
Corporate Taxes and Economic Activity at Home and Abroad

Sarah Clifford
University of Oxford

Jakob Miethe
LMU Munich

Camille Semelet
LMU Munich and ifo Institute

Research Proposal: January 2023

A central question for policy-makers is the extent to which corporate taxes distort real economic
activity such as investment and employment. This question is at the heart of any discussion on
the design of the corporate income tax as well as other taxes and transfers. Existing empirical
literature has investigated this relationship in a national context (Giroud and Rauh, 2019; Lester,
2019; Ohrn, 2018; Suárez Serrato and Zidar, 2016). In line with theoretical predictions, these stud-
ies generally find fairly sizeable negative effects of the corporate income tax on economic activity.
However, little is known about the anatomy of this response: does it represent real downsizing
or simply reallocation of activity abroad? This distinction is becoming ever more relevant with
the increasing importance of multinational enterprises (MNEs) in the corporate landscape (OECD,
2018) and the downward pressure on corporate taxes in recent decades as a result of tax competi-
tion. MNEs make global intra-firm allocation decisions which affect both home and host countries
(Cravino and Levchenko, 2017; Di Giovanni et al., 2018). By operating within networks that cross
national borders, MNEs are important decision-making agents in the context of global allocation
and reallocation of resources and economic activity. Arguably, their global presence lowers trans-
action costs, thereby making it easier for MNEs to re-optimise internationally. This makes MNEs
the firm population of most interest when analysing international mobility of corporate activity.
Our understanding of these decisions in relation to corporate taxes is limited due to opaque MNE
structures as well as limited availability of high-quality data on MNEs that span across national
borders. Two recent working papers try to fill this gap by comparing affiliates of MNEs with a
presence in tax reform countries to those that are not present in such countries (Hoopes et al.,
2022; De Vito et al., 2021).

This project attempts to bridge these two literatures on corporate income taxation and cross bor-
der MNE activity and explicitly studies both domestic and foreign responses to corporate taxes
in a unified empirical framework. This unified perspective is possible by exploiting within-country
variation in corporate tax rates as well as comprehensive administrative data from a country that
collects micro level data on both domestically located firms as well as domestically owned foreign
affiliates. This dataset allows us to track complete multinational groups across the globe and inves-
tigate the effects of corporate tax changes in their home country on foreign operations. Importantly,
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we can also analyse the effects of these same corporate tax changes on domestic affiliates of multi-
national groups and fully domestic firms. Hereby we propose a comprehensive analysis of the effect
of corporate taxes on real economic activity, taking seriously the notion that firms today operate
in a global reality and the effect of domestic tax policy does not stop at the border. Further, the
richness of the data also allows us to look into potential links between relocation of activity and
relocation of reported profits in response to tax changes. Similarly, it makes it possible to study
interesting heterogeneity in responses across MNEs by characteristics of their group-structures,
such as presence in tax havens.

Data and variation
The project exploits several comprehensive datasets. Firstly, the administrative German MiDi
database on German foreign subsidiaries. This dataset includes traditional firm characteristics and
balance sheet information such as turnover, number of employees and fixed and intangible assets
from 1999-2017. Further, it also includes intra-group positions such as loans and equity positions
that would be either indistinguishable from external positions or netted out at the group level
in other available micro datasets. Second, we also use the administrative German Janis/Ustan
database which includes similar balance sheet information for all german-based firms (including
fully domestic firms and parent companies).

To causally identify the effects of the corporate income tax on real activity at home and abroad we
utilize within-country variation in the corporate income tax rate in Germany. In Germany, part of
the tax levied on corporate profits is the Local Business Tax. The Local Business Tax varies at the
municipal level and this leads to both cross-sectional variation as well as considerable time-variation
within municipalities in tax rates. Fuest et al. (2018) exploit this variation to identify the incidence
of the corporate tax on wages and in their sample period (1993-2012) they report just under 18000
tax rate changes.

Empirical strategy
We are interested in measuring the effect of corporate income taxes on the size and geographical
allocation of real economic activity. To this end we can exploit the variation in corporate tax rates
within Germany in several ways.

For each foreign subsidiary of a German MNE we can construct a variable equal to the corporate
tax rate faced by the German operations of that multinational group. This variable, τm, varies
over time and by the municipality in which those operations are located. Consider the following
specification

log(yight) = β · τm + αi + θt×h + Xit + εigt

where log(yight) is the log of a measure of real activity (investment, employment etc.) of subsidiary i,
within multinational group g, in host country h at time t. The specification includes subsidiary fixed
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effects as well as country-by-time fixed effects. This means that β measures relocation of activity
abroad in response to the corporate income tax in the municipality. This parameter is conceptually
identified from differential changes in real activity within foreign subsidiaries in the same host
country that do and do not respectively have group members within a German municipality that
changes its local business rate.1

To measure the effect on domestic activity we use the full set of domestically located firms and a
staggered event-study design,

log(yfmt) =
4∑

j=−4,6=−1
βjRj

mt + θt + αf + γm + εfmt

where Rj
mt is an indicator for a tax change happening j periods away in municipality m at time

t, and log(yfmt) is again the log of a measure of real activity. This event study hence compares
the evolution of activity within firms located in municipalities that experience a corporate tax
change to the activity of firms in other municipalities at the same time. Within this specification
we can look at several interesting dimensions of heterogeneity: fully domestic firms versus firms
that are subsidiaries of multinational enterprises, subsidiaries of multinational enterprises with tax
haven subsidiaries and without etc. By comparing the effects within these different types of firms
we can speak to several highly relevant questions: What is the importance of the presence of
multinational firms in an economy for the effects of corporate taxes? How does the effect within
domestic subsidiaries of multinational firms compare to the foreign spillover effect observed within
foreign subsidiaries? What does that tell us about the relative importance of down-sizing versus
reallocation of economic activity abroad?

Extensions
If we observe that corporate taxes do in fact lead to a reallocation of real activity within the
multinational firm, there are several very interesting follow up questions we could attempt to
answer. For instance using the MiDi database with intra-group positions on debt and equity, we
could investigate where the funding for these new investments comes from – from the parent, from
a tax havens, from targeted domestic subsidiaries? What type of countries does the activity move
to – other developed countries or developing countries? What is the link between the reallocation of
activity and the reallocation of reported profits in response to taxes? Answering these questions will
provide a nuanced picture of the impact of corporate income taxes by explicitly showing reactions
in the network of MNEs.

1To account for the variation across multinationals in exposure to the German economy, some specifications should
weight τm by the fraction of assets located in Germany (or a similarly defined weight).
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