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Abstract

We study the repeal of France’s Taxe Professionnelle, a large and spatially dispersed
local capital tax whose rates were set by nearly 35,000 municipalities. Combining
administrative data with a dynamic spatial general equilibrium model disciplined
by reduced-form estimates of firms” investment responses, we find that the reform
raises real income per worker by 8% in the long run and worker welfare by 3% in
consumption-equivalent terms. Counterfactual experiments reveal that the bulk
of these gains come from the reduction in the overall tax burden, which raises real
wages across all locations. In contrast, eliminating the spatial dispersion of tax rates
alone leaves real income per worker essentially unchanged, as it reallocates activity
away from large low-tax, high-income hubs toward lower-wage locations.
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1 Introduction

Taxes on capital that vary across locations create dispersion in the user cost of capital,
a source of resource misallocation that can reduce aggregate productivity and income
(Hsieh and Klenow, 2009; Restuccia and Rogerson, 2008). Until recently, France offered
a textbook case of such distortions: the Taxe Professionnelle (TP) was a local tax on the
book value of firms’ tangible assets (both equipment and real estate) whose rates were
determined independently by each of the country’s nearly 35,000 municipalities. This
system created a complex landscape of large and spatially differentiated capital tax
distortions that persisted for decades.’

This tax was widely criticized (Bergeaud, Jousselin and Malgouyres, 2021) and in
2010, the French government abolished the TP through a fiscal reform consisting of two
main measures. First, it removed the book value of equipment capital from the tax base.
Second, it introduced a new tax on value-added, applied at a nationally uniform rate.?
However, this reform was not revenue neutral. By cutting the overall tax burden by
about 5 billion euros in the year of implementation, the reform simultaneously reduced
the level and eliminated the spatial dispersion of equipment capital taxes.

When distortions are local in nature and affect returns to capital investment, two
forces shape the aggregate consequences of their removal. On the one hand, spatial
frictions—such as trade and migration costs—as well as differences in local amenities
may limit the reallocation of resources toward more productive locations. On the other
hand, capital deepening may amplify the aggregate gains from repealing distortions
beyond what a static reallocation of existing resources would deliver. The French reform
sits squarely at the intersection of these two forces: it eliminated distortions that were
both fundamentally local and directly tied to capital. Does capital deepening compensate
for the limited scope of spatial reallocation, or do spatial frictions ultimately constrain
the gains from the reform?

To answer this question, we proceed in two steps. We first exploit cross-firm het-
erogeneity in exposure to the reform to estimate its impact on firm-level investment
using a dynamic difference-in-differences empirical design. Second, we embed these
reduced-form estimates in a dynamic spatial general equilibrium model to evaluate the
aggregate implications of the reform, accounting for capital accumulation, trade costs,

IThe capital-weighted average tax rate was above 20% and a firm at the 90th percentile of the tax
distribution faced a rate more than twice that of a firm at the 10th percentile.

The Cotisation sur la Valeur Ajoutée des Entreprises (CVAE) has a nominal rate of 1.5% of value-added,
but effective rates are progressive in turnover, ranging from 0% for firms below €500,000 to the full 1.5%
for firms above €50 million. We model it as a 1% uniform tax on value-added, matching CVAE revenue as
a share of aggregate value-added in the years following the reform.



migration frictions, and transition dynamics.

Methodologically, our empirical analysis relies on administrative data allowing
us to track detailed firm-level outcomes before and after the reform. The setting is
particularly well suited for our purposes for several reasons. First, the pre-2010 design
of the TP generated substantial spatial heterogeneity in effective tax rates, leading to
significant cross-firm differences in exposure to the reform. Second, because much of
this variation reflects municipal decisions about local tax rates, it is plausibly exogenous
to firms’ investment decisions. Third, the shift in the tax base from the book value of all
tangible assets before 2010 to that of real-estate assets only thereafter induced additional
variation: firms with equipment-intensive balance sheets experienced larger tax cuts
than those with more real-estate holdings. We exploit this identifying variation within
a dynamic difference-in-differences framework, constructing a continuous measure of

ex-ante exposure to the policy change following the standard approach of Auten and
Carroll (1999).

Our findings show that the reform substantially reduced firms’ tax burdens, with
the average firm experiencing a decline in total taxes over value-added of approxi-
mately 7.7%. This tax relief translated into a large and gradually building expansion
of equipment capital, consistent with adjustment frictions: the average firm expanded
its equipment stock by about 7% by the end of our sample period. We also document
positive effects on quarterly sales, which rise by about 2.9% for the average firm, and on
hourly wages, which increase by approximately 1.3%. In contrast, total hours worked
are essentially unaffected. We further show that these results are robust to concerns
about mean reversion by recomputing the instrument from alternative base years and
by defining exposure solely on the basis of local tax rates.

While these reduced-form estimates provide informative causal evidence, they only
capture partial-equilibrium responses. In our empirical specification, industry-by-year
fixed effects absorb all variation common to firms within an industry in a given year,
including changes in local factor prices, migration responses, and the effect of the
nationally uniform value-added tax introduced as part of the reform. To account for
such general-equilibrium feedbacks and aggregate shocks, we develop a dynamic spatial
general equilibrium model featuring capital accumulation as well as migration and trade
frictions.

Our model builds on the framework of Kleinman, Liu and Redding (2023). The
economy consists of multiple locations and sectors. Locations differ in amenities and
land endowments; sectors differ in their relative intensity in equipment versus real estate
capital; and productivity varies at the location-sector level. Two types of agents populate
the economy: workers, who are mobile across locations subject to migration costs and



idiosyncratic preference shocks, and immobile capitalists, who own and accumulate
both types of location-specific capital subject to adjustment costs. In each location-sector
pair, competitive firms produce differentiated products by renting capital from local
capitalists and employing workers. These products are traded across space subject to
iceberg trade costs. Finally, a housing sector produces local housing services using real
estate capital and land, consumed by both workers and capitalists.

To calibrate the model, we combine our reduced-form estimates with a structural
inversion procedure. Fundamentals such as productivity, amenities, land endowments,
and bilateral migration and trade costs are chosen so that the model’s initial steady
state matches the observed spatial distribution of wages, employment, relative housing
prices, capital-income moments, and migration patterns in France as closely as possible
under the equilibrium restrictions of the model. Our reduced-form estimate of firms’
investment response to changes in the user cost of capital provides the key elasticity that
disciplines the model’s dynamic capital accumulation process. We then simulate the
reform as a shift from local capital taxation to a uniform value-added tax, calibrating the
location-specific lognormal tax distributions to match the empirical level and dispersion
of these taxes within each French department.?

The reform raises real income per worker by 8.04% in the long run. Most of this
gain comes from within-department responses: holding the spatial distribution of
employment fixed, real income per worker rises by 8.17% on average, driven by a
36.6% expansion in equipment capital and an accompanying 7.45% decline in the cost of
living. Spatial reallocation slightly offsets these gains, generating a composition effect of
—0.116%. This negative composition effect reflects reallocation away from large, low-tax,
high-income locations such as Paris toward destinations that, on average, offer lower
wages and only modest amenity gains, which slightly reduces average real income even
though these flows remain quantitatively small.

