Bureau
d'économie
théorique

et appliquée
(BETA)

UMR 7522

« Unanticipated vs. Anticipated Tax Reforms in a
Two-Sector Open Economy? »

Auteurs

Olivier Cardi, Romain Restout

Document de Travail n°2012 - 01

Janvier 2012

Faculté des sciences
économiques et de
gestion

Pdle européen de gestion et
d'économie (PEGE)

61 avenue de la Forét Noire
F-67085 Strasbourg Cedex

Seceétariat du BETA
Géraldine Manderscheidt
Tél. : (33) 03 68 85 20 69
Fax: (33) 03 68 8520 70

g.manderscheidt@unistra.fr
www.beta-umr7522.fr

@ EEI]YOERRRSIIA.II-EE UNIVERSITE DE STRASBOURG




UNANTICIPATED VS. ANTICIPATED TAX
REFORMS IN A TWO-SECTOR OPEN
ECONOMY™*

Olivier CARDI' Romain RESTOUT?
Université Panthéon-Assas ERMES Université de Lorraine BETA
Ecole Polytechnique UCL IRES
Abstract

We use a two-sector neoclassical open economy model with traded and non-traded
goods to investigate the effects of unanticipated and anticipated tax reforms. First, an
unanticipated tax reform produces an expansion of GDP, labor, and investment, while
an anticipated tax reform has opposite effects before the implementation of the labor
tax cut. Quantitatively, if the traded sector is more capital intensive, GDP increases by
1.6 percentage points or declines by 2.7 percentage points after three years, depending
on whether the tax cut is unanticipated or anticipated. Second, we find that GDP
change masks a wide dispersion in sectoral output responses. As long as investment
is both traded and non traded, a tax reform substantially raises the relative size of
the non-traded sector after three years while traded output always drops. Third, a
tax reform improves welfare in all scenarios, more so if the markup is endogenous, but
less so if the shock is anticipated. Importantly, we find that welfare gains in a two-
sector economy with capital accumulation and perfect access to external borrowing are
between 39% and 89% higher than those in an economy without physical capital.
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1 Introduction

Tax reform continues to be a key item on the policy agenda of many industrialized countries.
From the early nineties, European tax systems were asked to achieve conflicting targets:
reducing the unemployment rate and achieving budget balance over the medium run. As a
consequence, several European countries have cut labor tax while consumption tax has been
raised in response to the decline in fiscal revenues, due to the unavailability of debt financing.
Recently, in response to deficits accumulated by the current crisis, western countries have
had to find new revenues while trying to avoid higher labor taxes at the same time. In
view of governments’ revenue needs and low employment rates, several OECD countries
are discussing changing the tax structure, i.e. a tax reform that puts more weight on
consumption taxes but reduces labor taxes.! Even though this kind of tax structure change
has recently gained popularity, the extent of its beneficial effects is debatable. Further,
Mertens and Ravn [2009] and Favero and Giavazzi [2011] find evidence of a fall in GDP
before the implementation of a tax cut as a result of fiscal foresight. In this paper, we revisit
the effects of unanticipated tax reforms by contrasting those of anticipated tax reforms in

a small open neoclassical economy.

One major goal in this paper is to estimate the impact of unanticipated and antici-
pated tax reforms on the sectoral composition of output. Our study is motivated by recent
estimates provided by Bénétrix and Lane [2010] which reveal that fiscal shocks have a
significant impact on the sectoral composition of aggregate output and disproportionately
benefit the non-traded sector. Furthermore, while it is currently accepted that the labor
intensive sector always benefits more from the labor tax cut, our model can test such an
assertion. We draw on earlier work by Turnovsky and Sen [1995] who develop an open econ-
omy model with a traded and a non-traded sector, but consider elastic labor supply and
imperfect competition in product markets.? One attractive feature of a two-sector model
with tradable and non-tradable goods is to cover both the closed economy and the open
economy dimensions of contemporary industrialized countries. In particular, the empirical
evidence shows that the non-tradable content of GDP and employment is substantial, at
around two-thirds.? From an analytical point of view, as in a closed economy model, cap-
ital accumulation clears the home good market, see e.g., Baxter and King [1993]. In the
same way as in a small open economy, external borrowing allows households to smooth con-
sumption intertemporally. In this regard, our setup allows us to estimate rigorously overall
welfare effects of a tax reform, whether the tax cut is anticipated or not, and to compare

the change in welfare with that prevailing in an economy without capital accumulation.*

'See Auerbach [2011] and IMF [2010].

2Coto-Martinez and Dixon [2003] use a similar framework to ours, but they analyze the effects of an
unanticipated permanent rise in government spending.

3Non-tradable proportions are given in Table 4 (see Appendix A).

4In a two-sector open economy without physical capital, the intertemporal solvency condition requires



Such a welfare analysis enables us to isolate the gain stemming from capital accumulation
and access to external borrowing. Our numerical results reveal that welfare gains in a
two-sector economy with capital accumulation and perfect access to external borrowing are

between 39% and 89% higher than those in an economy without physical capital.

Since tax reforms take various forms, we consider three types of policy experiments: i)
two revenue-neutral tax reforms shifting the tax burden from labor to consumption tax and
ii) one labor tax reform shifting the composition of the tax wedge from payroll taxes (i.e.
the employer’s part of labor taxes) to wage taxes (i.e. the employee’s part of labor taxes).?
The motivation for considering such revenue-neutral tax reforms draws on the change in tax
structure in European countries over the last twenty years. Figure 1 plots changes in labor
taxes and consumption taxes over the period 1993-2010 for six European countries featuring
high labor taxes and unemployment rates in the early nineties. Figure 1 shows that the
labor tax has been lowered by about 3 percentage points and over the same period the
consumption tax has been raised substantially in response to the decline in fiscal revenues.
Other countries, for example Hungary in the nineties, did not change the consumption tax
but instead cut payroll taxes and raised wage taxes. Hence, we also estimate the effects of
a shift from payroll taxes to progressive wage taxes as in Heijdra and Lightart [2009]. From
a theoretical point of view, focusing on the three tax reforms outlined above is analytically
convenient. More specifically, we show that changes in aggregates following a tax reform

are simply a scaled-down version of the changes after a labor tax cut associated with a fall

in lump-sum transfer.

Several papers exist, taking the neoclassical and New Keynesian approaches, that ana-
lyze the effects of tax reforms in an open economy, see e.g., Mendoza and Tesar [1998] and
Langot et al. [2012], Coenen et al. [2008]. However, most of the analyses consider unan-
ticipated tax shifts. Recent VAR empirical evidence documented by Mertens and Ravn
[2009] shows that a tax cut produces opposite responses in GDP, hours worked and in-
vestment during the pre-implementation period compared to the responses after the policy
implementation.” More specifically, evidence provided by Mertens and Ravn shows that
an unanticipated tax cut gives rise to significant increases in output, hours worked, and
investment while an anticipated tax cut is associated with pre-implementation declines in

these aggregates. By contrast, the real wage increases, whether the tax cut is anticipated

the stock of foreign bonds to be equal to its initial predetermined value. Hence, such an economy behaves
like a closed economy which has no access to external borrowing, as long as the tax cut is unanticipated.

5When studying the effects of revenue-neutral tax reforms, we consider alternatively a fall in payroll taxes
or a drop in progressive wage taxes coordinated with a rise in consumption tax keeping the government
budget balanced.

SNote that the literature analyzing the effects of a tax reform that shifts the tax burden from labor to
consumption commonly use a closed economy framework, see e.g., Auerbach [1996], Heer and Trede [2003],
Lehmus [2011].

"Exploiting the distinction between anticipated and unanticipated tax shocks proposed by Mertens and
Ravn [2009], Favero and Giavazzi [2011] also find that anticipated tax shocks have opposite effects on GDP
in the pre-implementation and post-implementation periods.
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Figure 1: Tax Rates in Six European Countries (BEL, ESP, FIN, FRA, ITA, SWE). Notes:
Both labor and consumption tax are provided by Mc Daniel [2007] who estimated effective
tax rates for a sample of fifteen OECD countries covering the period 1950-2003 and updated
tax series so that sample is running from 1950 to 2010. The labor tax is the average tax
rate on household income plus average payroll tax rate paid by employer and employee.
The consumption tax is the average tax rate on consumption expenditures. The procedure
for choosing these six countries is detailed in Appendix A.1.

or not. Our results contribute to the existing literature on tax reforms by contrasting the
impact of unanticipated labor tax cuts with the effects of announced labor tax reductions.®
Additionally, whereas the previous literature estimates the impacts of tax reforms only nu-

merically, we consider a continuous-time framework which allows us to establish a number

of analytical results.

Our paper provides three sets of key findings. First, we find that a shift from payroll
taxes to consumption taxes produces an increase in GDP which is about half-way between
the large-scale effects after a shift from progressive wage taxes to consumption taxes and
the much smaller effects following a shift from payroll taxes to progressive wage taxes.
Second, the predictions of our model are broadly in line with the VAR evidence related to
the effects of tax shocks. In particular, we find that an unanticipated tax reform involving
a labor tax cut stimulates consumption, crowds in investment, increases employment and
raises GDP, in line with estimates by Mertens and Ravn [2009]. Moreover, in accordance
with the evidence from Romer and Romer [2010] for the US and Cloyne [2011] for the
UK, the open economy experiences a trade balance deficit on impact as consumption of
the traded good increases while traded output falls.” When considering an anticipated
labor tax cut, we find that GDP, hours worked and investment decline during the pre-

implementation period, regardless of sectoral capital intensities. The reason is that agents

8Yang [2005] and House and Shapiro [2006] analyze the effects of anticipated tax cuts by using a neo-
classical framework. In contrast to these two studies, we consider an open economy model with tradables
and non-tradables.

9According to Romer and Romer’s [2010] estimates, an exogenous tax cut results in a trade balance
deficit by driving down exports and raising imports. Cloyne [2011] finds similar results for the UK, although
the response of exports is quite muted.



now anticipate that they will be richer in the future. The consequent positive wealth effect
induces them to raise consumption and lower labor supply. As a result, GDP falls initially
while higher private consumption crowds out investment expenditure. Third, numerical
results reveal that aggregate effects mask a wide dispersion in sectoral output responses.
Following an unanticipated 1 percent decrease in the tax revenue (relative to GDP), we find
numerically that GDP increases by about 1.6 percentage points after three years.' The
sectoral decomposition of GDP growth shows that traded output declines by about -1.3
percentage points of initial GDP while non-traded output rises by 2.9 percentage points. If
the tax reform is anticipated, GDP falls by 2.7 percentage point and up to 3 percentage point
if investment is both traded and non traded. In the latter case, a tax reform substantially
raises the relative size of the non-traded sector after three years while the cumulative
response of traded output is always negative. While purchases of traded goods can be
borrowed, non-traded goods must be produced at home. Since expenditure on consumption
goods rise, the optimal response of the open economy is to initially import traded goods
by running a current account deficit and specialize in the production of non-traded goods

at home.

Moreover, we explore quantitatively the role of the competition channel in driving the
effects of a tax reform. In particular, a growing amount of literature emphasizes that the
variation in the number of competitors and the consequent change in the markup provides
an important magnification mechanism, see e.g., Jaimovich and, Floetotto [2008], Wu and
Zhang [2000], Zhang [2007].1 We draw on Jaimovich and Floetotto [2008] in allowing for
the markup to be endogenous.'? Following an unanticipated tax reform, our numerical
results show that abstracting from the competition channel would underestimate the three
years cumulative response of GDP by 5%. When the shock is anticipated, sectoral capital
intensities and endogenous markup interact in determining the extent of the effects. If the
traded sector is more capital intensive, a model with a fixed markup would underestimate
the drop of GDP after three years by almost 15% as the rise in the markup during the
pre-implementation period triggers a recessionary effect on non-traded output. In all cases,
welfare gains are larger when the markup is endogenous as the competition channel raises

further consumption by reducing prices.

Finally, when analyzing the sectoral and distribution effects, we find that our two-sector

model produces two counter-intuitive results: i) the more labor intensive sector does not

100ur numerical results are close to the estimates provided by Perotti [2011] who finds that an unexpected
1 percentage point of GDP decrease in taxes leads to an increase in GDP by about 1.5 percentage points after
three years. Note that the empirical literature commonly reports cumulative responses over a three-year
horizon.

"For a group of 14 OECD countries and 5 industries, Wu and Zhang [2000] find evidence of a significant
impact of tax rates on markups. Specifically, the authors find that higher income tax raises the markups by
reducing the number of firms.

2Note that our model is close to Coto-Martinez and Dixon’s [2003] framework. In contrast to the authors,
we allow for the markup to be endogenous and estimate numerically the effects of both unanticipated and
anticipated tax reforms.



always expand following a labor tax cut, ii) and the workers do not always benefit from
the labor tax cut.!> Regarding the distribution effects, when the fall in the labor tax is
anticipated, the fall in hours worked raises the capital-labor ratio which in turn drives
the labor share down sharply, and more so when the markup is endogenous, regardless
of sectoral capital intensities. However, once the tax cut is implemented, the labor share

recovers immediately.

Closely related to our paper is the study by Petrucci and Phelps [2009] who use a life-
cycle two-sector setup to analyze the consequences of a labor tax cut compensated by a fall in
government spending, or a rise in capital or consumption tax. In a similar spirit, we achieve
a better understanding of the aggregate effects of tax reforms by investigating sectoral effects
in an open economy. In contrast to our study, they restrict their analysis to the effects
of unanticipated tax cuts while we investigate the consequences of both unanticipated and
anticipated tax reforms. Additionally, we consider a traded sector alternatively more or less
capital intensive than the non-traded sector. Further, we introduce imperfect competition
in product markets, contrasting the case of a fixed markup with that of an endogenous
markup. Finally, we estimate numerically the short-run and long-run effects and conduct
a sensitivity analysis with respect to the anticipation horizon.

The remainder of this paper is organized as follows. Section 2 outlines the specification
of a two-sector open economy model with traded and non-traded goods. Sections 3 and
4 provide an analytical exploration of the short-run and long-run effects of unanticipated
and anticipated tax reforms. In section 5, we report results from numerical simulations
and discuss both the aggregate and sectoral effects of a tax reform, contrasting the case
of an unanticipated labor tax cut with that of an anticipated tax cut. Section 6 explores
the case of an endogenous markup and discusses the quantitative role of the competition
channel. Section 7 compares welfare effects after an unanticipated tax reform with those
following an anticipated tax cut. In Section 8, we summarize our main results and present

our conclusions.

2 The Framework

We consider a small open economy that is populated by a constant number of identical
households and firms that have perfect foresight and live forever.'* The country is small in
terms of both world goods and capital markets, and faces a given world interest rate, r*. A
perfectly competitive sector produces a traded good denoted by the superscript T" that can

be exported while an imperfectly competitive sector produces a non-traded good denoted

A two-sector model allows us to investigate the distribution effects, i.e. the movement in the labor
share, while in a one-sector model, the labor share is fixed as long as the elasticity of substitution between
capital and labor is equal to one.

MMore details on the model as well as the derivations of the results which are stated below are provided
in a Technical Appendix which is available at http://www.beta-umr7522.fr/productions/publications/
2012/2012-01.pdf.



by the superscript N. The setup allows for traded and non-traded goods to be used in both

investments and consumption. The traded good is chosen as the numeraire.

2.1 Households

At each instant the representative agent consumes traded goods and non-traded goods
denoted by CT and C¥, respectively, which are aggregated by a constant elasticity of

substitution function:
o

¢—1 | ¢p—1
¢

+(1- ) (CN) , (1)

1 o1
C(CT,0N) = |p@ (CT) #
where ¢ is the weight attached to the traded good in the overall consumption bundle
(0 < ¢ < 1) and ¢ is the intratemporal elasticity of substitution (¢ > 0).

The agent is endowed with a unit of time and supplies a fraction L(t) of this unit as
labor, while the remainder, | = 1 — L, is consumed as leisure. At any instant of time,
households derive utility from their consumption and experience disutility from working.
Households decide on consumption and worked hours by maximizing lifetime utility:

& 1 1—-L 1 1+-L _
v PO 770 —y L) b, @
o |1-2L 1+ -

oc oL

where (3 is the consumer’s discount rate, oo > 0 is the intertemporal elasticity of substitu-

tion for consumption, and o > 0 is the Frisch elasticity of labor supply.

Factor income is derived by supplying labor L at a wage rate W, and capital K at a
rental rate RX.16 Labor is taxed at rate 7. The wage tax is levied on households’ wage
income above a certain threshold k, which represents the personal tax allowance. Thus,
WA =W — (W — k) 7H corresponds to the after-tax wage. As long as tax allowances
are positive, the tax system is progressive which means that the average tax burden rises
with the wage rate. In addition, households accumulate internationally traded bonds, B(t),
that yield net interest rate earnings of r*B(t). Denoting lump-sum transfers by Z, the

households’ flow budget constraint can be written as:

B(t) =r*B(t) + RE()K () + WA)L(t) + Z(t) — Po (P(t)) (1 +79) C(t) — Pr (P()) I(t),

3)
where Po (Pr) is the consumption (investment) price index which is a function of the
relative price of non-traded goods P. The last two terms represent households’ expenditure

c

which include purchases of consumption goods, inclusive of a consumption tax 7%, and

investment expenditure Prl.
Aggregate investment gives rise to overall capital accumulation according to the dynamic
equation

() = I(t) - 65K (2), (4)

5The price of the traded good is determined on the world market and exogenously given for the small
open economy.
16We abstract from capital income tax which is beyond the scope of this paper.



where we assume that physical capital depreciates at rate dx.'7

The investment good is
produced using inputs of the traded good and the non-traded good according to a constant-

returns-to-scale function which is assumed to take a CES form:

¢r
ér—1 ¢r—171 %71

1=1(I1",1V) = ﬁ% (7)1 + (1= p)?r (1Y) o1 , (5)

where 0 < ¢ < 1 is the weight of the investment traded input and ¢; corresponds to the
intratemporal elasticity of substitution between investment traded goods and investment
non traded goods.

Denoting the co-state variable associated with eq. (3) by A, the first-order conditions

characterizing the representative household’s optimal plans are:

C=(Pc(1+7%N) ", (6a)
(A a)"
L= (ﬁw ) , (6b)
A=\(B-1Y), (6¢)
RK P
?I*(SKjLOz[F:T, (Gd)

and the appropriate transversality conditions. In an open economy model with a represen-
tative agent having perfect foresight, a constant rate of time preference and perfect access
to world capital markets, we impose 8 = r* in order to generate an interior solution. This
standard assumption made in the literature implies that the marginal utility of wealth, A,
will undergo a discrete jump when individuals receive new information and must remain
constant over time from then on, i.e. A = ). Finally, applying Shephard’s lemma gives
consumption (investment) in tradables C7 = (1 — a¢) PcC (IT = (1 — ay) P;I) and non-
tradables PCY = agPcC (PIYN = arPrI), where ac (ag) denotes the non tradable content

of consumption (investment) expenditures.'®

2.2 Firms

Both the traded and non-traded sectors use physical capital, K7 and K, and labor, L’
and LY, according to constant returns to scale production functions, Y7 = F (K T LT) and
YN=H (K N LN ), which are assumed to have the usual neoclassical properties of positive
and diminishing marginal products. Both sectors face two cost components: a capital rental
cost equal to R¥, and a labor cost equal to the wage rate plus the employer’s part of labor
taxes, i.e. WF =W (1 +7F ) The traded sector is assumed to be perfectly competitive.
The first order conditions derived from profit-maximization in the traded sector state that

factors are paid to their respective marginal products, i.e. Fxr = RX and I, = WF. As

7In the rest of this paper, the time-argument is suppressed for the purposes of clarity.

(1—g)P1 =9 (1—p)P=?1
p+(l—g)PL=¢ er+(l—pp)P'=%1"
negatively on the relative price P as long as ¢ > 1 (¢7 > 1).

8Qpecifically, we have ac = and a;f = Note that ac (ar) depends



described in more detail below, the non-traded sector contains a large number of indus-
tries and each industry comprises differentiated monopolistically competitive intermediate

firms.1?

The final non-traded output, YV, is produced in a competitive retail sector with a con-
stant returns to scale production which aggregates a continuum of measure one of sectoral
non-traded goods.?? We denote the elasticity of substitution between any two different sec-
toral goods by w > 0. In each sector, there are N > 1 firms producing differentiated goods
that are aggregated into a sectoral non-traded good. The elasticity of substitution between
any two varieties within a sector is denoted by ¢ > 0, and we assume that this is higher than
the elasticity of substitution across sectors, i.e. € > w (see Jaimovich and Floetotto [2008]).
Within each sector, there is monopolistic competition; each firm that produces one variety
is a price setter. Output &;; of firm 7 in sector j is produced using capital and labor, i.e.
Xij = H (K;j,L;j). Each firm chooses capital and labor by equalizing markup-adjusted
marginal products to the marginal cost of inputs, i. e. PHg/u = RX and PHp/u= wt,
where p is the markup over the marginal costs. In a symmetric equilibrium, non-traded
output is equal to YV = NX = H (KN,LN). We assume that there is a large number
of firms within each sector, so that each single intermediate producer is small relative to
the economy. In this set up each producer in a sector faces the same price elasticity of

demand, €. Hence, the producer of a variety charges a constant markup p = where

=1
e is the price-elasticity of demand. Because the number of competitors is large, e is equal
to €. In section 6, we relax this assumption and assume instead that a finite number of
firms operate within each sector producing non-tradable varieties.?! Whether the markup

is fixed or endogenous, we assume instantaneous entry, which implies that the zero profit
condition holds at each instant of time.

Denoting by k! = K'/L the capital-labor ratio for sector i = T, N, enables us to
express the production functions in intensive form, i.e. f (kT) = F (K T,LT) /LT and
h (kN) =H (KN, LN) /LY. Production functions are supposed to take a Cobb-Douglas
form: f (kT) = (kT)eT, and h (kN) = (kN)eN, where 07 and OV represent the capital
income share in output in the traded and non-traded sectors respectively. Since inputs can

move freely between the two sectors, marginal products in the traded and the non-traded

9Tn the lines of De Gregorio, Giovannini and Wolf [1994], the non-traded sector is assumed to be mo-
nopolistically competitive. This assumption also relies upon observed empirical facts. According to our
estimates for a sample of fourteen OECD economies, the markups in the traded sector average 1.2 with a
small dispersion across countries whereas for the non-traded sector, the markups average about 1.4 with a
large dispersion across countries. Additionally, assuming that the traded sector is imperfectly competitive
would not affect the results qualitatively, as long as the markup is fixed. Estimates of the markups charged
by the traded sector are available on request, while estimates for the non-traded sector are reported in Table
4.

20This setup builds on Jaimovich and Floetotto’s [2008] model. Details of its derivation can be found in
the Technical Appendix.

21 As stressed by Yang and Heijdra [1993], departing from the usual assumption made by Dixit and Stiglitz
[1977] implies that the price elasticity of demand becomes an increasing function of the number of firms and
that the markup is endogenous.



sector equalize:

o7 (k1) ' = ];HN (k)" = R (7a)
(1-67) (k)" = 1; (1—6N) ()" = W, (7h)

These static efficiency conditions mean that the sectoral marginal products of capital and
labor must equal the capital rental rate R and the labor cost W, respectively.
Aggregating labor and capital over the two sectors, gives us the resource constraints for

the two inputs:

"+1VN =L, KT'4+KN=K, (8)

where LN = N,CN and KN = N’CN.
2.3 Government

The final agent in the economy is the government which finances government expenditure
on traded and non traded goods, G = GT + PGY, and lump-sum transfers to house-
holds Z by raising taxes on consumption, 7¢PoC, and labor, [TH (W —k)+ TFW] L =

(WF — WA) L, in accordance with the balanced condition:%2
rPcC+ (WE - WAL =2+G"+ PGV, (9)

Since tax reforms can take various forms, we consider three types of tax restructuring.
We explore two revenue-neutral tax reforms which involve simultaneously either cutting
payroll taxes by drf < 0 or progressive wage taxes by d7 < 0 and raising consumption
taxes by dr¢ > 0 so that the government budget is balanced. As long as the tax system is
progressive, i.e. k£ > 0, cutting either 77" or 7 produces different labor outcomes because
the payroll tax and wage tax bases are not equal.

These two revenue-neutral tax reforms cause a fall in the marginal tax wedge denoted
by 7™ defined as the difference between the producer wage and the after-tax marginal wage

expressed as a percentage of the producer cost:

1—7H
TM:1—1+TF. (10)

We further analyze a third type of tax restructuring which involves simultaneously cutting
payroll taxes by drf < 0 and raising progressive wage taxes by dr > 0 so that the

marginal tax wedge is unchanged.

2.4 Short-Run Static Solutions

System (7a)-(7b) can be solved for sector capital intensity ratios: k7 = k7 (P) and kY =
kN (P). Using the fact that W1 = (1 — GT) (/{T)GT, the wage rate depends on P and the

22Government spending on traded GT and non traded goods PG™ are considered for calibration purposes.



employer’s part of labor taxes 71" as well, i.e. W =W (P, TF), with Wp 2 0 and W_r < 0.
An increase in the relative price P raises or lowers W depending on whether the traded
sector is more or less capital intensive than the non-traded sector. A fall in 7 induces

firms to raise the wage W to equalize the labor marginal product with the labor cost.

Plugging sectoral capital-labor ratios into the resource constraints and production func-
tions leads to short-term static solutions for sectoral output: Y7 = Y7 (K,L,P) and
YN = YN (K, L, P). According to the Rybczynski theorem, a rise in K raises the output
of the sector which is more capital intensive, while a rise in L raises the output of the
sector which is more labor intensive. An increase in the relative price of non-tradables P
exerts opposite effects on sectoral outputs by shifting resources away from the traded sector

towards the non-traded sector.

By substituting first W = W (P, 7), eqs. (6a)-(6b) can be solved for consumption
and labor supply as follows: C' = C(S\, P, TC) with C5 < 0, Cp < 0, C.c < 0, and
L=L(\P,77) with Ly >0, Lp 2 0, and L,; <0 (with j = F, H). A rise in the shadow
value of wealth induces agents to cut their real expenditure and to supply more labor. By
raising the consumption price index, an appreciation in the relative price of non-tradables
drives down consumption. Depending on whether k7 = kY, a rise in P stimulates or
depresses labor supply by raising or lowering W. Reducing the labor tax 77 raises the

after-tax wage W4 and thereby provides an incentive to supply more labor.
2.5 Equilibrium Dynamics

The adjustment of the open economy towards the steady-state is described by a dynamic
system which comprises two equations. First, the dynamic equation for the relative price of
non-traded goods (6d) which equalizes the rates of return on domestic capital (i.e. R /P;—
8k +arP/P) and foreign bonds r*. Second, the accumulation equation for physical capital
clears the non-traded goods market along the transitional path:?3

YRUSLE) _ oN (X, P,rC) - GV

Py

K= — 0k K, (11)
with L = L (A, P,77) (with j = F, H).
Dynamic equations (6d) and (11) form a separate subsystem in P and K. Inserting

short-run static solutions, linearizing these two equations around the steady-state, and

denoting the long-term values with a tilde, we obtain in a matrix form:

. YN YN jN l1— ~
B\ HE o & -op)+ Bl \ ko) - & )
. - T ~
P 0 L [%K —(1—ap) (* + 5K)} P(t)— P

The trace of the Jacobian matrix is equal to r*. When abstracting from tradable investment,

we have ay = 1 and P; = P. Then the sub-system possesses two eigenvalues (one positive

23To derive (11), we proceed as follows. According to the non-traded good market clearing condition,
we have IV = Y — CN — GV. Then using the fact that IV = P;I and substituting the physical capital
accumulation equation (4), we get (11).
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N ~
and one negative) equal to (YTK — (5K> and Y£/P. Assuming that investment is both
traded and non-traded implies that the sub-system has two eigenvalues (one positive and one
N T
negative) equal to %YTK —dx and 0%1 [% — (1 —ay) (r* 4+ k) |. Irrespective of the relative
I

sizes of the sectoral capital-labor ratios, the equilibrium yields a unique one-dimensional

stable saddle-path.

Denoting the negative eigenvalue by v; and the positive eigenvalue by 15, the general

solutions for K and P are
K(t) — K = Bie"' 4 Bye™, P(t) — P = wiB1e"'! + wiBye?t, (13)

where By and By are constants to be determined and wé is the element of the eigenvector

associated with the eigenvalue v; (with ¢ = 1,2).

Two features of the two-sector economy’s equilibrium dynamics deserve special atten-
tion. First, as long as the markup is fixed, if k7 > k%, the temporal path for the relative
price remains flat for the no-arbitrage condition (6d) to be fulfilled. Hence, in this case,
w% = (. If capital intensities are reversed, then w% < 0. As a consequence, the relative
price exhibits transitional dynamics; P and K move in opposite directions. Second, after
an unanticipated permanent tax cut, to ultimately approach the steady-state (IN( , ]5) and
to satisfy the transversality condition, it is necessary to set the arbitrary constant Bs to
zero. When the tax reform is announced for time 7, new information arrives at time 0 so
that agents modify their decisions. Hence, two periods have to be considered, namely a
first period (i.e. a pre-implementation period) over which the tax reform is expected, and
a second period (i.e. an implementation period) once the tax reform is in effect. While the
small country adjusts along a stable path once the tax cut is implemented, i. e. By must be

set to zero, the economy follows unstable paths over the pre-implementation period. These
are described by eqgs. (13).
Substituting (11) and (9) into (3) yields the the current account equation denoted by
CA:
CA=B=rB+Y"(K,L,P)-C" (\,P,7%) -G" - I", (14)

where L = L (;\, PrF TH) and the second term on the RHS, i.e. NX =YT-CT-GT-1IT,
corresponds to net exports denoted by NX. Linearizing (14) around the steady-state and

substituting (13), the general solution for the stock of foreign assets is given by:

B(t) = B + [(BO - B) — &8 — q>232] et 4 & Bret + By By, (15)
where ®; = Vljilr* and &y = VQA_]QT* 24

*Linearizing (14) in the neighborhood of the steady-state and substituting general solutions
. ~ Py N
(13), we have: B = 1 (B(t)—B) + Y2 NiBie"' with N; = [YE-(Lar) PYK} N

ar m
{(YPT —Ch) - (%) p (% - cﬁ) — 61 (%) iN} wi with i = 1,2. Note that if the markup is fixed,
we have ws = 0if k7 > kY and w3 = 0 if &Y > k7.
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When implementation of the tax reform is announced at time 7, we must take into
account that the open economy accumulates (or decumulates) assets (i.e. domestic capital
and foreign bonds) over the pre-implementation period. The time path for net foreign assets
is described by eq. (15) during this unstable period. As stocks of assets are modified over
period 1 (i.e. (0,7)), we have to take new initial conditions (i.e. By and K7) into account

when the tax reform is in effect.2’

2.6 Steady-State

We now briefly describe the steady-state. Setting P =0 into eq. (6d), we obtain equality

between the marginal product of capital and the capital rental cost:

Phk[#2<fd}::fy(ﬁ)(fb+5K). (16)

This equality implies that the steady-state value of the relative price of non-tradables, ]5,

remains unaffected by a tax reform (as long as p is fixed).

