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Does the Rise in Labor Cost Induce the Change

in Effective Corporate Income Tax Rate?
DENG Ming ( Xiamen University, 361005)

Abstract: The tax incidence theory believes that corporate income tax will be partially passed on to labor and
affect wage levels. This paper constructs a two-region general equilibrium model and finds that the increase in
labor cost in a region will in turn lead to a reduction in the corporate income tax rate in that region, and also
has an impact on the corporate income tax rate in other regions. In order to test whether this conclusion is valid
in China, this paper uses the implementation of the “Minimum Wage Regulations” in 2004 as a quasi-natural
experiment to empirically study the impact of a region’s labor cost shock on its effective corporate income tax
rate and that in adjacent regions. Empirical study shows that the increase in labor cost brought about by the
implementation of the “Minimum Wage Regulations” had indeed led to a lower corporate income tax rate in the
region. This conclusion is still valid after a series of robusiness tests. Moreover, the shock on labor cost in
other regions of the same province will also cause the effective corporate income tax rate in the region to
decrease. The research conclusions provide a theoretical reference for how to regulate the taxation behavior of
China’s local governments against the background of rising labor cost.
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