However, these long-run gains do not materialize overnight. The transition to the
new steady state reveals a clear hierarchy of adjustment speeds: goods prices and
equipment capital adjust on similar horizons, with half-lives of 12.8 and 12.8 years,
respectively, followed by real wages (16.1 years), while real estate capital (45.5 years)
and especially employment reallocation (150 years) are much slower. This sequencing
reinforces the main message of the paper: the reform’s gains are realized primarily
through early capital deepening and lower prices, while the costly spatial reallocation is
heavily dampened by adjustment frictions. Accounting for these dynamics, the reform

is equivalent to a 2.99% permanent increase in worker consumption.*

3We assume that local tax revenues finance wasteful local government expenditures. In practice, the
central government compensated municipalities for forgone revenue through increased transfers.
4For comparison, Fajgelbaum, Morales, Sudrez Serrato and Zidar (2018) find that harmonizing state
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To disentangle the different forces at work, we compare counterfactuals that isolate
each margin of adjustment. To quantify the capital accumulation channel, we shift the
entire distribution of equipment tax rates downward until aggregate equipment tax
revenue falls to zero, while preserving the pre-reform spatial dispersion in tax rates. This
counterfactual raises real income per worker by 9.73%, driven by substantial equipment
capital deepening across all locations. To quantify the spatial reallocation channel, we
instead consider a revenue-neutral harmonization of equipment tax rates across space.
This counterfactual leaves average real income per worker essentially unchanged. The
reason is that harmonization raises taxes precisely in the locations where equipment
capital is most concentrated. In the model, these locations are also, on an employment-
weighted basis, capital-rich and high-wage. Harmonization therefore shifts activity
away from these high-income places toward lower-wage locations. Because real income
per worker is an employment-weighted average, this adverse composition effect offsets
the modest within-location efficiency gain from eliminating spatial tax dispersion.

We also assess the role of the value-added tax introduced alongside the repeal of the
TP. A common narrative is that the reform stimulated investment not only by shifting
the tax base away from equipment capital, but also by reducing firms” overall tax burden.
To evaluate this claim, we compute the revenue-neutral VAT rate, i.e., the rate that keeps
total government revenue unchanged in the post-reform equilibrium. The required rate
is 5.03% rather than 1%. Under this revenue-neutral counterfactual, average real income
per worker still rises by 1.29%, but by much less than under the actual reform. This
confirms that the bulk of the reform’s gains comes from lowering the overall tax burden.

Related literature. Our paper contributes to several strands of the literature. First, it
speaks to the literature on misallocation and aggregate productivity. Hsieh and Klenow
(2009) show that dispersion in marginal revenue products reflects misallocation and
may entail large productivity losses, while Restuccia and Rogerson (2008) highlight
taxes as a key source of such dispersion. Gopinath, Kalemli-Ozcan, Karabarbounis
and Villegas-Sanchez (2017) show that distortions in the cost of capital contributed to
growing capital misallocation and productivity losses in Southern Europe. With nearly
35,000 local tax rates generating substantial dispersion in the user cost of capital, our
setting is a natural laboratory for these ideas. However, when distortions are local and
fall on capital, two additional forces become central. On the one hand, spatial frictions
limit the reallocation of factors across locations (Arkolakis, Costinot and Rodriguez-
Clare, 2012; Redding, 2016), and the correlation of distortions with local fundamentals
determines whether eliminating their dispersion raises or lowers aggregate efficiency.

taxes in the U.S. would increase worker welfare by 0.6%.



On the other hand, capital deepening can amplify the macroeconomic consequences of
eliminating distortions, a mechanism emphasized by Moll (2014) and Buera, Kaboski
and Shin (2011) in the context of financial frictions. Our contribution is to study these
forces jointly in a setting with local capital taxes, where both spatial frictions and capital
accumulation shape the aggregate consequences of the reform.

Second, we contribute to the literature on spatial equilibrium and local taxation.
Roback (1982) shows how compensating differentials in wages and rents offset differ-
ences in amenities and productivity across locations. Sudrez Serrato and Zidar (2016)
develop a spatial equilibrium framework to study the incidence of U.S. state corporate
taxes, while Fajgelbaum et al. (2018) quantify welfare gains from harmonizing state
taxes—a natural benchmark for our results. Both Fajgelbaum et al. (2018) and Albouy
(2009) study settings where the correlation between taxes and local fundamentals is such
that harmonization improves both income and welfare. Our French setting reverses the
income sign: on an employment-weighted basis, the large low-tax locations are high-
income and capital-rich, with Paris and Tle-de-France being the most prominent example,
so harmonization raises taxes where labor income and equipment capital are concen-
trated and reallocates activity toward lower-wage destinations. This illustrates that
the welfare effects of removing local tax distortions are not determined a priori—they
depend on the specific correlation structure between taxes, productivity, and ameni-
ties, as formalized by Donald, Fukui and Miyauchi (2025). A further difference is that
Fajgelbaum et al. (2018) find larger welfare gains when tax revenue funds local public
goods endogenously; in our setting, the central government compensated municipalities
for forgone revenue through dedicated transfers, limiting the scope for this channel.
Using U.S. establishment-level data, Giroud and Rauh (2019) show that corporate tax
changes cause multi-state firms to reallocate employment across states, though Rathelot
and Sillard (2008) find limited relocation effects of the Taxe Professionnelle in France.
Relative to these contributions, we further introduce capital accumulation and transition
dynamics. Methodologically, we build on the quantitative spatial economics framework
surveyed by Redding and Rossi-Hansberg (2017) and adapt the dynamic spatial general
equilibrium model of Kleinman et al. (2023) to our setting, incorporating two types of
capital (equipment and real estate) and a tax structure that varies across locations and
asset classes.

Third, we relate to the theoretical literature on capital taxation. The foundational
framework is the user cost of capital (Jorgenson, 1963), which formalizes how taxes on
capital raise the effective cost of investment and thereby depress capital accumulation
(Hall and Jorgenson, 1967). De Long and Summers (1991) provide cross-country evi-
dence that equipment investment is a key driver of economic growth, underscoring the
macroeconomic importance of policies that affect the cost of equipment capital. The
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classic results of Chamley (1986) and Judd (1985) suggest that optimal capital taxes
converge to zero in the long run, a conclusion that has been challenged by Straub and
Werning (2020). Our findings confirm that the level of capital taxes drives the aggregate
effects of the French reform, even in a spatial economy where tax rates vary widely
across locations. However, the spatial dimension adds nuance: the gains depend on
which locations bear the tax and how those locations rank in terms of productivity and
amenities.

Fourth, we contribute to the empirical literature estimating firm-level investment
responses to tax policy. Cummins, Hassett and Hubbard (1994) pioneered the use of
tax reforms as natural experiments to estimate investment elasticities, and Bond and
Van Reenen (2007) survey the subsequent literature, highlighting mixed evidence on
whether corporate income taxes affect investment. House and Shapiro (2008) exploit
U.S. bonus depreciation deductions, finding large investment responses. Zwick and
Mahon (2017) study the same policy and show that firms respond strongly when the
policy generates immediate cash flows, but not when the benefits are deferred through
loss carryforwards because of non positive profits. Yagan (2015) studies the U.S. 2003
dividend tax cut and finds no effect on corporate investment. The Taxe Professionnelle
provides a compelling setting by impacting more directly the user cost, as it was levied
on the book value of capital, independently of present and future profits. The removal of
equipment from the tax base thus generated a substantial and immediate cost reduction
for all firms holding equipment. It therefore provides an ideal source of exogenous
variation to estimate how investment responds to changes in the user cost of capital.
Closest to our setting, Bergeaud et al. (2021) provide descriptive evidence on the same
French reform, documenting that it reduced the marginal cost of equipment investment
and increased firm activity. We build on this work by developing a more comprehensive
empirical strategy that exploits cross-firm variation in tax exposure, and embedding our
reduced-form estimates within a structural model to quantify the general equilibrium
effects of the reform.

The remainder of the paper is organized as follows. Section 2 describes the insti-
tutional context and data. Section 3 presents our empirical strategy. Section 4 reports
the reduced-form evidence. Section 5 develops the theoretical framework. Section 6
quantifies the macroeconomic consequences of the reform. Section 7 concludes.

