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is the corporate income tax a tax on the return to capital?

AT i
W™ or pure profits?

or entrpreneurship?
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ability of a firm to avoid taxes is an exogenous characteristic

but not known (or not known perfectly) ex ante by
prospective entrants

NewTriks for IO N breaks for one sector may generate entry in another
° sector [as in Cherkashin, Demadova, Kee and Krishna
(2010)]
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Melitz-type model used by Davies and Eckel (2010) to
analyze corporate tax competition

their model : no entry costs ; firms footloose ; variable wage

New Tricks for

Old Dogs specialization results : high—productivity firms move to
low—tax, high—wage jurisdictions
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m nested CES utility :

U = [AL=D/7 o BO=D//6=1)

with
A— [/ qA(w)](cr—1)/adw]cr/(a—1)

A Beginning
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B — [/ qB(w)](an/adw]o/(afﬂ
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m firms differ in productivity « (output per worker) [with
density function , g(¢), distribution function G(v)], have
identical fixed costs f

m profits in sector i/ (i = A, B) taxed at effective tax rate t;

m variable costs (w/y per unit of output), fixed costs (wf)
are tax deductible

m entry costs f, are not tax deductible

A Beginning
of a Start
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Zw—7¢°~1 — wf, so that the cut—off productivity level v; in
sector i is defined by
Zw o7 —wf=0 (1)

the tax rate does not enter here directly, since all profits are
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so that profit (before tax) of a type—y firm in sector i is
Zw—7¢°~1 — wf, so that the cut—off productivity level v; in
sector i is defined by
Zw o7 —wf=0 (1)

the tax rate does not enter here directly, since all profits are

Some

Obvious taxed here

Results

the free entry condition is

w(i —t) /¢ C@@wrr T - HgW)dy — =0 ()
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ARl equations (1) and (2) define v; and Z; as functions of the
e Melitz
Model? sectoral tax rate t; and the wage rate w

with Z; an increasing function of t; and ¢; a decreasing
function of ¢

so (in this little model, at least), tax cuts in a sector do
stimulate productivity (and have no productivity spillovers)
since

Zi=YP P (o —1)7"10"

Some

bvious then tax cuts in sector A will lower the relative price of

Results

sector A output if and only if intra—sectoral substitution is
easier than inter—sectoral substitution
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what if entrpreneurs got noisy signals of the their firm would
actually choose?

would tax cuts in one sector have spillovers?

not here, | don’t think

Noisy Signals
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they will wind up in sector A

m this signal is correct with probability » > u
m free entry condition for those with an “A” signal is

o0

wn(1 — ta) g (Zaw 7y —Hg()dy  +

w(i —n)(1 — tg) /w S (Zew !~ g(W)dv — fo = @)

Noisy Signals
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= opposite signal (that they’re destined for sector B)

m the cut—off productivity levels 14 and ¢ g have no
first—order effect on the left side of equation (3)

m so the system is still recursive : equation (3)
determines the Z’s as functions of the sectoral tax
rates (and of the wage rate), and then equation (1)
determines 1); as a function of Z;

m however differentiation of (3) and its analogue show

that t, still has no effect on Zg, and therefore no effect
Noisy Signals on ¢B
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