d

oe
s u

nd
er

 th
e 

co
rp

or
at

e 
ta

x,
 a

ls
o 

be
ca

us
e 

le
ss

 c
ap

ita
l i

s r
ea

llo
ca

te
d 

ab
ro

ad
.  

Th
e 

do
m

es
tic

la
nd

 re
nt

 d
ec

lin
es

 u
nd

er
 th

e 
ge

ne
ra

l t
ax

 b
ec

au
se

 th
e 

pr
ic

es
 o

f l
ab

or
 a

nd
 c

ap
ita

l c
ha

ng
e 

by
 th

e

sa
m

e 
am

ou
nt

s i
n 

ev
er

y 
do

m
es

tic
 se

ct
or

.  
Th

e 
do

m
es

tic
 la

nd
 re

nt
 fa

lls
 b

ec
au

se
 se

ct
or

 fo
ur

 is
 m

or
e

ca
pi

ta
l-i

nt
en

si
ve

 th
an

 se
ct

or
 o

ne
.  

Th
e 

fo
re

ig
n 

la
nd

 re
nt

 in
cr

ea
se

s b
y 

sl
ig

ht
ly

 le
ss

 th
an

 it
 d

oe
s

un
de

r t
he

 c
or

po
ra

te
 ta

x.

D
om

es
tic

 c
on

su
m

er
 p

ric
es

 a
ct

ua
lly

 in
cr

ea
se

 u
nd

er
 th

e 
ge

ne
ra

l t
ax

.  
Th

e 
pr

ic
e 

of
 se

ct
or

th
re

e 
ou

tp
ut

 (u
til

iti
es

 a
nd

 tr
an

sp
or

ta
tio

n)
 in

cr
ea

se
s b

y 
le

ss
 th

an
 it

 d
oe

s u
nd

er
 th

e 
co

rp
or

at
e 

ta
x.

 

B
ut

, i
n 

co
nt

ra
st

 to
 th

e 
co

rp
or

at
e 

ta
x,

 th
e 

pr
ic

e 
of

 se
ct

or
 fi

ve
 o

ut
pu

t (
ho

us
in

g 
an

d 
re

ta
il 

se
rv

ic
es

)

in
cr

ea
se

s b
ec

au
se

 th
at

 se
ct

or
’s

 c
os

t o
f c

ap
ita

l i
nc

re
as

es
 u

nd
er

 th
e 

ge
ne

ra
l t

ax
, a

nd
 se

ct
or

 fi
ve

pr
od

uc
tio

n 
is

 m
or

e 
ca

pi
ta

l-i
nt

en
si

ve
 th

an
 p

ro
du

ct
io

n 
in

 se
ct

or
 o

ne
.  

In
 c

on
tra

st
, f

or
ei

gn
 c

on
su

m
er

pr
ic

es
 d

ec
lin

e 
by

 sl
ig

ht
ly

 le
ss

 o
ve

ra
ll 

th
an

 u
nd

er
 th

e 
co

rp
or

at
e 

ta
x.
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Th
os

e 
ec

on
om

ic
 d

iff
er

en
ce

s f
ro

m
 th

e 
co

rp
or

at
e 

ta
x 

im
pl

y 
th

at
, i

f t
he

 g
en

er
al

 ta
x 

w
er

e 
to

re
pl

ac
e 

th
e 

co
rp

or
at

e 
ta

x,
 c

ap
ita

l w
ou

ld
 b

e 
re

al
lo

ca
te

d 
to

 th
e 

do
m

es
tic

 c
or

po
ra

te
 se

ct
or

s a
nd

aw
ay

 fr
om

 th
e 

fo
re

ig
n 

co
un

try
 a

nd
 th

e 
do

m
es

tic
 n

on
co

rp
or

at
e 

se
ct

or
s. 

 T
he

 a
gg

re
ga

te
 d

om
es

tic

ca
pi

ta
l s

to
ck

 w
ou

ld
 in

cr
ea

se
, c

au
si

ng
 d

om
es

tic
 w

ag
es

 to
 a

ls
o 

in
cr

ea
se

.  
Th

e 
fo

re
ig

n 
ca

pi
ta

l s
to

ck

w
ou

ld
 d

ec
re

as
e,

 c
au

si
ng

 th
e 

fo
re

ig
n 

w
ag

e 
ra

te
 to

 fa
ll 

an
d 

th
e 

fo
re

ig
n 

co
st

 o
f c

ap
ita

l t
o 

in
cr

ea
se

. 

D
om

es
tic

 a
nd

 fo
re

ig
n 

la
nd

 re
nt

s w
ou

ld
 fa

ll,
 e

sp
ec

ia
lly

 th
e 

do
m

es
tic

 re
nt

s. 
 D

om
es

tic
 c

on
su

m
er

pr
ic

es
 w

ou
ld

 in
cr

ea
se

 a
nd

 fo
re

ig
n 

co
ns

um
er

 p
ric

es
 w

ou
ld

 in
cr

ea
se

 v
er

y 
sl

ig
ht

ly
.  

 

R
ep

la
ce

m
en

t o
f t

he
 c

or
po

ra
te

 ta
x 

by
 th

e 
ge

ne
ra

l t
ax

 w
ou

ld
 a

ls
o 

ca
us

e 
re

al
 p

riv
at

e

in
co

m
es

 to
 c

ha
ng

e.
  D

om
es

tic
 la

bo
r w

ou
ld

 g
ai

n 
be

ca
us

e 
th

e 
do

m
es

tic
 w

ag
e 

in
cr

ea
se

 w
ou

ld
 b

e

m
or

e 
th

an
 la

rg
e 

en
ou

gh
 to

 o
ff

se
t t

he
 in

cr
ea

se
 in

 d
om

es
tic

 c
on

su
m

er
 p

ric
es

.  
Fo

re
ig

n 
la

bo
r w

ou
ld

lo
se

 b
ec

au
se

 fo
re

ig
n 

w
ag

es
 w

ou
ld

 fa
ll 

w
hi

le
 fo

re
ig

n 
co

ns
um

er
 p

ric
es

 w
ou

ld
 ri

se
.  

B
ec

au
se

do
m

es
tic

 c
on

su
m

er
 p

ric
es

 w
ou

ld
 in

cr
ea

se
, d

om
es

tic
 c

ap
ita

l o
w

ne
rs

 w
ou

ld
 b

e 
w

or
se

 o
ff

 th
an

un
de

r t
he

 c
or

po
ra

te
 ta

x,
 e

ve
n 

th
ou

gh
 th

ei
r c

ap
ita

l w
ou

ld
 b

e 
us

ed
 m

or
e 

ef
fic

ie
nt

ly
 w

or
ld

w
id

e 
th

an

un
de

r t
he

 c
or

po
ra

te
 ta

x.
  B

ut
 fo

re
ig

n 
ca

pi
ta

l o
w

ne
rs

 w
ou

ld
 b

e 
be

tte
r o

ff
 b

ec
au

se
 th

e 
fo

re
ig

n

co
ns

um
er

 p
ric

es
 w

ou
ld

 n
ot

 in
cr

ea
se

 b
y 

en
ou

gh
 to

 o
ff

se
t t

he
ir 

be
ne

fit
 fr

om
 th

e 
m

or
e 

ef
fic

ie
nt

 u
se

of
 c

ap
ita

l. 
 L

an
do

w
ne

rs
, e

sp
ec

ia
lly

 d
om

es
tic

 la
nd

ow
ne

rs
,  

w
ou

ld
 lo

se
 fr

om
 th

e 
re

pl
ac

em
en

t t
ax

. 

A
s u

nd
er

 th
e 

co
rp

or
at

e 
ta

x,
 a

gg
re

ga
te

 re
al

 fo
re

ig
n 

in
co

m
e 

w
ou

ld
 n

ot
 c

ha
ng

e 
un

de
r t

he

re
pl

ac
em

en
t t

ax
.  

D
om

es
tic

 n
at

io
na

l i
nc

om
e 

w
ou

ld
 in

cr
ea

se
 sl

ig
ht

ly
 b

ec
au

se
 th

e 
ge

ne
ra

l t
ax

 a
t

so
ur

ce
 w

ou
ld

 a
ch

ie
ve

 a
 m

or
e 

ef
fic

ie
nt

 d
om

es
tic

 a
llo

ca
tio

n 
of

 c
ap

ita
l t

ha
n 

th
e 

co
rp

or
at

e 
ta

x.
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Bu
rd

en
s o

f t
he

 G
en

er
al

 R
ep

la
ce

m
en

t T
ax

If
 th

e 
co

rp
or

at
e 

ta
x 

w
er

e 
re

pl
ac

ed
 b

y 
th

e 
ge

ne
ra

l t
ax

, t
he

 e
xc

es
s b

ur
de

n 
w

ou
ld

 b
e 

re
du

ce
d

(T
ab

le
 3

). 
 U

nd
er

 th
e 

ge
ne

ra
l t

ax
, t

he
 e

xc
es

s b
ur

de
n 

w
ou

ld
 d

ec
lin

e 
by

 a
lm

os
t h

al
f f

ro
m

 3
.7

pe
rc

en
t t

o 
ju

st
 2

.0
 p

er
ce

nt
 o

f r
ev

en
ue

 b
ec

au
se

 c
ap

ita
l w

ou
ld

 b
e 

al
lo

ca
te

d 
m

or
e 

ef
fic

ie
nt

ly
. 

D
om

es
tic

 c
ap

ita
l w

ou
ld

 th
en

 p
ro

vi
de

 th
e 

sa
m

e 
m

ar
gi

na
l r

et
ur

n 
in

 a
ll 

se
ct

or
s. 

 S
om

e 
ca

pi
ta

l w
ou

ld

al
so

 b
e 

re
al

lo
ca

te
d 

fr
om

 a
br

oa
d,

 so
 th

at
 th

e 
di

ff
er

en
ce

 b
et

w
ee

n 
th

e 
do

m
es

tic
 a

nd
 fo

re
ig

n 
pr

e-
ta

x

re
tu

rn
s w

ou
ld

 b
e 

sm
al

le
r t

ha
n 

it 
is

 u
nd

er
 th

e 
co

rp
or

at
e 

ta
x.

  A
ll 

of
 th

e 
be

ne
fit

 o
f t

ha
t i

nc
re

as
e 

in

ef
fic

ie
nc

y 
w

ou
ld

 g
o 

to
 d

om
es

tic
 re

si
de

nt
s, 

as
 a

n 
in

cr
ea

se
 in

 re
al

 d
om

es
tic

 n
at

io
na

l i
nc

om
e 

eq
ua

l

to
 1

.7
 p

er
ce

nt
 o

f t
he

 ta
x 

re
ve

nu
e.

  T
he

re
 w

ou
ld

 b
e 

no
 c

ha
ng

e 
in

 th
e 

re
al

 fo
re

ig
n 

na
tio

na
l i

nc
om

e.

R
ep

la
ce

m
en

t b
y 

th
e 

ge
ne

ra
l t

ax
 w

ou
ld

 a
ls

o 
ch

an
ge

 th
e 

di
st

rib
ut

io
n 

of
 ta

x 
bu

rd
en

s

(T
ab

le
 3

). 
 It

 w
ou

ld
  t

ra
ns

fe
r r

ou
gh

ly
 1

3 
pe

rc
en

t o
f t

he
 b

ur
de

n 
aw

ay
 fr

om
 d

om
es

tic
 la

bo
r a

nd

to
w

ar
d 

do
m

es
tic

 c
ap

ita
l o

w
ne

rs
 a

nd
 la

nd
ow

ne
rs

.  
It 

w
ou

ld
 a

ls
o 

tra
ns

fe
r a

bo
ut

 1
0 

pe
rc

en
t o

f t
he

bu
rd

en
 a

w
ay

 fr
om

 fo
re

ig
n 

ca
pi

ta
l o

w
ne

rs
 to

w
ar

d 
fo

re
ig

n 
la

bo
r a

nd
 la

nd
ow

ne
rs

. 

D
iff

er
en

tia
l B

ur
de

ns
 o

f O
th

er
 T

ax
es

Th
e 

pe
rs

on
al

 ta
xe

s a
ls

o 
pr

ov
id

e 
us

ef
ul

 c
om

pa
ris

on
s (

Ta
bl

e 
3)

.  
U

nd
er

 th
e 

as
su

m
pt

io
ns

 o
f

th
e 

m
od

el
 u

se
d 

in
 th

is
 st

ud
y,

 n
on

e 
of

 th
os

e 
ta

xe
s d

is
to

rt 
be

ha
vi

or
 b

ec
au

se
 e

ac
h 

is
 im

po
se

d 
on

do
m

es
tic

 re
si

de
nt

s w
ho

 c
an

 n
ot

 m
ov

e 
ab

ro
ad

 to
 e

sc
ap

e 
th

e 
ta

x,
 n

or
 c

an
 th

ey
 c

ha
ng

e 
th

ei
r l

ab
or

su
pp

lie
s o

r s
av

in
gs

 b
eh

av
io

r. 
 R

ep
la

ce
m

en
t o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x 
by

 a
ny

 o
f t

ho
se

 ta
xe

s

w
ou

ld
 th

er
ef

or
e 

el
im

in
at

e 
th

e 
ex

ce
ss

 b
ur

de
n 

an
d 

ex
ac

tly
 re

ve
rs

e 
th

e 
di

st
rib

ut
io

na
l e

ff
ec

ts
 th

at
 th

e

co
rp

or
at

e 
ta

x 
ha

s o
n 

fo
re

ig
n 

re
si

de
nt

s. 
 F

or
ei

gn
 la

bo
r a

nd
 la

nd
ow

ne
rs

 w
ou

ld
 b

e 
w

or
se

 o
ff

 b
y 

an

am
ou

nt
 th

at
 is

 tr
an

sf
er

re
d,

 e
xa

ct
ly

, t
o 

fo
re

ig
n 

ca
pi

ta
l o

w
ne

rs
.

26
  T

ha
t i

s n
ot

 h
ow

 th
e 

U
.S

. c
or

po
ra

te
 ta

x 
is

 d
es

cr
ib

ed
 le

ga
lly

, b
ut

 h
ow

 it
 w

or
ks

 in
 p

ra
ct

ic
e 

as
 a

 re
su

lt 
of

 th
e

co
m

bi
ne

d 
ef

fe
ct

s o
f a

ll 
in

te
rn

at
io

na
l t

ax
 ru

le
s a

nd
 c

or
po

ra
te

 b
eh

av
io

r (
se

e 
G

ru
be

rt,
 2

00
4)

.

-3
0-

D
om

es
tic

 la
bo

r w
ou

ld
 b

ea
r a

ll 
of

 th
e 

bu
rd

en
 o

f t
he

 w
ag

e 
ta

x,
 so

 th
ei

r b
ur

de
n 

w
ou

ld

in
cr

ea
se

 b
y 

ab
ou

t 2
6 

pe
rc

en
t o

f t
he

 re
ve

nu
e 

un
de

r t
he

 re
pl

ac
em

en
t t

ax
.  

Th
e 

bu
rd

en
 sh

ar
es

 o
f

do
m

es
tic

 a
nd

 fo
re

ig
n 

ca
pi

ta
l o

w
ne

rs
 w

ou
ld

 d
ec

re
as

e 
an

d 
th

e 
bu

rd
en

 sh
ar

es
 o

f f
or

ei
gn

 la
bo

r

w
ou

ld
 in

cr
ea

se
 b

y 
am

ou
nt

s e
qu

al
 to

 th
ei

r b
ur

de
n 

sh
ar

es
 o

f t
he

 c
or

po
ra

te
 ta

x.
  O

n 
a 

w
or

ld
w

id
e

ba
si

s, 
a 

do
m

es
tic

 w
ag

e 
re

pl
ac

em
en

t t
ax

 w
ou

ld
 sh

ift
 ro

ug
hl

y 
th

e 
en

tir
e 

bu
rd

en
 fr

om
 c

ap
ita

l

ow
ne

rs
 to

 d
om

es
tic

 la
bo

r.