2 Background and data

This section describes the institutional design of the Taxe Professionnelle, the 2010 reform
that abolished it, and the administrative data we use. We highlight two features central

7



to our empirical strategy: the cross-firm heterogeneity in tax exposure and the two
distinct timing channels through which the reform affected firms.

2.1 Institutional context

Before the reform. The Taxe Professionnelle (TP) was a local business tax levied on the
rental value of firms’ stock of tangible assets. Created in 1975, it accounted for roughly
half of the tax revenue of French local governments.®

The tax base had two components: equipment capital and real-estate assets. For
equipment, the rental value was fixed by statute at 16% of historical acquisition cost;
for real estate, it was based on the cadastral value. The base was never adjusted for
economic depreciation: a fully depreciated machine still on the books generated the
same tax base as when it was first acquired. The TP therefore fell disproportionately on
capital-intensive firms, as the tax base reflected the accumulated stock of past investment
rather than current returns.

The tax rate 7. applied in a given city was the sum of rates voted independently
at the city, department, and regional levels; these rates varied widely across space.
Local authorities set rates during year t — 1, while the base reflected the value of assets
declared in t — 2. For a firm i with establishments j € i located in cities c(j), the tax
owed in year t was:

Tip =Y Ty (KEjs—2+KBjs ),
jei
where KE; and KB, denote the assessed rental values of real-estate and equipment capital
at establishment j, respectively. The total tax owed was bounded by a floor of 1.5% of
value added (for firms with turnover above €7.6 million) and a ceiling of 3.5%.

To our knowledge, France was the only advanced economy to levy a local tax on non-
real-estate tangible assets. The tax was repeatedly criticized for discouraging investment,
and successive governments narrowed the base, most notably by removing the wage bill
component between 1999 and 2003, but the core structure remained in place until 2010.

The 2010 reform. The abolition of the TP was announced in two steps. On October
23, 2008, as part of a stimulus package in response to the financial crisis, President
Nicolas Sarkozy declared that all new investments made between that date and January
1, 2010 would be permanently exempt from the TP. On February 5, 2009, he announced
that the TP would be abolished entirely starting January 1, 2010. The reform was

5Senate Information Report No. 611 (2012) provides a comprehensive review of the TP and its replace-
ment.



enacted through the Finance Law for 2010, which replaced the TP with the Contribution
Economique Territoriale (CET).

The CET has two components. The first, the Cotisation Fonciere des Entreprises (CFE),
is a local tax based on the real-estate component of the former TP base, with rates still
set by each city, but equipment capital is excluded entirely. The second, the Cotisation sur
la Valeur Ajoutée des Entreprises (CVAE), is a nationally uniform tax on value added, with
an effective rate rising progressively in turnover from 0% (for firms below €500,000) to
1.5% (above €50 million). The CET owed by firm i in year ¢ is:

Tip = Y (e - KBji—2) +11(Si) - Vi,
jei

where 7,(j)  is the local CFE rate in the city of establishment j, 77(S; ;) is the CVAE rate,®
and Y;; is the firm’s value added. As under the TP, the total CET owed is capped as a
fraction of value added, now at 3%.

The reform was not revenue neutral. Although the CVAE partially offset the loss of
revenue from removing equipment capital from the tax base, its rates were far too low
to compensate for the elimination of local taxes on equipment. Aggregate local business
taxation fell from approximately 1.1% of GDP before the reform to 0.8% afterward, a
net reduction of about €5 billion in the year of implementation.” The reform therefore
represented a substantial cut in the overall tax burden on firms, not merely a shift in the
tax base.

Implications for identification. Two features of the reform are central to our empirical
strategy.

First, it generated substantial cross-firm heterogeneity in the size of the tax cut. The
TP taxed both real-estate and equipment capital at locally determined rates, while the
post-reform local tax applies only to real estate. A firm’s gain from the reform therefore
depends on how much equipment capital it held in each city and on the local tax rate
applied there. Firms with large equipment stocks in high-rate cities benefited the most;
tirms with mostly real-estate assets in low-rate cities saw little change.

Second, the reform creates two distinct timing effects. As described above, the
exemption of new investment announced in October 2008, followed by the full abolition
announced in February 2009, meant that any equipment acquired from late 2008 onward

®The CVAE rate 7 is a function of turnover S (in millions of euros): 7(S) = 0if S < 0.5; 5(S) =
0.5% x 5522 if 0.5 < S < 3; 5(S) = 0.5% +0.9% x 572 if 3 < S < 10; (S) = 1.4% + 0.1% x 0 if
10 < S < 50; and 7(S) = 1.5% if S > 50.

’See DG Trésor, Rapport Economique, Social et Financier, 2018, p. 207.




would never be subject to the TP. Recall that the TP base was assessed with a two-
year lag: equipment purchased in 2009, for instance, would first enter the tax base in
2011, but since the TP was repealed in 2010, this liability would never materialize. The
expected marginal tax rate on new equipment therefore fell to zero as soon as the reform
was credibly announced, lowering the user cost of capital for forward-looking firms.
Actual tax payments, however, did not fall until 2010, when the CET replaced the TP.
Throughout 2009, firms continued to pay the TP based on the value of assets held in
2007. The reform therefore had two distinct channels of impact: a change in investment
incentives (2009) and a cash-flow relief (2010).

2.2 Databases and sample restrictions

We use information from four administrative sources. Data on the local tax base and
tax rates are drawn from the Taxe Professionnelle (TP) database. Information on firms’
financial performance is obtained from the BIC-RN database, which contains detailed cor-
porate income tax returns under the standard tax regime. Matched employer-employee
data come from the DADS database, which provides detailed information on wages,
employment, and job characteristics at the employee x establishment level. We also use
data on firm-level quarterly sales from the VAT database, to study the dynamic impact
on sales at a more granular level. In this section, we describe these four data sources,

the matching procedure and sample restrictions, and the dependent variables.

Taxe professionnelle database. The Taxe Professionnelle (TP) database is an administra-
tive dataset covering the years 2002 to 2010, the final year before the tax was abolished. It
offers detailed information on local business tax rates () and their tax base components:
the current rental value of buildings (KB) and equipment capital (KE). This tax base is
reported annually and, because of the local nature of the tax, at the establishment level.
It therefore offers precise geographical information on the distribution of firms’ capital
and the current valuation of their assets. This tax base being very specific to the French
context, we believe this provides a granularity that is unique in the literature. We use it
to construct a firm-level measure of exposure to the reform.

French firm tax returns (BIC-RN). The BIC-RN database consists of corporate income
tax returns filed by firms subject to the standard tax regime (régime normal) in France.
This dataset, maintained by the French tax administration (Direction Générale des Finances
Publiques, DGFiP), provides detailed firm-level information derived from official tax
reports. The database offers extensive financial and economic data, including variables
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such as assets, sales, and taxes paid. From this database, we are therefore able to build
an exhaustive panel of French firms under the standard tax regime. Because equipment
capital was removed from the tax base after the reform, the TP database, described
above, no longer reports equipment in the post-reform period. To study equipment
capital as an outcome, we therefore reconstruct it from firms’ tax returns by aggregating
the balance-sheet items corresponding to equipment assets.

Linked employer-employee data (DADS). The DADS (Déclarations Annuelles des
Données Sociales) is a matched employer-employee administrative database based on
social security records, covering all French firms and private-sector jobs. It provides
detailed annual information on employment and wages at the establishment and firm
level. The DADS Postes file, a key component of the dataset, captures each employ-
ment spell with details on the employer, wages, hours worked, job type, occupation,
employment conditions (e.g., full-time or part-time), and workplace location. It also
includes corresponding data from the previous year. Each job position (poste) represents
the intersection of an employee and an establishment, consolidating all employment
periods within the same establishment during the year.

