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Research Summaries

How Do Corporate Taxes Affect Economic Activity?

Juan Carlos Sudrez Serrato and Owen Zidar

This article surveys our recent work on
the economic effects of corporate taxes, first
discussing research on the effects of state cor-
porate tax cuts and then considering how
federal tax policies that encourage invest-
ment impact workers. It concludes by out-
lining new avenues for research on related
issues.

State Corporate Taxes and
Local Economic Activity

Local and state policymakers com-
pete to attract companies to their juris-
dictions. Proponents of using business
tax cuts as incentives for firm location
argue that increases in job creation jus-
tify losses in revenue, while detractors
argue that incentives have little economic
impact and mostly benefit firm owners.
Our research provides new empirical evi-
dence of the effects of corporate taxes on
local economic outcomes and develops a
new framework to quantify the incidence
of business tax cuts and the distribution of
the benefit of such cuts among firm own-
ers, land owners, and workers.!

Corporate taxes in an open econ-
omy are conventionally thought to reduce
both efficiency and equity: they distort
the location and scale of economic activ-
ity and ultimately fall on workers via lower
wages. Previous models of corporate taxa-
tion and spatial equilibrium have limita-
tions for addressing this issue. Models of
corporate taxation usually assume that
firms earn zero profits, which implies that
firm owners cannot benefit from busi-
ness tax cuts. On the other hand, mod-
els of spatial equilibrium assume a single
firm in each location, which obviates a
meaningful role for firm location incen-
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tives. We develop a spatial equilibrium
model with imperfectly mobile firms and
workers. Firm owners may earn profits
and may be inframarginal in their loca-
tion choices due to differences in loca-
tion-specific productivities. This model-
ing innovation allows the analysis of the
effects of tax incentives to attract firms to
be informed by data.

We find that tax cuts are associated
with an increase in the number of local
firms. Moreover, as firms locate in areas
with lower taxes, there is an increase in
employment, wages, and rents. We use
the evidence on these responses to tax
changes to estimate who benefits from tax
cuts. We find that firm owners bear a sub-
stantial portion of incidence. This implies
that while business tax cuts may grow the
local economy, most of the benefits of the
tax cut accrue to relatively wealthy firm
owners.” In contrast, the burden of higher
sales taxes, which are often used to coun-
terbalance the reduction in revenue from
business tax cuts, falls disproportionately
on lower-income workers.

Our most recent work presents new
theoretical and empirical results.? First,
we enhance the empirical analysis of
the effects of state business taxes using
new data from the US Census Bureau’s
Longitudinal Business Database and
Annual Survey of Manufactures. We pro-
vide new evidence that business tax cuts
increase the local labor demand of incum-
bent firms and lead to the entry of rela-
tively less productive firms. Second, we
show that these new reduced-form effects
identify the benefits to firm owners from
state corporate tax cuts. We update our
modeling approach to estimate profit
effects and to account for the effects of

taxes on the composition of firms and the
cost of capital, thereby allowing for more
flexible responses of the local cost of capi-
tal to changes in business taxes.* Finally,
we show how to derive income shares for
each of the agents of the model and com-
pute income-share-weighted incidence
estimates. Our central finding is that firm
owners receive roughly half of the benefit
of a corporate tax cut, while workers and
landowners receive 35-40 percent and
10-15 percent, respectively.

While states compete for businesses
by lowering tax rates, they also attract
them by providing tax credits and gener-
ous deductions. We reassess the state cor-
porate tax structure — tax rates and tax
base rules—and document how it has
changed over time.> The average state-level
corporate tax rate has remained relatively
stable over the last three decades, while
the ratio of corporate tax revenue to state
GDP has generally decreased. Changes
in tax base rules, such as loss carry for-
ward provisions and investment tax cred-
its, explain more of the variation in the
ratio of state corporate tax revenue to
GDP than do changes in state corporate
tax rates. These rules account for 60 to 90
percent of the explained variation in cor-
porate tax revenues, and the trend toward
narrower state corporate tax bases helps
explain the reduction in corporate tax rev-
enues as a share of GDP. This shows that
relatively obscure changes in tax policy
may be more important for state finances
than well-debated changes in state tax
rates. Overall, we find that changes in
the structure of the corporate tax system
have been favorable for corporations and
have reduced the extent to which tax rate
increases raise corporate tax revenue.