(167 [k7(P))""

- . Substituting

The steady-state level of P determines the wage rate W =
the wage rate into the labor supply decision evaluated at the steady-state, we get L=
{% [W — (W — /-@) TH:| }UL. A labor tax cut exerts two opposite effects on L. By producing
a positive wealth effect (i.e. a fall in \), agents are induced to supply less labor while the
increased after-tax wage counteracts this influence.

Setting K = 0 into eq. (11), the market-clearing condition for the non-traded good is
given by:

vV (KL P) fu=CN (3 P,r) + IV + GV, (17)
where IV = P}(SKR’.

Setting B = 0 into eq. (14) leads to the market-clearing condition for the traded good:
PB=NXx=Y" (f<, L 15) —cT (x, P, TC) —GT T, (18)

where N X represents steady-state net exports and I7 = (PI — PP}) oK.

The steady-state stock of foreign bonds B is related to the stock of physical capital
through the nation’s intertemporal budget constraint which must be imposed for the country

to remain ultimately solvent:2%

B—&:@Jk—mﬂ, (19)

2 Following an unexpected tax reform, the economy moves along a stable path; hence, the trajectory for
B(t) is obtained by invoking the transversality condition lim:_. /_\B(t)ef"'*’S = 0 which implies that the
constant B> must be set to zero.

26Qubstituting first the short-run solutions, then linearizing the dynamic equation of the internationally
traded bonds (14) in the neighborhood of the steady-state, substituting the solutions for K (¢) and P(t) and
finally invoking the transversality condition, we obtain the linearized version of the nation’s intertemporal
budget constraint (19).
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where ®1 < 0 describes the effect of capital accumulation on the external asset position
and Kj and By are the initial conditions.2” The four equations (16)-(19) jointly determine
P, K, B, and \.

Before analyzing in detail the effects of a tax reform, we think it would be convenient to
build intuition by discussing the long-run effects of a labor tax cut. The consequent rise in
the wage rate stimulates labor supply. Higher real disposable income induces households to
consume more. While purchases of traded goods can be borrowed, non-traded goods must
be produced at home. Since expenditure on consumption goods rise, the optimal response
of the open economy is to initially import traded goods by running a current account deficit
and specialize in the production of non-traded goods at home. While the open economy
must run a trade balance surplus to service the debt accumulated along the transitional

path, higher non-traded output raises the steady-state capital stock.

3 Effects of Unexpected Tax Reforms

In this section, we explore analytically the macroeconomic effects of an unexpected tax
reform, emphasizing how a labor tax cut modifies the sectoral composition of GDP and
its distribution between labor and capital.?® Below, we discuss alternatively the case of
a traded sector that is more capital intensive than the non-traded sector and the case
of a traded sector that is relatively less capital intensive. While we are able to derive
impact and steady-state effects in both cases, we present analytical results only in the case
kT > EN since the case k" > kT leads to uninteresting complications. When discussing
the distribution effects, we will provide analytical results in both cases, i.e. kT = EN, since
the direction of the change in the labor share relies heavily on sectoral capital intensities.
To preserve analytical tractability, we abstract from traded investment by setting ¢; = 0

so that oy = 1 and Py = P.%
3.1 Revenue-Neutral Tax Reforms

We analyze first the long-run effects of two revenue-neutral tax reforms. To avoid confusion,

we denote by the superscript ‘j’c the effects of a fall in the labor tax by d7/ < 0 (j = F, H)
coordinated with a rise in the consumption tax rate by ch‘j © Which is endogenously
determined so that the government budget constraint is met. Differentiating (9) gives the
change in the consumption tax:

Fj AjWAE{l—O'L

v gi (1 — é) [Tc + (W‘)} }7:3' >0, (20)
T reC ) {1 el [0+ ()|}

2"Since for all parameterizations, ®; is always negative, we assume ®; < 0 from now on. Hence, capital
accumulation deteriorates the current account along the transitional path.

28In deriving formal solutions, without loss of generality, we assume that the rate of depreciation of
physical capital is zero. In the numerical analysis, we relax this assumption.

29As will become clear later when discussing numerical results, we obtain similar qualitative results
whether oy =0 or 0 < 7 < 1.

%C‘jac
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where we denote by a hat the percentage deviation from initial steady-state and we set
F o WFEL F_ (-mw H_q_ & 30
O<§*0LWFZ+0CPCC<1’O<A =5a <Land 0 <A =1-45 <L

The numerator of the RHS term of eq. (20) reflects the effect of a labor tax cut on tax

revenue while the denominator corresponds to the effect of a rise in the consumption tax.
The first term on the RHS simply reflects the relative size of the tax bases while the second
term shows the change in tax bases. On the one hand, a labor (consumption) tax cut
(rise) lowers (increases) public revenue, keeping consumption and employment unchanged.
On the other hand, a labor (consumption) tax cut (rise) raises (lowers) employment and
consumption, and thereby increases (decreases) tax revenues by raising (lowering) tax bases.
While analytically, the net overall effect is ambiguous, for reasonable values of oy, and o¢
and the tax rates, we find numerically that TV > 0 and T'® > 0. Hence, following a labor

tax cut (i.e. 7/ < 0), the consumption tax must increase to balance the budget.
Steady-State Effects

To analyze the long-run adjustment of macroeconomics aggregates, it is convenient to
assume k7 > kN3l A tax reform involving a labor tax cut raises after-tax labor income
and thereby produces a positive wealth effect. The change in the marginal utility of wealth

after a tax reform is given by:32

AP = Enisi - (1 - 5) P <0, j=FH. (21)
where 77 < 0, ?CV’C >0,0< A <1,and 0 < € < 1. As shown by the term on the RHS
of (21), both a labor tax cut and a rise in the consumption tax lowers \ as agents raise
labor supply and cut consumption which raises private wealth in both cases. Hence, (21)

implies that the shadow value of wealth falls more after a revenue-neutral tax reform than

following a labor tax cut financed by a decline in lump-sum transfer.

Assuming that the stock of financial wealth plus transfers is positive, the labor tax base

is smaller than the consumption tax base.?® Hence, 7€

must increase by less than the drop in
labor tax to balance the budget. As a result, denoting by X the macroeconomic aggregates
C,L,K,NX, the long-term effect of a tax reform is simply a scaled-down version of the
long-term change in the aggregate X after a labor tax cut financed by a fall in lump-sum

transfer (denoted by %%j ). Formally, we have:

2 X .
XPC=eCZ4 >0, j=FH, (22)
TJ
iC _ PcC[1 WAL
where 0 < @€ = PO [1 - WAL ] <,

30Note that 77 = i:i and 77 = A7
31 As will become clear when discussing numerical results, long-run effects are similar both qualitatively

and quantitatively whether k7 > k™ or & > k7.

32The change in the marginal utility of wealth after a revenue-neutral tax reform is: d:\|j’c

_ 09X J
= mdr +
;’T—)‘Cdrc ’]"C. Substituting the steady-state change after a labor tax change, i.e. 9\/077, and the steady-state
change after a consumption tax change, i.e. 9X\/97C, gives eq. (21).

33Denoting~by A = B+ PK the stock of financial wealth, at the steady-state, we have: 7" A+ Z + WAL =
Pc (1 + TC) C. As long as r*A + Z > 0, the consumption tax base is larger than the labor tax base.
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The change in labor supply is central to the propagation mechanism. As the wealth
effect is smaller than the positive influence of the increased after-tax wage on hours worked,

a shift of the tax burden from labor to consumption induces agents to supply more labor:
LPC = —0iCop A (1-§)# >0, j=FH (23)

where 77 < 0, 0 < ®7¢ < 1. By inducing an excess supply in the non-traded good market,
higher labor supply triggers long-run capital accumulation (see eq. (17)):

AR [HC = gicILL i 1—&) lackNvy — (1 —ac) kT |#7 >0, j=F H. 24
| ( ) (24)

4!

The accumulation of inputs raises GDP. Noting first that ¥ = Y7 + (ﬁ’/ u) YN, and

differentiating gives:
V[PC = (1= 5) KPS+ alfC >0, j=FH, (25)

where (1 — BL> = Pr*K/Y and B = W¥L/Y are the shares of capital and labor income in
output, respectively. Two factors influence the extent of the steady-state increase in GDP.
The higher the elasticity of labor supply oy, the more agents supply labor and accumulate
physical capital, and the larger the increase in Y. Further, the more progressive the tax
scheme is (i.e. the higher the x) the smaller the increase in the wage rate (as A¥ is lower)

and thereby the lower the labor and output rise in the long run.

Finally, while the consumption tax must increase to balance the government budget,
7¢ must rise less than the labor tax cut as the consumption tax base is larger than the
labor tax base. As a result, the positive wealth effect is large enough to raise steady-state

consumption.
Impact Effects

How does the two-sector open economy react to a tax reform in the short run? In the
case of k7 > kY, the dynamics for the relative price of non-tradables degenerate. Hence,
consumption and labor immediately jump to their new steady-state levels. Regarding in-
vestment, I must clear the non-traded good market (11). Differentiating w.r.t. time the
stable solution for capital, evaluating at time ¢ = 0, the initial response of investment is

given by:
I(O)‘j’c = §iC [AJ{ (UcéN — V10LZ]~€T> + VlaLf//;T] 7 20, j=FH, (26)

where 77 < 0. The first term in brackets on the RHS of eq. (26) represents the wealth
effect which exerts a negative impact on investment by inducing agents to consume more
and to supply less labor. The second term in brackets corresponds to the tax cut effect
which stimulates capital accumulation by raising hours worked. While the response of I is
ambiguous, as shown by eq. (24), the open economy accumulates capital in the long run.

As a consequence, investment must increase on impact. The same logic applies if &£V > k7.

15



The investment boom deteriorates the current account as savings remain unchanged:
3,C ~ 3,C .
CA(0)|"" = —PI(0)]"" <0, j=F,H, (27)

where CA(0) = B(0) and ®; < 0, and we used the fact that B(0) = By. If kN > kT, the
current account deteriorates further for a given increase in investment since savings fall as

a result of the depreciation in P which lowers the consumption-based real interest rate.

3.2 A Labor Tax Reform

As commonly analyzed in the literature considering the macroeconomic effects of a tax
reform, we have investigated revenue-neutral tax reforms. We now consider that the policy
maker wishes to alter the composition of the marginal tax wedge, but without changing
its level. We denote by the superscript !FH the effects of a tax reform which involves
simultaneously cutting the employer’s part of labor tax and increasing the progressive wage
tax d7 > 0 so as to leave the marginal tax wedge unchanged (i. e. dr™ =0, see (10)). A
restructuring of labor tax requires a rise in the wage tax by an amount given by:

H

dTH‘F’HE —1__’_:Fd7F > 0. (28)
According to (28), the progressive wage tax must be increased by a smaller amount than
the fall in 7% to keep the marginal tax wedge unchanged. Intuitively, since the tax rate on
a relatively large base is reduced and the tax rate on a relatively small base is increased,
the latter must rise by a smaller proportion than the former decreases so as to leave

unchanged.

The steady-state change of X = C, L, K, NX following a cut in 7, coordinated with a

rise in 7/ by an amount given by (28), reads:

x| = Pt Z 2 5, (29)
T

where 77 < 0, 0 < ®FH = /@/W < 1. Setting k to zero implies that such a tax reform
will produce no effects after a cut in payroll taxes. Rather, as long as the labor tax
scheme is progressive, i.e. k > 0, the labor tax reform leaving the tax wedge constant
produces an expansionary effect on the macroeconomic aggregates X = C, L, K, NX. As for
revenue-neutral tax reforms, the steady-state changes in X = C, L, K, NX are scaled-down
versions of their long-term changes following a labor tax cut financed by a fall in lump-sum
transfer. The scaled-down term is equal to x/ W and thereby depends on the degree of
progressiveness of the tax scheme. The stronger the progressiveness of the tax scheme, the
larger the increase in the after-tax wage rate and thereby the greater the beneficial effects
on employment and overall economic activity. The impact effects which are similar to that

described for revenue-neutral strategies are not discussed further.
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3.3 Sectoral and Distribution Effects

We now investigate in detail the sectoral and distribution effects of a tax reform. Since the
three tax reforms we have considered above produce (qualitatively) similar long-run and
short-run effects, we denote from now on by ‘j ¥ the effects of a fall in the labor tax dr¥ < 0
(j = F, H) financed by a rise in 7% (k = C, H).

Steady-State Effects

A convenient way to find the direction of steady-state changes of sectoral outputs is to
use the market clearing condition for the non-traded and the traded good. Differentiating
the market clearing conditions for both goods gives:

;dYN\j’k = dONPF palPt > o, (30a)

aYTPE = anNx[* 4 deTPF > o. (30b)

Because agents consume more and investment increases while the balance of trade improves
in the long run, both non-traded and traded outputs expand. Interestingly, sectoral outputs
are correlated in the long run as a result of the positive link between investment and the
balance of trade: the greater the investment boom, the larger the accumulated debt and
the more net exports must increase in the long run. Hence, both YV and Y7 rise by a

larger amount.?*

According to the Euler Theorem, GDP is split between capital and labor returns so
that the steady-state labor share denoted by 3y, is:3®
. WFL @
L= cre——=r= ==
WEL+RACK O+ k

(31)

where RX = Pr* (since we set dx = 0 for the purposes of clarity); we denoted by & =
wr / RK the wage-interest ratio and by k = K / L the capital-labor ratio. As long as the
relative price of non-tradables P is unaffected by the tax shock, the wage-interest ratio @
remains unchanged. Hence, the labor share movement is driven only by the capital-labor
ratio.

Impact Effects

How do sectoral outputs react to a tax restructuring on impact? In the case k7 > kN,
the relative price of non-tradables remains unchanged on impact. Because capital stock is
initially predetermined, applying the Rybczynski theorem implies that non-traded output

rises whereas traded output falls. With the reversal of capital intensities, i.e. if kY > k7, the

34Note that a similar conclusion is reached by Mendoza and Tesar [1998] who find that trade in world
financial markets amplifies the rise in GDP after a tax reform as the open economy must service the debt
accumulated during the transition by running a trade balance surplus in the long run.

35Note that in a one-sector model with perfectly competitive markets and linearly homogenous production
function, the share of labor income in GDP is constant. Under the same assumptions, the aggregate labor
share can be defined as a sectoral value added-weighted sum of the traded and non-traded labor shares.
Because the share of sectoral output in GDP may vary, the aggregate labor share is no longer fixed.
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relative price of non-tradables appreciates. As a result, non-traded output always expands,

though increased labor moderates the rise in Y.

To analyze the distribution effects of a tax reform in the short run, we first linearize
W (P)(1+r)L(P)

O = — &L in the neighborhood of the steady-state, evaluate at time ¢ = 0, and
differentiate:
L) = f (1 — BL) LPC >0, k>N, (32a)
agLO)* = 4 (1 - BL) P+ 6K <0, kY > AT, (32b)

where © = {W [1 + o\ (1 — BL)} w%} < 0. As shown by eq. (32a), a labor
tax cut unambiguously raises the labor share 87, on impact if k7 > kY as the capital-labor
ratio increases while the relative price P remains unaffected (so that W /R¥ is unchanged).
By contrast, if kv > kT, the relative price of non-tradables appreciates on impact which in

turn lowers the wage-interest ratio. In this case, the direction of the labor share movement

is ambiguous, as shown in eq. (32b).

4 Effects of Anticipated Tax Reforms

Until now, we have considered a permanent tax reform by assuming that the tax cut was
unexpected. As emphasized by Yang [2005], fiscal policy changes are ordinarily preceded
by lengthy debate, and thereby agents often anticipate a planned change several quarters
before its realization. Importantly, Mertens and Ravn [2009] and Favero and Giavazzi
[2011] find evidence that tax cuts anticipated 7 periods before their implementation lead
to declines in economic activity during the pre-implementation period. In this section,
we investigate analytically the effects of anticipated tax reforms (denoted by the subscript
“fut”) and assume that at time ¢ = 0, the government announces credibly a future per-
manent tax reform for time 7. Since the three tax reforms considered above give similar
results (qualitatively), we restrict ourselves to the analysis of a tax reform involving a cut
in payroll taxes by d7¥ < 0 at time 7 and a rise in the consumption tax by chlfﬁ. At
time 7, there is no new information and thereby no jump in the marginal utility of wealth
at this date. The higher 7', the further the implementation of the tax reform.3¢ For reasons

of space, we assume that k7 > k. However, where necessary, we discuss briefly the case

of KN > kT.
4.1 Steady-State Effects

We investigate the long-run effects of an pre-announced labor tax cut. We discuss the

propagation mechanism by providing analytical expressions of steady-state effects on key

36To derive formal solutions after an anticipated future permanent tax cut, we applied the procedure
developed by Schubert and Turnovsky [2002].
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economic variables, assuming that k7 > kN .37
A permanent tax reform, which is expected to occur in the future, induces an equilibrium
change of the marginal utility of wealth that is smaller than would occur after an unexpected

permanent fall in the labor tax:

SIFC _ |[gAFAF 2\ ~C|FC|  —r*T
N = [Ea77 = (1-€) 29| e T <, (33)
where 7¢ ?u(; > 0 represents the change in the consumption tax for a given anticipated labor

tax cut so as to balance the government budget. As will become clearer when discussing
the numerical results, the change in the consumption tax is roughly similar whether the
tax reform is anticipated or not. Hence, according to (33), the fall in \ is smaller after an
anticipated tax reform than after an unexpected tax cut, because expected higher income
is discounted by e~""7. Hence, the farther the decrease in labor tax is expected to occur,

the smaller the decline in \.

In the same way as after an unanticipated tax reform, hours worked increase in the long

run since 7¢ must increase by a smaller amount than the labor tax cut. Formally, we have:
7 IFC F F,—1*T\ ~F £\ —r*T ~C | C
Lt = —0orA (1—56 " )T —or (1—5)6 mTRC fur >0 (34)

The wealth effect is reflected in the two terms including the scaled-down factor e 7.
Because the wealth effect is smaller, agents are induced to supply more labor in the long

run whenever the tax cut is anticipated.

Following an anticipated labor tax cut (i.e. 7 < 0), the long-run change of capital

stock is the result of a wealth effect and tax changes:

N 7.7 ~
(O'Cc — JLLk 1/1) ~ CN
NI AN oz R
— o LkT#+F — SRS

141 fu 11

dK| ) =~ [ >0 (39)

where j\}?u? < 0 is given by (33), ?C’?uf > 0. The decline in the labor tax (second term)
and the rise in the consumption tax (third term) exert a positive influence on K by raising
labor supply and reducing consumption, respectively. As reflected by the first term on the
RHS of eq. (35), the wealth effect exerts a negative impact on K by stimulating C' and
lowering L. Since the wealth effect is smaller after an anticipated tax reform, the capital
stock increases by a larger amount than if the tax reform was unanticipated.

Using the same procedure as in section 3.1, we find analytically that GDP unambigu-

ously increases in the long run:

SI\FC >\ ~IFC | 5 3|FC
Yipw = (1 - ﬁL) K‘fut +ﬂLL}fut > 0. (36)

Since agents supply more labor and accumulate more capital when the labor tax cut is

anticipated, GDP rises by a larger amount if the tax reform is anticipated. The farther

3"Unfortunately, in contrast to an unanticipated tax reform, both long-run and short-run changes of
macroeconomic aggregates cannot be expressed as scaled-down versions of changes after a labor tax cut
associated with a drop in lump-sum transfer. Hence, the scaled-down term ®7* vanishes.
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the tax reform is implemented (i.e. the higher 7), the larger the increase in steady-state

output Y.
4.2 Impact Effects

We now investigate the impact effects of an anticipated permanent tax reform. We are able
to present analytical expressions only if k7 > k™. At the end of this subsection, we discuss
the impact effects when £V > k7. Since agents are forward-looking, they know that the
present value of disposable income and therefore of wealth is increased at time 0, while the
labor tax cut is implemented only at time 7. The positive wealth effect induces agents
to supply less labor on impact. This behavior modifies the impact effects considerably
compared to those after an unanticipated tax reform.

Case kT > kN

Because the labor tax cut will only be in effect at time 7, the positive wealth effect
produces a fall in investment at time ¢t = 0:

1(0) f:uf = (UCéN - ULE/I;?TVl) [éAF?F - (1 - 5) e*T*T%C\?ﬂ e 7T <o, (37)

where 77 < 0. The reason is that agents supply less labor and consume more which reduces
non-traded output (due to the Rybczynski theorem) and raises CV. Hence, investment

unambiguously declines initially.

The initial response of the current account is ambiguous and is given by:

CA(0) JI;? = <0LWF1~}%F — UcPoCN'%C‘?ﬁ) e T

_P (aCéN - aLil%Tul) [SAF #F (1 - 5) C#C \fﬂ e T 20, (38)

where we used the fact that ®; = —P. The labor tax cut and the rise in the consumption
tax have the same effect on the current account. As reflected by the first term on the
RHS of eq. (38), as agents expect they will be richer in the future, they immediately raise
consumption and lower labor. This smoothing behavior reduces savings and thereby the
current account. The second term on the RHS of eq. (38) represents the fall in investment
which exerts a positive influence on the current account.

Case kN > kT

We now assume that the non-traded sector is more capital intensive than the traded
sector. We are unable to provide useful analytical expressions but we can deduce several
important results which will be highlighted when discussing the numerical results. In the
interests of space, we restrict our attention to the major changes.

When the government pre-announces that a tax reform will be implemented in the
future, agents perfectly understand that their wealth will be higher. Hence, they are induced

to consume more and to supply less labor at time ¢ = 0. Since kv > kT, for a given P,
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non-traded output now expands on impact as labor shifts towards the more capital intensive
sector. At the same time, CV increases more than after an unanticipated tax reform, as
the consumption tax rate remains unchanged until time 7. Depending on whether or not
the rise in non-traded output exceeds the increase in consumption in non-tradables CV, the
relative price of tradables depreciates or appreciates. If P depreciates sufficiently on impact,
investment is crowded out. Two parameters play a key role in driving the investment
response: the anticipation horizon captured by 7 and the elasticity of labor supply or.
The larger the anticipation horizon (i.e. the higher 7°), the smaller the wealth effect, the
less YV rises, and thereby the more likely investment is crowded out on impact. The more
responsive the labor supply, the larger the increase in non-traded output (for given P),
the stronger the depreciation in the relative price of non-tradables and thereby the more
likely investment is crowded out. Finally, because traded output falls while C” increases,
net exports unambiguously decline so that the open economy experiences a current account

deficit.

4.3 Sectoral and Distribution Effects

We now discuss the effects of a tax reform pre-announced by the government on sectoral out-
puts and the labor share. Since long-run effects are qualitatively similar to those prevailing
after an unexpected tax reform, we concentrate on the impact effects.

Sectoral Output Responses

When the tax reform is anticipated, the adjustment of sectoral outputs now relies heavily
upon sectoral capital intensities. If k7 > kv, applying the Rybczynski theorem, as total
hours worked decrease, the output of the sector which is more labor intensive falls (i.e.
Y™), while the output of the sector which is more capital intensive rises (i.e. Y7T). If
EN > kT as labor shifts towards the more capital intensive sector, YV should expand
whereas Y7 should decline. Yet, the relative price of non-tradables also influences the
sectoral effects. As stressed previously, the relative price of non-tradables may depreciate
rather than appreciate on impact which in turn counteracts the Rybczynski effect. The
larger the elasticity of labor supply, the more likely the relative price P depreciates and
thereby non-traded output declines.

Labor Share Response

If kT > kY, since the capital-labor ratio unambiguously increases while the ratio
WF /RX remains unchanged, the labor share now falls rather than increases. With the
reversal of capital intensities, the labor share also decreases as a result of the drop in the

capital-labor ratio, though the fall in 7, can be moderated due to the depreciation in P.
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5 Quantitative Analysis

In this section, we analyze the effects of tax reforms quantitatively. For this purpose we
solve the model numerically.3® Therefore, first we discuss parameter values before turning

to the long-term and short-term consequences of tax reforms.

5.1 Benchmark Calibration

To calibrate our model, we estimated a set of parameters so as the initial steady state is
consistent with the key empirical properties of a typical OECD economy. Our sample covers
thirteen OECD economies (Austria, Belgium, Denmark, Finland, France, Germany, Italy,
Japan, Netherlands, Spain, Sweden, United Kingdom, United States). Our reference period
for the calibration corresponds to the period 1990-2004.3° Since we calibrate a two-sector
model with tradable and non-tradables, we pay a particular attention to the adequacy of
the non-tradable content of the model to the data. Table 4 summarizes the non-tradable
content of GDP, employment, consumption, gross fixed capital formation and government
spending, and gives the share of government spending on the traded and non-traded good in
the sectoral output, the shares of capital income in output in both sectors, and the markup

charged by the non-traded sector for all countries of our sample.

We start by describing the calibration of consumption-side parameters that we use as a
baseline. The world interest rate which is equal to the subjective time discount rate (3 is set
to 1%. One period of time corresponds to a quarter. As in Stockman and Tesar [1995], the
elasticity of substitution between traded and non traded goods ¢ is estimated by running
the regression of logged relative expenditures on logged relative prices. Since both the ratio
of tradable expenditure to non tradable expenditure and the relative price of non tradables
display trends, we resort to cointegration techniques. Having checked that both variables
are cointegrated, we estimate the cointegrating vector by using the Fulling Modified OLS
estimator proposed by Pedroni [2001]. All estimates are statistically significant, except the
Netherlands. Our estimates vary from a low of 0.340 for Italy to a high of 2.366 for Japan
and average to 1.01.4C Hence, we set ¢ to 1. The weight of consumption in tradables ¢ is set
to 0.52 to target a non-tradable content in total consumption expenditure (i.e. a¢) of 48%,
in line with our estimates. The intertemporal elasticity of substitution for consumption o¢
is set to 0.5 because empirical evidence overwhelmingly suggest values smaller than one.*!
One critical parameter is the intertemporal elasticity of substitution for labor supply or.

In our baseline parametrization, we set o5, = 0.5, in line with evidence reported by Domeij

38Technically, the assumption 3 = r* requires the joint determination of the transition and the steady-
state.

39The choice of this period has been dictated by data availability for all countries of the sample.

4ONote that we exclude the estimate of ¢ for the Netherlands since the coefficient is not statistically
significant.

1o = 0.5 is a standard value in the literature (see, for example, Mankiw et al., [1985]).
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and Flodén [2006], but conduct a sensitivity analysis with respect to this parameter.

We now describe the calibration of production-side parameters. We assume that physical
capital depreciates at a rate dx = 1.5% to target an investment-GDP ratio of 20%. In
the baseline scenario, we assume that investment is non-traded. When considering that
investment is traded, we set the weight of tradable investment ¢ to 0.42 to target a non-
tradable content of investment expenditure of 58%, in line with our estimates. We set
the elasticity of substitution ¢; between I7 and IV to 1.*2 The shares of sectoral capital
income in output 6/ (with j = T, N) take two different values depending on whether the
traded sector is more or less capital intensive than the non-traded sector. In line with our
estimates shown in Table 4, if kT > kY, 7 and 6"V are set to 0.38 and 0.3, respectively.*?

Alternatively, when kY > kT, we choose #7 = 0.30 and 8V = 0.38.

We estimated the markup p charged by the non traded sector for all countries of our
sample by adopting the empirical strategy proposed by Roeger [1995] A4 When the markup
is fixed, we set € to 3.8 which yields a markup of 1.36, which is close to the unweighted
average of thirteen OECD countries’ markups shown in Table 4. When the markup is
endogenous, keeping € fixed, we set the elasticity of substitution between sectoral goods w

to 1 so that the markup is 1.36.

We set GV and GT so as to yield a non-tradable share of government spending of
90%, and government spending as a share of GDP of 20%. Close to the average of the
values reported in Table 4, the ratios G /YT and GV /YN are 6% and 27% in the baseline
calibration.*® To set 7¢, 7F and 77, we estimated the effective tax rates for fourteen OECD
countries over the period from 1990 to 2004 (see Appendix A.2). Consumption tax 7¢ is
set to 14%, the employer’s part of labor taxes 7F to 17% and the wage tax 77 to 33%. Tax

allowances captured by x are set to 0.4 to obtain a share of taxable income in the gross
wage earnings (W — k)/W of 0.8 (see Table 4).

In evaluating the effects of a tax reform quantitatively, we consider a labor tax cut
which lowers the tax receipts by 1 percent of GDP. We differentiate between k7 > kv and
EN > kT If kT > kN, we consider two revenue-neutral tax reforms and a restructuring of

tax keeping the marginal tax wedge is explored.*® When &V > kT, we consider only one

“2Empirical findings documented by Bems [2008] for OECD countries suggest that the elasticity of sub-
stitution ¢; between IT and IV equal to one.