VAT data. The VAT database, maintained by the Direction Générale des Finances Publiques
(DGFiP), is a centralized dataset that includes all value-added tax declarations submitted
by firms operating in France. It provides detailed records of transactions related to the
purchase and sale of goods and services. This dataset allows the observation of firm-
level sales on a monthly basis, therefore offering a high level of granularity for analyzing
economic dynamics. We aggregate the monthly sales data at the quarterly level, enabling
a dynamic analysis of the effect of the reform on firm sales across quarters.

Periods, matching and sample restrictions. We construct a firm-level panel for the
years 2004-2015 by merging all administrative sources using the firm identifier (SIREN).
The datasets are fully joined, and the final panel is balanced in the sense that each firm
must appear in every year of the observation window in at least one of the underlying
databases. The estimation sample is restricted to firms that were subject to the Taxe
Professionnelle in 2008, as exposure to the reform is computed from the 2008 TP base. We
then apply two additional filters. First, we exclude firms that are always classified as
micro-enterprises throughout the entire period.® Second, we drop firms that are always

80ver our sample period, firms qualified as micro-enterprises if their annual turnover was below
roughly €80,000 for commercial activities and €30,000 for service activities, with only minor indexation
adjustments to these thresholds over time.
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constrained by the statutory value-added cap in 2007, 2008, and 2009.” For these firms,
the effective tax burden is determined by value-added rather than by local tax rates and
the stock of capital, so the variation in local tax rates and capital composition used to
construct our exposure measure does not translate into meaningful variation in their
tax burden. Table A.5 in appendix A.1 reports summary statistics for the estimation
sample. Our yearly panel consists of 1,627,749 firm - year observations corresponding
to 139,179 distinct firms. Equipment capital represent on average 20% of total assets,
with a median of 16%, indicating that equipment capital covered a meaningful but not
dominant share of firms’ balance sheets.

3 Empirical strategy

We exploit cross-firm variation in exposure to the reform to estimate its impact on firm-
level outcomes. This section describes the construction of our instrument, the estimating
equations, and the identification strategy.

3.1 Construction of the instrument

A primary identification challenge lies in the classical issue of simultaneity: firm-level
outcomes may themselves influence the realized post-reform tax base. To overcome
this bias, we construct the exposure measure exclusively from pre-reform (2008) char-
acteristics, i.e. before firms could react to the 2009 announcement. For each firm i, the
instrument Z; captures the predicted proportional reduction in its tax burden generated
by excluding equipment from the base:

z, = LT X
Yjei(KEj + KBj)

The tax rates 7.(;) are the 2008 city-specific tax rates (expressed between 0 and 1, not
in percentage points). The values KE j and KBj are taken from the 2008 TP base, which,
given the two-year assessment lag described in Section 2.1, reflects the value of assets
held in 2006. The numerator weights each city-specific rate by the equipment capital
located there, the denominator reconstructs the total pre-reform tax base (equipment
and real estate) of firm i. The instrument therefore reflects the predicted reduction in
a firm’s tax burden from removing equipment from the base, and is larger for firms
whose pre-reform base relied more heavily on equipment. Because it uses only pre-

9This drops 6.8% of remaining observations, corresponding to 14301 distinct firms
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reform values, this measure is unaffected by any behavioral response or economic shock
occurring after the announcement of the reform.

Table A.5 reports that the instrument Z; has a mean of 0.21. The equipment capital
share KEshare; averages 0.78, with a median of 0.84, indicating that it constituted a large
share of the TP base for most firms.

3.2 Estimating equations

We present two complementary specifications: a static difference-in-differences estimator
that summarizes the average post-reform effect, and a dynamic event-study design that
traces the temporal path of the treatment effect.

Static difference-in-differences. Our baseline specification estimates the average im-
pact of the reform on firm-level outcomes by comparing more and less exposed firms
before and after the reform:

Y = ;B Z; X Post; + Z ((Sh KEsharei) 1{t = h} + Yt + &+ €, (1)
h#2008

where Yj; is the outcome of firm i in time period ¢ (year or quarter), Post; = 1{t > 2009}
is an indicator for the post-reform period, Z; is the instrument defined in Section 3.1, Yot
denotes 2-digit industry-by-period fixed effects, and «; firm fixed effects. The coefficient

B captures the average causal effect of reform exposure on Y}; after 2009. KEshare; is the
Zjei KEj
Yjei(KE;j+KB))
including this control is discussed in the next section (Section 3.3). Standard errors are

equipment share of the pre-reform tax base : KEshare; = . The rationale for

clustered at the 5-digit industry level.

The post-reform period is defined as starting in 2009 because the reform was an-
nounced that year, which immediately changed firms’ investment incentives (see Sec-
tion 2.1). Since the tax base of the TP was computed using capital stocks lagged by
two years, investments undertaken in 2009 would never enter the tax base once the tax
was abolished in 2010. As a result, the expected user cost of capital declined as soon
as the reform was announced, making 2009 the first treatment year in our empirical
specification, even though the reduction in tax payments only materialized in 2010 when
the tax was effectively abolished.

Dynamic event study. To examine the temporal pattern of the treatment effect and to
assess the identifying assumption of parallel pre-trends, we estimate a dynamic version
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that interacts the firm-level exposure with time period dummies:

Yii= Y (byZi+ 6,KEshare;) 1{t = I} + vgs + o + €it, )
h#2008

All other variables are as defined in equation (1). The reference year is 2008, the
last year before the reform announcement. The coefficients {b;,} trace the dynamic
impact of reform exposure: flat pre-trends (b, ~ 0 for h < 2009) support the identifying
assumption, while post-reform coefficients capture the evolving treatment effect. We
once again cluster standard errors at the 5-digit industry level.

Quarterly sales. For the quarter-level regressions (quarterly sales), we additionally
control in both the static and dynamic regressions for seasonal patterns by interacting Z;
with quarter-of-year fixed effects.

3.3 Identification: role of the equipment share

To clarify the source of identifying variation, it is useful to decompose the instrument
into its constituent parts. Z; can be written as

Z; = T; X KEshare;,

where the firm-level effective tax rate is defined as

2 — Lijci T() KE;
T ZjeiKEj '

i.e., the equipment-weighted average of municipal marginal tax rates across firm i’s
establishments, and KEshare; is the share of equipment in the firm’s pre-reform tax base
(see Section 3.2).

This decomposition reveals that variation in Z; stems from two distinct sources:

1. Tax-rate variation (;). This component is driven by the fiscal decisions of the
municipalities in which firm i operates. Because municipal tax rates were set
independently and reflected local public finance needs, this source of variation is
plausibly orthogonal to firm-level transitory shocks.

2. Capital-composition variation (KEshare;). This component reflects technological
characteristics of the firm in 2008, which may be correlated with unobserved deter-
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minants such as productivity growth, sectoral demand trends, or mean reversion
in capital stocks following a transitory shock.

The key identification concern is that the part of variation in Z; coming from the
equipment capital share may not satisfy the exclusion restriction. Firms with high
equipment intensity in 2008 could differ systematically in their growth trajectories from
those with low equipment intensity, for reasons unrelated to the reform. This is a
standard concern in the literature on mechanical tax-change instruments (Auten and
Carroll, 1999; Gruber and Saez, 2002; Weber, 2014): when the instrument is constructed
from pre-reform characteristics that also predict subsequent outcomes, omitting controls
for those characteristics can generate spurious treatment effects.