D
om

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l w
ou

ld
 b

ea
r t

he
 fu

ll 
bu

rd
en

 o
f a

 d
om

es
tic

 ta
x 

on
 th

ei
r

w
or

ld
w

id
e 

ca
pi

ta
l i

nc
om

e.
  I

f t
ha

t t
ax

 w
as

 u
se

d 
to

 re
pl

ac
e 

th
e 

co
rp

or
at

e 
ta

x,
 th

ei
r s

ha
re

 o
f t

he
 ta

x

bu
rd

en
 w

ou
ld

 in
cr

ea
se

 b
y 

67
.5

 p
er

ce
nt

 o
f t

he
 re

ve
nu

e.
   

Th
e 

bu
rd

en
 sh

ar
es

 fo
r d

om
es

tic
 la

bo
r a

nd

la
nd

 o
w

ne
rs

 w
ou

ld
 c

ha
ng

e 
by

 a
m

ou
nt

s t
ha

t e
xa

ct
ly

 o
ff

se
t t

he
ir 

sh
ar

es
 o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x

bu
rd

en
. Th

at
 w

or
ld

w
id

e 
ta

x 
on

 d
om

es
tic

 c
ap

ita
l o

w
ne

rs
 a

ch
ie

ve
s C

ap
ita

l E
xp

or
t N

eu
tra

lit
y 

(C
EN

)

be
ca

us
e 

it 
is

 im
po

se
d 

on
 th

e 
re

si
de

nt
s’

 c
ap

ita
l i

nc
om

e 
re

ga
rd

le
ss

 o
f w

he
re

 th
at

 c
ap

ita
l i

s u
se

d 
in

pr
od

uc
tio

n.
  T

he
 U

.S
. a

nd
 m

os
t f

or
ei

gn
 c

or
po

ra
te

 in
co

m
e 

ta
xe

s v
io

la
te

 C
EN

 b
ec

au
se

 th
ey

 a
re

ef
fe

ct
iv

el
y 

im
po

se
d 

on
 th

e 
do

m
es

tic
 u

se
 o

f c
ap

ita
l, 

re
ga

rd
le

ss
 o

f w
he

re
 th

at
 c

ap
ita

l i
s o

w
ne

d.
26

A
lth

ou
gh

 re
pl

ac
em

en
t b

y 
th

e 
ta

x 
on

 w
or

ld
w

id
e 

ca
pi

ta
l i

nc
om

e 
of

 d
om

es
tic

 re
si

de
nt

s w
ou

ld

im
pr

ov
e 

w
or

ld
w

id
e 

ef
fic

ie
nc

y 
in

 th
e 

al
lo

ca
tio

n 
of

 c
ap

ita
l, 

th
e 

w
or

ld
w

id
e 

ef
fic

ie
nc

y 
ga

in
 e

qu
al

 to

3.
7 

pe
rc

en
t o

f t
he

 re
ve

nu
e 

w
ou

ld
 b

e 
re

al
iz

ed
 fu

lly
 a

s a
n 

in
cr

ea
se

 in
 th

e 
ag

gr
eg

at
e 

do
m

es
tic

na
tio

na
l w

el
fa

re
.  

C
om

pa
re

d 
to

 th
at

 sm
al

l e
ff

ic
ie

nc
y 

ga
in

, t
he

 d
om

es
tic

 a
nd

 fo
re

ig
n 

in
co

m
e

re
di

st
rib

ut
io

n 
ef

fe
ct

s o
f s

w
itc

hi
ng

 to
 th

e 
ta

x 
th

at
 a

ch
ie

ve
s C

EN
 w

ou
ld

 b
e 

ve
ry

 la
rg

e.
  O

n 
a
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27
  T

he
 d

iff
er

en
tia

l i
nc

id
en

ce
 o

f t
ha

t r
ep

la
ce

m
en

t t
ax

 a
ls

o 
m

ea
su

re
s t

he
 b

al
an

ce
d-

bu
dg

et
 in

ci
de

nc
e 

of
 e

lim
in

at
in

g 
th

e
co

rp
or

at
e 

ta
x 

if 
th

e 
go

ve
rn

m
en

t w
er

e 
to

 o
ff

se
t t

he
 lo

ss
 o

f c
or

po
ra

te
 ta

x 
re

ve
nu

e 
by

 re
du

ci
ng

 it
s s

pe
nd

in
g 

– 
its

di
st

rib
ut

io
na

lly
 n

eu
tra

l l
um

p-
su

m
 tr

an
sf

er
s.

-3
1-

w
or

ld
w

id
e 

ba
si

s, 
ho

w
ev

er
, b

ot
h 

la
bo

r a
nd

 c
ap

ita
l o

w
ne

rs
 w

ou
ld

 b
e 

on
ly

 sl
ig

ht
ly

 b
et

te
r o

ff
. 

La
nd

ow
ne

rs
 w

ou
ld

 b
e 

sl
ig

ht
ly

 w
or

se
 o

ff
.

If
 th

e 
co

rp
or

at
e 

ta
x 

w
er

e 
re

pl
ac

ed
 b

y 
a 

un
ifo

rm
 ta

x 
on

 th
e 

in
co

m
e 

or
 c

on
su

m
pt

io
n 

of

do
m

es
tic

 re
si

de
nt

s, 
do

m
es

tic
 la

bo
r a

nd
 c

ap
ita

l o
w

ne
rs

 w
ou

ld
 b

ot
h 

ga
in

 sl
ig

ht
ly

 a
nd

 la
nd

ow
ne

rs

w
ou

ld
 lo

se
.27

  T
ho

se
 c

ha
ng

es
 w

ou
ld

 b
e 

sm
al

l b
ec

au
se

 th
e 

do
m

es
tic

 b
ur

de
n 

sh
ar

es
 o

f t
he

co
rp

or
at

e 
in

co
m

e 
ta

x 
ar

e 
ap

pr
ox

im
at

el
y 

eq
ua

l t
o 

th
e 

do
m

es
tic

 re
si

de
nt

s’
 sh

ar
es

 o
f i

nc
om

e 
or

co
ns

um
pt

io
n,

 a
nd

 h
en

ce
 to

 th
e 

sh
ar

es
 o

f b
ur

de
n 

un
de

r a
 p

er
so

na
l i

nc
om

e 
or

 c
on

su
m

pt
io

n 
ta

x.
  O

n

a 
w

or
ld

w
id

e 
ba

si
s, 

su
ch

 a
 re

pl
ac

em
en

t t
ax

 w
ou

ld
 c

au
se

 a
 su

bs
ta

nt
ia

l t
ra

ns
fe

r o
f i

nc
om

e 
fr

om

la
bo

r t
o 

ca
pi

ta
l o

w
ne

rs
, a

lm
os

t e
nt

ire
ly

 d
ue

 to
 it

s e
ff

ec
ts

 o
n 

fo
re

ig
n 

re
si

de
nt

s.

In
fin

ite
si

m
al

 C
or

po
ra

te
 T

ax
 R

at
e

Th
e 

ta
x 

in
ci

de
nc

e 
is

 n
ot

 a
ff

ec
te

d 
m

uc
h 

by
 a

ss
um

pt
io

ns
 a

bo
ut

 th
e 

le
ve

l o
f t

he
 c

or
po

ra
te

ta
x 

ra
te

 a
nd

 th
e 

si
ze

 o
f t

he
 in

pu
t s

ub
st

itu
tio

n 
el

as
tic

ity
.  

Th
at

 la
ck

 o
f s

en
si

tiv
ity

 c
an

 b
e 

se
en

 b
y

an
al

yz
in

g 
th

e 
ef

fe
ct

s o
f a

n 
in

fin
ite

si
m

al
 ta

x 
ra

te
 (T

ab
le

 4
), 

w
hi

ch
 w

ou
ld

 a
pp

ro
xi

m
at

e 
th

e 
ef

fe
ct

s

of
 a

 v
er

y 
sm

al
l i

nc
re

as
e 

in
 th

e 
co

rp
or

at
e 

ta
x 

ra
te

.  
 T

he
 b

ur
de

n 
sh

ar
es

 sh
ow

n 
in

 T
ab

le
 4

 a
re

al
m

os
t t

he
 sa

m
e 

as
 th

e 
bu

rd
en

 sh
ar

es
 sh

ow
n 

in
 T

ab
le

 3
.  

Th
e 

m
ai

n 
di

ff
er

en
ce

 is
 th

at
 th

e 
ex

ce
ss

bu
rd

en
 d

is
ap

pe
ar

s w
he

n 
th

e 
ta

x 
ra

te
 is

 v
er

y 
sm

al
l. 

 In
 th

at
 se

ns
e,

 T
ab

le
 4

 sh
ow

s t
he

 p
ur

e

in
ci

de
nc

e 
ef

fe
ct

s o
f t

he
 c

or
po

ra
te

 in
co

m
e 

ta
x.
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Ag
gr

eg
at

e 
In

te
rn

at
io

na
l S

pi
llo

ve
r E

ffe
ct

s

U
nd

er
 th

e 
as

su
m

pt
io

ns
 u

se
d 

so
 fa

r, 
th

e 
do

m
es

tic
 c

or
po

ra
te

 in
co

m
e 

ta
x 

di
st

or
ts

 th
e

al
lo

ca
tio

n 
of

 c
ap

ita
l a

nd
 c

ha
ng

es
 th

e 
do

m
es

tic
 a

nd
 fo

re
ig

n 
in

tra
na

tio
na

l d
is

tri
bu

tio
ns

 o
f i

nc
om

e.
 

B
ut

 th
e 

ta
x 

do
es

 n
ot

 a
ff

ec
t t

he
 a

gg
re

ga
te

 in
te

rn
at

io
na

l d
is

tri
bu

tio
n 

of
 in

co
m

es
.  

N
ot

 e
ve

n 
th

e

ex
ce

ss
 b

ur
de

n 
is

 e
xp

or
te

d 
in

 th
e 

ag
gr

eg
at

e,
 e

ve
n 

th
ou

gh
 th

e 
ta

x 
ca

us
es

 c
ap

ita
l t

o 
be

 a
llo

ca
te

d

in
ef

fic
ie

nt
ly

 o
n 

a 
w

or
ld

w
id

e 
ba

si
s. 

 T
he

 ta
x 

bu
rd

en
 is

 n
ot

 e
xp

or
te

d 
or

 im
po

rte
d 

in
 th

e 
ag

gr
eg

at
e

be
ca

us
e 

th
e 

in
iti

al
 d

om
es

tic
 a

nd
 fo

re
ig

n 
pe

r c
ap

ita
 w

ea
lth

 e
nd

ow
m

en
ts

 a
re

 a
ss

um
ed

 to
 b

e 
eq

ua
l,

an
d 

be
ca

us
e 

th
e 

co
rp

or
at

e 
ta

x 
ha

s n
o 

ta
rif

f-
lik

e 
ef

fe
ct

s w
he

n 
th

e 
fir

st
 tw

o 
se

ct
or

s h
av

e 
th

e 
sa

m
e

ca
pi

ta
l i

nt
en

si
tie

s. 

Th
e 

co
rp

or
at

e 
in

co
m

e 
ta

x 
ca

n,
 h

ow
ev

er
, a

ff
ec

t t
he

 a
gg

re
ga

te
 in

te
rn

at
io

na
l d

is
tri

bu
tio

n 
of

in
co

m
e 

un
de

r a
lte

rn
at

iv
e 

as
su

m
pt

io
ns

, b
ut

 th
e 

in
te

rn
at

io
na

l t
ra

ns
fe

r c
an

 g
o 

in
 e

ith
er

 d
ire

ct
io

n.
 

Th
e 

ag
gr

eg
at

e 
ta

x 
bu

rd
en

 c
an

 b
e 

ex
po

rte
d 

or
 im

po
rte

d,
 a

nd
 th

e 
ef

fe
ct

 o
n 

th
e 

fo
re

ig
n 

di
st

rib
ut

io
n

of
 in

co
m

e 
ca

n 
be

 m
or

e 
or

 le
ss

 in
te

ns
ifi

ed
.  

Th
e 

si
m

pl
es

t i
nt

er
na

tio
na

l t
ra

ns
fe

r c
an

 a
ris

e 
w

he
n 

th
e 

do
m

es
tic

 c
ou

nt
ry

 is
 a

 n
et

in
te

rn
at

io
na

l l
en

de
r o

r n
et

 in
te

rn
at

io
na

l b
or

ro
w

er
.  

O
ne

 o
f t

ho
se

 si
tu

at
io

ns
 w

ou
ld

 a
ris

e 
w

he
n 

th
e

tw
o 

co
un

tri
es

 h
ad

 d
iff

er
en

t i
ni

tia
l p

er
 c

ap
ita

 w
ea

lth
 e

nd
ow

m
en

ts
.  

Fi
rs

t, 
su

pp
os

e 
th

at
 th

e

do
m

es
tic

 c
ou

nt
ry

 is
 a

 n
et

 in
te

rn
at

io
na

l l
en

de
r. 

 W
hi

le
 th

e 
do

m
es

tic
 c

ap
ita

l s
to

ck
 e

qu
al

s 3
0

pe
rc

en
t o

f t
he

 w
or

ld
 c

ap
ita

l s
to

ck
 (t

he
 b

as
e 

ca
se

), 
su

pp
os

e 
th

at
 d

om
es

tic
 re

si
de

nt
s o

w
n 

35
 p

er
ce

nt

of
 w

or
ld

 c
ap

ita
l. 

 N
ow

, t
he

 c
or

po
ra

te
 ta

x 
ha

s t
he

 sa
m

e 
ef

fe
ct

s o
n 

pr
od

uc
tio

n 
an

d 
pr

ic
es

 a
s i

n 
th

e

ba
se

 c
as

e,
 b

ut
 d

om
es

tic
 c

ap
ita

l o
w

ne
rs

 b
ea

r a
 la

rg
er

 sh
ar

e 
of

 th
e 

bu
rd

en
 (T

ab
le

 5
). 

 C
om

pa
re

d 
to

th
e 

ba
se

 c
as

e,
 th

e 
do

m
es

tic
 c

ap
ita

l o
w

ne
rs

’ s
ha

re
 o

f t
he

 b
ur

de
n 

in
cr

ea
se

s a
nd

 th
e 

fo
re

ig
n 

ca
pi

ta
l

ow
ne

rs
’ s

ha
re

 fa
lls

, e
ac

h 
by

 sl
ig

ht
ly

 m
or

e 
th

an
 5

 p
er

ce
nt

.  
Th

os
e 

ch
an

ge
s a

re
 sl

ig
ht

ly
 g

re
at

er
 th

an
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5 
pe

rc
en

t b
ec

au
se

, a
lth

ou
gh

 c
on

su
m

er
 p

ric
es

 fa
ll 

in
 e

ac
h 

co
un

try
, d

om
es

tic
 c

on
su

m
er

 p
ric

es
 fa

ll

by
 le

ss
 th

an
 fo

re
ig

n 
co

ns
um

er
 p

ric
es

 (T
ab

le
 2

). 
 T

ha
t d

iff
er

en
ce

 b
et

w
ee

n 
do

m
es

tic
 a

nd
 fo

re
ig

n

co
ns

um
er

 p
ric

e 
ch

an
ge

s, 
co

m
pa

re
d 

to
 th

e 
ba

se
 c

as
e,

 a
ls

o 
ca

us
es

 th
e 

ex
ce

ss
 b

ur
de

n 
of

 th
e 

ta
x 

to

in
cr

ea
se

 sl
ig

ht
ly

 fr
om

 3
.7

 p
er

ce
nt

 to
 4

.0
 p

er
ce

nt
 o

f t
ax

 re
ve

nu
e.