“3Table 4 gives the values of 67 (j = T, N) for thirteen OECD countries. The values of 87 and 6% we have
chosen correspond roughly to the averages for countries with k7 > k™. For these values, the non-tradable
content of GDP and labor are 67% and 70%, respectively. When k™ > k7, we can use reverse but symmetric
values for 0% so that the difference between sectoral capital-labor ratios k7 — k™ remains unchanged. For
6T = 0.3 and 6" = 0.38, the non-tradable content of GDP and labor are 73% and 70%, respectively.

4More details about the empirical procedure and data construction can be found in Cardi and Restout
[2011].

45The share of government spending in non-traded output is a bit small since we consider that the whole
investment is non-traded in the baseline scenario. When considering that investment is both traded and
non traded, the ratio GV /Y is 31%.

46When considering a revenue-neutral tax reform shifting payroll (wage) taxes to consumption taxes, F
(r™) must decrease by about 1.7 (2.2) percentage points to lower the tax receipts by 1 percent of GDP.
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revenue-neutral tax reform shifting the tax burden from payroll taxes to consumption taxes

for reasons of space.*”

When investigating numerically the effects of an anticipated tax reform, we choose an
implementation lag of six quarters (i.e., 7 is set to 6) but also experiment with a longer

implementation lag of ten quarters (i.e., 7 is set to 10).4® For either k7 > & or &V > kT,

F C

we consider a tax reform involving a fall in 7% coordinated with a rise in 7.

F

For kT > kN and kN > kT, considering a tax reform involving a fall in 7 coordinated

with a rise in 7¢

, anticipated or not, we conduct a sensitivity analysis with respect to the
elasticity of labor supply (i.e. we set o, to 0.2 and 1). Additionally, we provide numerical
results when investment is both traded and non traded (we set ¢; to 0.42).We also explore
the role of the competition channel by allowing for the markup to be endogenous. We

discuss below the effects with fixed markup while we investigate the role of endogenous

markups in section 6.

5.2 Long-Run Aggregate Effects

In panel A of Table 1 we report the numerical results of an unexpected tax reform. Quan-
titatively, the long-run effects are small and are not sensitive to sectoral capital intensities.
In the baseline scenario, agents raise consumption by 0.1% of GDP as a result of the pos-
itive wealth effect. The increase in the after-tax wage raises steady-state labor by 0.15%.
The resulting change in non-traded output stimulates capital accumulation; K increases by
0.16%. As shown in the fourth line of Panel A, GDP rises in all scenarios, as a result of the
accumulation of inputs. As expected, the elasticity of labor supply plays a substantial role
in determining the size of the effects. Raising o7, from 0.2 to 1 raises GDP growth from

0.08% to 0.22%.

When comparing the size of the effects of tax reforms, a first conclusion that emerges
from the numerical results reported in Panel A of Table 1 is that the tax structure, and
thereby the type of tax reform, matter. We find that a shift from payroll taxes to consump-
tion taxes produces an increase in GDP which is about half-way between the large effects
after a shift from progressive wage taxes to consumption taxes and the much smaller effects
following a shift from payroll taxes to progressive wage taxes. Shifting the tax burden from

progressive wage taxes to consumption taxes produces the largest effects.

It is worthwhile noticing that the rise in the consumption tax 7¢ given in Panel B of

Table 1, which is adjusted accordingly to balance the government budget, varies substan-

4TResults for alternative tax reforms when kY > kT are available from the authors.

48Mertens and Ravn [2009] find a median for the implementation lag of tax changes of six quarters amongst
tax shocks categorized as anticipated but stress that there is some variation in the anticipation lags.

9The steady-state change of X = C, L, K, NX after a change in progressive wage taxes can be related
to the steady-state change of X following a drop in payroll taxes as follows: TLH = ?\—?TLF where AT and

A are terms which depend on tax rates, tax allowances and the wage rate. If A > AT then a cut in 77
produces larger effects on L and K by raising further the after-tax wage rate.
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tially, ranging from about 0.8% if labor supply is highly elastic (i.e. o, is set to 1) to about

H F

1.5% if the progressive wage tax 7** is cut rather than the payroll tax 7+ .

Panel A of Table 2 gives the numerical results for the long-run effects of an anticipated
tax reform shifting the tax burden from payroll to consumption taxes. When announced
six quarters in advance, the tax reform produces larger affects than if the tax reform was
unexpected by agents. For example, in the baseline scenario, output growth increases from
0.15% to about 0.19%. The explanation is that when the labor tax cut is anticipated,
the increased after-tax labor income is expressed in present discounted value terms so that
the wealth effect is smaller. As a result, agents are induced to supply more labor which
boosts further capital accumulation and thereby GDP. Since the wealth effect is lower,

consumption increases less than after an unexpected tax reform.

5.3 Long-Run Sectoral and Distribution Effects

When exploring the sectoral effects, in line with our theoretical predictions, numerical
results show that both traded and non-traded output expand in the long-run, whether or
not the tax reform is announced, and regardless of sectoral capital intensities. Moreover,
sectoral outputs are positively correlated. For example, as shown in the two last lines
of Panel A of Table 1, raising o7, from 0.2 to 1 amplifies traded and non-traded output
growth from 0.04% to 0.10% and from 0.04% and 0.11% of initial GDP, respectively, if
kT > EN. The explanation is as follows. When agents supply more labor, the open
economy accumulates more capital which in turns deteriorates further the current account
in the short run. Hence, the open economy must run a larger trade balance surplus in
the long run. The larger investment boom requires YV to increase more while Y7 must
increase further to produce a higher surplus in the balance of trade.

Interestingly, when the tax cut is anticipated, as shown in Panel A of Table 2, traded
output growth always exceeds non-traded output growth. The reason is that if the labor
tax cut is anticipated rather than being unexpected, agents accumulate more capital and
thereby decumulate further foreign assets. As a consequence, net exports and thereby Y7
must increase by a larger amount, and more so as trade openness is raised.

Regarding the distribution effects, since the relative price of non-tradables remains
unchanged in the long run and because the capital-labor ratio (i.e. K /L) remains almost

constant, the labor share is unaffected in the long run across all scenarios.?®

5.4 Impact Effects

We now turn to the impact effects of a tax reform, contrasting the consequences after an

unanticipated labor tax cut with those following an anticipated tax cut. We take a change

59Gince steady-state changes of 31, are almost zero in all cases, we did not report the numerical results to
economize space.
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of tax structure involving a shift from a payroll tax to consumption tax as our baseline
scenario. Panel C of Tables 1 and 2 shows the impact effects for this situation, as well as

for a number of alternative scenarios.

Before analyzing in detail the role of sectoral reallocation and anticipation in shaping the
short-run dynamics in response to a labor tax cut, we should mention the set of empirical
evidence established by Mertens and Ravn [2009]. The authors compare the effects of a
tax cut depending on whether the tax change is anticipated or not. It is found that an
exogenous unexpected labor tax cut raises output, worked hours, and investment. When
the tax change is announced, output, hours worked, and investment decline during the pre-
implementation period and expand only when the tax cut is implemented. Furthermore,
the real wage increases whether the tax cut is anticipated or not. Since we consider a fall
in labor tax, we find it interesting to compare (qualitatively) the predictions of our model
for the behavior of these variables when k7 > kY and when &V > k7. One major result
that emerges from this analysis is that the predictions of our two-sector model are broadly

in line with the evidence.

To begin with, note that with a fixed markup, the dynamics for the relative price of
non-tradables degenerate if k7 > k. Hence, consumption and labor adjust instantaneously
to their new steady-state values. Regardless of sectoral capital intensities, when the tax
reform is unanticipated, hours worked and thereby GDP increase by 0.15% and 0.10%,
respectively, as shown in the fourth and seventh lines of Panel C of Table 1, due to the
rise in the after-tax wage. By contrast, when the tax cut is anticipated, hours worked
and aggregate output decline sharply on impact by 0.50% and 0.34% respectively, as the

positive wealth effect provides an incentive to raise consumption and lower labor supply.

In the model, the initial reaction of investment depends on whether the labor tax cut is
anticipated or not. In the former case, the response of investment is ambiguous if &V > k7.
On impact, an unexpected labor tax cut boosts investment by attracting resources towards
the non-traded sector, regardless of sectoral capital intensities. As shown in the fifth line of
Table 1, investment increases by about 0.4% of initial GDP in the baseline scenario. When
the tax cut is anticipated, investment is crowded out, for either k7 > kN or &V > kT,
though under certain circumstances. If k7 > k%, the fall in labor supply lowers the output
of the sector which is more labor intensive, i.e. Y. Hence investment declines sharply by
about 1.7% of initial GDP, as displayed in the fifth line of Panel C of Table 2. If k¥ > kT in
line with the model’s predictions, the response of investment relies heavily on the elasticity
of labor supply and the anticipation horizon. When labor supply is responsive enough (i.e.
or, is set to 1), investment declines by about 0.3% of initial GDP, as the depreciation in the
relative price of non-tradables is large enough to drive down non-traded output. When the

anticipation horizon 7 is raised from six to ten, investment declines further from 0.04% to
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about 0.5% of initial GDP. If investment is both traded and non traded (i.e., we set ¢ to
0.42), as shown in the fourth column of Table 2, investment falls by 1.1% of initial GDP

after an anticipated labor tax cut.

The response of the current account is shown in the sixth line of panel C of Tables 1
and 2. We obtain a decline of the current account when the tax reform is unanticipated,
regardless of sectoral capital intensities, as a result of the investment boom. Moreover,
savings fall if &V > k7. When the tax cut is anticipated, the open economy experiences a
current account surplus if k7 > kv and a deficit if sectoral capital intensities are reversed.
In both cases, agents dissave as the positive wealth effect provides an incentive to consume
more. However, in the former case, the fall in investment is larger which results in a current

account surplus by 1.1% of initial GDP.

In the model, the real wage W is equal to the ratio of the marginal product of labor to
(=0m) (k)"

T (see eq. (7b)) with k7 = kT (P)

the employer’s part of labor taxes, i.e. W =
(as long as the markup is fixed). Hence, the real wage increases only if the employer’s
part of labor taxes 77 is lowered and/or sectoral capital intensities increase (which raise
the marginal product of labor). The initial reaction of the real wage is shown in the third
line of Panel C of Tables 1 and 2. Regardless of sectoral capital intensities, the real wage
increases by about 1.5% in all scenarios, except after a shift from progressive wage taxes
to consumption taxes. In the latter case, only the after-tax wage rises. When the shock
is anticipated, the real wage remains unaffected if k7 > k% since the dynamics for the
relative price P degenerate and hence the sectoral capital-labor ratios remain unchanged.
In contrast, if £V > kT, as the relative price of non-tradables depreciates on impact, the

Stolper-Samuelson effect produces an increase in the real wage, ranging from a low of 0.03%

if o, = 0.2 to a high of 0.25% if o7, = 1.

5.5 Transitional Adjustment

We now investigate the dynamic effects of a tax reform. The transitional paths of key
variables under the baseline scenario are displayed in Figure 2. We consider a revenue-
neutral tax reform shifting the tax burden from labor (i.e. payroll taxes) to consumption.
The responses of GDP, investment and current account are expressed as a percentage of
the initial steady-state output, while labor and the relative price of non tradables (i.e. P)
are given as the percentage deviation from the initial steady state. Horizontal axes measure
quarters. We also compare the baseline scenario (solid line) to alternative scenarios. The
dashed line shows the results for an endogenous markup which will be discussed in section
6. When the tax cut is unanticipated, the dotted line gives the results for a low labor
supply elasticity (i.e. oz = 0.2), while it shows those for a longer anticipation horizon (i.e.

7 = 10) when the tax cut is anticipated.
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While panel C gives the response on impact, panel D displays the cumulative responses
over a six-quarter horizon. Since the empirical literature analyzing the effects of tax shocks
commonly report the GDP response over a three-year horizon, Panel E of Tables 1 and 2

shows the responses of aggregate and sectoral outputs after three years.

We analyze the dynamic adjustment, contrasting the effects of an unanticipated tax
reform with those when the tax cut is anticipated. We start with the adjustment of labor
which is displayed in the third line of Figure 2. When the tax reform is not announced, if
ET > kN, the temporal path for L is flat. With the reversal of sectoral capital intensities, as
the relative price of non-tradables depreciates (after an initial appreciation), the resulting
increase in the real wage pushes up labor supply. By contrast, when the tax reform is
anticipated, hours worked fall sharply six quarters before the policy realization and decline
during the pre-implementation period if &V > k7.

The dynamics for investment are displayed in the first line of Figure 2. As long as
the labor tax cut is unanticipated, the rise in labor supply produces an investment boom,
regardless of sectoral capital intensities. Along the transitional path, investment declines
monotonically.’! In line with the evidence, an anticipated tax cut gives rise to a contraction
of investment, though it recovers quickly if & > kT. As shown in Panel D of Table 2, the
cumulative response over a six-quarter horizon of investment is negative only if k7 > k.
In this case, the fall in hours worked produces a fall in non-traded output, due to the
Rybczynski effect, while consumption increases. When kv > k7, the cumulative response
is negative only when the tax cut is anticipated ten quarters before its implementation.
Only in this case is the initial depreciation in the relative price of non-tradables large
enough to moderate the non-traded output growth (see the sixth line of Panel D of Table
2) and thereby to produce a decumulation of physical capital.

In all cases, the current account adjustment is the mirror image of the dynamics of
investment. Following an unexpected tax reform, the open economy experiences a current
account deficit which shrinks over time, as shown in the second line of Figure 2. When
the tax cut is anticipated, if k7 > k%, a current account surplus shows up as investment
falls sharply, though savings decline at the same time. By contrast, if Y > kT the open
economy experiences a large current account deficit as investment recovers quickly.

The fourth line of Figure 2 depicts the dynamics for output. Following an unexpected
tax reform, GDP increases along the transitional path as a result of capital accumulation,
regardless of sectoral capital intensities. As shown in panel E of Tables 1 and 2, following
an unanticipated 1 percent labor tax cut (relative to GDP), we find numerically that GDP

increases by about 1.6 (1.5) percentage points after three years if k7 > kY (kT > k™). Note

®INote that Mertens and Ravn [2009] find that investment increases by 10% at peak while our model
predicts a smaller response of investment (over a six-quarter horizon) which ranges from 1.4% (if &V > k7)
to 1.6% (if k¥ > &™) in the baseline scenario, and up to 2.2% if investment is both traded and non traded.
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that our numerical results are close to the estimates provided by Perotti [2011] who find
that a 1 percentage point of GDP unanticipated decrease in taxes leads to an increase in
GDP by about 1.5 percentage points after three years. When the tax reform is anticipated,
sectoral capital intensities play a key role in driving the response of aggregate output; more
precisely, GDP falls by 2.7 percentage points if k7 > kv and declines by only 1 percentage
point when the sectoral capital intensities are reversed. The reason for such a discrepancy
is that the crowding-out of investment is more pronounced if k7 > kV since non-traded

output falls in this case.

< Please insert Table 1 about here >

< Please insert Table 2 about here >

< Please insert Figure 2 about here >

5.6 Short-Run Sectoral and Distribution Effects

The sectoral decomposition of the effects of fiscal shocks sheds light on the propagation
mechanism in an open economy. The impact and cumulative responses (over a six-quarter
horizon) of sectoral outputs are summarized in the eight and ninth lines of panel C and
the fifth and sixth lines of Panel D of Tables 1 and 2 while Panel E gives the cumulative
responses over a three-year horizon.

When the tax reform is unanticipated, traded output always falls while non-traded
output expands, regardless of sectoral capital intensities. The reason is that output must
increase to meet greater demand. Since non-tradables cannot be imported, the output of
that sector must rise, regardless of sectoral capital intensities.®? As shown in the fifth line
of Figures 2, traded output increases along the transitional path and recovers its original
level only after twenty quarters.

When the tax reform is anticipated, sectoral capital intensities now play a key role in
driving sectoral output responses. If k7 > k%, as agents supply less labor, the Rybczynski
effect yields a drop in non-traded output while traded output expands. If kY > kT, the
shift of labor towards the more capital intensive sector is large enough to depreciate the

relative price of non-tradables (see the second line of Panel C of Table 2). While YV falls

®2The mechanism is as follows. If k7 > k", the Rybczynski effect produces a shift of labor towards the
more labor intensive sector. If the sectoral capital intensities are reversed, the relative price of non-tradables
appreciates as a result of the excess of demand which shifts resources towards the non-traded sector.
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on impact under certain circumstances, its cumulative response over a six-quarter horizon
is positive, as shown in the sixth line of Panel D of Table 2. Along the transitional path,
sectoral outputs vary in opposite directions as a result of the reallocation of inputs across

sectors (see the fifth line of Figure 2).

Importantly, as shown in the two last lines of Panel E of Tables 1 and 2, two striking
results emerge from the numerical analysis. First, Panel E of Table 1 shows that the
GDP response masks a large dispersion in sectoral output responses. More precisely, the
sectoral decomposition of GDP growth over a three-year horizon shows that traded output
declines by about 1.3 percentage points of initial GDP while non-traded output rises by
2.9, regardless of sectoral capital intensities. When considering an anticipated tax cut,
the dispersion in sectoral output responses become between two and three times larger, as
shown in Panel E of Table 2. Second, if investment is both traded and non traded, we
find that the relative size of the non-traded sector increases substantially after three years,

regardless of sectoral capital intensities and whether or not the tax cut is anticipated.

When investigating the distribution effects, the numerical results given in the last line
of Panels C and D of Tables 1 and 2 show that the impact and cumulative effects are
substantial only if the tax cut is anticipated. Starting with k7 > k%, since the relative
price dynamics degenerate, the labor share movement is only driven by the capital-labor
ratio adjustment. For the baseline scenario, the last line of panel D of Tables 1 and 2 shows
that the labor share increases by 0.12% of GDP if the tax reform is unanticipated and falls
by 0.34% if the tax reform is anticipated six quarters before its implementation. In the
former case, K/L falls while in the latter case, the drop in worked hours pushes up the
capital-labor ratio. Interestingly, if K > k' the labor share always drops. An unexpected
tax reform leads to a cumulative response over a six-quarter horizon ranging from -0.04% to
-0.13%, as the Stolper-Samuelson effect pushes up the return on capital. When the tax cut
is anticipated, the cumulative response of the labor share is more negative. Its cumulative
response varies between about -0.2% if o, = 0.2 and -0.8% if o, = 1. The reason is that

investment recovers quickly which pushes up K/L, and more so if oy, is higher.

5.7 Anticipation Horizon

We now assess briefly to what extent our results depend on the assumption regarding the
anticipation horizon of the labor tax cut. To begin with, we note that Mertens and Ravn
[2009] stress that the implementation lag of the shock is an important determinant for the
transmission of tax policy measures. More precisely, the authors find empirically that the
longer the anticipation horizon, the deeper the pre-implementation downturn and the more
muted the post-implementation expansion.

In deriving our results in the baseline scenario, we have assumed that labor tax cuts are

anticipated six quarters before their implementation. The last column of Table 2 summa-

30



rizes the numerical results for a longer anticipation horizon, i.e. setting 7 = 10. In the case
of an announced future policy, the positive wealth effect is smaller, since the equilibrium
change of X is scaled down by e™""7. As a result, labor, and thereby GDP decline less on
impact, regardless of sectoral capital intensities, as shown in the fourth and seventh lines
of Panel C of Table 2. An examination of the fourth line of panel D of Table 2 shows
that the cumulative response of GDP over a six-quarter horizon is more negative as the
anticipation horizon increases, in line with the evidence from Mertens and Ravn [2009],
only if ¥V > k7. The reason is that P depreciates more over a six-quarter horizon which
moderates substantially the traded output expansion (see the sixth line of Panel D of Table
2).

Figure 3 illustrates the impact of an anticipated tax reform (implemented at time ¢ = 0)
when we vary the anticipation horizon (i.e. 7') between six and ten quarters. Regardless of
the anticipation horizon, there is always an output decline prior to implementation and an
output expansion after implementation of the labor tax cut. As stressed above, the model
predicts a larger decline of GDP over a six-quarter horizon as the anticipation horizon 7
increases from six to ten, but only if ¥V > k”. Moreover, we find that the rise in GDP
when the tax cut is implemented is smaller as 7 is raised, regardless of sectoral capital
intensities.>> As shown in Figure 3(a), while GDP increases at time 7, aggregate output
remains below its original level over two to three quarters if k7 > k. By contrast, if
EN > kT Figure 3(b) shows that GDP rises above its original level and then declines

monotonically, regardless of the anticipation horizon.

< Please insert Figure 3 about here >

6 Endogenous Markups and Sectoral Effects of Tax Reforms

Several papers have stressed that the variation in the number of competitors and the con-
sequent change in the markup provide an important magnification mechanism, see e.g.
Jaimovich and, Floetotto [2008], Wu and Zhang [2000], Zhang [2007], all of whom consider
one-sector models. We therefore decided to revisit quantitatively the effects of unantici-
pated and anticipated tax reforms by allowing for the markup to be endogenous. Since
the long-run effects remain almost unchanged compared to those in the case of a fixed
markup, we will discuss them very briefly. Instead, we will concentrate on how an en-
dogenous markup modifies the short-run adjustment of key variables and influences both
the sectoral composition of GDP and the movement in the labor share. To save space, we

concentrate on a revenue-neutral tax reform involving a fall in the employer’s part of labor

53The numerical results are not reported in the paper but are available from the authors upon request.
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tax (i.e. a decrease in 7") and a rise in consumption tax (i.e. an increase in 7¢) so that

the government budget is balanced.

6.1 Extending the Model to Endogenous Markup

Following Jaimovich and Floetotto [2008], we depart from the usual practice by assuming
that the number of firms is large enough so that the strategic effects can be ignored, but
not so large that the effect of entry on the firm’s demand curve is minuscule. Consequently,
the price elasticity of demand faced by a single firm is no longer constant and equal to the
elasticity of substitution between any two varieties, but rather a function of the number of
firms N. Taking into account that output of one variety does not affect the general price
index P, but does influence the sectoral price level, in a symmetric equilibrium the resulting
price elasticity of demand is given by:%*

e(N):e—(ej_Vw), N € (1,00). (39)

Assuming that € > w, the price elasticity of demand faced by any single firm is an increasing

function of the number of firms N within a sector. Henceforth, the markup u = -5

decreases as the number of competitors increases.

In the interests of space, we restrict our attention to the major changes in deriving
the macroeconomic equilibrium. First, the zero-profit condition in the intermediate good
sector can be solved for the number of firms, i.e. N = N (K, L, P). Bearing in mind that
= i (N), the equalities of marginal products between sectors (i.e. egs. (7a)-(7b)) imply
that capital-labor ratios k7 (j = T, N) are affected by the markup, i.e. &/ = kJ (P, i), and
so by the number of firms. Substituting the capital-labor ratios into #7 (kT)eT_l =W to

solve for the wage rate, and into the resource constraints (i.e. egs. (8)) and the production

functions to solve for the sectoral outputs, short-run static solutions become:
W=w(Prlp), Y=Y (K P Ly, YN=YN(KPLu,  (40)

where W, < 0 depending on whether k7 = kN, YuT > 0 and YHN < 0. To understand this
result intuitively, i.e. the impact of markup variations, let us consider that the number
of competitors increases so that p falls. All things being equal, since the ratio P/u rises,
non-traded output YV increases while traded output Y7 falls. Additionally, if k7 > kN, a
fall in the markup p raises the sectoral capital-labor ratios k/ and thereby the wage rate.

The same logic applies in the case of kY > kT but W falls.

6.2 Steady-state Effects

We first discuss very briefly the steady-state effects when the markups are endogenous. In

the long run, the expansion of non-traded output triggers an entry of firms which lowers

54Details of the derivation can be found in the Technical Appendix.
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the markup. A lower p leads to a long-run fall in the relative price of non-tradables P,

regardless of sectoral capital intensities, to equalize the rates of return on domestic and
-\ V-1 -

foreign assets, i.e. 6V (k:N ) /1 (N ) — 0 = r*. Hence, reduced P amplifies slightly

the long-run increase in consumption when  is endogenous.?

6.3 Short-Run Effects

We now investigate the short-term effects of a tax reform when the markup is endogenous,
focusing on the GDP response, the reaction of investment, the adjustment of the real wage,
and the movement in the labor share. Numerical results for impact and cumulative (over
a six-quarter horizon) effects are summarized in panels C and D of Tables 1 and 2. Panel
E gives the cumulative responses over a three-year horizon. The baseline calibration is
identical to that described in section 5.1. The dashed line in Figure 2 shows the transitional

paths for an endogenous markup.

To begin with, we note that the dynamics for the relative price of non-tradables are
restored when kT > kV. Regardless of sectoral capital intensities, P must adjust to equalize

the rates of return on domestic capital and foreign bonds:

,u(N) +F_5K—""- (41)

The markup p depends on the number of firms N which drives profits down towards zero
in the non-traded sector at each instant of time. Depending on whether non-traded output

is expected to increase or decrease, the number of firms rises or declines.

When the tax reform is unanticipated, non-traded output expands which lowers the
markup, regardless of sectoral capital intensities. As producers perceive a more elastic
demand, they are induced to produce more. As the marginal products of capital and labor
increase in the non-traded sector, resources shift towards that sector. Hence, as shown in
the two last lines of Panel E of Table 1, non-traded output increases by 3.4 (3.4) percentage
points rather than 3.1 (3.3) while traded output declines by 1.6 (1.8) percentage points
rather than 1.4 (1.7) if k7 > kN (kY > k7). Overall, the rise in GDP after three years is
larger when the markup is endogenous. Our numerical results show that abstracting from
the competition channel would underestimate the three-year cumulative response of GDP

by 5%.

When the shock is anticipated, sectoral capital intensities and endogenous markup in-
teract in determining the size of the effects. If the traded sector is more capital intensive, a
model with a fixed markup would underestimate (overestimate) the drop of GDP after three
years by almost 15% (10%) as the rise in the markup during the pre-implementation period

triggers a recessionary (expansionary) effect on non-traded output if k7 > &V (kN > k7).

55 More precisely, consumption increases by 0.100% of initial GDP when p is fixed and by 0.102% when p
is endogenous. When exploring numerically welfare effects, we find that the drop in the markup amplifies
substantially welfare gains.
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As shown in the seventh line of Panel C of Table 2, a model with an endogenous markup
produces a larger drop in investment after an anticipated tax reform, regardless of sectoral
capital intensities. If k7 > k%, investment falls more as a result of a higher markup which
triggers a recessionary effect on non-traded output. When sectoral capital intensities are
reversed, the relative price of non-tradables depreciates more (see the sixth line of Figure 2)
which lowers non-traded output, and thereby investment, in line with the evidence provided

by Mertens and Ravn [2009].

By restoring the dynamics for the relative price P, an anticipated tax cut now produces
a change in the real wage when k7 > kV. In this case, the change in the real wage is the
result of two opposite effects. On the one hand, the appreciation of P on impact raises
the real wage due to the Stolper-Samuelson effect. On the other hand, the higher markup
exerts a negative impact on W. As shown in the third line of Panel C of Table 2, the latter
effect predominates so that the real wage falls by about 0.1%. As a result, the labor share
falls further. In conclusion, the competition channel cannot produce the increase in the
real wage documented by Mertens and Ravn over the pre-implementation period after a
pre-announced labor tax cut when k7 > k. We find that the real wage increases after an

anticipated tax reform only if &V > k7.

7 Welfare Analysis

A tax reform must be implemented if the labor tax cut improves not only labor market
outcomes but also agents’ welfare. We now study the welfare effetcs of the tax reform in a

two-sector open economy. Intertemporal welfare U is defined as:

UZ/OO o(t)exp (—BH dt, G(t) = ——C(t) 76 —y —
0

1+ -1
L(t) °c. 42
1 ) (42)

The measure of overall welfare makes it possible to assess the felicity flows over the agent’s
infinite planning horizon, say both in the long-run and over the transitional path. When
deriving analytical results, we restrict ourselves to the analysis of a fall in payroll taxes

F

7 coordinated with a rise in the consumption tax 7¢|F¢

so that the budget constraint
is met since the three tax reforms give similar results (qualitatively). We further assume
that the traded sector is more capital intensive than the non traded sector to preserve

analytical tractability. When addressing the welfare effects numerically, we will discuss the

case kN > kT and the two other tax reforms as well.

7.1 Welfare Effects of Unanticipated Tax Reforms

If the markup is fixed, the dynamics for the relative price of non tradables P degenerate.
Calculating the discounted value of instantaneous welfare over the entire planning horizon,

we get UFC = qz/ r* by using the fact that § = r*. Differentiating with respect to the labor
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tax 71" and inserting first conditions (6a) and (6b), the change in overall welfare following
an unanticipated tax reform is:
jik A

)
FC _
v WF1+ ¢

/r*

1—

XocPo (1+7°) CATE 7F >0, (43)

where 0 < AF < 1,0<£<1,0< WA/WF < 1 and 7F < 0. While a tax reform exerts
opposite effects on welfare by increasing consumption but reducing leisure, (43) shows that
a labor tax cut unambiguously improves welfare. The reason is that the consumption tax
increases less than proportionately to keep the budget constraint balanced following a labor

tax cut as the consumption tax base is larger than the labor tax base.

As Lucas [2003], we estimate the welfare gain associated with a given tax reform, by
calculating the percentage change in the permanent flow of consumption C' necessary to
equate the initial level of welfare to what it would be following the shock. More precisely,
we determine the welfare gain/loss of a given tax reform by deriving the compensation ¢
such that:

Up=U|(1+0) C*O,EO} — yFe, (44)

UFC is the welfare after a tax reform; ¢ determines the

where Uj is the initial welfare while
change in consumption level that will enable the agent’s base level of intertemporal welfare

to equal that following the tax reform.