In addition to tax rates and tax base
rules, business tax incentives are also
relied upon by states to attract and retain
companies. Cailin Slattery and Zidar
characterize these firm incentive poli-
cies, describe the selection process that
determines which places and firms give
and receive incentives, and evaluate their
economic consequences.® In 2014, states
spent between $5 and $216 per cap-
ita on incentives for firms in the form
of firm-specific subsidies and general tax
credits. These mostly targeted investment,
job creation, and research and develop-
ment (R&D). Collectively, these incen-
tives amounted to nearly 40 percent of
state corporate tax revenues on average,
but in some states incentive spending
exceeded corporate tax revenues. States
with higher per capita incentives tended
to have higher state corporate tax rates.
Recipients of firm-specific incentives were
usually large establishments in manufac-
turing, technology, and high-skilled ser-

vice industries. The average discretion-

ary subsidy cost $160 million in return
for 1,500 promised jobs. Firms tend to
accept subsidy deals from places that are
richer, larger, and more urban than the
average county, while poor places provide
larger incentives and spend more per job.
While the study yields some evidence of
direct employment gains from attracting
a firm, it does not find strong evidence
that firm-specific tax incentives increased
broader economic growth at the state and
local levels. Although incentives are often
intended to attract and retain high-spill-
over firms, the evidence on spillovers and
productivity effects of incentives is mixed.

Ethan Rouen, Suresh Nallareddy, and
Sudrez Serrato use regression and match-
ing techniques to study the effects of cor-
porate tax cuts on income inequality. 7
They find that state corporate tax cuts
lead to increases in the share of income
accruing to the top 1 percent of tax fil-
ers. Specifically, a 1 percentage point (pp)
state corporate tax cut increases the share
of income to the top 1 percent of the

income distribution by 1.5 pp. Since the
share of income accruing to the top 1 per-
cent increased by 6.1 pp between 1990
and 2010, this implies that the average
tax rate cut of 0.5 pp was responsible for
12.4 percent of this overall increase in the
top income share. This result corroborates
the findings that landowners and busi-
ness owners gain the most from business
tax cuts.

Analyzing the regional effects of
changes in spending and taxes allows us
to use policy changes as plausibly exog-
enous natural experiments to measure
the effects of fiscal policy on economic
activity. A drawback of this approach is
that reduced-form regional analyses are
not able to measure the aggregate con-
sequences of policy changes. In work
with Pablo Fajgelbaum and Eduardo
Morales, we quantify the nationwide
effects of fundamental tax reform
across states by combining the insights
from our work on corporate taxation
in spatial equilibrium models with a
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quantitative model of
trade between states.$

One insight is that
when firms choose a
location, they trade off
higher productivity,
which is partly location
specific, with lower
taxes and production
costs. Thus, a location
that lowers its taxes
attracts more firms
that were, on the mar-
gin, more productive

elsewhere. While the

Change in State GDP from Tax Haromization

Change in State GDP, %
<3.0
-3.0-0.0

mm 0.0-3.0
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A in Figure 1 shows
how the gains in GDP
are distributed across
states. While there is
considerable  varia-
tion in effects, states
that experience large
increases in govern-
ment spending, such as
Texas, Florida, Nevada,
and New Hampshire,
experience the largest
gains from harmoni-
zation. Panel B shows
that most of the gains

local increase in jobs
may benefit the local
population, the aggre-
gate consequences may

Source: Pablo Fajgelbaum, Eduardo Morales, Juan Carlos Sudrez Serrato, and Owen Zidar. NBER Working Paper 21760
and as “State Taxes and Spatial Misallocation”, Review of Economic Studies 86(1), January 2019, pp. 333-76.

from tax harmoniza-
tion can be achieved
by harmonizing state
taxes within census

be negative on net,
as overall productiv-
ity and employment may decrease. We
explore this issue by studying whether the
wide variation in taxes across states gen-
erates spatial misallocation in the United
States. We build a spatial general-equilib-
rium framework that incorporates salient
features of the US state tax system. It
allows us to compute national-level effects
of reforms that limit cross-state competi-
tion in business taxation, as well as to sim-
ulate the effects of specific aspects of the
Tax Cuts and Jobs Act

Figure 1, Panel A
ment spending.