  T
he

 a
gg

re
ga

te
 d

om
es

tic
 re

al

na
tio

na
l i

nc
om

e 
fa

lls
 b

y 
an

 a
m

ou
nt

 e
qu

al
 to

 9
.1

 p
er

ce
nt

 o
f t

he
 ta

x 
re

ve
nu

e.
  C

om
pa

re
d 

to
 th

e

ba
se

 c
as

e,
 th

e 
ag

gr
eg

at
e 

do
m

es
tic

 e
xc

es
s b

ur
de

n 
in

cr
ea

se
s f

ro
m

 3
.7

 p
er

ce
nt

 to
 9

.1
 p

er
ce

nt
 o

f  
ta

x

re
ve

nu
e.

  F
or

ei
gn

 re
al

 n
at

io
na

l i
nc

om
e 

in
cr

ea
se

s b
y 

5.
2 

pe
rc

en
t o

f t
he

 re
ve

nu
e,

 so
 fo

re
ig

n

re
si

de
nt

s r
ec

ei
ve

 a
 n

et
 b

en
ef

it 
fr

om
 th

e 
ta

x.
  

Th
us

, a
gg

re
ga

te
 fo

re
ig

n 
w

el
fa

re
 is

 im
pr

ov
ed

 b
y 

th
e 

do
m

es
tic

 c
or

po
ra

te
 ta

x 
w

he
n 

th
e

do
m

es
tic

 c
ou

nt
ry

 is
 a

 n
et

 in
te

rn
at

io
na

l l
en

de
r. 

 A
gg

re
ga

te
 d

om
es

tic
 w

el
fa

re
 fa

lls
.  

Th
at

in
te

rn
at

io
na

l t
ra

ns
fe

r o
cc

ur
s b

ec
au

se
 fo

re
ig

n 
la

bo
r a

nd
 la

nd
ow

ne
rs

 b
en

ef
it 

fr
om

 th
e 

sa
m

e

in
cr

ea
se

d 
st

oc
k 

of
 fo

re
ig

n 
ca

pi
ta

l a
s w

he
n 

th
e 

tw
o 

co
un

tri
es

 a
re

 e
qu

al
ly

 w
ea

lth
y,

 b
ut

 th
e

do
m

es
tic

 c
ap

ita
l o

w
ne

rs
 n

ow
 b

ea
r a

 g
re

at
er

 sh
ar

e 
of

 th
e 

bu
rd

en
 b

ec
au

se
 th

ey
 o

w
n 

a 
la

rg
er

 sh
ar

e

of
 th

e 
w

or
ld

 c
ap

ita
l s

to
ck

.  
Th

e 
fo

re
ig

n 
ca

pi
ta

l o
w

ne
rs

 b
ea

r a
 sm

al
le

r s
ha

re
 o

f t
he

 b
ur

de
n.

  

Th
e 

ag
gr

eg
at

e 
in

te
rn

at
io

na
l b

ur
de

n 
is

 sh
ift

ed
 in

 th
e 

op
po

si
te

 d
ire

ct
io

n 
if 

th
e 

do
m

es
tic

co
un

try
 is

 a
 n

et
 in

te
rn

at
io

na
l b

or
ro

w
er

.  
Su

pp
os

e 
th

at
 th

e 
do

m
es

tic
 re

si
de

nt
s o

w
n 

on
ly

 2
5 

pe
rc

en
t

of
 th

e 
w

or
ld

 c
ap

ita
l s

to
ck

.  
In

 th
at

 c
as

e 
(T

ab
le

 5
), 

so
m

e 
of

 th
e 

do
m

es
tic

 ta
x 

bu
rd

en
 is

 e
xp

or
te

d

an
d 

th
e 

w
or

ld
w

id
e 

ex
ce

ss
 b

ur
de

n 
is

 sl
ig

ht
ly

 lo
w

er
 th

an
 in

 th
e 

ba
se

 c
as

e,
 b

ec
au

se
 fo

re
ig

n

co
ns

um
er

 p
ric

es
 a

re
 lo

w
er

 th
an

 d
om

es
tic

 c
on

su
m

er
 p

ric
es

 in
 th

e 
ne

w
 e

qu
ili

br
iu

m
.  

In
 su

m
m

ar
y,

 a
n 

ag
gr

eg
at

e 
be

ne
fit

 is
 e

xp
or

te
d 

if 
th

e 
do

m
es

tic
 c

ou
nt

ry
 is

 a
 n

et
 in

te
rn

at
io

na
l

le
nd

er
.  

A
n 

ag
gr

eg
at

e 
bu

rd
en

 is
 e

xp
or

te
d 

if 
th

e 
do

m
es

tic
 c

ou
nt

ry
 is

 a
 n

et
 in

te
rn

at
io

na
l b

or
ro

w
er

.

28
   

 R
ec

al
l t

ha
t t

ho
se

 se
ct

or
s a

re
 th

e 
co

rp
or

at
e 

se
ct

or
s t

ha
t p

ro
du

ce
 in

te
rn

at
io

na
lly

 tr
ad

ea
bl

e 
ou

tp
ut

s. 
 T

he
 fo

re
ig

n
an

d 
do

m
es

tic
 o

ut
pu

ts
 o

f s
ec

to
r o

ne
 a

re
 p

er
fe

ct
 su

bs
tit

ut
es

 a
nd

 th
e 

fo
re

ig
n 

an
d 

do
m

es
tic

 o
ut

pu
ts

 o
f s

ec
to

r t
w

o 
ar

e
im

pe
rf

ec
t s

ub
st

itu
te

s.
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Th
e 

do
m

es
tic

 c
or

po
ra

te
 in

co
m

e 
ta

x 
ca

n 
al

so
 a

ff
ec

t t
he

 in
te

rn
at

io
na

l d
is

tri
bu

tio
n 

of
 in

co
m

e

if 
th

e 
ca

pi
ta

l i
nt

en
si

tie
s a

re
 n

ot
 e

qu
al

 fo
r p

ro
du

ct
io

n 
w

ith
in

 se
ct

or
s o

ne
 a

nd
 tw

o.
28

  T
ho

se

in
te

rn
at

io
na

l s
pi

llo
ve

r e
ff

ec
ts

 c
an

 a
ls

o 
go

 e
ith

er
 w

ay
 d

ep
en

di
ng

 o
n 

w
he

th
er

 se
ct

or
 tw

o 
is

 m
or

e 
or

le
ss

 c
ap

ita
l-i

nt
en

si
ve

 th
an

 se
ct

or
 o

ne
.  

H
ow

ev
er

, t
he

 e
ff

ec
ts

 o
f a

lte
rin

g 
th

e 
re

la
tiv

e 
ca

pi
ta

l

in
te

ns
iti

es
 a

re
 m

or
e 

co
m

pl
ic

at
ed

 th
an

 th
e 

ef
fe

ct
s o

f c
ha

ng
in

g 
th

e 
sh

ar
es

 o
f c

ap
ita

l o
w

ne
rs

hi
p.

 

Th
os

e 
co

m
pl

ic
at

io
ns

 a
ris

e 
be

ca
us

e 
bo

th
 n

at
io

na
l a

nd
 su

bn
at

io
na

l d
is

tri
bu

tio
ns

 o
f t

he
 ta

x 
bu

rd
en

s

ar
e 

m
od

ifi
ed

 b
y 

a 
ch

an
ge

 in
 th

e 
as

su
m

pt
io

ns
 a

bo
ut

 re
la

tiv
e 

ca
pi

ta
l i

nt
en

si
tie

s.

Fi
rs

t, 
su

pp
os

e 
th

at
 se

ct
or

 tw
o 

is
 m

or
e 

ca
pi

ta
l-i

nt
en

si
ve

 th
an

 se
ct

or
 o

ne
.  

Su
pp

os
e 

th
at

ca
pi

ta
l’s

 in
iti

al
 sh

ar
e 

eq
ua

ls
 2

0 
pe

rc
en

t o
f t

he
 v

al
ue

 a
dd

ed
 in

 se
ct

or
 tw

o,
 ra

th
er

 th
an

 1
8 

pe
rc

en
t

(a
s i

n 
Ta

bl
e 

1,
 th

e 
ba

se
 c

as
e)

.  
In

 a
dd

iti
on

, s
up

po
se

 th
at

 se
ct

or
 o

ne
 a

cc
ou

nt
s f

or
 2

5 
pe

rc
en

t o
f t

he

va
lu

e 
ad

de
d 

by
 th

e 
fir

st
 tw

o 
se

ct
or

s c
om

bi
ne

d,
 a

nd
 th

at
 th

e 
se

ct
or

 o
ne

 c
ap

ita
l s

ha
re

 is
 o

nl
y 

12

pe
rc

en
t r

at
he

r t
ha

n 
18

 p
er

ce
nt

 (a
s i

n 
Ta

bl
e 

1,
 th

e 
ba

se
 c

as
e)

.  
U

nd
er

 th
os

e 
as

su
m

pt
io

ns
, t

he

ag
gr

eg
at

e 
ca

pi
ta

l i
nt

en
si

ty
 a

nd
 o

ut
pu

t s
ha

re
s o

f s
ec

to
rs

 o
ne

 a
nd

 tw
o 

co
m

bi
ne

d 
ar

e 
th

e 
sa

m
e 

as
 in

th
e 

ba
se

 c
as

e.
  A

ll 
ot

he
r s

ha
re

s a
re

 a
ls

o 
un

ch
an

ge
d.

U
nd

er
 th

os
e 

al
te

rn
at

iv
e 

as
su

m
pt

io
ns

, d
om

es
tic

 la
bo

r b
ea

rs
 a

 sm
al

le
r s

ha
re

 o
f t

he
 b

ur
de

n

(T
ab

le
 5

) t
ha

n 
in

 th
e 

ba
se

 c
as

e.
  D

om
es

tic
 la

bo
r b

ea
rs

 5
9 

pe
rc

en
t r

at
he

r t
ha

n7
3.

7 
pe

rc
en

t o
f t

he

bu
rd

en
.  

D
om

es
tic

 la
bo

r’
s s

ha
re

 o
f t

he
 b

ur
de

n 
is

 sm
al

le
r b

ec
au

se
 th

e 
do

m
es

tic
 w

ag
e 

ra
te

 fa
lls

 b
y

le
ss

 th
an

 in
 th

e 
ba

se
 c

as
e 

an
d 

th
e 

ra
te

 o
f r

et
ur

n 
pa

id
 to

 c
ap

ita
l o

w
ne

rs
 fa

lls
 b

y 
sl

ig
ht

ly
 m

or
e 

th
an

in
 th

e 
ba

se
 c

as
e 

(T
ab

le
 6

). 
 T

he
 d

om
es

tic
 w

ag
e 

ra
te

 fa
lls

 b
y 

le
ss

 m
os

tly
 b

ec
au

se
 se

ct
or

 o
ne

pr
od

uc
tio

n 
is

 m
or

e 
la

bo
r-

in
te

ns
iv

e 
th

an
 it

 is
 in

 th
e 

ba
se

 c
as

e.
  A

s d
es

cr
ib

ed
 b

y 
Eq

ua
tio

n 
(2

a)
,

w
he

n 
se

ct
or

 o
ne

 is
 m

or
e 

la
bo

r-
in

te
ns

iv
e,

 th
e 

w
ag

e 
ra

te
 d

oe
s n

ot
 h

av
e 

to
 fa

ll 
by

 a
s m

uc
h 

to
 fu

lly
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29
  T

he
 im

po
rta

nc
e 

of
 la

bo
r i

nt
en

si
ty

 in
 se

ct
or

 o
ne

 is
 sh

ow
n 

by
 e

qu
at

io
n 

(4
) a

nd
 is

 e
xp

la
in

ed
 in

 th
e 

di
sc

us
si

on
 th

at
fo

llo
w

s t
ha

t e
qu

at
io

n.

-3
5-

of
fs

et
 th

e 
in

cr
ea

se
d 

co
st

 o
f c

ap
ita

l i
n 

th
at

 se
ct

or
.  

In
 a

dd
iti

on
, t

he
 d

om
es

tic
 c

or
po

ra
te

 c
os

t o
f

ca
pi

ta
l i

nc
re

as
es

 b
y 

sl
ig

ht
ly

 le
ss

 th
an

 in
 th

e 
ba

se
 c

as
e 

be
ca

us
e 

se
ct

or
 o

ne
 is

 n
ow

 m
or

e 
la

bo
r-

in
te

ns
iv

e.
29

A
ls

o 
un

de
r t

ho
se

 a
lte

rn
at

iv
e 

as
su

m
pt

io
ns

, c
om

pa
re

d 
w

ith
 th

e 
ba

se
 c

as
e,

 d
om

es
tic

 o
w

ne
rs

of
 c

ap
ita

l b
ea

r a
 la

rg
er

 sh
ar

e 
of

 th
e 

bu
rd

en
 im

po
se

d 
on

 w
or

ld
w

id
e 

ca
pi

ta
l o

w
ne

rs
 (T

ab
le

 5
)

be
ca

us
e 

th
e 

do
m

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l m
us

t p
ay

 h
ig

he
r c

on
su

m
er

 p
ric

es
 th

an
 b

ef
or

e,
 w

he
re

as

fo
re

ig
n 

ca
pi

ta
l o

w
ne

rs
 p

ay
 sl

ig
ht

ly
 le

ss
 fo

r c
on

su
m

er
 g

oo
ds

 th
an

 in
 th

e 
ba

se
 c

as
e.

  D
om

es
tic

co
ns

um
er

 p
ric

es
 n

ow
 ri

se
 b

y 
0.

11
 p

er
ce

nt
 ra

th
er

 th
an

 fa
lli

ng
 b

y 
0.

11
 p

er
ce

nt
, a

s i
n 

th
e 

ba
se

 c
as

e

(T
ab

le
 6

). 
 In

 c
on

tra
st

, f
or

ei
gn

 c
on

su
m

er
 p

ric
es

 d
ec

lin
e 

by
 sl

ig
ht

ly
 m

or
e 

(-
0.

18
 p

er
ce

nt
) t

ha
n 

in

th
e 

ba
se

 c
as

e 
(-

0.
16

 p
er

ce
nt

).

O
ve

ra
ll,

 w
he

n 
se

ct
or

 tw
o 

is
 m

or
e 

ca
pi

ta
l-i

nt
en

si
ve

 th
an

 se
ct

or
 o

ne
, s

om
e 

of
 th

e 
ag

gr
eg

at
e

bu
rd

en
 o

f t
he

 ta
x 

is
 e

xp
or

te
d 

(T
ab

le
 5

). 
 F

or
ei

gn
 re

si
de

nt
s b

ea
r a

n 
ag

gr
eg

at
e 

bu
rd

en
 e

qu
al

 to
 8

.7

pe
rc

en
t o

f t
he

 re
ve

nu
e.

  D
om

es
tic

 re
si

de
nt

s b
ea

r a
n 

ag
gr

eg
at

e 
bu

rd
en

 e
qu

al
 to

 ju
st

 9
4.

9 
pe

rc
en

t o
f

th
e 

re
ve

nu
e.

  T
he

 e
ff

ec
t t

ha
t t

he
 d

om
es

tic
 c

or
po

ra
te

 ta
x 

ha
s o

n 
th

e 
fo

re
ig

n 
su

bn
at

io
na

l

di
st

rib
ut

io
n 

of
 in

co
m

e 
is

 a
ls

o 
le

ss
 p

ro
no

un
ce

d 
th

an
 in

 th
e 

ba
se

 c
as

e.
  