The effects on welfare reported in the last line of panel F of Table 1 are equivalent
variation measures. In all scenarios, a tax reform which involves a labor tax cut producing
a fall in the tax receipts by one percent of GDP produces welfare gains, ranging from a
low of 0.032% when considering tax reform leaving unchanged the (marginal) tax wedge
to a high of 0.101% when considering a revenue-neutral tax reform with a high elasticity
of labor supply. When considering an endogenous markup, we find that the welfare effects
are amplified from 0.071% to 0.073% as the reduced markup lowers the relative price of
non-tradables which stimulates consumption. When assuming that the non traded sector
is more capital intensive, the real exchange rate appreciation induces agents to raise less
labor supply while increasing consumption by the same amount as if 7 > &V by reducing
private savings. Whereas agents experience welfare gains along the transitional path, the
increase of utility at the steady-state is smaller as agents must work more. By and large,

these two effects offset each other.

Since we consider a two-sector open economy which has perfect access to world capital
markets, we find it interesting to compare the welfare gain in such an economy with that
in a two-sector model without physical capital. The latter economy is a useful benchmark
because the intertemporal solvency condition requires the stock of foreign bonds B to be
equal to its initial level By. Hence, such an economy behaves like a closed economy which

has no access to capital markets since the stock of foreign bonds must remain unchanged.
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The first line of panel F of Table 1 shows the welfare gain in a two-sector economy with labor
only while the second line gives the change in overall welfare in an economy with capital
accumulation.®® In all scenarios, we find that an economy with physical capital experiences
greater welfare gains. More precisely, the welfare gain in a two-sector economy with capital
accumulation and perfect access to external borrowing is between 39% and 89% higher
than that in an economy without physical capital. The reason is twofold. First, in the
long-run, higher capital stock produces a positive wealth effect by increasing the stock of
financial wealth. Second, the open economy runs a current account deficit to finance capital

accumulation (and reduced private savings if k% > k7)) without sacrificing consumption.

7.2 Welfare Effects of Anticipated Tax Reforms

When analyzing the effects of an anticipated permanent tax reform, we have to compute
the overall welfare gain by considering two subperiods, i.e. before its implementation (0,7")
and after its implementation (7, +o00). Hence, using the fact that § = r*, overall welfare
is:

T 00
_ e—'r*t e—’l‘*t .
U= /0 d(t)e” At + /T P(t)e " tdt (45)

Substituting linearized versions of ¢(t) computed over sub-periods (0,7) and (7, 00) into

eq. (45) and solving yields:

FC o1 (1—e"7)  ge T
fut — r* + r*

U| , (46)

where qgl and &2 correspond to (long-run) instantaneous welfare over the pre-announcement

period and once the tax reform has been implemented.

Differentiating, inserting first conditions (6a) and (6b), and substituting steady-state
changes for consumption and labor, we find after computation that the change in overall
welfare following an anticipated tax reform is:

ok
erT

FC T 5 w41
|y, = ———AocPe (1+7°) C¢

11— ——
WF1+47¢

AFrF 4700 >0, (4m)

where 0 < AF < 1,0 < € < 1,0 < WA/WF < 1 and 7F < 0. Inspection of (47)
reveals that the welfare gain should be lower when the tax reform is anticipated rather
than unanticipated since the positive wealth effect is smaller, as reflected by the term
e ""T. The farther the labor tax cut is expected to occur (i.e., the higher 7'), the smaller
the decline in A, and thereby the less consumption increases. As a result, welfare improves

after a tax reform, but less so when the tax cut is anticipated.

56When considering a two-sector open economy without capital accumulation, we consider constant
returns-to-scale technology, i.e., YT = LT and Y~ = LY. Due to perfect labor mobility across sectors,
we have 1 = p/u. The resource constraint for labor implies L = LT + L™. First-order conditions (6a) and
(6b) hold. The non-traded good market clearing condition implies L” /= C 4+ G* while the traded good
market clearing condition yields r*B + L7 =T +GT with B= Bo. When calibrating the two-sector model
without physical capital, we set Bg to zero to have a consistent consumptio-to-GDP ratio and we set s to

target a ratio WV;’“’ of 0.8, in line with our estimates.
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The last line of panel F in Table 2 summarizes the effects of anticipated tax reforms
on overall welfare U. As mentioned above, we estimate the welfare gain/loss of a given
tax reform by deriving the compensation (y,; that will enable the agent’s base level of
intertemporal welfare to equal that following the tax reform. Hence, (s is calculated as

follows:
F.C

Uy=U {(1 ‘f‘Cfut)éO’f/O] = U‘fut’

(48)

where Uy is the initial welfare while U ‘?uf is the welfare after an anticipated tax reform. In
line with theoretical predictions, for the baseline scenario, an anticipated revenue-neutral
tax reform which lowers the tax receipts by one percent of GDP improves welfare by 0.068%
while an identical but not anticipated tax reform raises U by 0.071%. When the imple-
mentation lag is raised form 7 = 6 to 7 = 10, the welfare gain is reduced from 0.068% to

0.066%.

Finally, we compare the welfare gain after an anticipated tax reform in an economy
without capital shown in the first line of panel F of Table 2 with that in an economy with
capital accumulation displayed in the second line of panel F. We confirm our previous con-
clusion according to which capital accumulation and access to external borrowing amplify

significantly welfare gains.

8 Conclusion

Low rates of employment and large public deficits accumulated by the current crisis re-
main a key policy concern across many industrialized countries. Policy makers have there-
fore shifted their attention away from resource-consuming public subsidies to resource-
conserving reforms of the tax structure as ways of addressing the problems of growth and
employment. While the theoretical literature analyzing the effects of revenue-neutral tax
reforms emphasizes the beneficial effects of shifting the tax burden from labor to consump-
tion, the empirical literature analyzing the effects of tax cuts finds evidence of a large decline
in GDP during the pre-implementation period as a result of the fiscal foresight. Our paper
revisits the macroeconomic effects of tax reforms in a two-sector open economy version of
the neoclassical model, with traded and non-traded goods, by considering both unantici-
pated and anticipated tax cuts. Specifically, we analyze the effects of two revenue-neutral
tax reforms that shift the tax burden from labor to consumption and a tax reform reducing
a payroll tax while increasing a progressive wage tax that keeps the marginal tax wedge
unchanged.

When considering an unanticipated tax reform, two main results emerge. First, we
find that a shift from payroll taxes to consumption taxes produces an increase in GDP
which is about half-way between the large effects after a shift from progressive wage taxes

to consumption taxes and the much smaller effects following a shift from payroll taxes to
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progressive wage taxes. Second, while at an aggregate level, our conclusions confirm the
findings by Mendoza and Tesar [1998], numerical results reveal that the GDP response
masks a large dispersion in sectoral output responses. In particular, we find that traded
output falls while non-traded output expands, regardless of sectoral capital intensities, due

to the shift of resources towards the non-traded sector.

In contrast to most papers analyzing the effects of tax reforms, we investigate the impact
of anticipated tax cuts. Our model predicts that, regardless of sectoral capital intensities,
GDP, hours worked and investment decline substantially during the pre-implementation
period. Importantly, sectoral capital intensities play a major role in determining the GDP
response after three years. If the traded sector is more capital intensive, GDP falls by
about 2.7 percentage points after three years while it declines by only 1 percentage point
when sectoral capital intensities are reversed. Regarding the distribution effects, after an
anticipated labor tax cut, the labor share always falls during the pre-implementation period,

regardless of sectoral capital intensities, due to the rise in the capital-labor ratio.

Besides estimating the size of the aggregate effects of tax reforms, one key added value
of our work here is to shed light on the sectoral decomposition of GDP response. More
specifically, numerical results reveal that, when investment is both traded and non-traded,
the relative size of the non-traded sector increases substantially after three years, regardless

of sectoral capital intensities and whether or not the tax cut is anticipated.

A second key added value of our work is to evaluate the welfare effects of tax reforms by
considering alternative scenarios. We find that a tax reform improves welfare in all cases,
more so if the markup is endogenous, but less so if the tax cut is anticipated. Importantly,
we find that welfare gains in a two-sector economy with capital accumulation and perfect
access to external borrowing are between 39% and 89% higher than those in an economy
without physical capital.

In conclusion, we must stress a number of caveats. When considering an endogenous
markup, we assume that entry of firms drives the profit down to zero at each instant of
time. While this assumption simplifies the dynamics, we believe that considering a model
with entry and exit of firms, in the lines of Bilbiie, Ghironi and Melitz [2010], could enrich
the analysis. In this framework, the number of firms becomes a sluggish variable so that
the markup will be unaffected on impact. Hence, after an anticipated tax cut, the real wage
could rise rather than decrease as a result of the Stolper-Samuelson effect, when the traded
sector is more capital intensive than the non-traded sector. Additionally, we consider time
separable preferences which in turn produce a significant increase in consumption after
an anticipated tax reform, whereas Mertens and Ravn [2009] find that the consumption
response is quite muted in the short run. Considering habit formation in consumption

would lower the intertemporal elasticity of substitution at a short-run horizon and thereby
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Figure 2: Effect of Tax Reforms. Notes: variables are measured in percentage points of
output, with the exception of labor and relative price of non tradables which are scaled
by their initial steady-state values. For the baseline scenario, anticipated tax reforms are
announced at date —6 and implemented at date 0. The dotted line shows transitional paths
when tax reforms are announced at date —10 and implemented at date 0.

moderate the reaction of consumption on impact. Finally, due to our assumption of perfect
labor mobility across sectors, traded and non-traded output vary in opposite directions
while evidence from Benetrix and Lane [2010] mostly predicts that sectoral outputs co-

vary. Further analysis of these issues has to be left for future research.
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Figure 3: Impact on Output of a 1 Percent Anticipated Tax Cut for Alternative Imple-
mentation Lag. Notes: we consider an unanticipated tax reform (labelled “surprise”) and
anticipated tax reforms where the anticipation horizon 7 varies between 6 and 10. Antici-
pated tax reforms are announced at date —10,—8,—6 and implemented at date 0.
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A Data

A.1 Data for Figure 1

Figure 1 plots labor and consumption tax rates over the period 1993-2010 for six OECD countries:
Belgium, Finland, France, Italy, Spain and Sweden. Data are taken from Mc Daniel as she estimates
the aggregate labor tax as equal to the payroll tax rate (paid by employer and employee) plus the
tax rate on household income. The procedure for choosing the six countries is as follows. Over
the period 1990-1994, the labor tax rate averages 0.313. Nine countries, including the six above
plus Austria, Germany, and the Netherlands, feature labor tax rates that are higher than average.
Among these nine countries, only six have unemployment rates that are higher or equal to average.
Note than we took the average of unemployment over 1993-1994 (equal to 9.2% of the labor force)
rather than 1990-1994 since the unemployment rate is not available for Austria before 1993. Source:
OECD Main Economic Indicators.

A.2 Data for Calibration

Table 4 shows the non-tradable content of GDP, employment, consumption, gross fixed capital
formation and government spending, and gives the share of government spending on the traded and
non-traded good in the sectoral output, the shares of capital income in output in both sectors, and
the markup charged by the non-traded sector for 13 OECD countries (Austria, Belgium, Denmark,
Finland, France, Germany, Italy, Japan, Netherlands, Spain, Sweden, United Kingdom, United
States). The choice of these countries has been dictated by data availability. For the countries of
our sample, the period runs from 1990 to 2004. Details of construction of the data related to the
non tradable share of output and labor can be found in Cardi and Restout [2011], we detail below
how we estimate consumption and labor tax rates, and the non tradable content of investment and
consumption expenditure.

Table 4 gives effective tax rates for the countries of our sample. The employers’ part of labor
taxes denoted by 77" in the text is calculated as ESS/(IE — ESS), where ESS equal to employers’
social security contributions and IE equal to total compensation for employees; ESS comprise
taxes paid by employers (2200) and taxes on payroll and workforce (3000). Source: OECD National
Accounts.

The employees’ part of labor taxes denoted by 7 in the text is the labor income tax rate plus
the rate of contribution to social security to be paid by households. It is calculated as DT/HCR,
with DT equal to income tax (1110) plus employees’ social security contributions (2100) and HCR
equal to compensation of employees less labor taxes paid by employers. Source: OECD National
Accounts.

We have computed the ratio T1/W, with TI taxable income and W the gross wage earnings
before taxes. To calibrate the model, we set tax allowances x to target this ratio. Source: OECD
National Accounts.

The consumption tax denoted by 7€ in the text is TGS/CC with TGS corresponding to taxes
on goods and services (5110 + 5121), and CC represents the final consumption expenditure of
households and of general government. Source: OECD National Accounts.

We follow the methodology proposed by Burstein et al. [2004] who treat Housing and Other
Construction as non-tradable investment and Products of agriculture, forestry, fisheries and aqua-
culture, Metal products and machinery, Transport Equipment as tradable investment expenditure
(Source: OECD Input-Output database [2008]). Non tradable share of investment shown in the
fourth column of Table 4 averages to 58%, in line with estimates provided by Burstein et al. [2004].57

As in Stockman and Tesar [1995] and Mendoza [1995], we estimate ¢ by running the regression
of logged relative expenditures on the logged relative price of non-tradables:

2l/20 = i+ Kipig + itrend + €4 ki = i — 1

where 27 and 2V are (logged) expenditure in traded and non traded goods and p is the (logged)
relative price of non tradables. To capture the wealth effect, we add a linear trend.®® Note that
Stockman and Tesar [1995] use cross-section data to estimate ¢, while we use panel data. We detail
below the construction and the sources of the dataset we use.

To split consumption expenditure into consumption in traded and non-traded goods, we made
use of the Classification of Individual Consumption by Purpose (COICOP) published by the United
Nations (Source: United Nations [2007]). Among the twelve items, the following ones are treated as

5TFor most of the countries of our sample, the period runs from 1990 to 2004, except Germany and Sweden
for which data start in 1991 and 1993, respectively.

*Note that Stockman and Tesar [1995] and Mendoza [1995] add GDP per capita as an explanatory
variable to capture the wealth effect. Rather, we add a linear trend since it is very likely that GDP per
capita is correlated with the relative price of non-tradables.
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consumption in traded goods: Food and Non-Alcoholic Beverages; Alcoholic Beverages Tobacco and
Narcotics; Clothing and Footwear; Furnishings, Household Equipment; Transport; Miscellaneous
Goods and Services. The remaining items are treated as consumption in non-traded goods: Housing,
Water, Electricity, Gas and Fuels; Health; Communication; Education; Restaurants and Hotels;
Recreation and Culture. The non-tradable share of consumption shown in the third column of
Table 4 averages to 48%, in line with the share reported by Stockman and Tesar [1995]. Our dataset
covers the thirteen OECD countries of our sample while the period varies across countries (see Table
3).

Since 27 /2" and p display trends, we run unit root and cointegration tests. Having checked
that these two assumptions were empirically supported, we estimate the cointegrating vector by
using the panel Dynamic OLS (DOLS) and Fully Modified OLS (FMOLS) estimators of Pedroni
[2001]. DOLS and FMOLS estimates of x; are displayed in columns 2 and 3 of Table 3. Once «;
is estimated, we compute ¢; as 1 + x;. Results are shown in columns 4 and 5 of Table 3 for the
DOLS and FMOLS estimates, respectively. Using cross-section data for 13 industrialized countries
(for 1975), Mendoza [1995] reports a value for ¢ of 0.74 while, for the whole sample, FMOLS and
the DOLS estimates are 0.899 and 0.928, respectively.

In the last column of Table 4, we show estimates of the elasticity of substitution ¢; for the
thirteen OECD countries of our sample. We choose to report estimates obtained with the Fully
Modified OLS estimator in Table 4 since we obtain a positive value for Netherlands while it is
negative when using the DOLS estimator. The elasticity of substitution between traded and non
traded goods shown in the last column of Table 4 averages to about 1.%°

Table 3: Estimates of the Elasticity of Substitution ¢

Country Period i DOLS LFMOLS DOLS FMOLS
AUT 1976-2007 | —0.188  —0.105 | 0.812°¢ 0.895%
(—0.80) (—0.56) (3.43) (4.74)
BEL 1995-2007 | —0.705% —0.539 | 0.295% 0.461¢
(—13.12) (—3.32) (5.49) (2.83)
DEU 1991-2007 | 0.175% 0.196¢ 1.175° 1.196°
(3.00) (1.91) (20.13) (11.66)
DNK 1970-2007 | —0.100  —0.067 | 0.900° 0.9332
(—0.73) (—0.50) (6.57) (6.96)
ESP 1995-2007 | —0.505°  —0.466° | 0.495° 0.534¢
(—2.22) (—2.37) (2.18) (2.72)
FIN 1975-2007 | —0.060  —0.024 | 0.940° 0.976%
(—0.58) (—0.20) (9.02) (8.14)
FRA 1970-2007 | 0.708¢ 0.626% 1.708% 1.626%
(8.14) (2.71) (19.64) (7.04)
GBR 1980-2007 | —0.691¢ —0.660% | 0.309° 0.340°
(—4.58) (—3.64) (2.04) (1.87)
ITA 1970-2007 | 1.325% 1.366% 2.325% 2.366%
(3.04) (3.07) (5.34) (5.32)
JPN 1980-2007 | —1.129° —0.999% | —0.129 0.001
(—3.57) (—2.75) (—0.41) (0.00)
NLD 1980-2007 | —0.218°  —0.347 | 0.782° 0.653%
(—2.19) (—1.42) (7.85) (2.68)
SWE 1993-2007 | 0.707¢ 0.628% 1.707% 1.628%
(22.18) (12.86) (53.55) (33.34)
USA 1970-2007 | —0.633° —0.543% | 0.367 0.457°
(—2.38) (—2.32) (1.37) (1.96)
All sample —0.101°  —0.072° | 0.899° 0.928%
(—1.72) (—1.96) (15.26) (12.46)

Notes: ¢,  and ¢ denote significance at 1%, 5% and 10% levels. Heteroskedas-
ticity and autocorrelation consistent t-statistics are reported in parentheses.

59We exclude the value of ¢ for NDL when calculating the average since the coefficient is not statistically
significant (see Table 3).
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A Short-Run Static Solutions

In this section, we compute short-run static solutions. It is worthwhile noting that in this paper,
we assume that the non-traded sector is imperfectly competitive and charges a markup denoted by
u. We also allow for the markup to be endogenous in section 6 in the text. In order to isolate
the influence of markup variations on variables, i.e. the competition channel, we express variables
in terms of the markup; hence, we treat u as an exogenous variable in computing short-run static
solutions. For example, if a short-run static solution is given by =z = x (5\, P, u) with A the shadow
value of wealth, P the relative price of non tradables and p the markup, the variable x is only affected
by X and P in the case of fixed markup while z is influenced also by the competition channel when
we allow for the markup to be endogenous.

In section A, we solve the two-sector model by assuming that investment is only non traded to
preserve analytical tractability. In section B, we analyze equilibrium dynamics and derive formal
solutions. Section C explores the dynamics for the current account while in section D, we investigate
the dynamics of savings. In section E, we derive steady-state changes. In section F, we express
steady-state values in terms of the shadow value of wealth and tax rates.

In section G, we derive steady-state effects of unexpected tax reforms. In section H, we define
the tax wedge and in section I, we derive the effects of a tax reform keeping unchanged the marginal
tax wedge. In section J, we the short-run effects of unexpected tax reforms.

In section K, we analyze the impact and steady-state effects of tax reforms on GDP and sectoral
outputs. In section L, we provide the main steps to derive formal solutions for key variables after
future anticipated permanent tax shocks.

In section M, we provide a full welfare analysis of unexpected and pre-announced tax reforms.
In section N, we solve the full two-sector model with investment expenditure on both traded and
non traded goods. In section O, we set out the model with an imperfectly competitive non-traded
sector, assuming that a limited number of competitors operate within each sector. When the number
of competitors is large, the imperfectly competitive non-traded sector charges a fixed markup. In
section P, we solve the two-sector model without physical capital. We derive steady-state effects
after both unexpected and pre-announced tax reforms.

A.1 Short-Run Static Solutions for Consumption-Side

Static efficiency conditions (6b) and (6¢) can be solved for real consumption and labor which of
course must hold at any point of time:

C=C(\P7%, L=L(\Pr" % ), (49)
with
oC C
C; = —=—-0,=<0 50
oC C
CP = 67P = —OZCUCF < 0, (50b)
oC C
CTC’ = 87'70 = —O'Cm < O, (5OC)
oL L
Ly = —==0.=>0 50d
A O\ oL by > U, ( )
oL Wp (1 - TH) A kT h
P oP or, WA g, WFu(k‘N k‘T) >0, (508)
oL Wor (1-7H) A
L = — =- =—o0,L—— <0 50f
oL (W — k)
LTH = aTH = _O'LLW < 0, (50g)
oL W (1 — TH) A kT Ph
L, = —=o, L4~ /-0, L———«———— >0 50h
" o oL WA Ll (M)Q (b — kT ) (50h)
where o0 = — ugg > 0 corresponds to the intertemporal elasticity of substitution for consumption,
o = Uz’ﬁ > 0 represents the intertemporal elasticity of substitution for labor. We denoted by
O<AE#<laslongas/—@>O;if/1:0,thenA:1.

(1= ) =g
Denoting by ¢ the intratemporal elasticity of substitution between the tradable and the non
tradable good and inserting short-run solution for consumption (49) into intra-temporal allocations
between non tradable and tradable goods, we solve for CT and CV:

cT=c™ (A P79, cN=cN (PO, (51)



with

T

O% = —UCT < 07
T
Cg = a07(¢—00)§07
CT
T — i
CTC = oc (1 T Tc) < 0,
ON
C;\V = —O'CT < O,
CN
Cp = Y (1 —ac) ¢ +acoc] <0,
CN
N —_— — S —
O_rc = oc (1 + TC) < O,

where we used the fact that — P];C//CP =¢(1—ac)>0and P,.C = CN.

A.2 Short-Run Static Solutions for Production-Side

Sectoral Capital-Labor Ratios
First-order conditions (7) can be solved for the sectoral capital intensities:

ET = kT (P ), EN = kN (P, p),

with
T okt h
Mo = Gp T KN — kT
Sk ( )
- kT Ph
ky = T2 ’
o (1) frn (KN — KT
P 9P T P2hyy, (KN — k)’
BN okN _ f
B 9u Phy (KN —kT)’
Real Wage

Equality [f (kT) — kT f (k:T)] = WF can be solved for the wage rate:

W=w (P pn),

with
T T T

wp = W _ K Jukp K <o
op 1+ A +7F) p (BN —kT)
ow w

Wer = 87'F_7(1+TF)<0’

S oW K fuky kT Ph >0

T o (TP (L) ()2 (RN — kT) S

Sectoral Labor

(52a)
(52b)
(52¢)
(52d)
(52e)

(52f)

(53)

(54a)
(54b)
(54c)

(54d)

(56a)

(56b)

(56¢)

Substituting short-run static solutions for labor (49) and capital-labor ratios (53) into the re-
source constraints for capital and labor (17), we can solve for traded and non-traded labor as follows:

LT =7 (K, P AP, 71 ), LN = LN (K, P, A 77, 71 ),

50

(57)



with

N
L'TF

N
LY,

T T 2T N
aaLP - u(kNl—kT)2 {Lfkf l;fhklf _ULLWZ/\FkaNh} =0
T T 2T N
T i+ B e R o
gfl: N kainTJLL(l +A7F) =0
e A=)
aaLf](V TN - w20
N T 2T N
o ST T+ g e ()] >0
N T 21N
aéu - [M(kNl_kT)]2 {Lf::h MPkakf 7JLL% (kT)QPh] =%
gﬁ“ - ka—TkT T +ATF) 20
gﬁg = ka_TkTJLL(WW;ﬁ) 20,

where W5 =W (1 + 7).
Sectoral Output
Inserting short-run static solutions for capital-labor ratios (53) and for labor (58) into the

production functions, we can solve for the traded, Y7 = LTkT, and the non traded output, YV =

LNRpN.

YT =YT (K, P75 7% 1),

ol

YN =Y N (K, PN\ 5 75 ),

(58a)

(58b)

(58¢)

(581)

(58])
(58k)

(581)

(59)



with
oyT f

Yi = K- m SO (60a)
W P R N T YL
vy = a;;; aLé% =0, (60d)
Vi = ?:; = —kakaTaLL(l +ATF) S0, (60e)
Y = g}; — - ka]ifkT aLL(WW;“) <0, (60f)
vy = 8;; = kN’ikT >0, (60g)
et [P S ]
B Bt [P Lt ] <o
YN = % = _"Léwﬂ%w <0, (60j)
Vi o= ?:;v = ka:ihkTaLL a +ATF 20, (60k)
v = oy _ _kh OV —k) > 0. (601)

ori — kN —TOH T yya

As it will be useful to calculate tax multipliers for output, we give the partial derivatives of
output in the traded and the non traded sector w. r. t. total employment:
T N N T
:8Y _ kY f >0, Y]{V:ay _ k*h <.
oL EN — kT oL EN — kT

Y/ (61)

Useful Properties
Making use of (60b) and (60h), (60a) and (60g), we deduce the following useful properties:

YA kTh
f—Ph
WYE +pyy = 72; — = Pl = ufi, (62b)
v pYL F
YL +P7 = W 5 (62C)
vy Ph
T _ T
YN L (kN pf — K7 Ph) L
T F
Yy +Pf = T RN AT :aLjW >0, (62e)
YN
vEi+P~"2 = —og,LwA <0, (62f)
12
Y W —
Vi + P% = —aLL%WF <0, (62g)

where we used the fact that uf = P [h — hy, (kN — kT)] and kN puf—kTPh =P (h — thN) (kN — kT)

uWwt (kN - kT).
In addition, using the fact that RX = f; [kT (P, u)], the rental rate of capital denoted by RX
can be expressed as a function of the real exchange rate P and the mark-up pu:

RY = R (P,p), (63)
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with partial derivatives given by:

RE = 8;; = (th_ oy >0, (64a)
R = 85; = (kf:h w7y S0 (64b)
B Equilibrium Dynamics and Formal Solutions
Inserting short-run static solutions (49), (51) and (59) into (11) and (6d), we obtain:
K = %YN (K, P78 o) —ON (N, P,7¢) — 6k K — GV, (65a)
P = P{r*—kéK—hkl(LP)] (65b)

Linearizing these two equations around the steady-state, and denoting X = K, P the long-term
values of X = K, P, we obtain in a matrix form:

. A\T - A\T
(K7 P) =J (K(t) ~K,P(t) - P) , (66)
where J is given by
bll b12
J= , 67
( bay b ) (67)
with
Yy h vy
by = & —0x=—F—"<—0k20, bp=-"2—-Cp >0, (68a)
1 y (kN _ kT) 7
~ N F T
bot = 0, byy =Pl — / Y <0. (68b)
p P (kN k") P

Equilibrium Dynamics
By denoting v the eigenvalue of matrix J, the characteristic equation for the matrix of the
linearized system (66) can be written as follows:

1 P . YE (YY
() - 3 (yg + EY}(V - 5KP> v+ g (5 - 5K) =0. (69)

The determinant denoted by Det of the linearized 2 x 2 matrix (66) is unambiguously negative:5°

YE (VY fh vE
Det J = b11b22 = ~K <K — (5K> = 7% — 5K ~K < 0, (70)
P 12 uP (kN _ kT) P

and the trace denoted by Tr given by

1 P h
TrJ=0b11 +byp == YE;—I—TY]I(Y ——5K=i—5K=T*>O, (71)
P i H
where we used the fact that at the long-run equilibrium % =r*+0k.
From (66), the characteristic root obtained from J writes as follows:

1 * 2 le: (YI](Y ) .
vi= =<r kg (r) -4 = -9 =0, i=1,2. 72
2{ \/< P oail (CE gtz (72)
Using (71), then (72) can be rewritten as follows:
1 YL Yy
=St | KK 5 > i =1,2.
s - Comlpzo @

50Starting from the equality of labor marginal products between sectors, using the fact that f, = Phy
and hi = r* + 0k, it is straightforward to prove that by, is positive in the case k¥ > k7.
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We denote by 17 < 0 and v5 > 0 the stable and unstable real eigenvalues, satisfying
v <0< r* <. (74)

Since the system features one state variable, K, and one jump variable, P, the equilibrium yields a
unique one-dimensional stable saddle-path.

Formal Solutions for K and P

General solutions paths are given by :

K(t) — K = Bleylt + .Bgeyzt7 (753.)
P(t)— P = wiBie"! 4+ wiBye™, (75b)
where we normalized w! to unity. The eigenvector w) associated with eigenvalue p; is given by
, ; — b
wh =2, (76)
bi2
with
v h
b1 = 7K*5K:%*5K%0a (77a)
R
YN
bia = TP —-CY >0, (77h)

where CF is given by (52e).

Case kY > kT

This assumption reflects the fact that the capital-labor ratio of the non-traded good sector
exceeds the capital-labor of the traded sector. From (73), the stable and unstable eigenvalues can
be rewritten as follows:

P (78a)

p (z;N — z;T)
i
vy = m — g >0, (78b)

since we suppose that £V > k7.
We can deduce the signs of several useful expressions:

Y = n(m+ik) >0, (79a)
YE = P <0, (79b)
Phyik
l:f Po_ >0, (79¢)

YA = k7 b) L——x>0 79d
g (v2+6k) oL arn Y (79d)
vh = ﬁléNylaLiL <0 (79¢)
g (I+7F) ’

1 -~

1 - ~-
¥ = _jaLLPkNV1>0. (79g2)

We write out eigenvector w’, corresponding with stable eigenvalue v; with ¢ = 1,2, to determine

their signs:
1 (+)
Wl = ﬁ%@ =) |, w? = ( L (+) ) . (80)

Case kT > kN

This assumption reflects the fact that the capital-labor ratio of the traded good sector exceeds
the capital-labor ratio of the non traded sector. From (73), the stable and unstable eigenvalues can
be rewritten as follows:

m = ——— — 5 <0, (81a)
T

vy = ——— >0, (81b)



since we suppose that k7 > k.
We can deduce the signs of several useful expressions:

YY = p(n+6k) <0, (82a)
YE = pl/g > 0, (82b)
PhiikY
% — _y2 < O7 (82C)
N T T A
YTF = k /,L(l/l +6K) O'LLm <O7 (82d)
vhi = PI%NVQULEL >0 (82¢)
u (1+7F) ’
1 .-
1 -~~~
vy = 7KULLPI<:NV2 < 0. (82g)

We write out the four eigenvectors w?, corresponding with stable eigenvalues v; with i = 1,2, to
determine their signs:

C Current Account

In this section, we first derive the current account equation and then determine the formal solution
for the stock of foreign assets.