We find that state differences in tax
rates generate spatial misallocation, which
leads to aggregate losses in GDP and wel-
fare. Specifically, worker welfare increases
by 0.6 percent when we simulate the
effects of harmonizing taxes across states
while holding spending constant. The
gains to workers are twice as large when
government spending responds endog-
enously to the changes in taxes. Panel

regions.

In addition to
studying the effects of tax harmonization,
we simulate the effects of the limit on the
state and local tax (SALT') deduction that
was enacted as part of the TCJA. Prior to
the TCJA, taxes paid to state and local
governments were deductible from federal
income taxes. This policy effectively subsi-
dized taxes in states with higher tax rates,
but it also reduced the dispersion in net
tax rates across states. We find that remov-
ing the SALT deduction nearly doubles
the standard deviation

0f2017 (TCJA).

Our model
includes the amenity
value of public services.
This allows us to com-
pute the effects of tax
reform on worker wel-
fare, accounting for the
fact that some states
may be underprovid-
ing public goods due to
cross-state tax competi-
tion. We use changes in
state tax rates between
1980 and 2010 to esti-
mate the model param-
eters that determine
how worker and firm-
location decisions
respond to changes in

Welfare change

0.60%
0.55%
0.50%
0.45%
0.40%

0.35%

|
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I | [
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Change in dispersion of tax payments per worker across states

Source: Pablo Fajgelbaum, Eduardo Morales, Juan Carlos Sudrez Serrato, and Owen Zidar. NBER Working Paper 21760
and as “State Taxes and Spatial Misallocation”, Review of Economic Studies 86(1), January 2019, pp. 333-76.

in average effective
personal income tax
rates across states. This
increase in tax disper-
sion lowers welfare by
0.75 percent.

Corporate
Investment
Incentives and the
Labor Market

Policymakers in
the US and elsewhere
often use tax incentives
to stimulate the econ-
omy. While many of
these incentives target
corporate investment,
policymakers  often

Division .

|
-0.058

state taxes and govern-
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Figure 1, Panel B

advocate for them by




arguing that the additional investment
will create jobs and raise wages for work-
ers. In contrast, detractors of these poli-
cies argue that by lowering the cost of
labor-saving machines, tax incentives for
investment may accelerate the pace of
automation. We have studied whether
incentives for capital investment stimu-
late the labor force, lead to productiv-
ity growth, or lead to the substitution of
workers with machines. To identify the
effects of changes in

period. The estimates suggest that every
job created by this policy cost taxpayers
between $20,000 and $50,000. On the
other hand, Figure 2 also shows that these
employment increases were not accompa-
nied by increases in the average earnings
of workers.

A benefit of studying the local labor
market effects of tax policies is that these
estimates capture spillover effects of cap-
ital investment on the local economy.

such as financial statements data or tax
data, the data from the Census Burcau
provide insight into manufacturing plants’
response to tax policy. Plants that increase
their capital use also have large increases
in employment. Interestingly, the employ-
ment increases are concentrated among
production workers, who are more likely
to operate new machines.

Using more aggregate data, the
research also shows that bonus depre-
ciation led to larger

capital investment, we
analyze the effects of
a policy called bonus
depreciation, which o
lowers the tax cost of
investment by allowing
companies to claim an
additional tax deduc-

3%

tion in the year that 0%

equipment  invest-

ments are made. Bonus Compensation
depreciation  poli- 3%

cies, which have been
in place in the US for
most years since 2001,
were significantly
expanded as part of
the TCJA, and have
been adopted by other

-6%

1997

Employment T

Effect of Bonus Depreciation on Local Labor Markets
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Recessionsw

I I
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2006 2009

Thin vertical bars represent 95% confidence intervals
Source: Daniel G. Garrett, Eric C. Ohrn, and Juan Carlos Sudrez Serrato. NBER Working Paper 22546 and as “Tax
Policy and Local Labor Market Behavior”, American Economic Review: Insights 2(1), March 2020, pp. 83-100.
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employment increases
for workers in demo-
graphic groups that
have been historically
excluded from the
manufacturing  sec-