A
lte

rn
at

iv
el

y,
 w

he
n 

se
ct

or
 tw

o 
is

 le
ss

 c
ap

ita
l-i

nt
en

si
ve

 th
an

 se
ct

or
 o

ne
, t

he
 a

gg
re

ga
te

in
te

rn
at

io
na

l e
ff

ec
t i

s r
ev

er
se

d 
(T

ab
le

 5
). 

 D
om

es
tic

 la
bo

r b
ea

rs
 a

 la
rg

er
 sh

ar
e 

of
 th

e 
bu

rd
en

 (9
0.

6

pe
rc

en
t) 

an
d 

fo
re

ig
n 

la
bo

r r
ec

ei
ve

s a
 la

rg
er

 b
en

ef
it 

(8
7.

8 
pe

rc
en

t) 
th

an
 in

 th
e 

ba
se

 c
as

e.
 

C
om

pa
re

d 
to

 th
e 

ba
se

 c
as

e,
 th

e 
do

m
es

tic
 c

ap
ita

l o
w

ne
r’

s b
ur

de
n 

is
 sm

al
le

r (
26

.7
 p

er
ce

nt
) a

nd

fo
re

ig
n 

ca
pi

ta
l o

w
ne

r’
s b

ur
de

n 
is

 la
rg

er
 (7

8.
2 

pe
rc

en
t).

  O
ve

ra
ll,

 d
om

es
tic

 re
si

de
nt

s b
ea

r 1
13

.9

pe
rc

en
t o

f t
he

 d
om

es
tic

 c
or

po
ra

te
 ta

x.
  F

or
ei

gn
 re

si
de

nt
s b

en
ef

it 
by

 1
0.

1 
pe

rc
en

t o
f t

he
 re

ve
nu

e.

30
  M

el
vi

n 
(1

98
2)

 d
is

cu
ss

es
 th

e 
ta

rif
f-

lik
e 

ef
fe

ct
s o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x 
in

 a
 m

uc
h 

si
m

pl
er

 tw
o-

se
ct

or
 tr

ad
e

m
od

el
 w

ith
 n

o 
in

te
rn

at
io

na
l c

ap
ita

l m
ob

ili
ty

.  
Th

at
 si

m
pl

er
 m

od
el

 m
ak

es
 it

 e
as

ie
r t

o 
un

de
rs

ta
nd

 th
e 

si
m

ila
rit

y 
to

 th
e

ef
fe

ct
s o

f a
 ta

rif
f.
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Th
e 

ef
fe

ct
 o

f t
he

 c
or

po
ra

te
 ta

x 
on

 th
e 

in
te

rn
at

io
na

l d
is

tri
bu

tio
n 

of
 in

co
m

es
 c

an
 b

e

un
de

rs
to

od
, i

n 
pa

rt,
 b

y 
co

m
pa

rin
g 

it 
to

 th
e 

ef
fe

ct
 o

f a
 d

om
es

tic
 e

xp
or

t t
ax

 o
r s

ub
si

dy
 p

la
ce

d 
on

th
e 

do
m

es
tic

 o
ut

pu
t o

f s
ec

to
r t

w
o.

  W
he

n 
se

ct
or

 tw
o 

is
 m

or
e 

ca
pi

ta
l-i

nt
en

si
ve

 th
an

 se
ct

or
 o

ne
, t

he

co
rp

or
at

e 
ta

x 
in

cr
ea

se
s t

he
 d

om
es

tic
 p

ric
e 

of
 o

ut
pu

t f
ro

m
 th

at
 se

ct
or

 a
nd

 d
ec

re
as

es
 th

e 
pr

ic
e 

of

ou
tp

ut
 fr

om
 th

e 
co

rr
es

po
nd

in
g 

fo
re

ig
n 

se
ct

or
.  

Th
at

 im
pr

ov
em

en
t i

n 
th

e 
in

te
rn

at
io

na
l t

er
m

s o
f

tra
de

 c
re

at
es

 a
 b

en
ef

it 
fo

r t
he

 d
om

es
tic

 re
si

de
nt

s a
t t

he
 e

xp
en

se
 o

f f
or

ei
gn

 re
si

de
nt

s. 
 In

 th
at

 w
ay

,

it 
ha

s a
n 

ef
fe

ct
 th

at
 is

 si
m

ila
r t

o 
an

 a
d 

va
lo

re
m

 ta
rif

f p
la

ce
d 

on
 th

e 
do

m
es

tic
 e

xp
or

ts
 fr

om
 th

at

se
ct

or
.  

W
he

n 
se

ct
or

 tw
o 

is
 le

ss
 c

ap
ita

l-i
nt

en
si

ve
 th

an
 se

ct
or

 o
ne

, t
he

 e
ff

ec
t i

s r
ev

er
se

d.
  T

he

in
te

rn
at

io
na

l t
er

m
s o

f t
ra

de
 a

re
 w

or
se

ne
d 

fo
r d

om
es

tic
 re

si
de

nt
s. 

 F
or

ei
gn

 re
si

de
nt

s a
re

 m
ad

e

be
tte

r o
ff

 a
t t

he
 e

xp
en

se
 o

f d
om

es
tic

 re
si

de
nt

s, 
si

m
ila

rly
 to

 th
e 

ef
fe

ct
 o

f a
n 

do
m

es
tic

 e
xp

or
t

su
bs

id
y 

fo
r t

he
 o

ut
pu

t o
f s

ec
to

r t
w

o.
  T

he
 si

m
ila

rit
y 

to
 e

ith
er

 a
n 

ex
po

rt 
ta

rif
f o

r a
n 

ex
po

rt 
su

bs
id

y

is
 li

m
ite

d,
 h

ow
ev

er
, b

ec
au

se
 th

e 
co

rp
or

at
e 

ta
x 

al
so

 a
ff

ec
ts

 th
e 

al
lo

ca
tio

n 
of

 c
ap

ita
l a

nd
 o

f i
np

ut

an
d 

ou
tp

ut
 p

ric
es

 in
 m

an
y 

ot
he

r w
ay

s t
ha

t d
iff

er
 fr

om
 th

e 
ef

fe
ct

s o
f a

n 
ex

po
rt 

ta
x 

or
 su

bs
id

y.
30

Re
la

tiv
e 

Si
ze

 o
f t

he
 D

om
es

tic
 E

co
no

m
y

A
 c

ha
ng

e 
in

 th
e 

as
su

m
pt

io
n 

ab
ou

t t
he

 si
ze

 o
f t

he
 d

om
es

tic
 e

co
no

m
y 

re
la

tiv
e 

to
 th

e 
w

or
ld

ec
on

om
y 

af
fe

ct
s b

ot
h 

th
e 

in
ci

de
nc

e 
an

d 
ef

fic
ie

nc
y 

of
 a

 d
om

es
tic

 c
or

po
ra

te
 ta

x.
  T

o 
ex

pl
or

e 
th

os
e

ef
fe

ct
s, 

th
e 

ta
x 

bu
rd

en
 sh

ar
es

 c
an

 b
e 

m
ea

su
re

d 
on

 e
ith

er
 a

n 
ag

gr
eg

at
e 

ba
si

s o
r a

 p
er

 c
ap

ita
 b

as
is

. 

A
gg

re
ga

te
 b

ur
de

ns
 m

ea
su

re
 th

e 
to

ta
l e

ff
ec

ts
 o

f t
he

 ta
x 

on
 d

om
es

tic
 a

nd
 fo

re
ig

n 
re

si
de

nt
s,

ex
pr

es
se

d 
as

 sh
ar

es
 o

f t
ot

al
 d

om
es

tic
 re

ve
nu

e.
  P

er
 c

ap
ita

 b
ur

de
ns

 a
re

 e
xp

re
ss

ed
, i

ns
te

ad
, a

s p
er

ca
pi

ta
 sh

ar
es

 o
f t

he
 d

om
es

tic
 p

er
 c

ap
ita

 re
ve

nu
e.

  D
om

es
tic

 b
ur

de
n 

sh
ar

es
 h

av
e 

th
e 

sa
m

e 
va

lu
es

Page 121



31
  C

om
pu

ta
tio

ns
 fo

r T
ab

le
s 7

 a
nd

 8
 u

se
 th

e 
sa

m
e 

as
su

m
pt

io
ns

 a
s t

he
 b

as
e 

ca
se

 fo
r t

he
 U

ni
te

d 
St

at
es

.  
It 

is
 a

ss
um

ed
th

at
 th

e 
po

pu
la

tio
ns

 a
re

 p
ro

po
rti

on
al

 to
 th

e 
si

ze
s o

f t
he

 e
co

no
m

ie
s.

32
   

 D
om

es
tic

 c
ap

ita
l o

w
ne

rs
 b

ea
r a

 sl
ig

ht
ly

 h
ig

he
r b

ur
de

n 
th

an
 fo

re
ig

n 
ca

pi
ta

l o
w

ne
rs

, b
ec

au
se

 d
om

es
tic

 c
on

su
m

er
pr

ic
es

 in
cr

ea
se

 b
y 

m
or

e 
th

an
 fo

re
ig

n 
co

ns
um

er
 p

ric
es

. 
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ei
th

er
 w

ay
, b

ut
 fo

re
ig

n 
pe

r c
ap

ita
 sh

ar
es

 a
cc

ou
nt

 fo
r t

he
 fa

ct
 th

at
 w

he
n 

do
m

es
tic

 o
ut

pu
t i

s a

sm
al

le
r s

ha
re

 o
f w

or
ld

 o
ut

pu
t, 

th
e 

do
m

es
tic

 re
ve

nu
e 

is
 sm

al
le

r a
nd

 th
e 

fo
re

ig
n 

bu
rd

en
 is

 d
iv

id
ed

am
on

g 
a 

la
rg

er
 n

um
be

r o
f f

or
ei

gn
 in

di
vi

du
al

s. 
 F

or
 e

xa
m

pl
e,

 w
he

n 
th

e 
do

m
es

tic
 e

co
no

m
y 

is
 o

nl
y

1 
pe

rc
en

t o
f t

he
 w

or
ld

 e
co

no
m

y,
 fo

re
ig

n 
la

bo
r’

s t
ot

al
 b

en
ef

it 
is

 a
bo

ut
 th

e 
sa

m
e 

as
 d

om
es

tic

la
bo

r’
s t

ot
al

 lo
ss

 (T
ab

le
 7

), 
bu

t f
or

ei
gn

 la
bo

r’
s p

er
 c

ap
ita

 g
ai

n 
is

 le
ss

 th
an

 1
 p

er
ce

nt
 o

f d
om

es
tic

la
bo

r’
s p

er
 c

ap
ita

 lo
ss

 (T
ab

le
 8

).31
  C

ha
ng

es
 in

 a
 v

er
y 

sm
al

l c
ou

nt
ry

 c
an

no
t h

av
e 

m
uc

h 
of

 a
n

ef
fe

ct
 o

n 
ea

ch
 p

er
so

n 
in

 th
e 

re
st

 o
f t

he
 w

or
ld

.

D
om

es
tic

 la
bo

r b
ea

rs
 m

or
e 

th
an

 1
00

 p
er

ce
nt

 o
f t

he
 b

ur
de

n 
w

he
n 

th
e 

do
m

es
tic

 e
co

no
m

y

pr
od

uc
es

 le
ss

 th
an

 5
 p

er
ce

nt
 o

f w
or

ld
 o

ut
pu

t (
Ta

bl
e 

8)
.  

Fo
r s

uc
h 

a 
sm

al
l e

co
no

m
y,

 b
ot

h 
do

m
es

tic

la
bo

r a
nd

 d
om

es
tic

 c
ap

ita
l o

w
ne

rs
 w

ou
ld

 b
e 

be
tte

r o
ff

 u
nd

er
 a

 d
om

es
tic

 ta
x 

on
 w

ag
es

.  
W

he
th

er

th
at

 sm
al

l c
ou

nt
ry

 c
ho

os
es

 to
 im

po
se

 a
 c

or
po

ra
te

 in
co

m
e 

ta
x 

ha
s o

nl
y 

a 
sm

al
l e

ff
ec

t o
n 

fo
re

ig
n

in
di

vi
du

al
s.

W
he

n 
bu

rd
en

 is
 m

ea
su

re
d 

on
 a

 p
er

 c
ap

ita
 b

as
is

, t
he

 sh
ar

es
 b

or
ne

 b
y 

do
m

es
tic

 a
nd

 fo
re

ig
n

la
bo

r a
nd

 c
ap

ita
l c

or
re

la
te

 c
lo

se
ly

 w
ith

 th
e 

re
la

tiv
e 

si
ze

 o
f t

he
 d

om
es

tic
 e

co
no

m
y 

(T
ab

le
 8

). 
 T

he

pe
r c

ap
ita

 b
ur

de
ns

 im
po

se
d 

on
 in

di
vi

du
al

 c
ap

ita
l o

w
ne

rs
, d

om
es

tic
 o

r f
or

ei
gn

, a
re

 ro
ug

hl
y 

eq
ua

l

to
 th

e 
do

m
es

tic
 e

co
no

m
y’

s s
ha

re
 o

f w
or

ld
 o

ut
pu

t.32
  D

om
es

tic
 la

bo
r’

s p
er

 c
ap

ita
 sh

ar
e 

of
 th

e

bu
rd

en
 is

 sl
ig

ht
ly

 h
ig

he
r t

ha
n 

th
e 

fo
re

ig
n 

ec
on

om
y’

s s
ha

re
 o

f w
or

ld
 o

ut
pu

t. 
 F

or
ei

gn
 la

bo
r’

s p
er

ca
pi

ta
 sh

ar
e 

of
 th

e 
bu

rd
en

 is
 sl

ig
ht

ly
 a

bo
ve

 th
e 

do
m

es
tic

 e
co

no
m

y’
s s

ha
re

 o
f w

or
ld

 o
ut

pu
t. 

Th
e 

ex
ce

ss
 b

ur
de

n,
 m

ea
su

re
d 

as
 a

 sh
ar

e 
of

 re
ve

nu
e,

 is
 la

rg
es

t w
he

n 
th

e 
do

m
es

tic

ec
on

om
y 

is
 sm

al
le

st
.  

Th
at

 e
xc

es
s a

ris
es

 b
ec

au
se

 th
e 

co
rp

or
at

e 
ta

x 
ca

us
es

 c
ap

ita
l t

o 
be

 a
llo

ca
te

d

33
  S

ee
 C

oa
kl

ey
, K

ul
as

i, 
an

d 
Sm

ith
 (1

99
8)

 a
nd

 C
oa

kl
ey

, F
ue

rte
s, 

an
d 

Sp
ag

no
lo

 (2
00

4)
.

34
  S

ee
 O

bs
tfe

ld
 a

nd
 R

og
of

f (
19

96
), 

pp
. 1

61
-1

64
.
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in
ef

fic
ie

nt
ly

 a
w

ay
 fr

om
 th

e 
do

m
es

tic
 c

or
po

ra
te

 se
ct

or
 a

nd
 o

ut
 o

f t
he

 d
om

es
tic

 e
co

no
m

y.
  B

ot
h

so
ur

ce
s o

f i
ne

ff
ic

ie
nc

y 
be

co
m

e 
sm

al
le

r r
el

at
iv

e 
to

 d
om

es
tic

 re
ve

nu
e 

as
 th

e 
do

m
es

tic
 e

co
no

m
y 

is

as
su

m
ed

 to
 b

e 
re

la
tiv

el
y 

la
rg

er
 (n

ot
 sh

ow
n 

in
 T

ab
le

 8
). 