Derivation of the Current Account Equation

Using the definition of lump-sum transfer Z given by (9), and substituting the market clearing
condition for non traded goods (11) into (3) yields:

B = r*B(t)+RNK(t)+ WAL(t) - Po (1+7°) C(t) — P()I(t) + Z,
= "B+ (RFK+W"L)—PoC—P (YJ —CN—GN> :

Using the fact that LT + LY = L, KT + KV = K, the dynamic equation for the current account
can be rewritten as follows:

N
B B+ [WFLT + (R®) KT] + [WPLY + (R® + 6x) K] — PY7 -c-a",

= »B+yl 0T - G7,

where the overall variable cost W LY 4+ REK?Y in the non traded sector and output net of fixed
cost in that sector, i. e. pYY — PZN cancel each other.5!

Formal Solution for the Stock of Foreign Assets

We now derive the formal solution for the stock of foreign assets. Inserting first the short-run
static solutions for consumption in tradables given by (51) and output in the traded sector given by
(59) into the current account dynamic equation (14) and linearizing around the steady-state yields:

B(t) =1 (B(t) - B) vl (K(t) - K) + YA - B (P(t) - 15) . (84)
where C% is given by (52b).
Inserting general solutions for K (t) and P(t) given by egs. (75), the solution for the stock of

foreign assets is:

2 2
B(t) = r* (B(t) - B) +YEY Bt 4 [YE ~ CF] S Biwhet. (85)
i=1 i=1
Solving the differential equation leads to:

B(t)~ B =[(Bo— B) = @181 — ®:B5| """ + @1 Bie™! + @3 Bae, (86)

1Tn the traded sector which is perfectly competitive, we have : Y7 = Fp LT+ REKT = WP LT + REKT.
Instead, in the non traded sector which is imperfectly competitive we have: pZ¥~ = P%LN + P%KN or
PuzN = PYN = Php LN + Phe KN = WFLYN + REKN.
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where - T or)
N, YI+[vE- i
®; = _ Y+ [ P]wQ, i=1,2. (87)

v —1r* Vi —1*

Invoking the transversality condition for intertemporal solvency, the terms in brackets of equa-
tion (86) must be null and which implies By = 0. We get the linearized version of the nation’s
intertemporal budget constraint:

By— B =, (Ko—f(). (88)

The stable solution for net foreign assets finally reduces to:

B(t) - B =, (K(t) - K) . (89)
Case kN > kT
Ny = Y+ (Y2~ CF)wy,
~ 1 ~ ~ o~ ~
— Pu {1 b2 [JCCN — o LET (vy + 0k) A] } 20, (90a)
PV2

No = Yi+ (YE-CF)uws, (90b)
= YY =Py <o, (90c)

where (90c) follows from the fact that w3 = 0. We made use of property (62a) together with the fact
~ N ~~ ~
that CF, = PcCp—ng to compute Y2 —CL = —P (YTP — Cg) —PoCp—orLEkT (va+ k) A 2 0.

Since it is equal to ,,1]171,,” ®, is given by:
~ wl ~ ~~ ~
(1)1:—P{1—|— —2 [UCCN_ULLkT<V2+6K)Ai|} (91)
PV2
and &, = V;XQT* =P

The sign of ®; is ambiguous and reflects the impact of the capital accumulation on the net
foreign assets accumulation along a stable transitional path:

B(t) = &, K (t).

where K (t) = v1Bie”t. Following empirical evidence suggesting that the current account and
investment are negatively correlated (see e. g. Glick and Rogoff [1995]), we will impose thereafter:

Assumption 1 ®; < 0 which implies that Ny > 0.

Hence, we impose the following condition when &V > k7
wa ~ -~ ~
v > =2 |ocON — oL " (1o + 5K)A} . (92)

For all parametrization, the inequality above holds.
Case kT > kN

N = Y+ (YE-CF)wi,
= Y =Pu>0, (93a)
Np = Y+ (Y5 —Cp)wi,
~ 2 ~ ~ o~ ~
= Py {1 + ;’2 [och — o LET (v1 + 61) A} } , S0, (93b)
141

where (94) follows from the fact that wi = 0. We made use of property (62a) together with
~ N ~ ~
O = PoCp — PCY to compute Y — C% = —P (YTP - C{Q’) — PeCp — op LT (11 + 6x) = 0.

Hence, ®; = VljilT* = —P. Furthermore, since it is equal to ngiii‘*’ ®,, is given by:
~ w2 ~ ~~ ~
Oy = —P {1 g [och — oL LET (1 + 63) A} } . (94)
1551
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D Savings

D.1 Formal Solution for Financial Wealth
The law of motion for financial wealth (S(t) = A(t)) is given by:
A(t) =r*A(t) + [W (P, TF,’I7) (1 — TH) + THH] L (S\,P, TF,TH) —Pc (P) (1 + TC) C (X,P, Tc) +Z,

with Z = 7°PcC + [(7 + 7F) W — 7Hk] L — GT — PGV )
The linearized version of (95) is
At) =+ (A(t) - A) M, (P(t) - 15) : (96)
with M given by
M, = (Wpi + WLP) (1+77) - (C‘N + PoCp +GN> :
= (1) IWp (14 Aoy ) = [EY (1= 00) + GV,
S {k (vs + 0xc) + [aLm/;T (2 + ) — UCON} } <0. (97)

From the second line of (97), if o < 1 as empirical studies suggest, then the term in square brackets
is positive and M, is negative. The last line has been computed by using the fact that L = LV + L7

and K = kTLT + kN LN which allows to simplify % {YN + LET (va + k) ,u] to K (va + k).
The general solution for the stock of financial wealth is:
M1w2

V1—7"

M1w2
vy —r*

A(t):A+{(AO—A)— B] et Bie (98)

where we used the fact that w3 = 0.
Invoking the transversality condition, we obtain the stable solution for financial wealth:

lel
72316

At)y=A vit
()= A+ L B, (99)
and the intertemporal solvency condition
N Mwl /.
A Ay = =122 (K - K0> . (100)
vy —T

D.2 Steady-State and Dynamic Effects of Tax Changes
Differentiating (100) w. r.t. 77 (j = F, H), long-term changes of financial wealth are given by:

dA W} N\ dK
@ = 72 (KVQ + O'LL]{ Vg — O'CC ) de (101)
Differentiating (99) w.r.t. 7¢ and 77 (j = F, H), gives the dynamics for savings:
. le% Bl C t
t)y = A(l) = dr™ e 102
S(t) (t) no e >0, (102a)
. le% Bl t
t)y = A() = drien =FH, 102b
S(t) (6) = Parient <o, (102b)
where dfilc = —éi% < 0 and % = —% > 0 as it is shown in the next section.

E Long-Run Effects of Labor and Consumption Tax Changes

In this section, we calculate formal expressions of steady-state changes. For clarity purpose, we
assume that dx = 0 since it does not modify qualitatively the long-run effects of tax policies. This
assumption will be relaxed in numerical analysis. We totally differentiate the steady-state which
yields in a matrix form:

hk,Lk-g 0 0 0 e 0
~ N
—Cﬁ) % (%—Cﬁv) 0 A | _ —YLFdTF Hdr +CNdr¢
(YE-cL) YI (YI-cT) dA —YTarF — Va4 O arC
P P K X 2 dB
0 -, 0 1 0

(103)

o7



The determinant denoted by D of the matrix of coefficients is given by:

N N YN
D= % {Ylfj (YT — ) - (; _ c;V) VE + ] } (104)

We have to consider two cases, depending on wether the non traded sector is more or less capital
intensive than the traded sector:

D = —V;:)V; (O’LWFi + UCPCC’) >0, case kT >kVN, (105a)
__nv R ~ ﬁ&% AN FIT AN FIT. R
D = %2 {(O’LW L +UCPCC) o (acc op Lk yg) (acc orLk VQA)}HSE)(B;)

case kN > kT,

where we used the fact that and pf k™ —Phk™ = pW* (kN — k') together with —P (kNvy + kT1y) =
WEAf kT > kN or —P (sz/1 + le/Q) =WFif kN > k7.

Useful Expressions

We have computed these useful expressions:

N

Yy Y, L hf
v —vE - = . (106a)
A A (k‘N _ k:T)
Yy P, f+ (1 —ac) Ph
PLYT —(1—ac) Pote = _FPejacf+U-ac)Phi (106b)
CtK
1Y P (kN _ kT)
YN 1 . 3 _
20y = < |-o bkt ——< +0cCV|, (106¢)
L A (kN _ kT)
P| - 7 cT
Yi-ct = Zloplk ————— 4 o0—=|. (106d)
A A P (k:N _ kT) P
If KV > kT, useful expressions (113) become:
Y1]<v T TYS\N > orL IN T
EYT _yEA = _Puy 22 BV —ET) >0, 107
T K, niv2— ( ) (107a)
YN
PLYE — (1 —ac) PCTK = —Pclra—acrt] <0, (107b)
YN 1 . _
f -of = -3 {ULLkTVQ - UCCN} <0, (107¢)
1 [ -
YW-of = -3 (oL LPEY v — 0cCT| >0, (107d)
' ocPcC
Tchc ~YrcN, = ) [~v2 (1 — ag) +viac] <0, (107¢)
Y vy _ - A e
yI=fl _IKyT _ Pl (k:N - sz) >0, (107f)
YN YN _ _ W — K - -
YTt _ ZKyT o o PulugaLLWA) (k:N - kT) >0, (107g)
- s - (YN
Yi—cl = (UCCN - OLLA/{TVQ) "y (; - cﬁ) . (107h)

where we used the fact that Y72 = 715% — o LAk vy, OF = PoCp — PCY and PoCp = —ocCN
to rewrite Y2 — C% (see (107h)).
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If k7 > k™, useful expressions (113) become:

N
LIQVYS\T _ YI?YL
I
PLYg — (1= ag) PoYy
N
o oy
7 A
T AT
Yy - Cj

YN
£ ot —vick
n

N
y}?& _ E}ﬂ;

Y - C%

YE 4+,

= —Polv —acr’] >0,

= —% (JLINJ;:TW - UcéN) >0,

1 o .
- —fPﬂPMWyﬂmCﬂzo,
A
Ucpcc
BE) [—11 (1 = ac) +veac] >0,
= Pl/ll/QO'LiL (I;JT — ];?N) <0
ey |
- N - (YN
::<qﬂN—qu%O—P<I)—@Y
1
= 7?1/1.

).

(108a)
(108b)

(108¢)
(108d)
(108¢)
(108f)

(108g)

(108h)

E.1 Long-Run Effects of an Unanticipated Permanent Consumption Tax

Change

Case kN > kT

PoCop L\ 1 * )
_ _(W) 1 {HQCT’ w}

) {WF — ]NCTLW% (acéN - O'LE]CTVQA):| <0,

V2

A

9] PI/Q

1 ™ wi
— [1+ac—=
A [ V2 Puy

UcpcéULz/

dé _ O’Cc’O'LZ
dr¢ A(1+79)
dL

dr¢ 1+7¢
d;\ _ ch\Pcé
dr¢ 14 7¢
dK 1/ 1

dr¢ = oy \147C A
dB dK

T p

dr¢ Lar-C >0,

(UCC’N — O'LEICTVQA):l <0,
(UCC'N — ULikTugf\)] <0,

> [acl;:Nul —(1-ac) ];TV2:| <0,

(109a)

(109b)

(109c¢)

(109d)

(109e)

where A = [(aLWFE + JCPCC’) + %j—f (GCC’N - aLilz:TW) (acC’N - ULE/];?TVQA)} is assumed

to be positive.
Case kT > kV

dC

UcéO'LWFi

dr¢

dL

O'Cpcéa'LI:

dr¢

dX

1
= - o - | <o,
<1+TC><ULWTL+%mFbC>

1
—— = | <0,
1+TC)<ULWWL+%meC>

Ucpcé

dr¢

1
— =] <0,
1+TC><oﬂVFL+mﬂ%C>

O'Cpc'éULi/

K 1/ 1

dTC - 11 1+TC o
dB
dr¢

LVVFE + O'Cpcé

(110a)

(110Db)

(110c)

)(W%Nw—wl—acﬂﬁm)<o, (110d)

(110e)

E.2 Long-Run Effects of an Unanticipated Permanent Change in Payroll

Taxes

Case kN > kT
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;T—C; = —oc Nggi(lfﬁ) {WF _ ngr*‘f (acéN _ aLikTWixﬂ <0, (111a)
ddTiF = —Uf(lfﬁ) {acPcé + :‘f (acéN — o—LEkTVQZ\) JCCN} <0, (111b)
% = Z\UZEMATF) {WF - ;};T,«*‘f (UCC*N _ gLikTVQZ\)] <0, (111c)
% = ZLVI;J(lfTF)acPCé [acI%Nul —(1-ac) l}Tug} <0, (111d)
:;T—Bi? = @137_7[;{ >0, (111e)

where we used the fact that P (VQ];IT + Vllle) =_Pp (iL — hkl;N) =_WF.
Case kT > kN

ac A G

F = *Uc%’f~mwﬂ (112a)
;TLF = _UZL(l_:\TF)UCPCéa (112b)
% = )\UZEGETF)WF>O7 (112¢)
% = Zi(l—fq—F)GCPCO [Oécl;NVz—(l—ac)lz?Tlh} <0, (112d)
% = Pjﬁ>0, (112¢)

where we let A = o7, W L+0¢ PoC and we used the fact that — P (Vll;T + Vzl;N> =P (il - hkifN) =
wr.

E.3 Long-Run Effects of an Unanticipated Permanent Progressive Wage
Tax Change

Case kN > kT

(jTC; - _Ucé"f(WW;“) [VvF - kT% (scC™ —aLik%A)] S0, (113)
d(i'ii;[ = —Uif/w {UCPCC’—I— :f (UCC’N - ULIN/kTung> acC’N} <0, (113b)
% _ ;\% (WW;“) {WF B ]%TT*":f (UCéN _ aLik‘Tng\ﬂ <o, (113c)
(?Tf; = ‘ZAEUCPCCYW) [acfc%l —(1-ag) %Tyz} <0, (113d)
;51 = @1(‘351 >0, (113e)

W(-rf) -
where we used the fact that % =A.
case kT > kN
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A B T W—KJ _
dc CULLQWF <0 (114a)

drE T YT ’

% = UZEW%P@O<O, (114b)
(;177[;({ = ZfiOA;VAH)UCPCO{Oéc]%NlQ—(l—Oéc)/%TVl]<0, (114d)
) (114¢)

where we set A = o, WFL + oo PeC.

E.4 Useful Properties

We denote by X the macroeconomic aggregates C, L, K, NX. Inspection of long-run changes shows

that, regardless of sectoral capital intensities, we have the following useful properties;
dX 1 147FdX  dX 1+ W -k dX
dr¢ " 14+7¢ A P drH T A wA drf’

(115a)

E.5 Rewriting the Long-Run Effects

In this subsection, we rewrite expressions of steady-state changes following a labor tax cut, i.e. after
adrop in 77 (j = F, H) when the traded sector is more capital intensive than the non traded sector.
It is useful to introduce some notations:

dr¥ dr¥

AF _ ~H _ 11

1+7’F’T 1—7H’ (1162)

1— H W W—KJ (I—TH)
0<AF5¥<17 0<AHE( ) —1- - <1, (116b)
WA WA WA

- WFEL

0<é= oL 1, (116¢)

—— = <
ot WFL+ocPcC

where we used the fact that W (1-7H) = W4 — 7k to determine (116b).

Case kT > kN

Denoting by a hat the percentage deviation relative to initial steady-state, the change in the
shadow value of wealth following a labor tax cut is:

N=Aé# <0, j=FH, (117)

where AJ€ < 1.
The change in labor following a labor tax cut is:

L= —opA (1 . 5) >0, j=FH, (118)

where A7 (1 - é) <1

The change in the capital stock following a labor tax cut is:

_ oL . - - N —_— ,
Ak = ZEE 6 (1 - g) [ack vo —(1—ac)k 1/1} >0, j=FH, (119)
41

where A7 (1 — 5) <1 and [QCI%NVQ —(1-a¢) ];Tul} > 0.

Remembering that the relative price of non tradables remains unaffected in the long-run, and
using the fact that d5~/|J’C = (YE + %YIJ(V) df(’]’c + <YLT + %YLN) dl~/|J’C together with VX +
gYI](V = Pr* and YE + SYLN = W, the change in aggregate output following a labor tax cut is:

Y= (1 _ BL) K+ 3.0 >0, (120)

~;E are the shares of capital and labor income in GDP,

where (1—BL) = % and 31 =

respectively.
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E.6 Inelastic Labor Supply Case: o, =0

To get further insight about the transmission mechanism, we derive the long-run effects when labor
supply is inelastic, i.e. we set o = 0.

Long-Run Effects of an Unanticipated Permanent Consumption Tax Change

Set o7, = 0 into (109) or (110), we get:

dC dL. dP dK dB

dr¢ dr¢ dr¢ dr¢ dr¢ 0, (1212)
d\ A

_ = _— 1
dr¢ (1+7°) (121b)

From (121a)-(121b), the elasticity of the marginal utility of wealth is equal to unity in absolute
terms and the long-run levels of variables remain unaffected. A rise in consumption tax raises the
marginal cost of current consumption. Since the trade-off between labor and leisure turns out to be
irrelevant, total employment remains fixed such that X must fall by the same proportion than the
rise in 7¢ thus leaving unaffected real consumption as the taz effect and the wealth effect cancel
each other. Since demand for non tradables and tradables remain unaffected, capital stock and net
foreign assets must not change for investment and the current account to be zero in the long-run.
As the capital stock remains unchanged in the long-run, dynamics degenerate.

Long-Run Effects of an Unanticipated Permanent Change in Payroll Taxes

Set o7, = 0 into (111) or (112), we get:

dC  dL dx dP dK dB 0 (1220)
drf  drf  drF drF drF drF 7
dw |44

= - . 122
drf (1+7F) <0 (122b)

From (122a)-(122b), a fall in 7% leaves unchanged the steady-state levels of variables, and more
importantly does no longer induce a wealth effect. The explanation is that whenever the trade-off
between labor and leisure turns out to be irrelevant, total employment remains fixed. To insure
that equality of sectoral labor marginal products holds, the wage must rise by the same proportion
than the fall in the payroll tax. As the capital stock remains unchanged in the long-run, dynamics
degenerate. In words, if labor is fixed, a change in the tax on wage paid by producers induces solely
a taz effect on the wage rate.

F The Two-Step Procedure: Wealth Effect and Tax Effects

By analytical convenience, we rewrite the system of steady-state equations, assuming that dx = 0:

NSO
iYN (f(,ﬁ, X,TF,TH) N (X, P, TC) —aN =y, (123b)
»B+YT (f(,p,/_\,TF,TH) -cT (5\,]5,7'0) —-GT =0, (123c¢)

together with the intertemporal solvency condition
(B - BT) N (K - KT> . (123d)

where Ky and By correspond to the initially predetermined stocks of physical capital and foreign
assets, the open economy starting from an initial steady-state at time 7. If the fiscal shock is
permanent, then 7 = 0.

Derivation of Steady-State Functions

In a first step, we solve the system (123a)-(123c) for P, K and B as functions of the marginal
utility of wealth, ), the tax rates on consumption and labor together with the mark-up. Totally
differentiating equations (123a)-(123c) yields in matrix form:

zkkkg ON 0 d]5
WoCp) 0 | dE
(Y -CF) Y o dB
YN
— Y N Y Y Y, N
= —(f—cﬁv)dxjtcjvcd#—%dTF—TTHdTH— e vV | (29)

— (Y;\T — C;) d\ + C’TTC dr¢ — Yf} drf — Yf;, drf — YHTdu
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where we used the fact that uf = P [h — hy, (k:N — k:T)] and %" = r* at the steady-state to rewrite

h vy

* N
r* — hppk as ——2—— =
kkMvy M(

kN —kT) w
The equilibrium value of the marginal utility of wealth \, tax rates (i.e., 7€, 7, 711) and the
markup p determine the following steady-state values:

P = P(p),
K = K(X,TC,TF,TH,,u ,
B = B(_,TC,TF,TH,ﬂ),

with partial derivatives given by:

oK 11 - =
s=5% = —55 (0N —oLLkTm) >0 it K> kY,
1
11 - - -
= —=— (Uch—O'LLk’TV2> >0 if ]fN>kJT,
AI/Q
ob 11 FAN G A ==
g.=98 _ _1 N[ ( v th) Lh] <0,
X B N oC f + +or f
and
oK 1 JcéN . T N
T or¢ vy <1+TC>>O ' s
1 N
- <Wﬂ'><01ka>H,
1] 1+TC
. BAN AT
83 oc (PC VQ—C 1/1)
Bo=— = <0, if KT >kN,
or¢ vir* (1 +79)
aC(PéNuy—éTw)
- <0, if kT >EN,
vor* (1 4+ 7€)
and
8[( JLE a7
Kr=— = - k
™= 9rF 1+7F <0,
OB f oLL
Br=— = —
IF 9 F 7“*].+7'F >0,
and
8f( O'Li/ T
Kn=— = -— k
™= 9rH 1—-7H <0,
83 f ULE
Bix=——+ = .
™= rH r*1—7H >0
and
P P PYY P
p= _ P Koo, if KT > kY,
op B pYy 0%
P
= 250 it kY >,
pvy
0K P Yy YN
K,=— = — |2yl +=—x<0, if kT>EN
B ou I%e%; [ Y1 P} * 2y = ' ’
= —— —w(Cp|+—5—=<0, if k% >k,
uriva [ K 2r H2ve =
0B P o[- (YN 57 5
B,=°— = _,Pa(ljr_Cg)-%QmLAk%q—lgach)]+
o iz B T
if kT > EN
P [~ (YN . ~
= —— |P ir——Cﬁ[ —‘y—(G‘LLAkTVQ—QO'CCN) +
P BV r*

it BNV > kT
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where we used the fact that hykY = —%Y—;E to derive the first equality of (130a). In addition, we

made use of the following property Y,V = —%Y}iv and Y] = —%Yg to determine (130c)-(130d) and
(130e)-(130f). Finally, use has been made of property (62a) to rewrite Y2 — C% and property (62b)
to simplify Y~ + Yy which is equal to Pur* in the long-run.

Since the change in the markup modifies the long-run levels of real consumption and labor
supply through the steady-state change in the relative price of non tradables, it is convenient to
write their steady-state functions by substituting (125a) into their static solutions (49) that hold in
the long-run:

C:m(;\,TC,/,L), LG(;\,TF,TH,,u), (131)

where partial derivatives are given by (50) evaluated at the steady-state (that’s why we substitute
respectively the notations m and n for ¢ and L) and

my, = o = ozccrcé'ﬂ <0, if kKT >EN, (132a)
au Vo
- acacél’j—j <0, it KV >kT, (132b)
0L o LAKT Ph Pr*

where partial derivatives w.r.t. to A, 7¢, 7¥, and 7 are given by (50); we computed (132c) as
o LAET ISY;(V Pr*
WFE  pYl p”
Following the same procedure, i. e. substituting the steady-state function for the real exchange
rate into the static solution for wage evaluated at the steady-state, the steady-state function for the

wage rate is:

follows: n,, =

W=w (¥, u), (133)
where the partial derivative w. r. t. pu is given by:
oW kT Ph Pr*
w,= W _ K PRPr (134)
ou 1+7F § p?
BT PYS B YR R
where W, = T HYE m with Y—’é =—% < 0.

Finally, following a similar procedure, we can express the rental rate of physical capital as a
function of 7 and u:
R® = R™ (n), (135)

where the partial derivative w. r. t. pu is given by:

oK Pv

K _ e : T N

= — = —pr"—— f k k 1

R, o r T >0, i > kY, (136)
3FK PZ/Q

RE = = r*==2>0, if KV >ET 137

" o r i >0, i >k, (137)

and the partial derivative w. r.t. 7 is given by (56b).

G Long-Term Effects of Revenue-Neutral Tax Reforms

In this section, we derive the steady-state effects of a shift of the tax burden from labor to consump-
tion. Since we consider a revenue-neutral tax reform, the consumption tax must change accordingly
to balance the budget after a labor tax cut. To derive the direction and the size of the change
in the consumption tax, we first substitute short-run static solutions for consumption, wage and
labor given by (49) and (55), into the balanced government budget constraint (9) evaluated at the
steady-state:

“Pa (]5) C (S\,P,Tc) + [(TF + TH) W (P,TF) — THI{:| L (/_\,15,7'F,7'H) =Z, (138)

keeping in mind that the long-run value of the real exchange rate is unaffected by fiscal tax changes
and A = X (79,78, 7H).

In deriving the long-run effects of revenue-neutral tax reforms, we concentrate on the case
kT > kN since we cannot determine the sign of formal expressions when k&~ > kT. However, as
shown by numerical results, the long-run effects are both qualitatively and quantitatively similar
whether kT = kN,
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G.1 Steady-State Changes: A Shift from Payroll Taxes to Consumption
Taxes

In this section, we estimate the long-run effects of a shift from a payroll tax 7% to a consumption tax
7¢, which is adjusted accordingly to balance the government budget. Additionally, we assume that
taxes on labor income are progressive so that k > 0 and A < 1. To avoid confusion, we denote by
’j’c the effects of the tax reform which involves simultaneously cutting the tax 7 = F' and increasing
the tax & = ¢ so as to keep the government budget balanced. In brief, the tax reform strategy
involves simultaneously cutting the payroll tax by dr¥ < 0 and increasing the consumption tax
drEC > 0.
Holding 77 constant, we differentiate (138)

PeCar®|" 4+ 70 PodC| " 4 (77 4 7 ) Wor + W] ar” 4 (WF = WA)al|™ =0, (139)

with |:(TF+TH)WTF+W:| =W(1 T )>0

1+7F
We denote by X the aggregate C,L, K, NX. By using the fact that dX|F’ = éb; drt +
dX g, C| , and by rearranging terms, we can determine the size of the rise in the consumption

d-c
tax rate T | B after a fall in the payroll tax 7 such that the government budget constraint (138)
remains balanced:

P fC 4 (WP W) Ly () WL
dTC|ch = —XidTF = — drr drr

~ d" ~
Xe TP S 4 (Wr—Wwa) L 4 poC

dr¥, (140)

where analytical expressions of yr and x¢ are shown below.
We first compute x* which reflects two opposite effects on tax revenues. Whereas a labor
tax cut lowers tax revenue, keeping unchanged consumption and employment, a labor tax cut raises

Lr F)WL— A WAL,
and by substituting the long-run changes of L and C (see egs (112a) and (112b)), xr is given by:
F A Ve

- .~ W " WF_V”VA
:1+TFWAL{1_ULWA (1—5) chL(VW)H’ (141)

where 0 < 5 < 1is given by (116¢). As long as tax rates take reasonable values and the elasticity of
labor supply (i.e., o7) is not too large, x* is positive. Hence, a labor tax cut leads to a fall in tax
revenue, and more so the smaller o7, and the lower the tax rates.

The same logic applies to a change in the consumption tax. Substituting long-run changes of C
and L given by egs. (110a) and (110b), x© is given by:

¢ = Pcé{l T 70 €|+ (WFﬁ:FWAﬂ } (142)

1+47¢)
where 0 < 5 < lisgiven by (116¢). As long as tax rates take reasonable values and the intertemporal
elasticity of substitution for consumption (i.e., o¢) is smaller than one, x© is positive. Hence, a rise
in consumption tax leads to a rise in tax revenue, and more so the smaller o and the lower the tax
rates.

Aslong as op, oc, 7, 77, 7€ take reasonable values, x¥ and x are positive. Hence, according

o (140), a labor tax cut leads to a rise in the consumption tax. As shown in Panel B of Table 1, a
labor tax cut induces a rise in the consumption tax for all scenarios.

Since the consumption tax increases, we cannot exclude that macroeconomic variables decline
after a shift of the tax burden from labor to consumption. We show below that changes in aggregates
following a tax reform are simply a scaled-down version of the changes after a labor tax cut associated
with a fall in lump-sum transfer. The long-run change of a shift of the tax burden from labor to
consumption is equal to the sum of the impact of the labor tax cut by drf < 0 financed by a

, gf drf) and the effect triggered by a change in the consumption tax by

employment and consumption, and thereby tax revenues. By noting that (

lump-sum transfer (i.e.
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chljlq If k7 > kN, the long-run effects are:

AN = ArdrF 4 A edr| ",
s A (1 _g) XF F
= A g(lﬁ*TF)—l_(lﬁ»TC)XiC dr <O7 (1433.)
5| F.C 0X r 0X c cF.C
dx = 5l 4+ 5 pdr N edr |
dX PoC WAL
= — - — o | arf >0, (143b)
ot xc PoC (14 7°)

where d77" < 0 and ¥ > 0, x¢ > 0. To derive (143a), we substituted eqs. (110c) and (112c). To
determine (143b), we used the fact that - BX = X 1ir7 S L and substituted (140), by remembering

- orF 147C
that ¢ = }i: i [xp - 1+TF WALl + PCC’

According to (143a), a labor tax cut induces unambiguously a decline in the marginal utility of
wealth since both a fall in 77" and a rise in 7¢ produce a drop in A. According to eq. (143b), a shift
of the tax burden from labor to consumption raises unambiguously macroeconomic aggregates (i.e.,

CLKNX)ablOHgabX >Oand0<m

if o < 1 and tax rates take initially reasonable values. The latter condition is fulfilled as long as
r*A+ Z > 0 since it implies that WAL < PoC (1 + TC). Hence, if the representative household
is a net creditor (i.e., A> 0), the consumption tax base is higher than the labor tax base so that
the rise in 7€ necessary to balance the government budget is smaller than the decline in the labor
tax cut. Finally, while 7€ increases to balance the government budget following the labor tax cut,
the tax reform produces an expansion of macroeconomic aggregates. Hence, the long-run change of
X =C,L,K, NX following a tax reform is simply a scaled-down version of the long-term change of
the aggregate X after a labor tax cut financed by a fall in lump-sum transfer. More formally, we
have:

< 1. The former condition is easily fulﬁlled

0X

- | F.C F.C F
ax|"¢ = P02 qr 144
| 9. (144)
where 0 < @FC = LoC |7 — 71300@(;‘36)} < 1aslong as xI' > 0, x° > 0, and A > 0. Eq. (144)

corresponds to eq. (22) in the text.