100% Bonus

tor: Black, Hispanic,

female, and less-edu-

i cated workers see larger
employment increases
because of the policy.
These employ-
ment gains raise the
question of whether
policies that incen-
tivize capital invest-
ment can also increase
worker pay. In the
case of bonus depre-

2012

countries, including
China, Germany, and
the United Kingdom.
In work with Dan Garrett and Eric
Ohrn, Sudrez Serrato studies the local
labor market effects of bonus deprecia-
tion.” While bonus depreciation applies
to all corporations in the US, firms in
industries that rely on assets with longer
depreciation schedules benefit most from
the policy. The effects of the policy can be
identified by studying local labor markets
with greater exposure to the industries
that benefit the most from it. Figure 2
plots the results of an event-study analysis
showing that the introduction of the pol-
icy in 2001 led to significant employment
growth in locations with greater expo-
sure to bonus depreciation. Increasing a
location’s exposure to bonus depreciation
from the 25th to the 75th percentile of
the distribution increased employment
by 2.1 percent on average over the sample

Figure 2

However, this benefit comes at the cost
of not being able to directly estimate how
individual plants substitute between capi-
tal and labor or whether the policy leads
to additional productivity growth.

A related study by Mark Curtis,
Kevin Roberts, Garrett, Ohrn, and Sudrez
Serrato examines how US manufactur-
ing plants responded to this tax policy.1?
It analyzes confidential plant-level data
from the Census Burecau. To measure the
effects of the policy, the study compares
plants that had more to gain from the
policy to those that would benefit less,
relying on industry-level tabulations from
Eric Zwick and James Mahon.!! The data
show that plants that could benefit the
most from bonus depreciation saw sus-
tained relative increases in capital invest-
ment and in capital stocks.

Relative to other firm-level datasets

ciation, capital accu-
mulation was not
accompanied by gains in total factor
productivity at the plant level, or by
increases in the average earnings of
workers at the plants that could benefit
the most from the policy.

These findings bear on the ques-
tion of whether tax incentives for capi-
tal investment benefit workers or lead
to automation. The finding of employ-
ment increases suggests that the worst
fears about policy-driven automation
did not materialize. At the same time,
increased capital accumulation did not
translate into productivity or wage
growth. While wages did not increase
on average, the results show that the
policy helped workers from tradition-
ally underrepresented groups gain a
foothold in the manufacturing indus-
try, historically a pathway to the mid-
dle class.

NBER Reporter ¢ No. 3, September 2023 11



New Directions in
Corporate Tax Research

While the research described above
focuses on the US economy, research by
business tax scholars on other leading
economies has also made inroads. A par-
ticularly interesting case study is that of
China, which has long spent more in cap-
ital investment than the US and which
is also increasing its emphasis on innova-
tion and R&D. In a series of coauthored
papers, Sudrez Serrato has studied the
structure of business taxation in China,!?
how Chinese firms respond to tax incen-
tives for R&D investment,'? and how tax
policies interact with other investment
frictions.!* Research on business taxation
in China can improve our understand-
ing of policies used to stimulate the econ-
omy and to transition from a production-
based to a knowledge-based economy.

International taxation is also a fertile
area for business taxation research. A key
concern in this literature is that multina-
tional corporations shift profits to low-
tax countries at the expense of domes-
tic taxpayers. Some of our recent work
uses tax data to document the preva-
lence of advanced tax planning structures
among US multinationals'> and to exam-
ine whether policies meant to limit profit
shifting can be circumvented by multina-
tional corporations.!® Ongoing research
also studies the domestic employment
effects of policies that either facilitate
profit shifting!” or that aim to limit the
use of tax havens by US multinationals.!8
This research focus is particularly timely
given that international corporate taxa-
tion is in a period of flux, with the intro-
duction of global minimum taxes and
increased interest in new approaches for
cooperation. We are currently exploring
the effects of recent reforms on the invest-
ment behavior of US multinationals.!?
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