 In
 th

e 
lim

it,
 w

he
n 

th
e 

do
m

es
tic

 e
co

no
m

y

is
 th

e 
w

ho
le

 w
or

ld
, o

nl
y 

th
e 

do
m

es
tic

 m
is

al
lo

ca
tio

n 
of

 c
ap

ita
l r

em
ai

ns
.  

Th
e 

ex
ce

ss
 b

ur
de

n 
eq

ua
ls

4.
8 

pe
rc

en
t o

f r
ev

en
ue

 w
he

n 
th

e 
do

m
es

tic
 e

co
no

m
y 

is
 o

nl
y 

1 
pe

rc
en

t o
f t

he
 w

or
ld

, b
ut

 o
nl

y 
1.

2

pe
rc

en
t o

f r
ev

en
ue

 w
he

n 
th

e 
do

m
es

tic
 e

co
no

m
y 

is
 th

e 
w

ho
le

 w
or

ld
.  

O
f c

ou
rs

e,
 1

.2
 p

er
ce

nt
 o

f

re
ve

nu
e 

co
lle

ct
ed

 if
 e

ve
ry

 c
ou

nt
ry

 im
po

se
d 

th
e 

sa
m

e 
co

rp
or

at
e 

ta
x 

w
ou

ld
 b

e 
m

uc
h 

la
rg

er
 th

an
 4

.8

pe
rc

en
t o

f r
ev

en
ue

 c
ol

le
ct

ed
 b

y 
a 

co
un

try
 th

at
 m

ak
es

 u
p 

on
ly

 1
 p

er
ce

nt
 o

f t
he

 w
or

ld
 e

co
no

m
y.

C
ap

ita
l M

ob
ili

ty

Th
ro

ug
ho

ut
 th

is
 st

ud
y,

 c
ap

ita
l i

s a
ss

um
ed

 to
 b

e 
pe

rf
ec

tly
 m

ob
ile

 in
 th

e 
se

ns
e 

th
at

 th
e

m
ar

gi
na

l r
et

ur
n 

to
 in

ve
st

m
en

t, 
ex

cl
ud

in
g 

pr
od

uc
er

-le
ve

l t
ax

es
, i

s t
he

 sa
m

e 
th

ro
ug

ho
ut

 th
e 

w
or

ld
. 

Th
e 

qu
es

tio
n 

ab
ou

t t
he

 tr
ue

 d
eg

re
e 

of
 in

te
rn

at
io

na
l c

ap
ita

l m
ob

ili
ty

 is
 u

nr
es

ol
ve

d,
 e

sp
ec

ia
lly

si
nc

e 
th

e 
w

or
k 

of
 F

el
ds

te
in

 a
nd

 H
or

io
ka

 (1
98

0)
, w

ho
 d

is
co

ve
re

d 
a 

hi
gh

 a
nd

 v
er

y 
ro

bu
st

co
rr

el
at

io
n 

be
tw

ee
n 

na
tio

na
l i

nv
es

tm
en

t a
nd

 n
at

io
na

l s
av

in
gs

, w
hi

ch
 su

gg
es

te
d 

th
at

 c
ap

ita
l w

as

no
t v

er
y 

m
ob

ile
.  

H
ow

ev
er

, m
or

e 
re

ce
nt

 w
or

k 
su

gg
es

ts
 th

at
 th

e 
Fe

ld
st

ei
n-

H
or

io
ka

 re
su

lt 
is

 n
ot

 a
s

ro
bu

st
 a

s o
nc

e 
be

lie
ve

d.
33

  M
or

eo
ve

r, 
it 

is
 n

ot
 c

le
ar

 e
xa

ct
ly

 w
ha

t t
he

 F
el

ds
te

in
 a

nd
 H

or
io

ka
 

im
pl

ie
s a

bo
ut

 th
e 

de
gr

ee
 o

f c
ap

ita
l m

ob
ili

ty
.34

  H
ow

ev
er

, g
iv

en
 th

at
 a

 si
gn

ifi
ca

nt
 le

ve
l o

f

un
ce

rta
in

ty
 a

nd
 d

is
ag

re
em

en
t a

m
on

g 
ec

on
om

is
ts

 re
m

ai
ns

, i
t i

s i
m

po
rta

nt
 to

 c
on

si
de

r t
he

 p
os

si
bl

e

im
pl

ic
at

io
ns

 o
f i

m
pe

rf
ec

t i
nt

er
na

tio
na

l c
ap

ita
l m

ob
ili

ty
.
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35
  I

n 
th

e 
lim

it,
 d

om
es

tic
 c

ap
ita

l o
w

ne
rs

 b
ea

r t
he

 fu
ll 

bu
rd

en
 o

f t
he

 c
or

po
ra

te
 ta

x 
w

he
n 

th
e 

do
m

es
tic

 e
co

no
m

y 
is

 th
e

en
tir

e 
w

or
ld

, t
he

 ta
x 

ra
te

 is
 in

fin
ite

si
m

al
ly

 sm
al

l (
no

 e
xc

es
s b

ur
de

n)
, a

nd
 th

e 
ga

in
 to

 la
nd

 is
 d

is
tri

bu
te

d 
to

 la
bo

r a
nd

ca
pi

ta
l o

w
ne

rs
 in

 p
ro

po
rti

on
 to

 th
ei

r i
ni

tia
l i

nc
om

e 
sh

ar
es

.  
Th

at
 re

su
lt 

co
in

ci
de

s w
ith

 th
e 

ce
nt

ra
l c

as
e 

in
 H

ar
be

rg
er

(1
96

2)
 fo

r t
he

 c
lo

se
d 

ec
on

om
y.

-3
9-

It 
is

 p
os

si
bl

e,
 a

s i
n 

M
ut

ti 
an

d 
G

ru
be

rt 
(1

98
5)

 a
nd

 G
ra

ve
lle

 a
nd

 S
m

et
te

rs
 (2

00
6)

, t
o 

m
od

el

in
te

rn
at

io
na

l c
ap

ita
l m

ob
ili

ty
 b

y 
as

su
m

in
g 

th
at

 in
di

vi
du

al
 in

ve
st

or
s d

o 
no

t s
ub

st
itu

te
 p

er
fe

ct
ly

be
tw

ee
n 

fo
re

ig
n 

an
d 

do
m

es
tic

 in
ve

st
m

en
ts

.  
H

ow
ev

er
, t

ha
t s

tra
te

gy
 c

om
pl

ic
at

es
 th

e 
an

al
ys

is

co
ns

id
er

ab
ly

 a
nd

 is
 n

ot
 n

ec
es

sa
ril

y 
th

e 
be

st
 w

ay
 to

 c
ha

ra
ct

er
iz

e 
th

e 
be

ha
vi

or
 o

f t
he

 m
ar

gi
na

l

in
ve

st
or

 in
 a

 lo
ng

-r
un

 e
qu

ili
br

iu
m

.  
A

n 
al

te
rn

at
iv

e 
an

d 
m

uc
h 

si
m

pl
er

 a
pp

ro
ac

h 
to

 c
ha

ng
in

g 
th

e

de
gr

ee
 o

f c
ap

ita
l m

ob
ili

ty
 is

 to
 im

ag
in

e 
th

at
 th

e 
re

st
 o

f t
he

 w
or

ld
 is

 sm
al

le
r, 

in
 w

hi
ch

 c
as

e 
th

er
e

w
ou

ld
 b

e 
fe

w
er

 o
pp

or
tu

ni
tie

s f
or

 c
ap

ita
l t

o 
be

 re
al

lo
ca

te
d 

ab
ro

ad
.  

In
 th

at
 c

as
e,

 a
ny

 in
te

rn
at

io
na

l

re
al

lo
ca

tio
n 

of
 c

ap
ita

l a
w

ay
 fr

om
 th

e 
do

m
es

tic
 e

co
no

m
y 

dr
iv

es
 d

ow
n 

th
e 

m
ar

gi
na

l r
et

ur
n 

to

in
ve

st
m

en
t a

t a
 h

ig
he

r r
at

e 
pe

r u
ni

t o
f r

ea
llo

ca
te

d 
ca

pi
ta

l. 
 T

ha
t p

he
no

m
en

on
 c

au
se

s l
es

s c
ap

ita
l

to
 b

e 
re

al
lo

ca
te

d 
ab

ro
ad

 in
 re

sp
on

se
 to

 th
e 

do
m

es
tic

 c
or

po
ra

te
 ta

x,
 in

 a
 w

ay
 th

at
 is

 si
m

ila
r t

o 
th

e

ef
fe

ct
 o

f a
ss

um
in

g 
th

at
 d

om
es

tic
 a

nd
 fo

re
ig

n 
in

ve
st

m
en

ts
 a

re
 n

ot
 p

er
fe

ct
 su

bs
tit

ut
es

 fo
r i

nv
es

to
rs

. 

In
 e

ff
ec

t, 
th

e 
m

ar
gi

na
l i

nv
es

to
r i

s s
til

l a
ss

um
ed

 to
 b

e 
in

di
ff

er
en

t b
et

w
ee

n 
do

m
es

tic
 a

nd
 fo

re
ig

n

in
ve

st
m

en
ts

 th
at

 p
ay

 th
e 

sa
m

e 
ra

te
 o

f r
et

ur
n,

 b
ut

 o
nl

y 
fo

r i
nv

es
tm

en
ts

 in
 so

m
e 

of
 th

e 
co

un
tri

es
 –

pe
rh

ap
s b

et
w

ee
n 

th
e 

hi
gh

ly
 in

du
st

ria
liz

ed
 c

ou
nt

rie
s. 

 F
or

 o
th

er
 c

ou
nt

rie
s, 

th
ey

 a
re

 c
om

pl
et

el
y

un
w

ill
in

g 
to

 su
bs

tit
ut

e 
be

tw
ee

n 
do

m
es

tic
 a

nd
 fo

re
ig

n 
in

ve
st

m
en

ts
 a

t a
ny

 re
la

tiv
e 

ra
te

s o
f r

et
ur

n.

A
s c

ap
ita

l m
ob

ili
ty

 is
 re

du
ce

d 
in

 th
at

 w
ay

, d
om

es
tic

 la
bo

r’
s s

ha
re

 o
f t

he
 c

or
po

ra
te

 b
ur

de
n

be
co

m
es

 sm
al

le
r a

nd
 d

om
es

tic
 c

ap
ita

l’s
 sh

ar
e 

of
 th

e 
bu

rd
en

 b
ec

om
es

 la
rg

er
.  

Fo
r e

xa
m

pl
e,

 w
he

n

th
e 

do
m

es
tic

 e
co

no
m

y 
is

 in
cr

ea
se

d 
fr

om
 3

0 
pe

rc
en

t o
f t

he
 w

or
ld

 e
co

no
m

y 
to

 7
0 

pe
rc

en
t o

f t
he

w
or

ld
 e

co
no

m
y,

 d
om

es
tic

 la
bo

r’
s s

ha
re

 fa
lls

 fr
om

 7
3.

7 
pe

rc
en

t t
o 

32
.5

 p
er

ce
nt

 (T
ab

le
 8

). 

D
om

es
tic

 c
ap

ita
l’s

 sh
ar

e 
of

 th
e 

bu
rd

en
 in

cr
ea

se
s f

ro
m

 3
2.

5 
pe

rc
en

t t
o 

72
.7

 p
er

ce
nt

.35
  B

ec
au

se

36
  S

ee
 C

on
gr

es
si

on
al

 B
ud

ge
t O

ff
ic

e 
(2

00
5a

) a
nd

 D
ev

er
eu

x,
 G

rif
fit

h,
 a

nd
 K

le
m

m
 (2

00
2)

.

-4
0-

ca
pi

ta
l i

s l
es

s m
ob

ile
 w

he
n 

th
e 

do
m

es
tic

 e
co

no
m

y 
pr

ov
id

es
 7

0 
pe

rc
en

t o
f t

he
 w

or
ld

’s
 in

ve
st

m
en

t

op
po

rtu
ni

tie
s t

o 
do

m
es

tic
 c

ap
ita

l o
w

ne
rs

, t
he

 a
rc

 e
la

st
ic

ity
 o

f t
he

 d
om

es
tic

 c
ap

ita
l s

to
ck

 w
ith

re
sp

ec
t t

o 
th

e 
co

rp
or

at
e 

ta
x 

fa
lls

 fr
om

 -0
.3

2 
to

 -0
.1

3.

Th
e 

de
gr

ee
 o

f l
on

g-
ru

n 
in

te
rn

at
io

na
l c

ap
ita

l m
ob

ili
ty

 is
 st

ill
 a

n 
un

re
so

lv
ed

 q
ue

st
io

n.
 

C
le

ar
ly

, t
he

 a
ns

w
er

 to
 th

at
 q

ue
st

io
n 

is
 c

ru
ci

al
 fo

r u
nd

er
st

an
di

ng
 th

e 
lo

ng
-r

un
 in

ci
de

nc
e 

of
 th

e

co
rp

or
at

e 
in

co
m

e 
ta

x 
in

 a
n 

op
en

 e
co

no
m

y.

Ta
x 

C
om

pe
tit

io
n

A
lth

ou
gh

 m
an

y 
co

un
tri

es
 im

po
se

 c
or

po
ra

te
 in

co
m

e 
ta

xe
s, 

th
e 

co
rp

or
at

e 
ta

x 
ra

te
s h

av
e

de
cr

ea
se

d 
ov

er
 th

e 
pa

st
 2

5 
ye

ar
s.36

  C
ou

nt
ry

 c
om

pe
tit

io
n 

ca
us

ed
 b

y 
in

te
rn

at
io

na
l s

pi
llo

ve
r e

ff
ec

ts

m
ig

ht
 h

el
p 

ex
pl

ai
n 

w
hy

 c
ou

nt
rie

s h
av

e 
di

ff
er

en
t c

or
po

ra
te

 ta
x 

ra
te

s, 
bu

t i
t i

s n
ot

 c
le

ar
 h

ow
 th

os
e

sp
ill

ov
er

s w
ou

ld
 e

xp
la

in
 th

e 
ob

se
rv

ed
 d

ow
nw

ar
d 

tre
nd

 in
 c

or
po

ra
te

 ta
x 

ra
te

s.

Th
e 

po
ss

ib
ili

ty
 o

f t
ar

iff
-li

ke
 c

om
pe

tit
io

n 
se

em
s t

o 
le

ad
 in

 th
e 

w
ro

ng
 d

ire
ct

io
n.

  I
f t

he

co
rp

or
at

e 
in

co
m

e 
ta

x 
ha

s t
ar

iff
-li

ke
 e

ff
ec

ts
 th

at
 a

llo
w

 c
ou

nt
rie

s t
o 

ex
po

rt 
so

m
e 

of
 th

ei
r c

or
po

ra
te

ta
x 

bu
rd

en
s, 

th
e 

co
rp

or
at

e 
ta

x 
ca

n 
se

rv
e 

as
 a

 su
bs

tit
ut

e 
fo

r t
ar

iff
 c

om
pe

tit
io

n 
w

he
n 

ta
rif

fs
 a

re

lim
ite

d 
by

 in
te

rn
at

io
na

l t
ra

de
 a

gr
ee

m
en

ts
.  