G.2 Steady-State Changes: A Shift from Progressive Wage Taxes to Con-
sumption Taxes

In this section, we now estimate the long-run effects of a shift from a progressive wage tax 77 to a
consumption tax 7¢, which is adjusted accordingly to balance the government budget. Note that
the tax scheme is progressive as long as x > 0 so that A < 1. To avoid confusion, we denote by the
superscript € the effects of a tax reform which involves simultaneously cutting the progressive
wage tax 71 and increasing the consumption tax 7¢ so as to balance the government budget.
Differentiating (138), keeping 7f" unchanged, yields the change in the consumption tax:

~ - di 5 ~
ch,C_ XidH_ CPCdH‘F(WF—WA)(L_iI;I‘l'(W—H)L dH u
T e e Y A T (145)
Xc 7.CPCClC (WF_WA)C?TL&'FPCO

where x© is given by (142) and xy can be written as follows:
iF

XH:(W—KJ) {1—oLgA (1—5) TC+<W>H (146)

where we have substituted the long-run changes of L and C (see egs (114a) and (114b)) to derive
(146); 0 < £ < 1 is given by (116¢); x* reflects two conflictory effects on tax revenues. Whereas
a labor tax cut lowers tax revenue, keeping unchanged consumption and employment, a labor tax
cut raises employment and consumption, and thereby tax revenues. As for x¥', as long as tax rates
take reasonable values and the elasticity of labor supply (i.e., o) is not too large, xI is positive.
Hence, a cut in progressive wage taxes leads to a fall in tax revenue, and more so the smaller o,
and the lower the tax rates. Since Y and x are both positive for reasonable values of parameters
(i.e., o¢ and o) and tax rates, the consumption tax must increase to balance the budget following
a cut in progressive wage taxes.
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Since the consumption tax increases, we cannot exclude that macroeconomic variables decline
after a shift of the tax burden from labor to consumption. We show below that changes in aggregates
following a tax reform are simply a scaled-down version of the changes after a labor tax cut associated
with a fall in lump-sum transfer. We denote by X the aggregates C, L, K, NX. The long-run effect
of a shift of the tax burden from labor to consumption is equal to the sum of the impact of the

, §TX drf) and the effect triggered

by a change in the consumption tax by dTC|j’C. If k7 > kN, the long-run effects are:

labor tax cut by d7f < 0 financed by a lump-sum transfer (i.e.

ax|™¢

= Madrfl + )\TchC}H’C

e (W=r (1_5) X H
= A f( A >+(1+TC)XC dr™ <0, (1473a)

HC 0X I 0X c\Hye
| = o7 ——dr + 5C =d7¢]
0X PoC

ot xo

WAL
Pcé (1 + TC)

drH, (147b)

where d7# < 0 and x > 0, x“ > 0. To derive (147a), we substituted eqs. (110c) and (114c).

To determine (147b), , we used the fact that gT—X; = %14—170 (%’yjﬂ) and substituted (145), by

. A ~ ~ ~

remembering that yo = ﬁ (%) [XH — (W — I'i) L} + PcC.
According to (147a), a cut in progressive wage taxes induces unambiguously a decline in the
marginal utility of wealth since both a fall in 77 and a rise in 7¢ produce a drop in A. According to

eq. (147b), a shift of the tax burden from labor to consumption raises unambiguously macroeconomic
aggregates (i.e., C,L, K, NX) as long as x > 0 and 0 < #ALC)
the former condition is fulfilled if o < 1 and tax rates take initially reasonable values. The latter
condition is fulfilled as long as r*A+Z > 0 since it implies that WAL < PcC (1 + 7). Hence, if the
representative household is a net creditor (i.e., A> 0), the consumption tax base is higher than the
labor tax base so that the rise in 7€ necessary to balance the government budget is smaller than the
decline in the labor tax cut. Finally, while 7€ increases to balance the government budget following
the labor tax cut, the tax reform produces an expansion of macroeconomic aggregates. Hence, the
long-run change of X = C, L, K, NX following a tax reform is simply a scaled-down version of the
long-term change of the aggregate X after a labor tax cut financed by a fall in lump-sum transfer.
More formally, we have:

< 1. As stressed previously,

- OX
ax | = oHC o, (148)
T

where ®7:C < 1 as long as Y >0, x >0, and A > 0.

G.3 Derivation of Formal Expressions in the Text

Having determined the long-run effects of a revenue-neutral tax reform which involves a tax cut in
payroll taxes or in progressive wage taxes coordinated with a rise in the consumption tax so as to
balance the government budget, we present below the main steps to derive expressions in the text.

We denote by the superscript |’ “ the effects of a fall in the labor tax by d7/ < 0 (j = F, H)

coordinated with a rise in the consumption tax rate by dr¢ ‘ which is endogenously determined
so as the government budget constraint is met. Assuming that the stock of financial wealth plus
transfers is positive, the labor tax base is smaller than the consumption tax base. Hence, 7¢ must
increase less than the drop in labor tax to balance the budget. As a result, denoting by X the
macroeconomic aggregates C, L, K, NX, the long-term effect of a tax reform is simply a scaled-
down version of the long-term change in the aggregate X after a labor tax cut financed by a fall in
lump-sum transfer. This point is formalized below.

To start with, we rewrite the change in the consumption tax by denoting T'¢ = x¢ (1 + TC)

and IV = (1 +79):
. 7_AjWA£{ ( )[ + (% wFWA)H%DQ (149)
paeteatd

NTE TR e oY (|

7A_C|j,C

o
—r )W
where 7 = drf 2H qTTI;,andweset0<AFE%<1,and0<AH51— = < 1.

T+rF 1
Eq. (149) corresponds to eq. (20) in the text.
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The long-term change in the aggregate X = C, L, K, NX following a shift of the tax burden

from labor to consumption is equal to the sum of the expansionary impact of the labor tax cut by
90X
’ o1

triggered by the rise in the consumption tax by drc}j’c (i.e., gT—XCdTCV’C < 0). Hence, we have:

dr? < 0 (j = F, H) financed by a lump-sum transfer (i.e. dr? > 0) and the recessionary effect

2 X . X i
X 3¢ _ el S %C‘LC’

TI 7C

Using the fact that TXC = ﬁf(%j and substituting (149), keeping in mind that T'¢ = [% — WAi} +
PoC (1 + TC), yields:

2 X
xPe = OICF >0, j=FH, (150)
7
where 0 < /¢ = I;CCG {1 - %} < 1. Eq. (150) corresponds to eq. (22) in the text.
- -
Denoting by 0 < & = % < 1, and denoting by a hat the percentage deviation of

the aggregate from its initial steady-state value, (143a) and (147a) can be reduced to:
MNPC =N - (1 - é) P <0, j=FH (151)

where %C}j’c = f;—é%j > 0. Eq. (151) corresponds to eq. (21) in the text.
Combining (118) and (150) yields the long-run change in labor following a revenue-neutral tax
reform:

i|j'c = —®Co N (1 - 5) # >0, j=FH. (152)

Eq. (152) corresponds to eq. (23) in the text.
Combining (119) and (150) yields the long-run change in the capital stock following a revenue-
neutral tax reform:

s , L . - - - :
dK]"C = e3¢ TEZ i (1 - 5) {ackNVQ —(1-ac) kTyl] >0, j=FH, (153)
41
Eq. (153) corresponds to eq. (24) in the text.
Combining (120) and (150) yields the long-run change in GDP following a revenue-neutral tax
reform:

VI = (1= ) K7+ Bl >0, (154)
Eq. (154) corresponds to eq. (25) in the text. To derive (154), we used the fact that YT =
YT (K,L,P) and YN = YN (K, L, P); differentiating ¥ = Y7 4 (P/u) YN yields: df/]]’c =
(Y + ZYN) Ak P+ (Y1 + 27 ) aLP” where Y + 2V = Pre and Y + 2vY =W

H Tax Wedge: Some Definitions

In line with general practice, payroll taxes are assumed to be proportional and wage income taxes
are taken to be progressive. Following Heijdra and Lightart [2009], we define the average tax
wedge as the difference between the producer wage (paid by the firm) and the purchasing power
on consumption goods of after-tax average wage expressed as a percentage of the wage including
payroll taxes:

A WL+ —[(1=7")W + 75| L
= WFL ’
(1—7H) 4 o5
-] <1+TF>W}’ 1)

where WF =W (1 +7F ) In addition, we denote by 7 the marginal tax wedge as the difference
between the producer wage (paid by the firm) and the after-tax marginal wage expressed as a
percentage of the producer cost (i. e. including payroll taxes):

Mo WL(1+TF)—WL(1—TH)
= WFL ’
_H
bM. (156)
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The closer to unity 7, the larger the gap between the wage paid by firms and the real wage received
by households.
Using the definition of 7™ given by (156), we can rewrite the average tax wedge as follows:

A=M T (157)

Finally, we provide a measure of the degree of tax progressiveness by the means of the coefficient of
average tax progression:

r (TF,TH,H,P) R (158)

where WF =W (1 +TF) with W =w (TF,P).

As the average tax burden 74 rises with the wage rate, the system tax is progressive such that
I'(.) > 0 which holds as long as k > 0. It is worth emphasizing that our approach which defines
the average tax together with the marginal tax wedge by taking into account the wage paid by
the firm allows for “scaling” the tax burden faced by households in terms of firms’ labor cost, the
index of average tax progression being expressed in terms of consumption goods; that’s why we use
the “wedge” label. By abstracting from this “scaling” approach, we would define the marginal and
average tax wedges together with the coefficient of average tax progression as follows : ™™ = 7H ),
A= (W —k)and T = 7%k > 0 (as long as x > 0).

I A Tax Reform Keeping Unchanged the Marginal Tax Wedge

In this section, we consider a labor tax strategy which involves simultaneously cutting a payroll tax
by drf" < 0 and increasing a progressive wage tax by dr > 0 so as to leave unchanged the marginal
tax wedge, i. e. d7™ = 0. By making use of (156), the labor tax reform strategy requires a rise in
the wage income tax by the following amount:

_].—’7'H

darf|™ = —gar®, 6= T
7

<1. (159)

Eq. (159) corresponds to eq. (28) in the text. According to eq. (159), the progressive wage tax
must be increased by a smaller amount than the fall in 7" so as to leave unchanged the marginal
tax wedge.

Substituting the short-run static solution for the wage rate (55) that holds in the long-run, and
differentiating the coefficient of average tax progression (158) w.r.t. 7 and 7, and then using
(159), we find that the tax reform raises the degree of average tax progression:

R

dr = — 27

odrt >0, (160)
where d7¥" < 0 since we considered a fall in payroll taxes. The explanation comes from the fact that
the wage rate is raised by the same proportion than the fall in 7. Consequently, as long as x > 0,
the rise in 77 leads to an increase in T'.

Making use of long-term effects of permanent changes in 7" and 7# and substituting dr
given by (159), we are able to estimate the directions and the sizes of the long-run changes of main
economic variables after a fall in 77" associated with a rise in 77 by an amount that leaves unaffected
7M. We derive below the steady-state effects of a tax reform keeping unchanged the marginal tax
wedge by assuming that the traded sector is more capital intensive than the non traded sector.

If k7 > kN, denoting macroeconomic aggregates C, L, K, NX by X, and denoting by a hat the
percentage deviation from initial steady-state, steady-state changes are given by:

H|F,H

j\’F,H _ j\F 2

A F.H
~H|F,
= =77 +72H ‘

- éAF%%F <0, (161a)

NZ)
I

b
>
_l’_

5 F_AH
- X <AA) i, (161b)

= — 7 (161c)



X _ A" X
) FH = AF 7F
= —#F we used the fact that 2 A*FA = % to get (161c). Eq. (161c) corresponds to

where 77 < 0 and &, AF and A" are given by (116); to get (161b), we used the fact that
and %H‘F’H

eq. (29) in the text.

J Dynamic Effects of a Tax Reform

This section estimates the dynamic effects of a tax restructuring. Steady-state changes are those
derived in the previous section where we estimated the long-run variations such that the rise in 7¢
guarantees that the balanced condition for the government holds. Note that the change of the tax
scheme can be viewed as an unanticipated permanent tax shock.

The stable adjustment of the economy is described by a saddle-path in (K, P)-space. The capital
stock, the real exchange rate, and the stock of traded bonds evolve according to:

K({t) = K+ Bjet, (162a)
P(t) = P4 wiBje"?, (162b)
B(t) = B+ ®Bet, (162c)

where w) = 0,8, = —P if kT > kN and with

- dK
_(I)Jvk%dj-]’
T

B = Ko — K = —dK|"* =
where we made use of the constancy of K at time ¢t =0 (i. e. K is predetermined).
In section F, we show that steady-state values of macroeconomic aggregates can be expressed
as function of the marginal utility of wealth and tax rates. Using (150) and totally differentiating
eq. (125Db) yields the steady-state change of the capital stock after a tax shock:

AR = 7% (K5 + Kou)drd, (163)

where the first term on the RHS reflects the impact of the wealth effect on steady-state capital stock
while the second term represents the influence of the tax effect.

J.1 Investment and Current Account

We derive the initial reactions of investment and the current account by abstracting from depre-
ciation of physical capital to avoid uninteresting complications. As previously, we consider that
kT > kN to avoid uninteresting complications.

Differentiating (162a) w.r.t. time, evaluating at time ¢t = 0, and substituting (163), the initial
response of investment is:

[(O)V’k = —qu)j’k (K/—\/\.,.j + K.,.j)de,
= @ik [Ajf~ (UCC'N — V10LI~1%T) + VIULEI;'T} # 20, j=FH, (164)
~F d-*  -~H d-# ro_ (=rW H _— K F—
where 7% = {57, 7 :1+TH,O<A:T<1,O<A zl—WA<1,O<§:
N
m < 1. Eq. (164) corresponds to eq. (26) in the text.

By using the steady-state change of the capital stock after a labor tax cut given by (112d), we
are able to sign eq. (164):

. ) dK .
10" = — 0 dr,

= 0oL (1-&) A [ackNvs — (1 - ac) k7w | #,> 0, j=F.H, (165)
where 0 < A7 <1and 0< € < 1.
Differentiating the stable solution for foreign bonds (162¢) w.r.t. time, evaluating at time ¢ = 0,
the initial response of the current account is:
CAO)" = BO)]"* = —P1(0)"" <0, j=FH, (166)

where we used the fact that &, = —P.

70



J.2 Labor Share

Before analyzing the short-run distribution effects of a labor tax cut, we investigate the steady-state
change of the labor share. The share of labor income in GDP is defined as follows:

- WFL ")
=== ——=
WFL + RKK o+ k

(167)

where RE = ]57"*; we denoted by @ = WwE / RE the wage-interest ratio and by k=K / L the capital-
labor ratio. As long as the relative price of non tradables P is unaffected by the tax shock, the
wage-interest ratio @ remains unaffected. Hence, the labor share movement is driven only by the
capital-labor ratio. Eq. (167) corresponds to eq. (31) in the text.

Differentiating eq. (167), we have:

_ -\ (dL  dK
dfL = Be (1 - 5L) (i 7 ) : (168)
To analyze the distributions effects of a tax reform in the short-run, we have to linearize gy =
w(P)(1+77)L(P) . . 62
— kD I the neighborhood of the steady-state:
. -~ | (WpP LpP YpP\ VYgK
t) — = P2 SR ) 2B
A (=
~ PhkT - ~ w3 Kt) - K
B [t o (1= 5) | 22+ (1 ) <()~(>69)
Wy (kN - kT) P K

where we substituted P(t) — P = wl (K(t) - K’)
If kT > kN, then wi = 0. Hence, evaluating (169) at time ¢ = 0 and differentiating yields:

dK
K

- - - - -\ dL

a6 (0) =By + B (1= Br) = = 8. (1- B = >0, (170)

where we used the fact that K is initially predetermined. Hence, a labor tax cut unambiguously

raises the labor share S, on impact. Eq. (170) corresponds to eq. (32a) in the text.
Differentiating (169) w.r.t. time, we find that capital accumulation lowers unambiguously the

labor share along the transitional path:

Bt =~ (1-5) B2 <o, ()

If kN > kT, the initial response of the labor share to a labor tax cut is given by:

dBL(0) = dfrL+ 5 WFMIZIZIE’T ];T) [1 + oA (1 - 51:)} L;;% +(1-p5L) dlf,
= B (1 - BL) dg + — gk]i_ ];T> {1 + oA (1 - BL)} wh d;f >0, (172)

where the sign of (172) is ambiguous. If k% > k7| the first term on the RHS is positive, i.e., the
rise in labor supply exerts a positive impact on the labor share, while the second term is negative,
i.e., the initial appreciation in the relative price of non tradables exerts a negative impact on Jr.
Eq. (172) corresponds to eq. (32b) in the text.

K Tax Multipliers

In this section, we derive analytical expressions of tax multipliers for overall and sectoral output.

52We have used the short-run static solutions for W, L,Y by abstracting from exogenous variables for
clarity purpose.
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K.1 Tax Multiplier for Overall Output

Long-Run Tax Multiplier
Because overall output denoted by Y is the sum of traded output Y7 and non traded output
measured in terms of the traded good %YN, using the fact that Y7 = YT (K, L,p) and YV =

YN (K, L,p), remembering that steady-state level of the real exchange rate is unaffected by a tax
reform, the steady-state change of overall output is:

~ 14k P ~ 13,k P =17,k
avp”t = (Yg + MY}Q’) dK|["" + (YLT + MYLN> dL|"",
= PrrdRP WALt > o, (173)

where we use properties (62b) and (62c) to get (173).

Initial Tax Multiplier

Adopting a similar procedure keeping in mind that the capital stock is initially predetermined,
the short-run tax multiplier is:

. P . R P . .
av ()" = (YLT + MYLN> drL(0)]"* + (YJZ + MY;V) ar()[*,
— WFAL©)["* > o, (174)

where we use properties (62c) to get (174); according to property (62a), denoting by a hat the
partial derivative of Y w. r. t. P for given labor, YT P YP =0;

K.2 Tax Multipliers for Sectoral Outputs

Long-Run Tax Multipliers

EN > kT

We calculate the tax multiplier for traded output by differentiating the short-run static solution
for YT evaluated at the steady-state:

STk Tk T ik ik |yr K rdD | g
dy = YgdK[|"" +Y/dL|"" =&/ Y5+ YL 74"
L -
= VIULJCPCCTJ{ {(l—ac)WF—i-r*PkN}
1] A
TN W AN T, A j :
+ ackrr—= (UCC — oLk Z/QA) }<1>de >0, j=FH, (175)
V2

where dr7 < 0 since we consider a fall in labor tax 77, ®)¢ = PXLcé [1 - % > 0 (with

j = F,H) as long as @ > 0, and &/ = % > 0. To derive (175), we used the fact that Y =
—]5u11~fN > 0, YT = f’ul < 0, (Vg];T + V1]%N> = ——=

We calculate the tax multiplier for non-traded output by differentiating the short-run static
solution for YV /i evaluated at the steady-state:

=r*.

P i P —jk P . , K YNAL| , .
7dyN‘3’k = fYIJ{VdK’J’k+fYLNdL’J’k:q)J,k Y[](Vd— Y, db dr?,
Iz 7 7 dr? — p dr
_ orL Nepj ) i/ F _ 3T “W3 AN 7T, A J
= —TU O T wht —k'r 7 O'CC —O'LL]C VQA ddr >0, (176)
2

where we used the fact that Y = s > 0 and Y = —kT s < 0.

kT > kN

We calculate the tax multiplier for traded output by differentiating the short-run static solution
for Y7 evaluated at the steady-state:

TP = YIARPC 4y dL) = o0k

dK dL
Vi g5 +YE gy ]1 dr”,

L - - o
= 2 UZ YigePoC [(1 —ac)WF + r*PkN} ikdri >0, j=FH, (177)
141
where Y7 > 0 and ®F > 0 (as long as A > 0. We used the fact that YLT = —PZ/QEIN < 0,

Y = Puy > 0, (ylch —|—1/2]~cN) =1 =7r* to get (177).
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We calculate the tax multiplier for non-traded output by differentiating the short-run static
solution for YV /i evaluated at the steady-state:

PN P _ ik Py x| YR dE | YN dL
Pagnpr = Pypagp* ¢ Pypapph = gir | Y d o
H Iz H podri o dri
oLl ANV F gk -
———YocCYW"®"d7r? >0, j=F H, (178)

A

where we used the fact that Y2 = uq < 0 and Y = —kT vy > 0 to get (178).

Short-Run Tax Multipliers

EN > kT

Remembering that the short-run solution Y7 = Y7 (K, L, P), using the fact that the capital
stock is initially predetermined, dL(O)’]’k = di‘]’k + Lde(O)‘J’k and dP(O)‘J’]c = —widK Pk the
short-run tax multiplier is given by:

YT )" = v aLo)* +vEapro)",

LA

e ydL
_&®Ik N T
S Pk o YW

dr? =0, (179)

where we used the fact that Y/ = — P kN > 0; we denoted by a hat the partial derivative of Y7
w. 1. t. P for given labor, i.e. Y2 <0, and we used the fact that Y/ Lp+YZ = Y. The short-run
tax multiplier for traded output is the result of two opposite effects: while the initial stimulus of
labor supply induces a labor inflow in the traded sector, the real exchange appreciation shifts away
resources from the traded sector towards the non-traded sector.

Differentiating the short-run solution for Y~ = YV (K, L, P) and remembering that the capital
stock is initially predetermined, the short-run tax multiplier is given by:

P ; P Py
—avyNo))t = SyNano))t + =vYapo)",
p " "
sk ls sndl | VY dK

—  _pik N
= P PVlk' dr ; + 2d J

dr? (180)
where we used the fact that YV = *I;IT,U,VQ < 0, and we denoted by a hat the partial derivative of
YN w.r. t. P for given labor, i. e. Ylﬁv > 0. The short-run tax multiplier for non-traded output is
the result of two opposite effects: while the initial stimulus of labor supply induces a labor outflow
from the non-traded sector, the real exchange appreciation attracts resources in this sector.

kT > kN

Remembering that the short-run solution Y7 = Y7 (K, L, P), using the fact that the capital
stock is initially predetermined and P is unaffected by a tax reform, the short-run tax multiplier is
given by: _ _ _

aYT ()" = vFaro)["* = vFar " <o, (181)

where we used the fact that YLT = —PVQIE:N <0,
Differentiating the short-run solution for Y~ = YV (K, L,p) and remembering that the capital

stock is initially predetermined, the short-run tax multiplier is given by:
P P ’J kP

—ay N (o) = EYLNdL

YLN dL\” (182)
o)

where we used the fact that V¥ = —kTuvy > 0.

L Derivation of Formal Solutions after Anticipated Tax Re-
forms

In this section, we provide the main steps to derive formal solutions for key variables after future
anticipated permanent tax shocks, by applying the procedure developed by Schubert and Turnovsky
[2002]. For simplicity purpose, we assume that dx = 0 to avoid uninteresting complications.

L.1 Steady-State

As in Schubert and Turnovsky [2002], we define a viable steady-state ¢ starting at time 7; to be one
that is consistent with long run solvency, given the stocks of capital, K7, and foreign bonds, Br;.
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We rewrite the system of steady-state equations for an arbitrary period ¢ (with ¢ = 0,1,2):

hi, [J;N (P)} = 0 (r* +0x) (183a)
fYN (K B, ff) o ()\ By 1 ) —GN =y, (183b)
T*Bi +yT (K B, tE T ) o (Az,PM ) —GT =0, (183c¢)

together with the intertemporal solvency condition

(Bi - B;ri> - (K - Kf[i) . (183d)

L.2 Steady-State Functions

The new consistent procedure consists in two steps. In a first step, we solve the system (183a)-
(1830) for R, K; and B, as functions of the marginal utility of wealth, );, and tax rates, i.e. i
and 7/, Z , and the markup p;.

The equilibrium value of the marginal utility of wealth \; and tax rates, 7¢, 7%, 7# and pu

determine the following steady-state values:

P = P(u), (184a)
K; = K ()‘177—107 sz 1H’N1) ) (184b)
Bi = (/\u Tzca zFa zHa ,uz) ) (184(3)

where partial derivatives are given by (126), (127), (128), (129) and (130). Note that as long as the
markup is fixed, i.e., the number of competitors is large, then the relative price of non-tradables
remains unaffected after a tax change.

The second step consists in determining the equilibrium change of A\ by taking the total
differential of the intertemporal solvency condition (183d):

[Bx — ®,K,]d\; = dBgz — ®1dK7 — [Bys — ®,K,;]dr?
—[Bye — ®K,c]dr® (185)

from which may solve for the equilibrium value of \ as a function of tax rates:

X=X (Kz, Bz, 7,79, (186)
with
Ak = aa[?; - —ﬁ <0, (187a)
Ap = 862; - & _1¢1Kﬂ <0, (187b)
Arj = aajj = —m >0, (187¢)
Ao = a%‘ = —W <0, (187d)

From (187), we obtain the following properties:
AB [B;\ - (I>1K5\] = 1, (188&)

Ag By —®1K.] = =)\, (188b)
>\B [BTC - <I)1K7.c] —)\Tc. (188C)

L.3 Procedure to Derive Solutions for Future Anticipated Tax Shocks

In this subsection, we derive formal solutions after a future anticipated permanent change in the
tax rate. In the text, we consider a cut in 7 coordinated with a rise in 7€ so as to balance the
government budget. Hence, we restrict ourselves to such revenue-neutral tax reform; note that a fall
in 7 yields very similar qualitative results. Importantly, while after an unanticipated permanent
tax reform, the long-run effects are simply a scaled-down version of the steady-state changes after
a labor tax cut financed by a decline in lump-sum transfer Z, this result does no longer hold when
the tax reform is anticipated since only the wealth effect is in effect over the pre-implementation
period. Hence, we proceed as follows. We determine separately formal solutions after a labor tax
cut and a rise in consumption tax and then we consider a tax reform. We are able to derive impact
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and steady-state effects only if k7 > k%, and thereby we present analytical results only in this case.
With reversal capital intensities, the effects of an anticipated tax reform shifting the tax burden
from labor (i.e. 7F") to consumption are estimated numerically and shown in Table 2.

We assume that the small open economy is initially in steady-state equilibrium, denoted by the
subscript ¢ = 0O:

Ky, = Ko=K (/_\Q,Tg,TOC> , (189a)
By, = By=B (XO,Tg,TOC) : (189b)
)\(] = 5\0 = A (K(),B(),Tg77'oc) . (189(3)

Period 1 (0<t<T)

We assume that at time ¢ = 0 agents perfectly anticipate that the tax rate 77 (7€) falls (rises)
permanently at time 7, from 7 = 7/ (7§ = 7°) to 7 = 7 (7§ = 75), with dr = 75 — 7] =
T%—Tg <O(quQETQC— C =718 7§ > 0).

When the tax shock is in effect, the economy follows unstable transitional paths:

K(t) = Ki+ Bie"' + By, (190a)
P(t) = P, +wiBie”t +wiBye™!, (190b)
B(t) = El + |: (BO - Bl) — (I)lBl — @232] €T*t —+

+® Bie"! + &y Byet?t, (190¢)

with the steady-state values K; and Bj given by the following functions (set i = 1 into (184b)-
(184c¢)):

K, = K(X,T{,Tlc), (191a)

&
I

B (), (191b)
where the marginal utility of wealth remains constant over periods 1 and 2 at level \; = Ay = Ao = A
after its initial jump at time ¢ = 0.

Period 2 (t > 7)

Once the tax reform is implemented, the economy follows stable paths

K() = Ko+ Bjent, (192a)
P(t) = P, +wiBjet, (192b)
B(t) = By+ & Be"t, (192c)

with the steady-state values K and B, given by the following functions (set ¢ = 2 into (184b)-
(184c)):

Ky, = K(X,Tgﬁf), (193a)
B, = B(Z\Jg,@) (193b)

During the transition period 1, the economy accumulates (or decumulates) capital and foreign
assets. Since this period is unstable, it would lead the nation to violate its intertemporal budget
constraint. By contrast, the adjustment process taking place in period 2 is stable and must satisfy
the economy’s intertemporal budget constraint. At the same time, the zero-root problem requires
the equilibrium value of marginal utility of wealth to adjust once-and-for-all when the shock hits
the economy. So A remains constant over the periods 1 and 2. The aim of the two-step method is
to calculate the deviation of A such that the country satisfies one single and overall intertemporal
budget constraint, given the new relevant initial conditions, K7+ and Bz, accumulated over the
unstable period (before the shock is in effect). Therefore, for the country to remain intertemporally
solvent, we require:

By — By =, (KT - KQ) . (194)

In order to determine the three constants By, Bs, and Bf, and the equilibrium value of marginal
utility of wealth, we impose three conditions:

1. Initial conditions K (0) = Ky, B(0) = By must be met.

2. Economic aggregates K and P remain continuous at time 7.
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3. The intertemporal solvency constraint (194) must hold implying that the net foreign assets
remain continuous at time 7.