We address this concern by including KEshare; interacted with year dummies in
both specifications (1) and (2). This flexible control allows the equipment share to have
a time-varying linear effect on outcomes, absorbing systematic differences in trends
across firms with different equipment shares in 2008. Conditional on these controls,
identification relies primarily on the tax-rate component 7;, comparing firms with similar
equipment shares but different geographic exposure to municipal tax rates.

As a further check against mean reversion, we recompute Z; and KEshare; using
2007 and 2006 data instead of 2008 values and verify that the results are robust to
these alternative base years in Section 4.2. This test is informative because, if a firm
experienced an unusually high equipment share or tax base in 2008 due to a transitory
shock, this deviation would mechanically reverse in subsequent years, generating
a spurious correlation between Z; and post-reform outcomes. The stability of the
coefficients across base years would therefore suggest that identification is unlikely to
be contaminated by such transitory shocks.

We also conduct an additional robustness check in which the treatment variable
is defined using only the tax-rate component 7;, the firm-level weighted average of
municipal tax rates. Because this measure does not mechanically incorporate the firm’s
equipment share, it is potentially less susceptible to contamination from firm-level
transitory shocks or endogenous variation in capital composition. In this regression we
therefore do not control for the effects of the equipment share.!’

19As in the baseline, for the regression on quarterly sales we additionally control for seasonal patterns
in treatment by interacting ¥; with quarter-of-year fixed effects.
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4 Reduced form evidence

We present the reduced-form estimates from both the static and dynamic specifications
described in Section 3. The results document the reform’s effects on taxes, capital
accumulation, output, and labor outcomes at the firm level.

4.1 Baseline results

We present results from both the static difference-in-differences specification (1) and the
dynamic event-study design (2). Table 1 reports the static estimates, which summarize
the average post-reform treatment effect across a range of firm-level outcomes. Figures 1
and 2 display the event-study coefficients {b; } for the key outcomes, allowing us to
assess parallel pre-trends and to trace the temporal dynamics of the reform’s impact.
Additional event-study figures for all other outcomes are reported in Appendix A.2.

Impact on taxes. We begin by assessing whether Z; predicts actual changes in firms’
tax burdens. Panel A of Table 1 reports the static estimates. A one-unit increase in Z;
reduces total taxes paid over value-added by 36.5 log points (p < 0.01), and local taxes
over value-added by 79.9 log points (p < 0.01). Given that the sample mean of Z; is 0.21
(Table A.5), the average firm experienced a reduction in total taxes over value-added
of approximately 0.365 x 0.21 ~ 7.7% and a reduction in local taxes of approximately
0.799 x 0.21 ~ 16.8%. These magnitudes confirm that the reform substantially reduced
the tax burden on more-exposed firms.
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Table 1: Static Regression Results

A

Dependent variable (log) B R?

Panel A: Taxes
All taxes paid / value-added —0.365***  0.700

(0.046)
Local taxes / value-added —0.799**  0.643
(0.115)
Panel B: Capital
Equipment capital 0.241**  0.921
(0.042)
Other assets 0.091***  0.961
(0.030)
Panel C: Output
Quarterly sales 0.137**  0.864
(0.054)
Sales 0.072* 0.917
(0.040)
Panel D: Labor
Total hours worked 0.028 0.911
(0.036)
Hourly wage 0.060***  0.842
(0.010)
Residualized hourly wage 0.069**  0.734
(0.014)

Notes: Each row corresponds to a different dependent variable. The
reported coefficient is on Z; x 1{t > 2009}. All specifications include
firm fixed effects, 2-digit industry X year fixed effects, and control for
KEshare; interacted with year dummies. The instrument Z; is com-
puted from 2008 pre-reform data. In the quarterly sales regression, we
additionally interact Z; with quarter-of-year fixed effects to account for
seasonality. Standard errors clustered at the 5-digit industry level in
parentheses. *** p < 0.01, ** p < 0.05, " p < 0.1.
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Figure 1: First stage: impact on all taxes paid over value-added (log)
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. The dependent variable is the total
amount of taxes paid over value-added, in logs. 2008 is the reference year. Standard errors are clustered
at the 5-digit (4-digit and one letter) sectoral level.

Figure 1 displays the event-study coefficients for total taxes over value-added. The
pre-reform coefficients are flat and statistically indistinguishable from zero in all years
prior to 2009, supporting the parallel-trends assumption. The effect materializes sharply
in 2010 when the tax base change takes full effect, and stabilizes around —0.4 from 2010
onward. This timing is consistent with the institutional design of the reform (Section 2.1),
as the TP was effectively abolished in 2010.

Impact on capital. Panel B of Table 1 shows that the reform induced a large and
significant increase in equipment capital. The static coefficient is 0.241 (p < 0.01). Other
assets also respond positively, with a coefficient of 0.091 (p < 0.01), suggesting spillover
effects on non-equipment capital accumulation, though the magnitude is roughly one-
third of the equipment response.
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Figure 2 shows that the equipment capital effect builds gradually over time. Pre-
reform coefficients are flat and centered around zero, again supporting the parallel-
trends assumption. The effect becomes visible starting in 2009, reaches approximately
0.15 by 2010, and continues to grow steadily through 2015, reaching 0.34. For the average
firm, this implies an equipment capital expansion of about 0.34 x 0.217 ~ 7.4% by the
end of the sample period. This gradual ramp-up is consistent with adjustment frictions
in capital accumulation, which cause firms to adjust capital stocks only gradually over
time.

The timing is once again consistent with the institutional design of the reform.
Although the reduction in tax payments only materializes in 2010, when the TP is
effectively abolished, firms understand as early as 2009 that the user cost of capital has
fallen. Because the tax base was computed using capital stocks lagged by two years,
investments undertaken in 2009 would never enter the tax base once the tax is repealed.
Anticipating that these investments will not be taxed in the future, firms adjust their
investment decisions immediately, which explains why the capital response begins
before the observed decline in tax payments.

Impact on output. Panel C of Table 1 reports effects on two measures of sales. The
strongest response appears in quarterly sales from the VAT database (0.137, p < 0.05),
while the effect on annual sales from tax returns is lower (0.072, p < 0.10). The event-
study figures for these outcomes (Appendix Figures A.12, A.13) show that output in-
creases after the reform. The quarterly sales specification, which offers higher-frequency
variation, is consistent with a response during 2009, before the tax-payment decline
observed in 2010. The weaker response estimated using annual sales from corporate
tax returns likely reflects pre-trends in this regression, as the event-study coefficients
for annual sales are already slightly above zero in the pre-treatment period. Quar-
terly sales from the VAT data instead display a very slight pre-trend in the opposite
direction. Taken together, these patterns suggest that the true effect on sales likely lies
between the estimates obtained from the two sources, namely between approximately
0.072 x 0.21 ~ 1.5% and 0.137 x 0.21 ~ 2.9% for the average firm.

Impact on labor. Panel D of Table 1 reveals a clear contrast between the extensive
and intensive margins of labor. Total hours worked are essentially unaffected (0.028,
not significant), suggesting that the reform did not lead to meaningful changes in
employment at the firm level over our sample period. In contrast, hourly wages increase
significantly: the estimated coefficient is 0.060 (p < 0.01).

To account for potential changes in workforce composition due to the reform, we also
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compute residualized log wages by removing the effects of age and skill, both interacted
with gender, and examine the response of the average residual log wage. This measure
increases by 0.069 (p < 0.01). These magnitudes imply that the average firm raised
hourly wages by approximately 0.06 x 0.21 ~ 1.3%, with a slightly larger effect for
residualized wages. The event-study patterns (Appendix Figures A.14, A.15, and A.16)
show flat pre-trends for all labor outcomes and a gradual post-reform increase in wages.

Figure 2: Impact on the stock of equipment capital (log)
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. The dependent variable is the stock of
equipment capital, in logs. 2008 is the reference year. Standard errors are clustered at the 5-digit (4-digit
and one letter) sectoral level.