B
ut

 ta
rif

f c
om

pe
tit

io
n 

is
 u

nl
ik

el
y 

to
 e

xp
la

in
 th

e

ob
se

rv
ed

 d
ow

nw
ar

d 
tre

nd
s i

n 
co

rp
or

at
e 

ta
x 

ra
te

s. 
 T

o 
th

e 
ex

te
nt

 th
at

 th
e 

co
rp

or
at

e 
in

co
m

e 
ta

x

ac
ts

 a
s a

 ta
rif

f s
ub

st
itu

te
, t

ar
iff

 c
om

pe
tit

io
n 

w
ou

ld
 m

ot
iv

at
e 

co
un

tri
es

 to
 in

cr
ea

se
 th

ei
r c

or
po

ra
te

ta
x 

ra
te

s a
s t

ra
de

 a
gr

ee
m

en
ts

 b
ec

om
e 

m
or

e 
bi

nd
in

g.
  

Sp
ill

ov
er

s t
ha

t r
es

ul
t f

ro
m

 a
 c

ou
nt

ry
’s

 n
et

 in
te

rn
at

io
na

l c
ap

ita
l p

os
iti

on
 a

ls
o 

do
 n

ot

ob
vi

ou
sl

y 
ex

pl
ai

n 
th

e 
do

w
nw

ar
d 

tre
nd

 in
 c

or
po

ra
te

 ta
x 

ra
te

s. 
 O

n 
an

 a
gg

re
ga

te
 b

as
is

, r
es

id
en

ts
 o

f
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37
  S

ee
 C

on
gr

es
si

on
al

 B
ud

ge
t O

ff
ic

e 
(2

00
5a

).

-4
1-

a 
co

un
try

 th
at

 is
 a

 n
et

 in
te

rn
at

io
na

l l
en

de
r w

ou
ld

 b
en

ef
it 

fr
om

 a
 re

du
ct

io
n 

in
 th

ei
r d

om
es

tic

co
rp

or
at

e 
ta

x 
ra

te
 (T

ab
le

 5
). 

 B
y 

th
at

 sa
m

e 
ag

gr
eg

at
e 

m
ea

su
re

, h
ow

ev
er

, r
es

id
en

ts
 o

f a
 c

ou
nt

ry

th
at

 is
 a

 n
et

 in
te

rn
at

io
na

l b
or

ro
w

er
 w

ou
ld

 b
en

ef
it 

fr
om

 a
n 

in
cr

ea
se

 in
 th

ei
r o

w
n 

co
rp

or
at

e 
ta

x

ra
te

.  
C

ou
nt

rie
s t

ha
t h

av
e 

gr
ad

ua
lly

 re
du

ce
d 

th
ei

r c
or

po
ra

te
 ta

x 
ra

te
s i

nc
lu

de
 b

ot
h 

ne
t

in
te

rn
at

io
na

l l
en

de
rs

 a
nd

 n
et

 in
te

rn
at

io
na

l b
or

ro
w

er
s, 

so
 th

os
e 

sp
ill

ov
er

s p
ro

ba
bl

y 
do

 n
ot

 e
xp

la
in

th
e 

do
w

nw
ar

d 
tre

nd
s.

In
te

rn
at

io
na

l s
pi

llo
ve

rs
 th

at
 a

ff
ec

t t
he

 su
bn

at
io

na
l d

is
tri

bu
tio

ns
 o

f i
nc

om
e 

m
ig

ht
 e

xp
la

in

pa
rt 

of
 th

e 
ob

se
rv

ed
 tr

en
d,

 b
ut

 e
ve

n 
th

e 
ro

le
 o

f t
ho

se
 sp

ill
ov

er
s i

s n
ot

 o
bv

io
us

.  
If

, f
or

 so
m

e

re
as

on
, o

th
er

 c
ou

nt
rie

s r
ed

uc
e 

th
ei

r c
or

po
ra

te
 ta

x 
ra

te
s f

irs
t, 

th
en

 a
 c

ou
nt

ry
 m

ig
ht

 re
du

ce
 it

s o
w

n

co
rp

or
at

e 
ta

x 
ra

te
 to

 p
ro

te
ct

 it
s d

om
es

tic
 w

or
ke

rs
 fr

om
 th

e 
po

te
nt

ia
l o

ut
flo

w
 o

f c
ap

ita
l. 

 H
ow

ev
er

,

if 
th

at
 is

 a
 c

ou
nt

ry
’s

 m
ot

iv
at

io
n 

fo
r r

ed
uc

in
g 

its
 c

or
po

ra
te

 ta
x 

ra
te

, t
he

n 
it 

is
 n

ot
 c

le
ar

 w
hy

 th
e

co
un

try
 w

ou
ld

 w
ai

t f
or

 o
th

er
 c

ou
nt

rie
s t

o 
re

du
ce

 th
ei

r t
ax

es
 fi

rs
t. 

 E
ve

n 
if 

al
l c

ou
nt

rie
s i

m
po

se
 a

co
rp

or
at

e 
in

co
m

e 
ta

x,
 a

ny
 o

ne
 c

ou
nt

ry
 c

ou
ld

 im
pr

ov
e 

th
e 

w
el

fa
re

 o
f i

ts
 d

om
es

tic
 w

or
ke

rs
 b

y

re
du

ci
ng

 it
s c

or
po

ra
te

 ta
x.

In
st

ea
d 

of
 ta

x 
co

m
pe

tit
io

n,
 it

 is
 p

os
si

bl
e 

th
at

 in
te

rn
at

io
na

l c
ap

ita
l m

ob
ili

ty
 h

as
 in

cr
ea

se
d

ov
er

 th
e 

la
st

 2
5 

or
 3

0 
ye

ar
s, 

an
d 

th
at

 c
ou

nt
rie

s h
av

e 
re

du
ce

d 
th

ei
r c

or
po

ra
te

 ta
x 

ra
te

s i
n 

re
sp

on
se

to
 th

at
 c

om
m

on
 tr

en
d.

  W
ith

ou
t c

ap
ita

l m
ob

ili
ty

, t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x 
is

 m
or

e 
lik

el
y 

to
 b

e

bo
rn

e 
by

 th
e 

do
m

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l. 
 W

he
n 

ca
pi

ta
l i

s m
ob

ile
, a

 c
or

po
ra

te
 in

co
m

e 
ta

x 
is

 b
or

ne

m
or

e 
he

av
ily

 b
y 

do
m

es
tic

 la
bo

r, 
es

pe
ci

al
ly

 fo
r a

 ta
x 

im
po

se
d 

by
 th

e 
sm

al
le

st
 c

ou
nt

rie
s. 

 S
om

e 
of

th
os

e 
sm

al
le

st
 c

ou
nt

rie
s h

av
e 

re
du

ce
d 

th
ei

r c
or

po
ra

te
 ta

xe
s b

y 
th

e 
m

os
t o

ve
r t

he
 p

as
t 2

5 
ye

ar
s.37
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Pe
rh

ap
s, 

ou
t o

f c
on

ce
rn

 fo
r t

he
ir 

do
m

es
tic

 la
bo

r, 
co

un
tri

es
 h

av
e 

re
sp

on
de

d 
to

 th
e 

ch
an

gi
ng

di
st

rib
ut

io
na

l c
on

se
qu

en
ce

s o
f c

or
po

ra
te

 ta
x 

as
 c

ap
ita

l m
ob

ili
ty

 h
as

 in
cr

ea
se

d.

A
lth

ou
gh

 th
e 

m
od

el
 d

oe
s n

ot
 e

xp
la

in
 th

e 
ob

se
rv

ed
 tr

en
ds

 in
 a

ny
 o

bv
io

us
 m

an
ne

r, 
th

e

m
od

el
 c

an
 b

e 
us

ed
 to

 e
xp

lo
re

 h
ow

 th
os

e 
tre

nd
s m

ig
ht

 a
ff

ec
t t

he
 d

is
tri

bu
tio

n 
of

 ta
x 

bu
rd

en
s. 

 T
he

po
te

nt
ia

l e
ff

ec
ts

 c
an

 b
e 

ob
se

rv
ed

 b
as

ed
 o

n 
th

e 
re

la
tio

n 
be

tw
ee

n 
co

un
try

 si
ze

 a
nd

 th
e 

pe
r c

ap
ita

bu
rd

en
 sh

ar
es

 (T
ab

le
 8

). 
 T

o 
si

m
pl

ify
 th

e 
an

al
ys

is
, r

at
he

r t
ha

n 
try

in
g 

to
 a

na
ly

ze
 g

ra
du

al
 c

ha
ng

es

in
 c

or
po

ra
te

 ta
x 

ra
te

s, 
su

pp
os

e 
th

at
 9

0 
pe

rc
en

t o
f t

he
 w

or
ld

 o
ut

pu
t i

s p
ro

du
ce

d 
in

 c
ou

nt
rie

s t
ha

t

im
po

se
 a

 c
or

po
ra

te
 in

co
m

e 
ta

x,
 a

nd
 th

at
 re

al
 ta

x 
ha

ve
ns

 p
ro

du
ce

 th
e 

ot
he

r 1
0 

pe
rc

en
t. 

 In
iti

al
ly

,

on
 a

n 
av

er
ag

e 
pe

r c
ap

ita
 b

as
is

, w
or

ke
rs

 in
 th

e 
co

un
tri

es
 th

at
 a

re
 n

ot
 ta

x 
ha

ve
ns

 b
ea

r o
nl

y 
12

.3

pe
rc

en
t o

f t
he

 c
or

po
ra

te
 ta

x 
bu

rd
en

 c
om

pa
re

d 
to

 a
n 

eq
ui

lib
riu

m
 in

 w
hi

ch
 n

on
e 

of
 th

os
e 

co
un

tri
es

im
po

se
s a

 c
or

po
ra

te
 in

co
m

e 
ta

x.
  W

or
ke

rs
 in

 th
e 

ta
x-

ha
ve

n 
co

un
tri

es
 re

ce
iv

e 
an

 a
ve

ra
ge

 p
er

ca
pi

ta
 b

en
ef

it 
eq

ua
l t

o 
89

.7
 p

er
ce

nt
 o

f t
he

 p
er

 c
ap

ita
 re

ve
nu

e.

A
lth

ou
gh

 th
e 

av
er

ag
e 

la
bo

r s
ha

re
 o

f t
he

 b
ur

de
n 

is
 sm

al
l i

n 
th

e 
co

un
tri

es
 th

at
 a

re
 n

ot
 ta

x

ha
ve

ns
, t

ha
t b

ur
de

n 
ca

n 
be

 m
uc

h 
la

rg
er

 w
he

n 
it 

is
 m

ea
su

re
d 

at
 th

e 
m

ar
gi

n 
fo

r a
 c

ou
nt

ry
 d

ec
id

in
g

w
he

th
er

 to
 im

po
se

 a
 c

or
po

ra
te

 in
co

m
e 

ta
x.

   
Fo

r a
 sm

al
l c

ou
nt

ry
 th

at
 is

 n
ot

 a
 ta

x 
ha

ve
n,

 d
om

es
tic

la
bo

r’
s b

en
ef

it 
fr

om
 e

lim
in

at
in

g 
its

 o
w

n 
co

rp
or

at
e 

ta
x 

w
ou

ld
 e

qu
al

 1
02

 p
er

ce
nt

 o
f i

ts
 d

om
es

tic

re
ve

nu
e 

fr
om

 th
e 

ta
x:

 th
e 

di
ff

er
en

ce
 b

et
w

ee
n 

th
e 

av
er

ag
e 

bu
rd

en
 o

f 1
2.

3 
pe

rc
en

t w
ith

in
 th

e

co
un

tri
es

 th
at

 a
re

 n
ot

 ta
x 

ha
ve

ns
 a

nd
 th

e 
av

er
ag

e 
pe

r c
ap

ita
 b

en
ef

it 
of

 8
9.

7 
pe

rc
en

t w
ith

in
 th

e 
ta

x-

ha
ve

n 
co

un
tri

es
.  

Fr
om

 a
 d

is
tri

bu
tio

na
l p

er
sp

ec
tiv

e,
 it

 m
ak

es
 li

ttl
e 

di
ff

er
en

ce
 w

he
th

er
 th

at
 sm

al
l

co
un

try
 is

 th
e 

on
ly

 c
ou

nt
ry

 to
 h

av
e 

a 
co

rp
or

at
e 

in
co

m
e 

ta
x 

or
 is

 ju
st

 o
ne

 a
m

on
g 

m
an

y 
co

un
tri

es

th
at

 ta
x 

co
rp

or
at

e 
in

co
m

e,
 a

s l
on

g 
as

 c
ou

nt
rie

s c
an

 c
ho

os
e 

th
ei

r t
ax

 p
ol

ic
ie

s i
nd

ep
en

de
nt

ly
.  

Th
at

is
 a

ls
o 

tru
e 

fo
r l

ar
ge

r c
ou

nt
rie

s. 
 F

or
 e

xa
m

pl
e,

 in
 a

 c
ou

nt
ry

 th
at

 is
 n

ot
 a

 ta
x 

ha
ve

n 
an

d 
th

at
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pr
od

uc
es

 2
0 

pe
rc

en
t o

f w
or

ld
 o

ut
pu

t, 
do

m
es

tic
 la

bo
r’

s b
ur

de
n 

at
 th

e 
m

ar
gi

n 
w

ou
ld

 e
qu

al
 8

2.
6

pe
rc

en
t (

12
.3

 p
er

ce
nt

 +
70

.3
 p

er
ce

nt
) o

f t
he

 d
om

es
tic

 c
or

po
ra

te
 ta

x 
re

ve
nu

e.

If
 c

ou
nt

rie
s m

ov
e 

in
to

 th
e 

ta
x-

ha
ve

n 
gr

ou
p,

 la
bo

r’
s a

ve
ra

ge
 p

er
 c

ap
ita

 b
en

ef
it 

fa
lls

 fo
r

re
si

de
nt

s o
f t

he
 ta

x-
ha

ve
n 

co
un

tri
es

 a
nd

 ri
se

s f
or

 re
si

de
nt

s o
f t

he
 o

th
er

 c
ou

nt
rie

s. 
 F

or
 e

xa
m

pl
e,

w
he

n 
th

e 
ta

x-
ha

ve
n 

gr
ou

p 
gr

ow
s f

ro
m

 1
0 

pe
rc

en
t t

o 
30

 p
er

ce
nt

 o
f w

or
ld

 p
ro

du
ct

io
n,

 la
bo

r’
s

av
er

ag
e 

pe
r c

ap
ita

 b
en

ef
it 

fa
lls

 fr
om

 8
9.

7 
pe

rc
en

t t
o 

70
.3

 p
er

ce
nt

 fo
r r

es
id

en
ts

 o
f t

he
 ta

x 
ha

ve
ns

. 

La
bo

r’
s a

ve
ra

ge
 p

er
 c

ap
ita

 b
ur

de
n 

ris
es

 fr
om

 1
2.

3 
pe

rc
en

t t
o 

32
.5

 p
er

ce
nt

 fo
r r

es
id

en
ts

 o
f t

he

co
un

tri
es

 th
at

 a
re

 n
ot

 ta
x 

ha
ve

ns
.

A
lth

ou
gh

 th
e 

m
od

el
 d

oe
s n

ot
 o

bv
io

us
ly

 p
ro

vi
de

 a
 th

eo
ry

 o
f t

ax
 c

om
pe

tit
io

n 
th

at
 w

ou
ld

ex
pl

ai
n 

th
e 

ob
se

rv
ed

 tr
en

ds
 in

 c
or

po
ra

te
 ta

x 
ra

te
s o

ve
r t

he
 p

as
t 2

5 
or

 3
0 

ye
ar

s, 
th

e 
an

al
ys

is
 d

oe
s

su
gg

es
t t

ha
t t

ho
se

 tr
en

ds
 c

an
 sh

ift
 th

e 
bu

rd
en

s o
f t

he
 c

or
po

ra
te

 in
co

m
e 

ta
x 

in
 a

n 
op

en
 e

co
no

m
y.