Set ¢ = 0 in solution (190a); evaluate at time t = 7 and equate (190a) and (192a), (190c) and
(192¢):

f(l + Bl + B2 = Ko, (195&)
Ky + B1e"'T + Bye?T = Ky 4 Bje 7T, (195b)
]51 + w%Ble”lT + W%BQGVQT = ]52 + w%Biel’lT, (195C)

where we used the continuity condition.

Evaluating K7 and By by using (190a) and (190c), substituting into (190c) evaluated at time
t = 7T, and using functions of steady-state values K; and B; given by (184) for appropriate periods,
the intertemporal solvency condition can be rewritten as

B (5\,7’{,’7’10) + { |:B (AOaTgvTOC) - B (5\37{77—10)} —®1B; — (I)QBQ} GT*T + CI)lBleulT
+®,Bse?T — B (5\,7’3,7‘20) =, [K (;\,Tf,Tlcv) + B1e"' 7T + Bye?T — K (;\,7'377'20)](196)
Then, we approximate the steady-state changes with the differentials:

dA dA

Kl - ~OEK(5‘7T(%7TOC> 7K()‘07Tg77-00> :Kj\dTip fut S\d’TiC futa (1973’)
Ky — K=K (S\,Tg,TQC) -K (5\,7‘{,7’10) = K.;dr’ + K, cdr©, (197b)
N . - » d\ dA
Bl - By=B (A,Tg,TOC) - B (AO,TgJOC) =B futhF + B futhC, (197¢)
B, — B,=B (;\,75,7'20> - B (;\,Tf,Tf) = B,;dr/ 4+ B,cdrC. (197d)
By substituting these expressions into (195) and (196), we obtain finally
By + By = —K5d), (198a)
B1e"'T + Bye?T — Blen? = K,;dr7 + K, cdr©, (198b)
waB1e" T 4 w2 Bye? T — wiBje T =0, (198¢)
where d\ = X — )\ and -
Bi1YT{+ ByYo + B;\d)\ = —Qj —Qc, (199)
where we set
T, = &y, (200a)
TQ = (I)Q + (@1 — @2) 671}17’, (QOOb)
Q; = (By—®K.)e " Tdr, (200c)
Qc = (Bre—01K,c)e " TdrC. (200d)

We solve the system written in a matrix form for the constants By, Bz, B{, and the change in
the equilibrium value of the marginal utility of wealth dA:

(bl TZ 0 B;\ Bl _Ql — QC
1 1 0 K5 By | 0 (201)
enT er2T —entT 0 By | | Kpdr+ K.cdr¢ |’
wienT ier2T  _plenT dA 0
where the determinant F is:
E=—(Bs - ®:1K3) (w}—wi) e T >0, (202)

L.4 Formal Solutions for an Anticipated Change in 7%

In deriving the formal solutions for an anticipated labor tax cut at time 7, we keep unchanged 7¢
so that d7¢ = 0 and d77 = dr¥ < 0 since we consider a decline in payroll taxes.
Case kT >k
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Remembering that wl = 0 in this case, solving (198)-(199) gives:

. 1 . . .
Bl = —Khre T = oo (UCCN - oLLk;szl) Are " TdrF >0, (203a)
141

By = 0, (203b)
B, = B, (203c)

d;\ *
— = Are " T >0 203d
drF fut TF€ >0, ( )

where A\ r > 0 represents the change in the equilibrium of the marginal utility of wealth following
an unexpected permanent labor tax cut; we used property (188b) to get (208c).

Case kN > kT

Remembering that w3 = 0 in this case, solving (198)-(199) gives:

dA

Bl = -KigF futhF — K,re"Tdrf >0, (204a)
By, = K,re "TdrF >0, (204b)
By = B; >0, (204c)

where the change in the equilibrium value of the marginal utility of wealth is:

dX * *
| = Are T g (01— @) (e—’“ T_ e_”27> K,r >0, (205)
.
fut
with A\g < 0 and .
By — By = ‘;—j (aLifeTuQA _ acéN) <0. (206)

Long-Run Effects

We determine the impacts of an anticipated labor tax cut by assuming that k7 > k¥ since when
EN > kT, we are unable to determine the signs of expressions as the change in the marginal utility
of wealth given by (205) complicates substantially algebra.

Note that numerical results reported in Table 2 show that the long-run effects are similar whether
kT = EN. Denoting by X the macroeconomic aggregate C,L, K, NX, and using the fact that
X=X (5\, T4, TC) (see (184)), the steady-state change of X following an anticipated labor tax cut
is given by:

)

dX .
T A ArF

dr¥

X, r (207)
fut fut

Applying this formula to consumption, labor and capital stock, the long-run effects expressed in
percentage deviations from initial steady-state (denoted by a hat) are:

Ol = —ocAfée ™ T#0 >0, (208a)

oA (1 . ée—T’T) #F >0, (208b)

sl
)
I3
&
|

+ AFEUCCN*N e_T*T

dK’fut = - 2

orLk” (1 - AFée—’"*T)

] £ >0, (208c)

where 77 < 0,0 < AT < 1 (see (116b)) 0 < £ < 1 (see (116¢)). The sign of eq. (208c) comes from
the fact that the wealth effect is smaller than after an unexpected labor tax cut (see eq. (119)).
Impact Effects
Differentiating eq. (192a) w.r.t. time, evaluating at time ¢ = 0, we obtain the initial response
of investment following an anticipated permanent labor tax cut:

I(o)yfut =11 By + 15 Bs.
Substituting (208) and using the fact that By = 0, the initial reaction of investment becomes:
10)],,, = —nkx\re " Tdr",
oL WL

i —AFe T3 <,
(O’Cpcc + ULWFL)

- (chNng;;Tyl)

<UCC’N — aLf,I%Tyl) gAFe_T*T%F < 0. (209)
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The general solution for the stock of foreign assets is given by:
B(t) = B+ [(Bo— B) = ©1B1 — 03B, 7' + &1 By 4 2 Bpe. (210)

Differentiating eq. (210) w.r.t. time, evaluating at time ¢ = 0, and remembering that By = 0, we
obtain the initial response of the current account following a future anticipated permanent change
in the tax rate:

CA(O)’fut = 7’* |:(B0 - Bl) - (DlBl - ®2B2i| + I/1(I)1B1 + l/Qq)QBQ.
We compute:

—dBi|,,, — ®1B
= —(Bs5— <I>1K;\)d5\|fut,
%e*T*TdTF = (Byr — 0K, r)e " TdrT,
LYKFE@—T*T%F, (211)

where we used the fact that f — Pr*fr = WF, B, = 0 and property (188b). The initial reaction of
the current account becomes:

CA(O)|fut = o WLe " T#F — 1 PBy,

AP P (O'C'éN — ULL];TVl)

= o WFL|1- e TR =0, (212)

(O’cpcé + O'LWFE)
where we used the fact that ®; = —P.

L.5 Formal Solutions for an Anticipated Change in 7¢

In deriving the formal solutions for an anticipated rise in the consumption tax at time 7, we keep
unchanged 7% so that dr¥ = 0 and consider d7¢ > 0.

Case kT > kV

Remembering that wl = 0 in this case, solving (198)-(199) gives:

. 1 . - N
Bl = —Kihee T = (aCcN - oLLk:Tyl) Aee " TdrC <0, (213a)
1

By = 0, (213b)
B, = B, (213c¢)

d;\ *
—= = Mee " T <0 213d
dTC fut rce 5 ( )

where A.c < 0 represents the change in the equilibrium of the marginal utility of wealth following
an unexpected permanent labor tax cut; we used property (188b) to get (213d).

Case kN > kT

Remembering that w3 = 0 in this case, solving (198)-(199) gives:

d\
By = —Ks— | dr%-K.ceTdr? >0, (214a)
dr Fut
By, = K.ce*Td7¢ >0, (214b)
B, = B >0, (214c)

where the change in the equilibrium value of the marginal utility of wealth:

d} LK LK
dic, = )\706_7 T _ )\B (‘1)1 — (I)Q) (6_7 T_ €_V2T) KTC < 0, (215)
T

fut
with Ap < 0 and (®; — ®3) given by (209).
Long-Run Effects
We determine the effects of an anticipated labor tax cut by assuming that k7 > k" since when

EN > kT, we are unable to determine the signs of formal expressions as the change in the marginal
utility of wealth given by (215) complicates substantially algebra.
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Applying formula (207) to consumption, labor and capital stock, the long-run effects expressed
in percentage deviations from initial steady-state (denoted by a hat) are:

Clyw = —oc [1 - (1 - 5) e_T*T} #C <0, (216a)
L, = —oz (1 - 5) e T30 <, (216b)
K|, = - {UCV?N 1= (1-8) e 7| +ouli” (1-€) e—T*T} #¢ <0,  (216¢c)

where 7€ > 0, 0 < AF < 1 (see (116b)) 0 < £ < 1 (see (116¢)). The sign of eq. (216¢) comes from
the fact that the wealth effect is smaller than after an unexpected labor tax cut (see eq. (110d)).
Impact Effects
Differentiating eq. (192a) w.r.t. time, evaluating at time ¢ = 0, we obtain the initial response
of investment following an anticipated permanent increase in the consumption tax:

0)|,; = v1B1 + v2Bs.
Substituting (213a) and using the fact that Bs = 0, the initial reaction of investment becomes:
0)| 4o —1 Kshce™ " TdrC,
= - (UcéNO'LE]%TI/l) UFPCCY — e " 77¢ <,
(rcPeC+ oL WPL)
_ (aCéN - aLil}Tul) (1 - é) e TR0 <. (217)

Differentiating eq. (210) w.r.t. time, evaluating at time ¢ = 0, and remembering that By = 0, we
obtain the initial response of the current account following a future anticipated permanent change
in the tax rate:

(O)Ifut =7 KBO - B1) - 018y — ‘Psz} +11B1®1 + v B ®s.

We compute:
—dBil;,, — ®1B
= —(Bx— ®1K5)dN,,,.

_ Mg = (B,c —®1K,c)e " TdrC,
>\B

JCPCC'

= - " e*T*T,TA_C’ (218)
r

where we used the fact that B = 0 and property (188b). The initial reaction of the current account
becomes:
0)] fut —0cPoCe " T#¢ — 1y, PBy,
P (00CN — g, LK 1))
1 _

— —ooPoC e " T30 20, (219)

(ocPcC' + ULWFi)
where we used the fact that ®; = —P.

L.6 Formal Solutions for an Anticipated Tax Reform

We now derive the steady-state and impact effects of a tax reform which involves cutting payroll
taxes and raising consumption taxes so as to keep the government budget balanced. We denote the
superscript
Steady-State Changes
Using (208¢) and (213d), the change in the marginal utility of wealth after an anticipated tax
reform is given by:

AF’fut + C|futAC‘fut’

= [EAT - (1-€)#50 e T <0 (220)

)\‘fut
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Eq. (220) corresponds to eq. (33) in the text.
The change in the consumption tax for a given decline in the labor tax cut is given by:

7A_C|F,C _ FF}fut

where

rF|,, = AFWAL {1 - o—LmW/j [TC (1-€)e 7+ (WFW:FWA> (1- ée—”ﬂ } (222)

and

e (el L O B B = o)

(223)
Comparing I'" after an unanticipated and anticipated tax reforms, we find that:
~ WF WA\ .
F F . c
rf>TF| i (1 - g) < (WF) . (224)
Comparing I'C after an unanticipated and anticipated tax reforms, we find that:
- WEF WA\ .
c c . c
re>re,,. it < (1-¢)> <WF> . (225)

We find numerically that the change in the consumption tax (see Panel B of Table 2) so as to balance
the government budget after an anticipated tax reform is roughly equal to that after an unanticipated
tax reform (see Panel B of Table 1). Hence, the consumption tax must increase for a given labor
tax cut. However, we are no longer able to express steady-state changes after an anticipated tax
reform as scaled-down versions of the steady-state effects after a labor tax cut financed by a decline
in lump-sum transfer. We compute below steady-state effects after an anticipated tax reform.

Using (208) and (216), the long-run effects of an anticipated tax reform, expressed in percentage
deviations from initial steady-state (denoted by a hat), are:

C

F,C ¢

A _ fut ~F fut ~c | F,C
C‘fut - +F T+ 7 T ‘fut’
= —ocAEe T — oo 1 - (1-€) e T £ 1T > 0, (226a)
. L L
7 FC fut ~F fut .| F,C
L‘fut - +F T+ 7 T |fut’
=~ A (1-& T — oy (1-8) e TR > 0, (226D)
~F,C Y ate) P o F.C
dK[, = Kxd)|,, + Krdr® + Koodr®[, ),
1 AN 73T NS FITAF UCéN .c|F.C
- - (00N = oL LE v ) Ajuy — oL LET#7 T > 0. (2260)
F

where 7 < 0, ?C’fﬁ > 0 (see (221)), 0 < AT < 1 (see (116b)) 0 < € < 1 (see (116¢)). To derive
eq. (226¢), we totally differentiated eq. (184b). Eq. (226b) corresponds to eq. (34) in the text.
Eq. (226¢) corresponds to eq. (35) in the text.

Combining (226b) and (226¢) yields the long-run change in GDP following an anticipated

revenue-neutral tax reform:

2 F,C >\ ~|F.C | 5 3 FC
VI = (1 - ﬂL> K7+ BuL[ > 0. (227)
Eq. (227) corresponds to eq. (36) in the text.
Impact Effects
Combining (209) and (217), the initial response of investment after an anticipated revenue-
neutral tax reform is unambiguously negative. Formally, it is given by:

1(0)

PO~ (000N — o, L) [EAF#7 — (1-€) e T2 0] e T <0, (228)

(UCC’N - O'LE];‘Tl/l) >0, 7 <0, ?C’?j > 0. Eq. (228) corresponds to eq. (37) in the text.
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Combining (212) and (219), the initial response of the current account after an anticipated
revenue-neutral tax reform is unambiguously positive. Formally, it is given by:

F.C
fut

CA(0) - (ULWFE%F — 0cPoCiC |f£) T

P (acéN - aLE/%Tyl) [EAF%F - (1 - 5) ¢#C |iﬂ e T 20, (229)

Eq. (229) corresponds to eq. (38) in the text.

M Welfare Analysis

In this section, we investigate analytically the welfare effects of both unexpected and anticipated
tax reforms which involve simultaneously cutting the labor tax by d7’/ < 0 (j = F, H) and raising
the consumption tax or the progressive wage taxes by d7% > 0 (k = C, H). To preserve analytical
tractability, we assume that the traded sector is more capital intensive than the non-traded sector.
In the text, we discuss numerical results when the sectoral capital intensities are reversed.

We denote by ¢(t) the instantaneous utility at time ¢:

1 1 a1
$(t) = u (C(1) + v (L(t) = C(t)' " 7e mitepn L) (230)
or
and by U its discounted value over an infinite horizon:
oo
U= / 6(¢) exp (—dt) dt. (231)
0

M.1 Instantaneous Welfare

We first linearize the instantaneous utility function (230) in the neighborhood of the steady-state:
6(t) = 6 +uc (C) (C(t) = C) +vu(D) (L(t) - L), (252)

where ¢ is given by
é=u (C) +u (L) . (233)
By substituting solutions for C'(¢) and L(t), we obtain the general solution for instantaneous

welfare: )
d(t) = ¢+ (ucCp +vrLp) M%Bleult, + (ucCp +vrLp) w%Bgel’?t. (234)

We estimate the term ucCp+vr Lp by making use of the first-order conditions for consumption and
labor supply decisions evaluated at the steady-state, i.e. uc = PcoA (1 + TC) and v, = —AWA4.
We obtain:

ucCp + vr L - P )\(] TC’) o c Nor WAL A kT)IJ(V
cbp LLp (o] + ac CP~ +AoL WF
or WAL A ~TYFN(

Jcpc(1+Tc)O'C WF 1%

)

= —XocPc(1+ TC) ac%

ac - < 0,(23)

oL WAL
~ ocPc(1+7%%)0c
with our calibration) and 0 < A < 1. For our baseline calibration, (235) is negative.

Evaluating (230) at the steady-state, differentiating and making use of the first-order conditions

for consumption and labor supply decisions evaluated at the steady-state, i. e. uc = PoA (1 + TC)

where we cannot sign (235) since a¢ < 1 while 0 < < 1if o¢ is close to o, (in line

and v, = —AW4, allows us to derive the long-run change of ¢ after a tax reform:
~14.k _ gk dé j dL j
d¢>| = ¢ uc—dedT —|—UL—d dr’,
= iF uccg —AWAL= | 77, (236)
I T

where 0 < 7% < 1.
Evaluate (234) at time ¢ = 0 and differentiate allows us to derive the initial reaction of ¢ after
an unanticipated tax reform:

ik ~14.k ~ 1.k
dg(0)]"" = do["" = (ucCp + v Lp) wydK|"". (237)
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Case kT > kN
Using (236), if the traded sector is more capital intensive than the non-traded sector, the long-
run change of ¢ after a tax reform is:

Ao = @ik [—PCX (14 7€) CoeAE + AWA Lo, A (1—5)}73,
~ .o~ [ 1 A~ —_ ¢ ~
= —®"XocPo (14 79) CNE |1 - olW7L  (1-¢ 7,
L OcPC (1+TC)C f
o | VAL PoC | -~
= —®XocPo (14 79) CNE |1 - oW N"Cﬁq 3,
i occPc(14+79)C o WFL
. R -
—  _&I J _ j
= —®*hocPo (1+7°) CNE FFig.e|” >0 (238)

where 0 < ®/* < 1 and the sign holds when considering a labor tax cut, i.e. 7/ < 0. To derive
(238), we used the fact that ¢ = —ooAJEF and [ = —op A (1 —5) 77 (see eq. (118)), with

0<€= i ipe < 1 (see eq. (116¢)).

M.2 Overall Welfare after an Unanticipated Tax Reform

We have analyzed the instantaneous welfare implications of an unanticipated permanent tax re-
form, say at different points of times. To address welfare effects in a convenient way within an
intertemporal-maximizing framework, we have to evaluate the discounted value of (230) over the
agent’s infinite planning horizon. Whereas the change of overall welfare can be estimated numeri-
cally, we determine its measure along a transitional path after a tax reform.

In order to have a correct and comprehensive measure of welfare, we calculate first the discounted
value of instantaneous welfare over the entire planning horizon:

U - gf; [UCCPJFULLP]wQAl
r* ™ — 1
_ 9 90-¢
= 3 ﬁ; (239)

where we used the fact that 8 = r*. The first term on the RHS of (239) represents the capitalized
value of instantaneous welfare evaluated at the steady-state. The second term on the RHS of (239)
vanishes whenever the traded sector is more capital intensive than the non traded sector since the
dynamics of the real exchange degenerate. When kY > kT, if consumption reacts strongly on
impact and labor is not too much responsive, then ¢(0) can overshoot its long-run level which exerts
a positive influence on overall welfare.

Case kT > kN

If the traded sector is more capital intensive than the non-traded sector, the change of overall
welfare U after a tax reform is:

~14.k
av*t = dof”

r*

Pk - WA .

where we substituted dg?)|j’k > 0 given by (238). Eq. (240) corresponds to eq. (43) in the text.

The effects on welfare reported in Table 1 are equivalent variation measures, calculated as the
percentage change in the permanent flow of consumption C necessary to equate the initial level of
welfare to what it would be following the shock. To do so, let us assume that the economy is initially
in steady-state. Hence, overall welfare is given by:

U (C‘o,i()) E/ doe Ptdt = % = U, (241)
0

where we used the fact that § = r* and Cy and Ly are the initial steady-state levels of consump-
tion and labor. Using the fact that transitional dynamics degenerate, following an unanticipated
permanent tax reform, intertemporal welfare becomes:

CL / pePtdt = f*z U, (242)
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where C' and L are the final steady-state levels of consumption and labor following a tax reform.

As a mean of comparing these two measures of overall welfare, we determine the percentage
change in the consumption flow over the entire path, such that the agent is indifferent between Uy
and U. That is, we seek to find ¢ such that

U(C.L) =U[(1+¢)Co, Lo - (243)

Using the fact that (;30 =u (C‘o) + v ( ) é = ( ) + v (L), inserting functional form
given by eq. (230), we have:

~ 1156 1 -1t
Uy = [(1—!—()00] C—y—FL, **=U
1+ X
Solving for ¢, we get:
~ 141 aggl

—1\ | Ly °F +U
¢ = (“C ) 0 7. 41 —1, (244)

oc \Pc (1+79) Co

where we used the fact that C’Jl/gc = AP (14 79) and U is given by (243). Eq. (244) deter-
mines the change (in percentage) in consumption level that will enable the agent’s base level of
intertemporal welfare to equal that following the tax reform. When ( is positive, a tax reform is
welfare-improving.

Case kv > kT

If the non-traded sector is more capital intensive than the traded sector, the change of overall
welfare U after a tax reform is:

~ [ucCp +viLp]
r* —u;

. . 1 .
AUt = %d&\” Akt = o. (245)

M.3 Overall Welfare after an Anticipated Tax Reform

As mentioned earlier, we assume that the traded sector is more capital intensive than the non traded
sector to preserve analytical tractability. In this subsection, we compute the overall welfare effects
after an anticipated tax reform. Intertemporal welfare denoted by U evaluated over two sub-periods
(0,7) and (7,00) is

T oo
_ —r*t —r*t
U= /0 (t)e " tdt + [[ B(t)e " dt. (246)

Setting O =ucCp+uv,L p, the linearized versions of instantaneous welfare over period 1 (say over
(0,T)) and over period 2 (say over (T, 00)) are:

o) = 61+6(P1)-P) =,
6(t) = 2+6(P(t)~P) =,

where we used the fact that wi = 0 and By = 0 so that the dynamics for the relative price degenerate
over both period 1 and period 2.

Substituting linearized versions of ¢(t) computed over periods (0,7) and (7, 00) into eq. (247)
and solving yields: R
$1(1—e7) n poe™ T

r* rx :

We now derive the overall welfare effects of a future anticipated permanent tax reform which
involves cutting payroll taxes and raising consumption taxes so as to keep the government budget
balanced. We denote by the superscript |?C§ the effects of such a tax reform. To begin with, it is
convenient to derive the change in instantaneous welfare in period 1 relative to the initial period,
i.e. to compute (;51 qi)o = d¢;. To do so, we calculate the steady-state changes of consumption and
labor between period 1 and period 0. Since tax rates remain unchanged over the period running
from ¢t = 0 to t = 7, steady-state changes between period 1 and period 0 are only driven by the
change in the equilibrium value of the marginal utility of wealth. Using the short-run solutions for
c=c0C (;\, P, TC) and L = L (;\, P, TH), which obviously hold at steady-state of period 1, and
remembering that the relative price of non tradables remain unchanged (and tax rates as well), the
steady-state changes of C' and L (in percentage) between period 1 and period 0 are:

Ufut _

(247)

F.C Cy = Cy & FC
Cl{fut = TO = _UC)\|fut > 0, (2483,)
= F,C [21 - z/o S F,.C
L, = —— =o1A|,, <0, (248b)



where the change in the equilibrium value of the marginal utility of wealth after a future anticipated
permanent tax reform is given by (see eq. (220)):

Y Xe, S F N Lo F,C] g
N = [earsr = (1-8) #9157 <.

Hence, the change between instantaneous welfare at period 1 and instantaneous welfare at period 0
is given by:
A6 = @1 — do = ucCC LI, "¢
ol = 61— o =uc 1’ft+UL 1|fut,
_ 3 C\ A ) NVATFT. 5O
= Pc)\(1—|—7' )OCl|fut —\W LL1 Fut
= “AocPe (1+79) C+ o, WAL| A7l >0, (249)
where we have substituted the steady-state changes of consumption and labor given by (248).

As will be useful later, we recall the steady-state changes (i.e. the deviations from the steady-
state in percentage denoted by a hat) of consumption and labor (see eqs. (226a) and (226b)):

2 F.C éz—éo E —r*T A AW >
T (i )
2\ F.C Ly — Ly Ce T 2 e "

I = BB (15T (1T 0

The change in instantaneous welfare (52 — (;30 = dég = dqz~5|?uf is thus given by:

d¢|f » —ucccyf y +ULLL}f . (250)

where the steady-state changes of C' and L are shown above.

Inserting these steady-state changes into (249) and (250), remembering that initial welfare is
Uy = (50 /r*, we obtain the change in overall welfare after a future anticipated permanent tax reform
after some computation:

1— e*T*T _ 70
dU‘fut = (7,7*)d¢1 }Ijut d¢‘fut’
—r*T
- X{ocPc (1+TC)6[AF5[(1%77~*7) b T|oF

[0-9 (=) - gl ]
o WAL[AF [E(1— e T) = (1= &) 7
Rl (GRS )

T . VAT 1-¢

= -5 NocPo(1+79)CE|1- LW (=S
r* Ucpc(1+Tc)C f

wA 1

WF1+71¢

F_r |, ~C|FC
{A ™+ T }fut},

e—r*T

=~ —hocPo (1+79) ¢ o

fut

1-— [AFTAF—I—%C

} >0, (251)

where we used the fact that

1 —f o Ucpcé
§ WL
Eq. (251) corresponds to eq. (47) in the text.

The effects on welfare reported in Table 2 are equivalent variation measures, calculated as the
percentage change in the permanent flow of consumption C necessary to equate the initial level of
welfare to what it would be following the shock. The economy is initially in steady-state and overall
welfare is thus given by:

(CO,LO / doePtdt = "5 0 =, (252)

where we used the fact that 3 = 7* and Cy and Ly are the initial steady-state levels of consumption
and labor.

Following a future anticipated permanent tax reform, the measure of overall welfare denoted
by U/"t is given by (247). To calculate the welfare gain associated with given tax reform, we
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determine the compensation in consumption units such that the agent is indifferent between Uy and
U/u*. Hence, we determine the welfare gain/loss of a given anticipated tax reform by deriving the
compensation (/% such that:

1 1
1 =1+

Ll
Uy = {(1 + Cfm) CO} c _ y—— 1L, = pfut,
1+ P
Solving for ¢, we get:
~14+ - 02—1
¢Tut — (Uc - 1) =l ot Ufut —1 (253)
oc AP (1 +TC) Co ’

where we used the fact that C~’O_1/UC = APc (14 79) and U/ is given by (247). Eq. (253)
determines the change (in percentage) in consumption level that will enable the agent’s base level
of intertemporal welfare to equal that following the anticipated tax reform. When ¢f* is positive,
a tax reform improves welfare.

N Derivation of Formal Solutions after Anticipated Tax Re-
forms

In this section, we provide the main steps to solve the two-sector model with traded and non-traded
investment. The small open economy produces a traded and a non traded good by means of a
production technology described by Cobb-Douglas production functions that use capital and labor.
As previously, the output of the non traded good (YV) can be used for private (CV) and public
consumption (G¥), and for investment (I"V). The output of the traded good (Y1) can be consumed
by households (CT) and the government (G7), and also used as an input (I7) to produce the
investment good, or can be exported (Y1 — CT — GT — IT).

N.1 Introducing Traded Investment

As in De Cordoba and Kehoe [2000], investment goods are produced by combining non traded input
IY and traded input IT according to a constant-returns-to-scale function which is assumed to take
a CES form: o

61-17 3,1

e ()T @54

—1

1 [
T= (7 Y) = g (1)

where ¢ is the weight of the investment traded input (0 < ¢; < 1) and ¢; corresponds to the
intratemporal elasticity of substitution between investment traded goods and investment non traded
goods. At each instant, the investment sector minimizes the cost or total expenditure measured in
terms of traded goods:

E; =PIV 417, (255)

for a given level of output, I(¢), where P(t) is the relative price of the non traded good. For any
chosen I(t), the optimal basket (I7(¢), I’V (t)) is a solution to:

P (P(t)) I(t) = {ITéI)l,iIIJIV o {IT()+ P&)IN () (t) : T (I7 (1), IN (1) = I(t)}. (256)

The aggregator function I (.) is linear homogeneous which implies that total expenditure in invest-
ment goods can be expressed as E(t) = Py (P(t))I(t), with P; (P(t)) is the unit cost function
dual (or investment-based price index) to I. The unit cost dual function, Py (.), is defined as the
minimum total expense in investment goods, Ey, such that I = I (IT(t),IN(t)) = 1, for a given
level of the relative price of non tradables, P. Its expression is given by

J
Pr=[pr+(1—pp) P01 (257)

Intra-temporal allocations between non tradable goods and tradable goods follow from Shep-
hard’s Lemma (or the envelope theorem) applied to (256):

P\ PIy
N — / p— — =
IV = PiI=(01-¢p) <P1> I, and Pl ar, (258a)
T 1 *¢I IT
e — / e e — —_
I" = [Pr—PP]CI = ¢; <PI) I, and Bl (1—-aj), (258b)
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where the non tradable and tradable shares in total consumption expenditure are:

(1 _ SOI) Ppl—¢r
259
oy QD]+(1790])P17¢I” ( a)
l-a; = £1 (259D)

or+ (1 —p) P1=91°

N.2 Households

The representative household chooses consumption C, decides on labor supply, and investment that
maximizes his/her lifetime utility (2) subject to the budget constraint:

B(t) = r*B(t) + R(A)K(t) + WA(t)L(t) — Pc (P(t)) (1+ %) C(t) — Pr (P(t)) I(t) + Z(t), (260)
and capital accumulation which evolves as follows:
K(t) = I(t) — 6K(t), (261)

where I corresponds to investment expenditure and 0 < dx < 1 is a fixed depreciation rate. Note
that Z(t) corresponds to lump-sum transfers.