Summary. The reduced-form evidence paints a coherent picture: the reform substan-
tially reduced firms’ tax burdens, which led to large increases in equipment capital
that built up gradually over the years, generated positive output responses, and raised
wages without significantly affecting hours worked. These partial-equilibrium estimates
motivate the theoretical model developed in Section 5, which allows us to account for
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general-equilibrium mechanisms, and thereby to quantify both the aggregate effects of

the reform and the reallocation of economic activity across space.!!

4.2 Robustness

Varying the instrument base year. As discussed in Section 3.3, a potential threat to
identification is that transitory shocks to firms’ capital composition or tax base in 2008
could generate mechanical mean reversion in subsequent years, biasing our estimates.
In our baseline specification, we already mitigate this concern by flexibly controlling
for the equipment share interacted with year dummies, which absorbs time-varying
confounds operating through capital composition. As an additional robustness check,
we reconstruct both the instrument Z; and the control KEshare; using 2006 and 2007
data instead of the 2008 baseline, and re-estimate both the static and dynamic specifica-
tions. This test is informative because finding similar estimates when the instrument is
constructed from different years provides reassurance that our results are not driven by
transitory fluctuations.

Tables A.6 and A.7 in Appendix A.1 report the static regression results on taxes,
equipment capital and quarterly sales using these alternative base years. The key
coefficients are remarkably stable across all three base years. For total taxes over value-
added, the coefficient is —0.415 (2006 base), —0.390 (2007 base), and —0.365 (2008
base), all highly significant and of comparable magnitude. For equipment capital, the
coefficients are 0.206 (2006), 0.217 (2007), and 0.241 (2008). For quarterly sales, the
estimates are 0.128 (2006), 0.130 (2007), and 0.137 (2008).

Appendix Figures A.17-A.22 display the event-study coefficients from these robust-
ness specifications. The resulting dynamic patterns closely mirror those obtained in the
baseline specification. This stability in both the timing and magnitude of the treatment
effects across base years provides strong reassurance that our results are not driven
by transitory shocks to the 2008 instrument, and that the identifying variation reflects
persistent cross-firm differences in exposure to tax rates.

Using the average tax rate as the instrument. As an additional robustness check, we
redefine the treatment variable as 7;, the firm-level weighted average of tax rates, thus
excluding the equipment-share component of the baseline instrument. As discussed in

We also find no significant effect of the reform on either firm entry or firm exit. This result suggests
that the reform operated primarily through the intensive margin—existing firms adjusting their capital
stocks—rather than through the creation or destruction of firms. This finding motivates our modeling
choice in Section 5 of a fixed number of firms without endogenous entry and exit.
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Section 3.3, this specification isolates variation arising from differences in tax rates and
should therefore eliminate potential contamination coming from mean reversion in the
equipment capital share.

Table A.8 reports the corresponding static regression results on taxes, equipment
capital and quarterly sales. The estimates remain qualitatively similar to the baseline
specification. Firms exposed to higher pre-reform tax rates experience significantly
larger reductions in total taxes over value-added, confirming that the reform effectively
reduced the tax burden of more exposed firms. The magnitude of the tax effect is
somewhat smaller than in the baseline specification (—0.310 compared with —0.365).
This difference is mechanical: in the baseline specification the treatment variable is
Z; = T; x KEshare;, whereas here it is defined directly using ;. Since the equipment
share averages about 0.78 in the data, the baseline instrument is mechanically smaller,
which mechanically scales up the estimated coefficients. Consistent with the baseline re-
sults, we also find a positive and statistically significant effect on equipment capital. The
estimated coefficient (0.173) is again somewhat smaller than in the baseline regression
(0.241), but of comparable magnitude once the difference in scaling of the treatment vari-
able is taken into account. The effect on quarterly sales remains positive and statistically
significant, with a coefficient of 0.087 compared with 0.137 in the baseline specification.

Appendix Figures A.23-A.25 report the corresponding event-study coefficients. Once
again the flat pre-trends and the timing of post-reform responses are very similar to the
baseline. In particular, equipment capital displays the same gradual build-up consistent
with the slow adjustment of capital stocks.

Summary. Taken together, these results provide further reassurance that the baseline
estimates are not driven by time-varying endogeneity in firms” equipment shares. Re-
computing the instrument using alternative base years yields estimates that are highly
stable in both magnitude and dynamics, suggesting that the results are not driven by
mean reversion in the 2008 capital structure. Even when identification relies exclusively
on the tax-rate component of the instrument, the estimated effects on taxes, capital
accumulation, and output remain very consistent in both magnitude and timing.
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5 Theoretical framework

We develop a dynamic spatial general equilibrium model that incorporates both forces
emphasized in the introduction: spatial frictions—through costly trade and migration—
that shape the reallocation of resources across locations, and capital dynamics—through
accumulation with adjustment costs—that amplify the effects of capital tax reductions.

5.1 The economic environment

Consider a continuous-time economy where time is indexed by t € [0, c0). This economy
consists of D € IN locations (which we think of as French departments), indexed by
de{l,...,D}and S € N sectors, indexed by s € {1,...,S}. Each location-sector pair
contains a continuum of firms (of unit-measure), indexed by i € [0, 1]. The population of
each location is composed of two types of infinitely-lived agents: workers and capitalists.
Across all locations, the total measure of workers is equal to one.

Workers. Workers living in location d at time t have instantaneous utility:
Uy =nIn(Cy) + (1= 1) In(Hg) + In(Ag) 3)

with a rate of time preference of p > 0, where C!Y is their consumption of final goods,
HY is their consumption of housing services, A; > 0 is a location-specific amenity, and
1 € (0,1) measures relative preferences over final goods and housing. Housing services
in location d are assembled from a continuum of differentiated housing varieties using a
Cobb-Douglas aggregator:

in(HYf) = [ n(HE(]))dj @

where HY(j) is the quantity of housing variety j consumed by workers in location d at
time ¢.

Workers can commute frictionlessly within a location but to change location, they
must incur a migration cost. In particular, they receive migration opportunities at
Poisson rate € > 0 at which point they draw extreme-value distributed idiosyncratic
preference shocks for potential destinations, with dispersion parameter v > 0. If
a worker chooses to migrate from origin o to destination 4, they incur a symmetric
bilateral moving cost AM > 0 such that AM = A and A} = 0 forallo € {1,...,D}.
Once settled in a location, a worker inelastically supplies one unit of labor.
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Capitalists. Capitalists differ from workers in two key dimensions: they are immobile
across locations and supply no labor. Instead, they own the fixed land endowment £;
and capital stock in their location. The instantaneous utility of a capitalist residing in
location 4 at time ¢ is given by:

Ug; = 11In(Cg;) + (1 — ) In(Hg) ®)

where CK and HX are their final goods and housing services consumption, respectively.
Capitalists discount the future at rate p > 0 and have the same preferences over housing
varieties as workers:

1
In(HS) = [ In(HE()dj ®)

Capitalists accumulate two types of location-specific capital: equipment (E) and real
estate (R). Both capital stocks are immobile across locations and evolve according to:

KL =1}, —orKL, VT € {E R} )

where K7 is the type-T capital stock in location d, 67 > 0 is its depreciation rate, and I,
is investment. However, investment in type-T capital is subject to a quadratic adjustment
cost a la Hayashi (1982) given by:

o (1 L)
T _ 6T d T
Xop =75 - (K—i —5T> K
where {7 > 0 determines the size of adjustment costs.