 

Su
ch

 sh
ift

s m
ig

ht
 h

el
p 

ex
pl

ai
n 

co
un

try
 m

ot
iv

at
io

ns
 th

at
 u

nd
er

lie
 th

e 
ob

se
rv

ed
 in

te
rn

at
io

na
l t

re
nd

s

in
 c

or
po

ra
te

 ta
x 

po
lic

ie
s.

V
II

I.
C

on
cl

us
io

ns

Th
e 

an
al

ys
is

 sh
ow

s h
ow

 th
e 

do
m

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l c
an

 e
sc

ap
e 

m
os

t o
f t

he
 c

or
po

ra
te

in
co

m
e 

ta
x 

bu
rd

en
 w

he
n 

ca
pi

ta
l i

s r
ea

llo
ca

te
d 

ab
ro

ad
 in

 re
sp

on
se

 to
 th

e 
ta

x.
  B

ut
, a

s i
n 

B
ra

df
or

d

(1
97

8)
, c

ap
ita

l o
w

ne
rs

 w
or

ld
w

id
e 

do
 n

ot
 e

sc
ap

e 
th

e 
ta

x.
  R

ea
llo

ca
tio

n 
of

 c
ap

ita
l a

br
oa

d 
dr

iv
es

do
w

n 
th

e 
pe

rs
on

al
 re

tu
rn

 to
 in

ve
st

m
en

t s
o 

th
at

 c
ap

ita
l o

w
ne

rs
 w

or
ld

w
id

e 
be

ar
 a

pp
ro

xi
m

at
el

y 
th

e

fu
ll 

bu
rd

en
 o

f t
he

 d
om

es
tic

 c
or

po
ra

te
 in

co
m

e 
ta

x.
  F

or
ei

gn
 w

or
ke

rs
 b

en
ef

it 
be

ca
us

e 
an

 in
cr

ea
se

d

fo
re

ig
n 

st
oc

k 
of

 c
ap

ita
l r

ai
se

s t
he

ir 
pr

od
uc

tiv
ity

 a
nd

 th
ei

r w
ag

es
.  

D
om

es
tic

 w
or

ke
rs

 lo
se

 b
ec

au
se

th
ei

r p
ro

du
ct

iv
ity

 fa
lls

 a
nd

 th
ey

 c
an

no
t e

m
ig

ra
te

 to
 ta

ke
 a

dv
an

ta
ge

 o
f h

ig
he

r f
or

ei
gn

 w
ag

es
. 
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U
nd

er
 b

as
ic

 a
ss

um
pt

io
ns

 o
f t

he
 n

um
er

ic
al

 a
pp

lic
at

io
n,

 th
e 

ou
tc

om
e 

is
 a

ls
o 

si
m

ila
r t

o 
th

e

im
pl

ic
at

io
ns

 o
f t

he
 si

m
pl

er
 m

od
el

 o
f B

ra
df

or
d 

in
 th

e 
se

ns
e 

th
at

 th
e 

fu
ll 

w
or

ld
w

id
e 

bu
rd

en
 fa

lls
 o

n

do
m

es
tic

 o
w

ne
rs

 o
f p

ro
du

ct
iv

e 
in

pu
ts

.

B
ur

de
ns

 a
re

 m
ea

su
re

d 
by

 su
bs

tit
ut

in
g 

fa
ct

or
 sh

ar
es

 a
nd

 o
ut

pu
t s

ha
re

s t
ha

t a
re

 re
as

on
ab

le

fo
r t

he
 U

.S
. e

co
no

m
y.

  G
iv

en
 th

os
e 

va
lu

es
, w

he
n 

ca
pi

ta
l i

s p
er

fe
ct

ly
 m

ob
ile

 a
nd

 th
e 

ta
x 

do
es

 n
ot

af
fe

ct
 th

e 
w

or
ld

 p
ric

es
 o

f t
ra

de
d 

go
od

s, 
do

m
es

tic
 la

bo
r b

ea
rs

 sl
ig

ht
ly

 m
or

e 
th

an
 7

0 
pe

rc
en

t o
f t

he

lo
ng

 ru
n 

bu
rd

en
 o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x.
  T

he
 d

om
es

tic
 o

w
ne

rs
 o

f c
ap

ita
l b

ea
r s

lig
ht

ly
 m

or
e

th
an

 3
0 

pe
rc

en
t o

f t
he

 b
ur

de
n.

  D
om

es
tic

 la
nd

ow
ne

rs
 re

ce
iv

e 
a 

sm
al

l b
en

ef
it.

  A
t t

he
 sa

m
e 

tim
e,

th
e 

fo
re

ig
n 

ow
ne

rs
 o

f c
ap

ita
l b

ea
r s

lig
ht

ly
 m

or
e 

th
an

 7
0 

pe
rc

en
t o

f t
he

 b
ur

de
n,

 b
ut

 th
ei

r b
ur

de
n 

is

ex
ac

tly
 o

ff
se

t b
y 

th
e 

be
ne

fit
s r

ec
ei

ve
d 

by
 fo

re
ig

n 
w

or
ke

rs
 a

nd
 la

nd
ow

ne
rs

.  
W

he
n 

ca
pi

ta
l i

s l
es

s

m
ob

ile
 in

te
rn

at
io

na
lly

, d
om

es
tic

 la
bo

r’
s b

ur
de

n 
is

 lo
w

er
 a

nd
 d

om
es

tic
 c

ap
ita

l’s
 b

ur
de

n 
is

 h
ig

he
r. 

B
ur

de
ns

 c
an

 a
ls

o 
be

 a
ff

ec
te

d 
by

 th
e 

do
m

es
tic

 c
ou

nt
ry

’s
 a

bi
lit

y 
to

 in
flu

en
ce

 th
e 

w
or

ld
 p

ric
es

 o
f

so
m

e 
tra

de
d 

co
rp

or
at

e 
ou

tp
ut

s, 
bu

t t
he

 si
gn

s a
nd

 m
ag

ni
tu

de
s o

f t
ho

se
 c

ha
ng

es
 d

ep
en

d 
up

on
 th

e

re
la

tiv
e 

ca
pi

ta
l i

nt
en

si
tie

s o
f p

ro
du

ct
io

n 
in

 th
e 

co
rp

or
at

e 
se

ct
or

s t
ha

t p
ro

du
ce

 in
te

rn
at

io
na

lly

tra
da

bl
e 

go
od

s. 

Th
at

 d
is

tri
bu

tio
n 

of
 b

ur
de

ns
 is

 q
ui

te
 d

iff
er

en
t f

ro
m

 th
e 

pr
ed

ic
tio

ns
 o

f H
ar

be
rg

er
’s

 (1
96

2)

cl
os

ed
-e

co
no

m
y 

an
al

ys
is

,  
w

hi
ch

 im
pl

ie
s t

ha
t d

om
es

tic
 c

ap
ita

l o
w

ne
rs

 b
ea

r t
he

 e
nt

ire
 U

.S
.

co
rp

or
at

e 
in

co
m

e 
ta

x 
in

 th
e 

lo
ng

 ru
n.

  T
ho

se
 c

lo
se

d-
ec

on
om

y 
pr

ed
ic

tio
ns

 st
ill

 a
pp

ly
 to

 th
e 

w
or

ld

as
 a

 w
ho

le
.  

B
ut

 in
 a

n 
op

en
 e

co
no

m
y,

 th
e 

ta
x 

ca
us

es
 in

co
m

e 
to

 b
e 

re
di

st
rib

ut
ed

 in
te

rn
at

io
na

lly

be
tw

ee
n 

fo
re

ig
n 

an
d 

do
m

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l, 
an

d 
in

tra
na

tio
na

lly
 b

et
w

ee
n 

th
e 

la
bo

r a
nd

ca
pi

ta
l o

w
ne

rs
 re

si
de

nt
 w

ith
in

 e
ac

h 
co

un
try

.  
Fo

re
ig

n 
ow

ne
rs

 o
f c

ap
ita

l b
ea

r t
he

 d
om

es
tic
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co
rp

or
at

e 
in

co
m

e 
ta

x 
ro

ug
hl

y 
in

 p
ro

po
rti

on
 to

 th
ei

r o
w

ne
rs

hi
p 

of
 th

e 
w

or
ld

 c
ap

ita
l s

to
ck

. 

Fo
re

ig
n 

la
bo

r b
en

ef
its

 b
y 

ab
ou

t t
ha

t s
am

e 
am

ou
nt

.

In
 a

dd
iti

on
 to

 it
s e

ff
ec

ts
 o

n 
th

e 
do

m
es

tic
 a

nd
 fo

re
ig

n 
su

bn
at

io
na

l d
is

tri
bu

tio
ns

 o
f i

nc
om

e,

a 
co

rp
or

at
e 

in
co

m
e 

ta
x 

ca
n 

re
di

st
rib

ut
e 

th
e 

ag
gr

eg
at

e 
na

tio
na

l i
nc

om
es

 b
et

w
ee

n 
do

m
es

tic
 a

nd

fo
re

ig
n 

re
si

de
nt

s. 
 F

or
 e

xa
m

pl
e,

 to
 th

e 
ex

te
nt

 th
at

 th
e 

ta
xi

ng
 c

ou
nt

ry
 is

 a
 n

et
 in

te
rn

at
io

na
l l

en
de

r,

its
 c

or
po

ra
te

 in
co

m
e 

ta
x 

ca
n 

tra
ns

fe
r n

at
io

na
l i

nc
om

es
 a

w
ay

 fr
om

 d
om

es
tic

 re
si

de
nt

s t
ow

ar
d

fo
re

ig
n 

re
si

de
nt

s. 
 A

lte
rn

at
iv

el
y,

 w
he

n 
th

e 
ta

xi
ng

 c
ou

nt
ry

 is
 a

 n
et

 in
te

rn
at

io
na

l b
or

ro
w

er
, t

he

in
te

rn
at

io
na

l t
ra

ns
fe

r i
s r

ev
er

se
d:

 P
ar

t o
f t

he
 a

gg
re

ga
te

 ta
x 

bu
rd

en
 is

 e
xp

or
te

d 
to

 fo
re

ig
n

re
si

de
nt

s. 
 B

ut
 o

nl
y 

ca
pi

ta
l o

w
ne

rs
 a

re
 a

ff
ec

te
d 

by
 th

e 
ag

gr
eg

at
e 

in
te

rn
at

io
na

l t
ra

ns
fe

rs
 th

at
 o

cc
ur

w
he

n 
th

e 
co

un
try

 is
 e

ith
er

 a
 n

et
 in

te
rn

at
io

na
l l

en
de

r o
r b

or
ro

w
er

; l
ab

or
’s

 b
ur

de
n 

is
 u

na
ff

ec
te

d.

Si
m

ila
rly

, t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x 
ca

n 
re

di
st

rib
ut

e 
na

tio
na

l i
nc

om
es

 in
 a

 w
ay

 th
at

 is
 li

ke

an
 a

d 
va

lo
re

m
 ta

rif
f o

n 
ex

po
rts

, a
s i

n 
W

ha
lle

y 
(1

98
0)

.  
H

ow
ev

er
, t

he
 si

ze
 a

nd
 d

ire
ct

io
n 

of
 th

at

ef
fe

ct
 d

ep
en

d 
up

on
 th

e 
re

la
tiv

e 
ca

pi
ta

l i
nt

en
si

tie
s o

f p
ro

du
ct

io
n 

fo
r i

nt
er

na
tio

na
lly

 tr
ad

ab
le

co
rp

or
at

e 
ou

tp
ut

s t
ha

t a
re

 im
pe

rf
ec

t s
ub

st
itu

te
s f

or
 th

ei
r f

or
ei

gn
 p

ro
du

ce
d 

co
un

te
rp

ar
ts

.  
W

he
n

th
at

 p
ro

du
ct

io
n 

is
 m

or
e 

ca
pi

ta
l-i

nt
en

si
ve

 th
an

 p
ro

du
ct

io
n 

of
 th

e 
ot

he
r t

ra
da

bl
e 

co
rp

or
at

e 
ou

tp
ut

s,

a 
co

rp
or

at
e 

in
co

m
e 

ta
x 

sh
ift

s n
at

io
na

l i
nc

om
e 

to
w

ar
d 

do
m

es
tic

 re
si

de
nt

s f
ro

m
 a

br
oa

d.
  I

n 
ef

fe
ct

,

do
m

es
tic

 re
si

de
nt

s b
en

ef
it 

fr
om

 th
ei

r o
w

n 
co

un
try

’s
 a

bi
lit

y 
to

 e
xe

rt 
so

m
e 

m
ar

ke
t p

ow
er

 in

in
te

rn
at

io
na

l t
ra

de
 b

y 
im

po
si

ng
 a

 c
or

po
ra

te
 in

co
m

e 
ta

x.
  A

s s
ho

w
n 

in
 M

el
vi

n 
(1

98
2)

 a
nd

G
ra

ve
lle

 a
nd

 S
m

et
te

rs
 (2

00
6)

, d
om

es
tic

 la
bo

r’
s s

ha
re

 o
f t

he
 ta

x 
bu

rd
en

 c
an

 b
e 

lo
w

er
 w

he
n 

th
e

do
m

es
tic

 c
ou

nt
ry

 h
as

 su
ch

 m
ar

ke
t p

ow
er

.  
H

ow
ev

er
, i

f  
pr

od
uc

tio
n 

of
 th

e 
im

pe
rf

ec
t s

ub
st

itu
te

s i
s

in
st

ea
d 

le
ss

 c
ap

ita
l-i

nt
en

si
ve

 th
an

 p
ro

du
ct

io
n 

of
 th

e 
ot

he
r t

ra
da

bl
e 

co
rp

or
at

e 
ou

tp
ut

s, 
th

e 
ta

rif
f-
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lik
e 

ef
fe

ct
s o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x 
ar

e 
re

ve
rs

ed
: T

he
 ta

x 
sh

ift
s n

at
io

na
l i

nc
om

es
 to

w
ar

d

fo
re

ig
n 

re
si

de
nt

s a
nd

 in
cr

ea
se

s d
om

es
tic

 la
bo

r’
s b

ur
de

n.

Th
is

 st
ud

y 
al

so
 e

xa
m

in
es

 h
ow

 re
pl

ac
em

en
t o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x 
by

 a
ny

 o
f f

ou
r

al
te

rn
at

iv
e 

ta
xe

s w
ou

ld
 a

ff
ec

t t
he

 d
is

tri
bu

tio
n 

of
 ta

x 
bu

rd
en

s:

!
R

ep
la

ce
m

en
t b

y 
a 

ge
ne

ra
l t

ax
 o

n 
in

co
m

e 
ge

ne
ra

te
d 

by
 th

e 
us

e 
of

 c
ap

ita
l w

ith
in

 a
ll

do
m

es
tic

 se
ct

or
s –

 a
 ta

x 
th

at
 d

oe
s n

ot
 d

is
tin

gu
is

h 
be

tw
ee

n 
co

rp
or

at
e 

an
d 

no
nc

or
po

ra
te

in
ve

st
m

en
ts

 –
 sh

ift
s a

bo
ut

 1
3 

pe
rc

en
t o

f t
he

 ta
x 

bu
rd

en
 a

w
ay

 fr
om

 d
om

es
tic

 la
bo

r t
ow

ar
d

do
m

es
tic

 c
ap

ita
l o

w
ne

rs
.  

!
R

ep
la

ce
m

en
t b

y 
a 

ta
x 

on
 d

om
es

tic
 la

bo
r i

nc
om

e 
sh

ift
s t

he
 e

nt
ire

 d
om

es
tic

 re
si

de
nt

 c
ap

ita
l

ow
ne

rs
’ b

ur
de

n 
to

w
ar

d 
do

m
es

tic
 la

bo
r. 