Denoting the co-state variables associated with eq. (260) and eq. (261) by A and v, respectively,
the first-order conditions characterizing the representative household’s optimal plans are:

C=[Pc(1+79) 77, (262a)
A\ L
L= (W A) : (262b)
v
A=X(B—1"), (262c)
R P
E—5K+a15—r, (262d)

and the transversality conditions lim; .., AB(t)e™#* = 0 and lim;_,, ¥ (t)K (t)e™ Pt = 0; to derive
eq. (262d), we used the fact that ¢ (t) = A\Py.
Egs. (262a) and (262b) can be solved for consumption and labor:

C=C(\P7%, L=L(\Pr" % ), (263)

where partial derivatives are given by (50).

N.3 Equilibrium Dynamics

First-order conditions from profit maximization remains unchanged and therefore we do not repeat
them (see section 7). To solve the model, we adopt the same reasoning as in section A.2.
Remembering that the non traded input IV used to produce the capital good is equal to PjI,
using the fact that IV = YN — CN — GV and inserting I = K + 6x K, the capital accumulation
equation becomes:
1 <YN N N)
=—|—-C"-G" ) -xK. (264)
P\ p
Inserting the short-run static solutions for YV and C% given by egs. (59) and (51), respectively,
into the physical capital accumulation equation (264), and inserting the short-run static solution for
kN given by eq. (53) into the dynamic equation for the relative price of non tradables (262d), the
dynamic system can be rewritten as follows:

. 1 YN (K, P\ 8, 1) N~ c N

K = Pl (P) . -C ()\,P,T ) -GV | -0k K, (265a)

. P P hg [kN (P)]

P = —{(r"+406)— . 265b
ar {(r e Py  n (265b)

Denoting with a tilde long-run values, linearizing these two equations around the steady-state yields

in matrix form: ' i
( Ilg((tt)) ) N ( . ) ( 1158 :fﬁ{ ) 7 (266)
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where

1Ye

_ _ 2

ail <PI/ ’u 6K> s ( 67&)
1 [ Ylév N> quf)[ (170[[)

= — | -0))+ ———, 267b
o = ( L cp . (267b)
an = 0, (267¢)

_ 1 [Ye *

The trace of the Jacobian matrix denoted by Tr is given by:

1YY YiE 1—or
TrJ = b byy = — Sr —
r 11 1 022 P +a1PI K (

o )(7‘*+5K)7

1 PYY 1—ajy
- - |(yr L K |_ _ *
arP; < K T m ) 0K < ar > (r*+0k),

o 1 * . _ 1—Oq "
= aIP]PI (7’ +6K) 0K ( o >(T +6K);
= (" +dk) =0k =17, (268)

where we used the fact that at the long-run equilibrium Y + PYK = Phi — P (7% 4 6k).
From (66), the characteristic root obtained from J writes as follows:

1
vi=g {r* +1/(r*) — 4DetJ} >0, i=1,2, (269)
where DetJ = by1b22. By using the fact that
(7"*)2 — 4DetJ = (b11 —+ b22)2 — 4b11b22 = (b11 — b22)2 . (270)
Using (270), eq. (269) can be rewritten as follows:
1 .
V; = — [(bll + bzg) (b11 - 622)} 2 0, 1= ]., 2. (271)

Assuming that investment is both traded and non- traded implies that the sub-system has two
—(1—ar)(r+dx)|.
Irrespective of the relative sizes of the sectoral capital-labor ratios, the equilibrium yields a unique
one-dimensional stable saddle-path.

We denote by v; < 0 and v5 > 0 the stable and unstable real eigenvalues, satisfying

eigenvalues (one positive and one negative) equal to —T —0g and — aI Pz

v <0< r* <. (272)

Since the system features one state variable, K, and one jump variable, P, the equilibrium yields a
unique one-dimensional stable saddle-path.
The general solutions for K and P are

K(t) — K = Bie"'' 4 Bye™?t,  P(t) — P = wiBje" + w3 Bye"?t (273)
where By and By are constants to be determined and w} is the element of the eigenvector associated
with the eigenvalue v; (with i = 1,2) given by

vi —bn

wh = (274)
b12

For all plausible sets of parameter values, we find numerically wi < 0, regardless of sectoral capital
intensities, which implies that the relative price of non tradables is negatively correlated with K
along the stable transitional path.
Remembering that I7 = (1 —ay) P and I = K + 6K, the current account equation is given
by:
B:YT—CT—GT—(l—aI)PI(K—i—éK). (275)

Substituting the short-run static solutions for Y7 and C7 given by eqs. (59) and (51), respec-
tively, into the accumulation equation of foreign bonds (275), linearizing and substituting general
solutions (273), we have

2
B==r* (B(t) - B’) +3 N;Be"t, (276)
=1
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where

1—ar\ PYY
vi- () BE {oF-op)
_ - N — ~ )
ary M a1

where w} = 0if k7 > kY and w? =0 if KV > k7.
Solving, the general solution for the stock of foreign assets is:

B(t) =B+ {(Bo _ B) — B, — <1>2BQ} ¢ + By Byett + ®yByet?t. (278)
where ®; = Vﬁlr* and ®, = V;X?T*

Invoking the transversality condition, the intertemporal solvency condition of the economy is:
B — By = &, (K — KO) , (279)

where By is the initial stock of traded bonds.

N.4 The Steady-State

Plugging the short-run static solutions for consumption in tradables and non tradables given by eq.
(51) and for sector outputs given by eq. (59), the steady-state is defined by the following set of
equations:

hy [KN (P
N ﬁ’w -y (15) (r* +0x) , (280a)
~ <K’ P;f’ ~ TH) =N (x, P, TC) + P (13) SkK + GV, (280b)
*B+YT (f(, Pt TH) e (x, 15) Gt - (p, - zsp;) kK, (280¢)
B—By=ad (K - Ko) : (280d)

The four equations (280)-(280c) jointly determine P, K, B, and .

O The Case of Endogenous Markup

The framework builds on Jaimovich and Floetotto [2008]. While we consider the case of an endoge-
nous markup, it holds for an exogenous markup, though in the latter case the number of competitors
is large enough so that the price-elasticity of demand is not affected by firm entry. There are two
sectors in the economy: a perfectly competitive sector which produces a traded good denoted by
the superscript T and an imperfectly competitive sector which produces a non-traded good denoted
by the superscript V. We assume that each producer of a unique variety of the non-traded good
has the following technology XJN = H (K;, L;) with IC; the capital stock and L; labor.

0.1 Framework

The final non-traded output, Y, is produced in a competitive retail sector using a constant-
returns-to-scale production function which aggregates a continuum measure one of sectoral non
traded goods:

YN = [/01 (Qj\’)wwldj]wwl, (281)

where w > 0 represents the elasticity of substitution between any two different sectoral goods and Q;V
stands for intermediate consumption of sector’j variety (with j € [0, N]). The final good producers
behave competitively, and the households use the final good for both consumption and investment.

In each of the j sectors, there are N > 1 firms producing differentiated goods that are aggregated
into a sectoral non traded good by a CES aggregating function. The non traded output sectoral
good j is:83

N e—1 =1
QN = N~= [/0 (X%)Edi] , (282)

B 1
53By having the term N~ T in (282), the analysis abstracts from the variety effect and concentrates
solely on the effects of markup variation.
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where ij\g stands for output of firm 4 in sector j and € is the elasticity of substitution between any
two varieties.

Denoting by P and P; the relative price of the final good and of the jth variety of the intermediate
good, respectively, the profit of the final good producer is:

N o o1 1
HN—pUO (ij)“dj] —/()Pjgfdj. (283)

Total cost minimizing for a given level of final output gives the (intratemporal) demand function
for each input:

QY = <Pj> v, (284)
p
and the price of the final output is given by:

1 =
P= < / P}“"dj) , (285)
0

where P; is the price index of sector j and p is the price of the final good.
Within each sector, there is monopolistic competition; each firm that produces one variety Xi{\;

is a price setter. Intermediate output XZA; is produced using capital leVj and labor Eﬁ\fj:

xh=H (K, Ll,). (286)

2,77

Denoting by P;; the price of good 4 in sector j, the profit function for the jth sector good
producer denoted by ﬂ']N is:

N
i

N e—1 ﬁ N
PN~ ( / (AN) di) - / Py AN di. (287)
0 0

The demand faced by each producer Xi{\; is defined as:

P\ ¢ oN
N __ 2] J
iy = (Pj ) N (288)

and the price index of sector j is given by:

N I—¢
P; =N 1= < A 7>5;€di> . (289)

Combining (284) and (286), the demand for variety Xi{\; can be expressed in terms of the relative
price of the final non traded good:

—€ —w N
XN = <PJ) (PJ> L (290)
’ Pj p N

In order to operate, each intermediate good producer must pay a fixed cost denoted by FC

measured in terms of the final good which is assumed to be symmetric across firms. Each firm j

chooses capital and labor to maximize profits. The profit function for the ith producer in sector j
denoted by ﬂfvj is:

T = PiH (KY, LY) = KN — WLy — pFC. (291)

The demands for capital and hours worked are given by the equalities of the markup-adjusted
marginal revenues of capital Piflk and labor 2L , to the capital rental rate R and the producer

wage W respectively.

0.2 First-Order Conditions

The current-value Hamiltonian for the j-th firm’s optimization problem in the non traded sector
writes as follows:

HY =PiH (K, L)) ="K, —WHLY, — PFC +n [H (K, L)) — XN], (292)

2]’
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where X’ jN stands for the demand for variety j; firm j chooses its price g; to maximize profits treating
the factor prices as given. First-order conditions for the non traded sector write as follows:

PiHx +nlg = R, | (293a)
P;Hp+nH, = W7, (293b)
n = Pxh, (293c)

Combining (293a)-(293b) with (293c) yields:

1
PijHrk (1 - e) = RF, (294a)
1 F
PiiHp (11— 2) = w*, (294b)
Pii 1
where we used the fact that _Pi,j?éf,vj = <.

We consider a symmetric equilibrium where all firms in the intermediate good sector produce

the output level X = XV with the same quantities of labor £}, = LV and capital K}, = V.

Hence, the aggregate stock of physical capital and hours worked are KV = NXY and LY = NLV,
respectively. They also set the same price P; ; = P. Hence, eq. (285) and eq. (289) imply that
P=P.

Defining the markup p as

e
e—17

first-order conditions can be rewritten as follows:

H H
p=E _pK  pZL _wF, (295)
7 u
We follow Yang and Heijdra [1993] and Jaimovich and Floetotto [2008] by taking into account
the influence of the individual price on the sectoral price index:

e(N):e—(€]_Vw), N e (1,00). (296)
As will be useful later, we calculate expressions of the partial derivatives of the price-elasticity
of demand and the markup with respect to the number of firms:
Jde e—w o eN eN M

_vJe Wy O __ Ny 297
NTZHGN T Nz T0 BNT N (e — 1) c—le =0 (297)

where we let p = _£5.

We further assume that free entry drives profits down to zero in each nindustry at each instant
of time. Using constant returns to scale in production, i.e. X = H (K,L) = Hx K + Hy L, and the
zero profit condition, in the aggregate, we have

PH (K™, L) — RFKN —WFLN — PNFC = 0. (298)

Substituting the short-run static solution for non traded output (59), the zero-profit condition (298)
can be rewritten as: )
YN (K, PN 5 71, u(N) (1 — > = NFC. (299)
( ) n(N)

0.3 Short-Run Static Solution for the Number of Firms

The zero profit condition (299) can be solved for the number of producers in the non traded sector:
N =N (K,P\ 7", 1), (300)
with partial derivatives given by:

ON o Y)J(VOJFC

= — = =0 301
X o X <Y ( )

where X = K, P\, 75 7 wpc = NFC/YN stands for the share of fixed costs in markup adjusted

output and we set
X:ﬁ [y~ (u—l)—i—l]M—pr , (302)
N e i
Inspection of (302) shows that x < 0 if 77, n is not too large. This implies that an input inflow in
the non traded sector that raises YV and thereby yields to profit opportunities stimulates entry of

firms.
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0.4 Equilibrium Dynamics and Formal Solutions

Inserting short-run static solutions for non traded output and consumption, given by (59) and (51)
respectively, into the non traded good market-clearing condition (65a), and inserting the short-
run static solution for sectoral the capital-labor ratio in the non traded good sector (53) into the
dynamic equation for the real exchange rate (65b), and substituting the short-run static solution
for the number of firms (300) yields:

YN{K, P, [N (K, P)|}

. _ AN _ _aqN a

K WK O PR )
. _ « hk (kN{PaM[N(K’P)]})

P = P {T + 0 — 1 [N (K7 P)] } : (303b)

For clarity purposes, we dropped variables which are constant over time as arguments of short-run
static solutions.

Linearizing these two equations around the steady-state, and denoting by Z = K, P the steady-
state values of x = K, P, we obtain in a matrix form:

AT . \T
(K, p) —J (K(t) K, P(t) - P) , (304)
where J is given by
_( bin b1z
/= < ba1 b2 ) ' (305)
with
YV YR 1
YN Y ouw N
= T (18] oy
p N, h EN 1
b21 = EhkkH’NM KkN (hkk’Z;N _ ]:;LN > , (306C)
P N MNNp y hi kljtvﬂ
B el P e I (306d)

Equilibrium Dynamics
The determinant of the Jacobian matrix is unambiguously negative:

DetJ = b11b22 — b12b21
Y vyt P N, h kN
= <K—5K> = + —hi kN'uN kN — AN'u
1z P u 4 hirk k
ynN Y N P h ENp
—7N - h P - N 2
Bl < ) +< H CP) ﬂhkkk <hkk/€N kN (307)
and the trace is given by:
Yr vy
TrJ = b11+b22:7K+7K—5K
7 p
N N
HUN Y w M P N hk ku 2
—— |Ng— | 1- — Np—hyik —
YN
= =N >0, (308)
t p

T N
where we used the fact that YTK + Y?’f = M — p* 4 §p; the positive sign follows from N > 0 and

un < 0.
Characteristic roots from J are:

Vi;{Tri:\/(Tr J)? — 4Det J} >0, i=1,2 (309)

We denote by 11 < 0 and v5 > 0 the stable and unstable real eigenvalues, satisfying

1 <0<7* <. (310)
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Since the system features one state variable, K, and one jump variable, p, the equilibrium yields a
unique one-dimensional stable saddle-path.

General solutions are those described by (75) with eigenvector w associated with eigenvalue p;
given by:

wh= it (311)
bi2

Formal Solution for the Stock of Foreign Assets

Substituting first the short-run static solution for consumption in the traded good (51) and the
short-run static solution for traded output (59) into the accumulation equation of traded bonds

(14), and linearizing around the steady-state gives:

B(t) =r* (B(t) - B) + [Y& + Y,  un Ni] (K(t) — f() + [(YF + Y[ unNp) — CF] (P(t) — 15) :

(312)
where C% is given by (52b).
Using the fact that P(t) — P = w} (K(t) - f(>7 setting
Ny = [Yg + Y[ unNg] + [(YP + Y, unNp) — Ch| ws, (313)

solving for the differential equation and invoking the transversality condition for intertemporal
solvency, the stable solution for net foreign assets finally reduces to:

B(t) - B=, (K(t) - K) : (314)
and the linearized version of the nation’s intertemporal budget constraint is:
B-By=0a (K - KO) , (315)

where we substituted B = Ky — K.

0.5 Stable Solutions for L, N, and W

Linearizing the short-run static solution N = N (K, P) gives the stable solution for the number of
firms:

N() N+ Ni (K(t) = K) + Np (P(t) - P),
= N+ (Nic 4+ Npw) (K() - K). (316)
Evaluating at time ¢ = 0 and differentiating gives the initial response of the number of firms :

AN(0)|7* = AN|?* — (N + Npws) dK 7", (317)

Linearizing the short-run static solution for labor L = L (P, 1), using the fact that u = p (IV),
and substituting the appropriate solutions, the solution for L(t) reads:

L) = L+Lp(Pt)=P)+ L (u(t) i), (318)
- L P ) _
= L+ Lp MQ—E,U,N (NK+pr2) (K(t)—K), (319)
where we used the fact that L, = —%. Evaluating at time ¢ = 0 and differentiating yields the

initial response of employment:

. - P y
dL(0)[7F = dL* — Lp |wi — ThN (Ng + pr;)] dKI*, (320)

Linearizing the short-run static solution for the wage rate W = W (P,u) and substituting
appropriate solutions gives:

Wity = W+Wewd (K(t) - K) +wanx (N(©) - N),
- , P L _
= W+Wp |w;— h (Nk + Npwy) | (K(t) — K), (321)
where we used the fact that W, = — Wﬁ P Evaluating at time ¢t = 0 and differentiating gives the

initial response of the wage rate:

. - P Ny
AW (0)[7F = AWok — Wp |wi — i (Nk + pr;)l dKI*, (322)
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0.6 Tax Multiplier for Overall Output

Long-Run Tax Multiplier
Because overall output denoted by Y is the sum of traded output Y7 and non-traded output
measured in terms of the traded good gYN, using the fact that Y7 = YT (K, L, P,u) and YV =

YN (K, L, P, i), remembering that a tax reform exerts a long-term effect on the relative price of non
tradables, the steady-state change of overall output becomes:

~ ik P ~ ik p =13,k
vt = (Yg + MY}J{V> dK|"" + (YLT + HYLN> dL|"",
= PradK|" + wFAL™ > 0. (323)

where we used properties (62b) and (62c) to get (173); according to property (62a), denoting by a

hat the partial derivative of Y w.r.t. P for given labor, Y2 + %Ylﬁv = Y#T + gY#N = 0.

Using the fact that Y7(t) = C7(t) + G* — r*B(t) + CA(t) = CT + GT + NX(t) and ¥" (1) =
CN(t)+GN +I(t), the overall output is equal to Y (¢t) = Po (P(t)) C(t) +GT +P(t)+GN + NX (t) +
I(t). The steady-state change of GDP following a tax reform is:

. VN . o o
AV P"" = ——dP|"* + PodC" + aNX " + Pal, (324)
i
where ANX["* = —p*dB"" and d|"* = sxd K|,
Initial Tax Multiplier
Keeping in mind that the capital stock is initially predetermined, the short-run tax multiplier

writes as follows:

vy (0)|""

P - . P b (or Po .
(YLT + MYLIV> dL(o)"* + (Yg’ + #Ylﬁv> aP(0)["* + (Yf + uYf) undN(0)",
— wFaro)"* > o, (325)

where we used properties (62c) to get (174); according to property (62a), denoting by a hat the
partial derivative of Y w. r.t. P for given labor, Yg + %Y}iv = YHT + gYMN =0.
Linearizing around the steady-state yields:
. YN . . . .
Y(t) =¥ +— (P(t)= P) + (NX(t) - NX) + P (1(t) - I).
il

Evaluating at time ¢ = 0 and differentiating yields the initial reaction of GDP:
ik YN ik ik ik ik
ay ()| = 7dP(O){ + PcdC(0)[" + dNX(0)|"" + dI1(0)|", (326)
Jik ST 1 17|95k Jik 5|7k 1|05k = |J5k
where dC(0)["" = dC|"" — CpwidK|™", dP(0)]"" = dP|"" — widK|"", dI(0) = —udK|"" and
ANX(0)"" = dCA0) " = —pu @ dK "

0.7 Tax Multipliers for Sectoral Outputs

Long-Run Sectoral Tax Multipliers
We calculate the tax multiplier for traded output by differentiating the short-run static solution
for YT evaluated at the steady-state:

AV = VEAR " + YL + VEAP® + VT uyd NP, (327)

where Y2 <0, V" > 0 and puy < 0.
Using the fact that Y7'(t) = CT +GT + N X (t) and totally differentiating yields the steady-state
change of traded output following a tax reform:

Ay Pt = o7 Pty anx |t (328)

where dN~X‘j’k = —r*dé‘j’k.
We calculate the tax multiplier for non-traded output by differentiating the short-run static
solution for YV /i evaluated at the steady-state:

P onik P — ik Pk Porp =ik Po o1
ﬁdYN|j’k = YRR k4 EYLNdLV’k + EYgdPV’k + Vil ivaN o, (329)
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where }A/}ﬁv > 0, YMT < 0and py <0.
Using the fact that # = ON(t)+GY +1(t), and totally differentiating gives the steady-state

change of non-traded output following a tax reform:
1 - . ~ . .
—av NP = aeN Pt 4 alt, (330)
m

where dI:|J’k = 5dei'|]’k.

Short-Run Sectoral Tax Multipliers

EN > kT

Remembering that the short-run solution Y7 = Y7 (K, L, P, 1), using the fact that the capital
stock is initially predetermined, the short-run tax multiplier is given by:

aYT(0))"" = L) " + VEAPO)]" + V. undN(0)[ ", (331)

where dL(O)’]’k and dN(O)’]’k are given by (317) and (320), respectively, and dP(O)!J’IC = dP|J’k -
14709k
wydK ’ .
Linearizing Y7 (t) = CT + GT + NX (t) around the steady-state, evaluating at time ¢t = 0 and
totally differentiating yields the initial change of traded output following a tax reform:

dYT ()" = dcT ()" + dNx (0)[* (332)

where dANX (0)["* = dCA(0)"" = = @,dK|"" and dCT(0)["* = —~CLwid K[,

Differentiating the short-run solution for Y~ = YV (K, L, P, 1) and remembering that the cap-
ital stock is initially predetermined, the short-run tax multiplier for non-traded output is given
by:

P j P i P - ; P . ,
;dYN(O)]J’k - ;YLNdL(o)V”“ + EY},VdP(O)]j’k + ;Y,fVMNdN(O)]j’k. (333)

where dL(0)|j’k and dN(O)|j’k are given by (317) and (320), respectively, and dP(O)fj’]C = d]5|j’k -
widK |J’k.

Linearizing # = CN(t) + GN + I(t), around the steady-state, evaluating at time ¢ = 0 and
totally differentiating gives the initial change of non-traded output following a tax reform:

1 - . . .
ﬁdYN\J’k —ac™N ()" + ar(o)", (334)

where dCV (0)]"* = —CNwldK|™* and dI(0) = —pdK|™".

P Solving a Two-Sector Model without Physical Capital

In this section, we provide the main steps to solve the two-sector model without capital accumulation.
This allows us to isolate the welfare gain stemming from capital accumulation and access to external
borrowing.

The small open economy produces a traded and a non traded good by means of a produc-
tion technology described by linearly homogenous production functions that use labor only. As
previously, the output of the non traded good (Y?) can be used for private (CV) and public con-
sumption (GV). The output of the traded good (YT) can be consumed by households (C7) and
the government (G7), or can be exported (Y7 — CT — GT).

P.1 First-Order Conditions and Transitional Dynamics

Households
Households decide on consumption and worked hours by maximizing lifetime utility (2) subject
to the flow budget constraint given by:

B(t) = r*B(t) + WAt)L(t) + Z(t) — Pc (P(t)) (1 +7°) C(t). (335)

Denoting the co-state variable associated with eq. (335) by A, the first-order conditions charac-
terizing the representative household’s optimal plans are:

C=(Pc(1+79)A) 77, (336a)
A L

L= (%WA) : (336b)

A=A(B—r"), (336¢)

(336d)

94



and the appropriate transversality conditions. We impose 3 = r* in order to generate an interior
solution for the marginal utility of wealth. Hence, we have A\ = \.

Firms

Both the traded and non-traded sectors use labor, LT and L, according to linearly homogenous
production functions, Y7 = LT and Y~ = L¥. Both sectors face a labor cost equal to the wage
rate plus employer’s part of labor tax, i.e. W& =W (1 + TF). The traded sector is assumed to be
perfectly competitive while the non traded sector is assumed to be imperfectly competitive. The
first order conditions derived from profit-maximization state that factors are paid to their respective
marginal products:

=L wt, (337)
I
According to (337), we have:
P=p, and W= H% (338)
Aggregating labor over the two sectors, gives us the resource constraint for labor:
LT+ 1IN =1L, (339)
where Ly = NLy.
P.2 Short-run Static Solutions
Inserting W = H%’ eq. (336b) can be rewritten as follows:
L:{A[;ijw%]} " (340)
Solving (336b) and (340), we get:
C:C(S\,P,TC), L:L(S\,TF,TH,,U,), (341)
where
C = —oc [j\ +7C 4 acf’} , (342a)
L = ophA—opNiti, j=FH. (342D)

Inserting short-run solution for consumption (49) into intra-temporal allocations between non
tradable and tradable goods, allows us to solve for CT and C:

ct=cT(\ P19, cN=c(\Pr1°). (343)

Inserting the short-run static solution for CV into the non-traded good market clearing condition

gives us:
LN <
o N (NP, +GN. (344)

Eq. (344) can be solved for LV: B
LN =N (N, P79, (345)

where Lﬁ—\v = [LC/Z\V and Livc = uCch.
Inserting first (341) and (346), the resource constraint for labor can be solved for LT, i.e.,
LT =1L ()\,TF,’TH,M) — LN ()\,P, TC). We get:

L"=r"(\ P, 79, (346)
where LT = Ly — LY >0, LT, = L,; <0 and LY. = —L, > 0.

P.3 Equilibrium Dynamics and Formal Solutions

Combining the non-traded good market clearing condition (344) and the flow budget constraint
yields the current account equation:

B(t) = r*B(t) + LT (t) — CT(t) - GT. (347)
Inserting the short-run static solution for LT and C7 into the current account equation (335) yields:

B(t)=r*B(t)+ L" (\,P,77,7°) - CT (\,P,7) , (348)
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Keeping in mind that P = p which implies that P remains unchanged over time as long as the
markup is fixed, and A(t) = A, and linearizing (348), we get:

B(t) = r* (B(t) - B) . (349)
The general solution is: R X
B(t) = B+ Dae™ . (350)
Invoking the transversality condition, the stable solution is:
B(t) = B, (351)
and the intertemporal solvency condition (ISC) reads:

B = B,. (352)

P.4 Steady-State

Inserting the ISC (352) and appropriate short-run static solutions which obviously hold in the long-
run, using the fact that P(t) = P = pu, the steady-state can be reduced to one equation

By + LT (A p, 77, 79) = T (A, p, 7€) = 0. (353)
Equation (353) can be solved for the marginal utility of wealth:
A=A (p, 7, 79). (354)

Denoting by a hat the percentage deviation relative to initial steady-state, the change in the
shadow value of wealth following a labor tax cut is:

AN=N_T" 5 j=FH, (355)

where we used the fact that Lg = UL% + acy and C/—ir = UL% + O’CCTT.
We denote from now on by ‘J’k the effects of a fall in the labor tax d7/ < 0 (j = F, H) financed
by a rise in 7% (k = C, H). Adopting a similar procedure as in section G, we have:

= (bj’kig J d'TJ7 (356)
T

ax
where X = C,L,NX and 0 < ¢ < 1.
Since the long-run change of X = C,L, NX following a tax reform is simply a scaled-down
version of the long-term change of the aggregate X after a labor tax cut financed by a fall in
lump-sum transfer, we focus on the latter in the following.
Setting .
O'LL
oL +ocPeC

Following a labor tax cut, the steady-state change in consumption and labor are:

0<¢

1, (357)

N = Aépi<o0, j=FH, (358a)
I = —ouN (1 . é) >0, j=FH, (358b)
C = —ooNE >0, j=F H. (358¢)

P.5 Derivation of Formal Solutions after Anticipated Tax Reforms

In this section, we provide the main steps to derive formal solutions for key variables after future
anticipated permanent tax shocks, by applying the procedure developed by Schubert and Turnovsky
[2002]. Since our aim is to provide an overview of the procedure we used numerically to solve the
model without physical capital, we concentrate on the effect of a labor tax cut 7.

We assume that the small open economy is initially in steady-state equilibrium, i.e., A = Ay and
B = By.

Period 1 (0<t<T)

We assume that at time ¢ = 0 agents perfectly anticipate that the tax rate 77" (7€) falls (rises)
permanently at time 7, from 7f" = 7" (7§ = 1) to tf = o' (8 = 7)), with drf = 7f" — 7] =
H - <o@f =7 -7 =78 -7 >0).

96



Before implementing the tax cut, the economy follows an unstable transitional path:
B(t) = By + Dye" Y, (359)

where D5 is a constant to be determined.
Period 2 (t > 7)
Once the tax reform is implemented, the economy follows a stable path:

B(t) = By (360)

During the transition period 1, the economy accumulates (or decumulates) foreign assets. Since
this period is unstable, it would lead the nation to violate its intertemporal budget constraint. By
contrast, the adjustment process taking place in period 2 is stable and must satisfy the economy’s
intertemporal budget constraint. At the same time, the zero-root problem requires the equilibrium
value of marginal utility of wealth to adjust once-and-for-all when the shock hits the economy. So
A remains constant over the periods 1 and 2. The aim of is to calculate the deviation of A such
that the country satisfies one single and overall intertemporal budget constraint, given the new
relevant initial condition, By, accumulated over the unstable period (before the shock is in effect).
Therefore, for the country to remain intertemporally solvent, we require:

B, = Br. (361)
Setting ¢ = 0 in solution (359); evaluate at time ¢t = 7 and equate (359) and (360):

B1 + Dy = By, (362a)
By + Bye" T = B,. (362b)

Then, we approximate the steady-state changes with the differentials:

_ . o , d\ d\
B, — By=B (/\,rg,rc) _B (AO,Tg,TOC) =B fUthF + B fUthC, (363a)
By, — B, =B (X, 3, 720) _B (X, , 710) — B.;d7r + B,cdrC. (363b)

By substituting these expressions into (362a) and (362b), we obtain finally
Dy = —Bjd), (364a)
Dye”' T = B,;dr? + B,odr©. (364b)

The two equations (364a)-(364b) jointly determine Dy and .
Solving yields:

Dy =L e TdrI <0, (365a)
d;\ *
| =xsemT >0, (365b)
drs Fut
where we used the fact that B5 = — (L; — C’;) and B,; = —ij; A.; corresponds to the change in
X when the tax reform is unexpected; it is given by:
LT,
Ari = —TiﬂT > 0. (366)

Over the unstable period, the economy decumulates traded bonds. To see it formally, differen-
tiate the general solution for traded bonds (359) with respect to time:

B(t) = r*Dye” t < 0, (367)

where the sign is stemming from Ds < 0.
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