Firms. In every location-sector pair, there is a unit-measure continuum of firms, each
producing a single differentiated product. Production requires both types of capital and
labor, which are combined according to a Cobb-Douglas technology:

. Y ~ 4R N
Yast (1) = Zgs - kgst(z)“s -kf}st(z)“s -ldst(z)1 %  where a5 = zxf —|—a§. (8)

Here, y,45 (i) is the output of firm i from sector s in location d, k], (i) and I;5; (i) are the
quantities of type-T capital and labor used in production, Z;, is the location-sector-
specific level of productivity, and af, aR € (0,1) are the output elasticities of equipment
and real estate capital in sector s, respectively.

In addition to these production firms, each location d hosts a unit-measure continuum
of housing firms, indexed by j € [0, 1], which produce differentiated housing services.
Housing production is non-tradable across locations and uses real estate capital and
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land as inputs.!? Specifically, housing firm j in location d produces according to the
Cobb-Douglas technology:

ha(7) = k()T gy () 9)

where h4(j) is the output of housing variety j in location d, kgt'H (j) and £4(j) are the
quantities of real estate capital and land used in production, and v € (0,1) is the output
elasticity of real estate capital in housing production.

Final sectors. In each location, a final sector combines products sourced from all firms
across all location-sector pairs to produce local final goods. Production follows a two-
tier nested structure. At the upper level, final goods are assembled from sector-specific
composites using a Cobb-Douglas aggregator:

S S
Yy =Y with Y =1 (10)
s=1 s=1

where Yy, is the final sector’s output in location d, Y, is the composite input from sector
s, and Bs € (0,1) measures the importance of that sector in final demand. At the lower
level, the sector-s composite is itself a Dixit and Stiglitz (1977) aggregate of differentiated
products sourced from all locations:

D 1 01 %
Ydst = Z /O Yodst(i)Tdi (11)
o=1

where Y4 (7) is the quantity of product i produced in sector s and origin location o that
is used by the final sector in location d, and 6 > 1 is the elasticity of substitution across
products. However, delivering products across locations is subject to symmetric iceberg
trade costs: to receive one unit of the product in destination d, A£ ; = 1 units must be
shipped from origin o, with AL, = 1.

Local governments. Each location is served by a local government that produces G,
units of public goods using local final goods as inputs. In the counterfactual exercises
below, these public goods are assumed to be fully wasted, consistent with the view
that the central government compensated municipalities for forgone revenue through
transfers rather than by changing local amenity provision.

12 According to EU-KLEMS data for France, the “real estate activities” sector has a capital share close to
one and relies almost exclusively on real estate rather than equipment capital.
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Resource constraints. The aggregate and local labor resource constraints are given by:

D S 1
Y Ly<1 and Y / L ())di < Ly, (12)
d=1 s=170

The local capital resource constraints are given by:

S 1 1
Y [ K @di 1y [ K () < K (13)
s=1
The local land resource constraints are given by:

1
/o Car(j)dj < Ly (14)

where L is the exogenous land endowment in location d. The resource constraints for

products are given by:
D

AL Youst (i) < Yost (i) (15)
d=1

The resource constraints for housing services are given by:
Hit (i) Lar + Har (1) < har(j)- (16)
Finally, the resource constraints for local final goods are given by:

Cat Lat + Cay + Y re ey (i + Xap) + Gar < Yar. (17)

5.2 The market equilibrium allocation

The firm’s problem. Both production and housing firms operate under perfect compe-
tition and therefore set prices equal to marginal cost. Both types of firms are subject to
the location-specific capital tax, while only production firms are subject to the nationally
uniform value-added tax.!® Capital tax rates vary across locations and are assumed
to be drawn from a location-specific log-normal distribution with mean and standard
deviation parameters y; > 0 and 0; > 0, respectively:

In(1+ ) ~ N (pg, 02).

13In practice, capital tax rates were uniform within each commune (municipality). In the model, we
treat firms and communes interchangeably, as France has approximately 35,000 communes.
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Hence, a production firm’s “free on board” price before trade costs in location 4 is:

aF aR _
sy LT (BN (5N o
dst (1—17)Z4s aE aR 1 — g

where 7], is the local rental rate of type-T capital, wy; is the local wage, t¥ € [0,1) is the

nationally uniform value-added tax rate, and &s; is defined as:

A E R
Kst = 11{E is taxed in t} &s + ]I{R is taxed in t}¥s -
Similarly, a housing firm’s price in location d is given by:

H K 7’[1; T 1"5 1=y
PG = [+ Dris e in TG (7> <m>

where ré} is the local rental rate of land.*

The final sector’s problem. The final sector in location d operates under perfect com-
petition, assembling the local final good by sourcing varieties from all locations and
sectors. Taking prices as given, the final sector’s cost-minimization problem yields the
standard demand functions:

Yodst(i) =

A(I)d . post(i) PY

0
Y Y
Pyt ] . :BSPthdt.
dst

The corresponding ideal price index for final goods in location 4 is:

n(Py) = Zﬁslﬂ ( g:t) where Py, = (OZ;/ ba e Post(i)'T d)

The worker’s problem. Workers do not have access to a saving technology and thus

1
1-0

simply consume final goods and housing services up to the value of their labor income.
Hence, the instantaneous utility of a worker in origin location o is given by:

Wor PY PH
uly = —2 ) +In(A,) where In(Py)=nln{-2)+(1—-#)ln|{ -2 ).
Pot Ui 1- n

4Housing firms are not subject to the value-added tax in the model. Indeed, in the data we use to
calibrate it, the real estate sector largely reflects imputed rents from owner-occupied real estate, not
operating firms; those imputed rents were outside the CVAE base and thus not targeted.
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Here, P,; is the overall cost-of-living index in location o, and ng is the ideal housing
price index defined as:

in(Plf) = [ In(pti())a)

Given this flow utility, the worker’s problem is to choose where to migrate if such an
opportunity arrives given prices, migration costs, and preference shocks. This problem
satisfies the following Hamilton-Jacobi-Bellman (HJB) equation:

oV = UY +e[In(X_; Vi =200)) /v — VI + VY
and among those who migrate from origin o, the share going to destination d:

W M
ev(vdt 7Aod)

Mgt = .
4% M
Zld)/:l eV(Vd/t_Aod/)

Therefore, the working population of location d evolves according to:

D
Ly =€ (2 Mot Lot — Ldt) :

0=1
The capitalist’s problem. In contrast to workers, capitalists cannot migrate across

locations, but they can save through capital accumulation. Hence, the capitalist’s
problem involves a consumption-saving decision, which delivers the following optimal

T
~1
1, = K7, <5T + 1a )

investment policy:

Cr

where ¢!, is Tobin’s g for type-T capital in location d. Intuitively, this equation states
the capitalist will invest more than the replacement rate only when the market value
of capital exceeds its book value (q; > 1). Tobin’s g satisfies the standard asset pricing
equation:

. 2

CK 7,T C IT
T dt T dt T dt 2
5Idt—<P+‘5T+C—§<t>‘Idt_ py o <_KT — 07

where the change in the price of capital must be equal the return on this asset net of the
“dividend” (the real rental rate plus the marginal savings on future adjustment costs).
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Finally, the capitalist must respect the budget constraint which is given by:

”dtht + ”dtht + ”dtﬁd Pdt(cdt/ﬂ + Idt + Idt + th + th)

The local government’s problem. Local governments finance their production of
public goods by collecting capital and value-added taxes from firms located within their
location. Importantly, we assume that local governments balance their budgets at each
point in time, which implies that:

S 1
PyGay =1/ Z/ Past (1) Yase () di

+ Z/ ]I{T is taxed in t} T4 ( )rdtkdst( i)di
Te{E R} s=1

4 [ Ui met iy GRS ()t

Equilibrium definition. We can now formally define a market equilibrium allocation
in this economy in Definition 1.