 T
ha

t s
hi

ft 
in

cr
ea

se
s d

om
es

tic
 la

bo
r’

s s
ha

re
 o

f t
he

bu
rd

en
 b

y 
ab

ou
t 2

6 
pe

rc
en

t o
f t

he
 ta

x 
re

ve
nu

e.

!
R

ep
la

ce
m

en
t b

y 
a 

ta
x 

on
 th

e 
w

or
ld

w
id

e 
ca

pi
ta

l i
nc

om
e 

of
 d

om
es

tic
 re

si
de

nt
s –

 a
 ta

x 
th

at

ac
hi

ev
es

 c
ap

ita
l e

xp
or

t n
eu

tra
lit

y 
– 

sh
ift

s t
he

 e
nt

ire
 a

m
ou

nt
 o

f d
om

es
tic

 la
bo

r’
s b

ur
de

n

to
w

ar
d 

th
e 

do
m

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l. 
 T

ha
t s

hi
ft 

in
cr

ea
se

s t
he

 d
om

es
tic

 re
si

de
nt

 c
ap

ita
l

ow
ne

rs
’ s

ha
re

 o
f t

he
 b

ur
de

n 
by

 a
bo

ut
 6

8 
pe

rc
en

t o
f t

he
 ta

x 
re

ve
nu

e.
  W

or
ld

w
id

e,
 b

ot
h

la
bo

r a
nd

 c
ap

ita
l o

w
ne

rs
 b

en
ef

it 
sl

ig
ht

ly
 fr

om
 a

n 
in

cr
ea

se
d 

in
ve

st
m

en
t e

ff
ic

ie
nc

y 
un

de
r

th
at

 re
pl

ac
em

en
t t

ax
, b

ut
 th

e 
la

rg
es

t c
ha

ng
es

 a
re

 in
 th

e 
re

di
st

rib
ut

io
n 

of
 ta

x 
bu

rd
en

s

to
w

ar
d 

th
e 

do
m

es
tic

 o
w

ne
rs

 o
f c

ap
ita

l a
w

ay
 fr

om
 d

om
es

tic
 la

bo
r, 

an
d 

aw
ay

 fr
om

 fo
re

ig
n

ow
ne

rs
 o

f c
ap

ita
l t

ow
ar

d 
fo

re
ig

n 
la

bo
r. 

!
R

ep
la

ce
m

en
t b

y 
an

y 
of

 th
e 

la
st

 th
re

e 
do

m
es

tic
 p

er
so

na
l t

ax
es

 w
ou

ld
 e

lim
in

at
e 

fo
re

ig
n

la
bo

r’
s b

en
ef

it 
an

d 
th

e 
fo

re
ig

n 
re

si
de

nt
 c

ap
ita

l o
w

ne
rs

’ b
ur

de
n,

 e
qu

al
 to

 a
bo

ut
 7

0 
pe

rc
en

t

of
 th

e 
ta

x 
re

ve
nu

e.
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Th
e 

m
od

el
 d

oe
s n

ot
 p

ro
vi

de
 a

 th
eo

ry
 o

f i
nt

er
na

tio
na

l t
ax

 c
om

pe
tit

io
n,

 b
ut

 it
s p

re
di

ct
io

ns

of
fe

r i
ns

ig
ht

s i
nt

o 
ho

w
 th

e 
ta

x 
bu

rd
en

s a
re

 re
di

st
rib

ut
ed

 w
he

n 
m

or
e 

th
an

 o
ne

 c
ou

nt
ry

 im
po

se
s a

co
rp

or
at

e 
in

co
m

e 
ta

x.
  W

he
n 

m
or

e 
co

un
tri

es
 im

po
se

 th
e 

ta
x,

 th
e 

in
te

rn
at

io
na

l e
ff

ec
ts

 a
re

 le
ss

pr
on

ou
nc

ed
 o

n 
av

er
ag

e 
w

ith
in

 th
os

e 
ta

xi
ng

 c
ou

nt
rie

s a
nd

 m
or

e 
pr

on
ou

nc
ed

 w
ith

in
 th

e 
ot

he
r

co
un

tri
es

, t
he

 ta
x 

ha
ve

ns
.  

If
 th

e 
ta

x 
ha

ve
ns

 a
cc

ou
nt

 fo
r o

nl
y 

a 
sm

al
l s

ha
re

 o
f w

or
ld

 p
ro

du
ct

io
n,

la
bo

r’
s b

ur
de

n 
is

 a
ls

o 
sm

al
l o

n 
av

er
ag

e 
fo

r r
es

id
en

ts
 o

f t
he

 c
ou

nt
rie

s t
ha

t a
re

 n
ot

 ta
x 

ha
ve

ns
.  

B
ut

la
bo

r’
s b

en
ef

it 
ca

n 
be

 la
rg

e 
on

 a
ve

ra
ge

 fo
r r

es
id

en
ts

 o
f t

he
 ta

x 
ha

ve
ns

.  
Th

e 
be

ne
fit

 fr
om

 re
du

ci
ng

th
e 

ta
x 

ca
n 

al
so

 b
e 

la
rg

e 
at

 th
e 

m
ar

gi
n 

fo
r w

or
ke

rs
 re

si
de

nt
 in

 a
ny

 sm
al

l c
ou

nt
ry

 th
at

 is
 n

ot
 a

 ta
x

ha
ve

n.
  T

ha
t m

ar
gi

na
l b

en
ef

it 
eq

ua
ls

 th
e 

di
ff

er
en

ce
 b

et
w

ee
n 

la
bo

r’
s b

ur
de

n 
fr

om
 re

si
di

ng
 in

 a

co
un

try
 th

at
 is

 n
ot

 a
 ta

x 
ha

ve
n 

an
d 

la
bo

r’
s b

en
ef

it 
fr

om
 re

si
di

ng
 in

 a
 ta

x 
ha

ve
n.

  W
he

n 
co

un
tri

es

ar
e 

ad
de

d 
to

 th
e 

ta
x-

ha
ve

n 
gr

ou
p,

 th
e 

av
er

ag
e 

co
rp

or
at

e 
ta

x 
bu

rd
en

s w
ith

in
 th

e 
ex

is
tin

g 
ta

x-
ha

ve
n

co
un

tri
es

 a
re

 sh
ift

ed
 to

w
ar

d 
w

or
ke

rs
 a

nd
 a

w
ay

 fr
om

 th
ei

r r
es

id
en

t c
ap

ita
l o

w
ne

rs
.  

A
s m

or
e

co
un

tri
es

 b
ec

om
e 

ta
x 

ha
ve

ns
, w

or
ke

rs
 li

vi
ng

 in
 th

e 
co

un
tri

es
 th

at
 a

re
 n

ot
 ta

x 
ha

ve
ns

 a
cq

ui
re

 a
n

in
cr

ea
si

ng
 a

ve
ra

ge
 sh

ar
e 

of
 th

e 
bu

rd
en

.  
Th

e 
av

er
ag

e 
bu

rd
en

s a
re

 re
du

ce
d 

fo
r c

ap
ita

l o
w

ne
rs

 in

th
os

e 
co

un
tri

es
. 

Fo
r a

 c
ou

nt
ry

 a
t t

he
 m

ar
gi

n 
of

 d
ec

id
in

g 
w

he
th

er
 to

 im
po

se
 o

r c
ha

ng
e 

th
e

co
rp

or
at

e 
in

co
m

e 
ta

x,
 h

ow
ev

er
, i

t m
ak

es
 a

lm
os

t n
o 

di
ff

er
en

ce
 to

 d
om

es
tic

 re
si

de
nt

s w
he

th
er

ot
he

r c
ou

nt
rie

s i
m

po
se

 c
or

po
ra

te
 in

co
m

e 
ta

xe
s.

38
  H

ar
be

rg
er

 (1
99

5)
, p

. 6
5.
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A
pp

en
di

x:
  O

th
er

 S
tu

di
es

H
ar

be
rg

er

Th
e 

m
od

el
 d

ev
el

op
ed

 in
 th

is
 st

ud
y 

is
 b

as
ed

 o
n 

H
ar

be
rg

er
 (1

99
5)

, b
ut

 th
e 

re
su

lts
 a

pp
ea

r

qu
ite

 d
iff

er
en

t f
ro

m
 th

at
 st

ud
y.

  T
ha

t e
ar

lie
r s

tu
dy

 p
re

di
ct

ed
 th

at
 “

la
bo

r w
ill

 b
ea

r 2
 to

 2
½

 ti
m

es

th
e 

fu
ll 

bu
rd

en
 o

f t
he

 U
.S

.”
 c

or
po

ra
te

 in
co

m
e 

ta
x.

38
  T

hi
s s

tu
dy

 p
re

di
ct

s t
ha

t d
om

es
tic

 la
bo

r

w
ou

ld
 b

ea
r a

bo
ut

 7
4 

pe
rc

en
t o

f t
he

 c
or

po
ra

te
 in

co
m

e 
ta

x 
un

de
r s

ha
re

 a
ss

um
pt

io
ns

 a
pp

ro
pr

ia
te

 fo
r

th
e 

U
.S

. e
co

no
m

y.
  T

he
 w

id
e 

ga
p 

be
tw

ee
n 

th
os

e 
pr

ed
ic

tio
ns

 is
 e

xp
la

in
ed

 p
ar

tly
 b

y 
a 

di
ff

er
en

ce
 in

as
su

m
pt

io
ns

 a
bo

ut
 c

ap
ita

l i
nt

en
si

tie
s a

nd
 o

ut
pu

t s
ha

re
s. 

 B
ut

 m
os

t o
f t

he
 d

iff
er

en
ce

 a
ris

es

be
ca

us
e 

th
e 

bu
rd

en
s a

re
 m

ea
su

re
d 

di
ff

er
en

tly
.  

Th
e 

H
ar

be
rg

er
 (1

99
5)

 c
on

cl
us

io
n 

is
 b

as
ed

 o
nl

y 
on

ch
an

ge
s i

n 
th

e 
so

ur
ce

s o
f i

nc
om

e,
 w

he
re

as
 th

is
 st

ud
y 

co
m

bi
ne

s t
he

 e
ff

ec
ts

 o
n 

bo
th

 so
ur

ce
s a

nd

us
es

.  
A

 re
ce

nt
 st

ud
y 

by
 H

ar
be

rg
er

 (2
00

6)
 c

on
cl

ud
es

 th
at

 d
om

es
tic

 la
bo

r b
ea

rs
 9

6 
pe

rc
en

t o
f t

he

bu
rd

en
.  

Th
at

 st
ud

y 
re

ac
he

s a
 c

on
cl

us
io

n 
di

ff
er

en
t f

ro
m

 H
ar

be
rg

er
 (1

99
5)

 m
ai

nl
y 

be
ca

us
e 

th
e

la
te

r s
tu

dy
 c

om
bi

ne
s t

he
 e

ff
ec

ts
 o

n 
bo

th
 so

ur
ce

s a
nd

 u
se

s i
n 

its
 m

ea
su

re
 o

f b
ur

de
n,

 b
ut

 a
ls

o

be
ca

us
e 

th
e 

la
te

r s
tu

dy
 m

ak
es

 sl
ig

ht
ly

 d
iff

er
en

t a
ss

um
pt

io
ns

 a
bo

ut
 th

e 
U

.S
. e

co
no

m
y.

H
ar

be
rg

er
 (1

99
5)

 d
oe

s n
ot

 fu
lly

 sp
ec

ify
 th

e 
ca

pi
ta

l i
nt

en
si

tie
s a

nd
 o

ut
pu

t s
ha

re

as
su

m
pt

io
ns

 n
ec

es
sa

ry
 to

 e
xa

m
in

e 
th

e 
ef

fe
ct

s o
n 

bo
th

 so
ur

ce
s a

nd
 u

se
s. 

 H
ow

ev
er

, t
he

 c
ap

ita
l

in
te

ns
iti

es
 a

nd
 o

ut
pu

t s
ha

re
s c

an
 b

e 
sp

ec
ifi

ed
 in

 a
 w

ay
 th

at
 is

 c
on

si
st

en
t w

ith
 H

ar
be

rg
er

’s
 (1

99
5)

as
su

m
pt

io
ns

: t
ha

t l
ab

or
 e

m
pl

oy
ed

 in
 th

e 
fir

st
 tw

o 
se

ct
or

s a
cc

ou
nt

s f
or

 o
ne

-f
ou

rth
 o

f t
he

 d
om

es
tic

la
bo

r f
or

ce
; t

ha
t c

ap
ita

l u
se

d 
in

 th
e 

fir
st

 tw
o 

se
ct

or
s a

cc
ou

nt
s f

or
 o

ne
-h

al
f o

f a
ll 

ca
pi

ta
l u

se
d 

in

th
e 

co
rp

or
at

e 
se

ct
or

s;
 a

nd
 th

at
 d

om
es

tic
 c

ap
ita

l a
cc

ou
nt

s f
or

 th
re

e-
ei

gh
th

s o
f t

he
 w

or
ld

’s
 c

ap
ita

l

st
oc

k.
  O

th
er

w
is

e,
 th

e 
pa

ra
m

et
er

 v
al

ue
s (

Ta
bl

e 
A

1)
 h

av
e 

be
en

 c
om

pl
et

ed
 w

ith
 sh

ar
e 

as
su

m
pt

io
ns
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  A

lte
rn

at
iv

el
y,

 th
e 

fir
st

 th
re

e 
se

ct
or

s c
an

 b
e 

as
su

m
ed

 to
 h

av
e 

th
e 

sa
m

e 
re

la
tiv

e 
ca

pi
ta

l i
nt

en
si

tie
s a

s i
n 

Ta
bl

e 
1,

 b
ut

th
e 

ca
pi

ta
l i

nt
en

si
ty

 o
f s

ec
to

r f
iv

e 
m

us
t b

e 
m

uc
h 

lo
w

er
 fo

r t
he

 H
ar

be
rg

er
 (1

99
5)

 a
ss

um
pt

io
ns

 to
 b

e 
sa

tis
fie

d.
  E

ith
er

w
ay

, t
ho

se
 a

ss
um

pt
io

ns
 d

o 
no

t a
pp

ea
r t

o 
be

 re
as

on
ab

le
 fo

r t
he

 U
.S

. e
co

no
m

y.
  S

ec
to

r t
hr

ee
 in

cl
ud

es
 u

til
iti

es
 a
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School. He received a Ph. D. in Business Economics from Harvard University and 
a B.A. in Ethics, Politics, and Economics from Yale University. Professor Foley has 
also worked as a strategy consultant at Monitor Company and conducted research 
on multinational firms in the apparel export sector as a Fulbright Scholar in Sri 
Lanka.  

Phone: 617 495-6375  
Fax: 617 495-7659  

 

Page 141



 
William Gale 

 
  
William Gale is vice president and director of the Economic Studies Program at 
the Brookings Institution and the Arjay and Frances Miller Chair in Federal 
Economic Policy.  He conducts research on a variety of economic issues, 
focusing particularly on tax policy, fiscal policy, pensions and saving behavior.  
He is co-director of the Tax Policy Center, a joint venture of the Brookings 
Institution and the Urban Institute.  He is also director of the Retirement Security 
Project, an initiative supported by the Pew Charitable Trusts, in partnership with 
Georgetown University’s Public Policy Institute and Brookings.  
 
Gale attended Duke University and the London School of Economics and 
received his Ph.D. from Stanford University in 1987. 
 
Prior to joining Brookings in 1992, he was an assistant professor in the 
Department of Economics at the University of California, Los Angeles, and a 
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U.S. Treasury Department for Tax Policy from 1991 to –1993. From February 
2001 until March 2003, he was chairman of the U.S. Council of Economic 
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