Definition 1. Given initial conditions {KdO,Kgo, Ldo}fi):l, a market equilibrium allocation
consists of times paths for prices and quantities such that:

1o {{{{ast (), K5, (1), KR ()} Yo 32 Y0 solve the production firms’ problem.
2. {{{kR i), 04 (j) 11‘:0}0?:1}120 solve the housing firms’ problem.

30 L Yoast ()} o o 12 3R Yes0 solve the final sectors’ problem.

4. {{Cl, HIY , {Moar Y2 _1}P_ }1>0 solve the workers’ problem.

5. {{ck, HE {IL, th}Te{E,R}}gﬂ}tzO solve the capitalists’ problem.

6. {{wa}T_|}i0 clear the local labor markets.

7. {{rE, rRYD_ Y=o clear the local capital markets.

8. {{rk,}2_ }i>0 clear the local land markets.

9. {{{{past())} oo Yo 5 Y0 clear the local product markets.

10. {{{pE(j) ]1.:0}‘?:1 }>0 clear the local housing markets.
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11. {{q%, g5 }5_, }i=o satisfy the arbitrage conditions.
12. The local final goods resource constraints are satisfied at all times.
13. The government budget constraints are satisfied at all times.

14. The numéraire is lele wg Ly = 1.

5.3 Calibration

We calibrate the model using a combination of standard parameter values from the
macro-trade-spatial literature, our reduced-form estimates from Section 4, and French
macroeconomic data moments. The calibrated parameters are summarized in Table 2.

Assigned parameters. We set the rate of time preference to a standard value of p = 0.05.
The elasticity of substitution between the product baskets of different locations is set to
0 = 6 to match the trade elasticity reported by Costinot and Rodriguez-Clare (2014).1
For the migration elasticity parameter, we use the value estimated by Caliendo, Dvorkin
and Parro (2019) of v = 0.2, which provides one of the few direct estimates of this
parameter. We set the elasticity of housing production with respect to real estate capital
to v = 0.65, following the estimates of Combes, Duranton and Gobillon (2021) for the
French housing production function.

Table 2: Calibration

Parameter Value Source

Y 0.05 Standard

6 6 Costinot and Rodriguez-Clare (2014)

OF 0.151 Equipment capital depreciation rate

OR 0.059 Real estate capital depreciation rate

CE 20.6  Indirect inference (Appendix B)

¢rR 526 Cg-0p/0r

v 0.2 Caliendo et al. (2019)

€ 0.35 1.13% French annual outmigration rate

n 0.813  18.7% housing-services share of household consumption
0% 0.65 Combes et al. (2021)

15This estimate is also consistent with the findings of Broda and Weinstein (2006).
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Calibrated parameters. To discipline the model’s capital accumulation process, we
use French macroeconomic data together with our reduced-form estimates from Section
4. First, we use the law of motion for capital in equation (7) together with data on
investment and capital stocks to back out the implied depreciation rate for each type of
capital.'® This procedure yields depreciation rates of 6g = 0.151 and 6g = 0.059.

To calibrate the capital-share parameters, we use observed income shares of equip-
ment and real estate capital across broadly defined non-agricultural and non-financial
sectors in France. Specifically, we aggregate NACE Rev. 2 industries into four categories.
The first category combines manufacturing, resources, and utilities. The second corre-
sponds to construction. The third consists of market services, including wholesale and
retail trade, transportation and storage, and accommodation and food service activi-
ties. The fourth comprises business services, namely information and communication,
professional, scientific and technical activities, and administrative and support service
activities. The most capital-intensive sector is the first category (manufacturing, re-
sources, and utilities), with an equipment capital share of 29.8% and a real estate capital
share of 14.1%. In contrast, the least capital-intensive sector is construction with an
equipment capital share of 21.3% and a real estate capital share of 12.8%.

We then identify the adjustment cost parameters (g and (g using a two-step strat-
egy. First, we estimate the equipment capital adjustment cost ¢ by indirect inference,
matching the event-study coefficients presented in Section 4 for equipment capital to
the predictions of the linearized transition dynamics of our model. More specifically,
we simulate the model’s response to the reform and estimate an event study on the
simulated data using the same specification as in equation (2).!” We obtain a value of
¢e = 20.6, implying a half-life of 10.9 years for equipment capital adjustment. Second,
we derive the real estate adjustment cost as (g = 52.6 = {rdr/Jg, imposing that the
steady-state elasticity of Tobin’s g with respect to the investment rate is equal across
capital types, which implies a half-life of 28.6 years for real estate.

Finally, we calibrate the sectoral expenditure shares { ﬁs}sszl to match the sectoral
composition of French nominal GDP as reported in EU-KLEMS, and we calibrate 7 to
match the housing-services share of household final consumption expenditure in France.
Using the INSEE annual national accounts, we measure housing services as the “real
estate services” expenditure category and divide it by household final consumption
expenditure, both averaged over 2000-2008. This yields 1 — 7 = 0.187 and therefore
n = 0.813. We also set the Poisson arrival rate of migration opportunities to € = 0.35

16We include computing, communications, and transport equipment as well as “other machinery
and equipment” in our measure of equipment capital, while we include non-residential buildings and
structures in our measure of real estate capital.

7More details are presented in Appendix B.

31



to replicate the observed average annual outmigration rate of 1.13% across French
departments (2003-2006). The complete set of calibrated sector-specific parameters is

reported in Table 3.
Table 3: Calibrated sector-specific parameters
Sector (NACE Rev. 2) Parameter Value
af 0.298
Manufacturing, resources, and utilities aR 0.141
Bs 0.311
ok 0.213
Construction aR 0.128
Bs 0.087
af 0.208
Market services aR 0.154
Bs 0.301
af 0.298
Business services aR 0.112
Bs 0.301

Model inversion. The sector-location-specific productivity levels Z,, location-specific
land endowments (£;) and amenity (A,) levels, and bilateral trade and migration costs
Al and Agﬁ are inferred using the model and the French spatial data. In particular, bilat-
eral trade and migration flows discipline the iceberg trade costs A!, and migration costs
AM. The bilateral trade flows come from the SITRAM database of origin—destination
road-freight shipments between French departments, following Combes, Lafourcade
and Mayer (2005), while migration flows are measured using the INSEE census migra-
tion matrices. Conditional on these bilateral frictions, the remaining fundamentals are
chosen jointly so that the model’s initial steady state matches the observed cross-section
of wages, employment, relative housing prices, and capital-income moments as closely
as possible under the full equilibrium restrictions of the model.

Figure 3 presents the inferred department-level amenity and productivity levels. We
observe substantial heterogeneity across locations in both dimensions. Intuitively, the
model assigns high productivity to departments that capture a large share of national
demand despite high local production costs, and high amenity to departments that
attract residents despite comparatively low real wages. These inferred fundamentals
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Figure 3: Inferred local fundamentals

(a) Amenity levels (b) Productivity levels

Note: This figure plots the department-level amenity and productivity levels inferred from the model
inversion procedure. Department-level productivity is calculated as the Bs-weighted average of sector-
level productivity within each department.

summarize the persistent spatial differences that the model uses to rationalize the
observed initial allocation.

Local capital taxes. The parameters governing the distribution of capital taxes within
each department, y; and oy, are chosen to match the weighted department-level mean
and variance of commune tax rates. Specifically, we treat 1 + T as log-normal and
recover the implied log-normal parameters from the empirical first two moments of the
weighted tax-rate distribution in each department.

Figure 4 plots the local capital tax rates across communes prior to the reform. The
data reveals substantial spatial heterogeneity, but despite this variation, tax levels were
generally high across all departments, and particularly so in the southern region of
France. This North-South divide was primarily driven by the composition of economic
activity; the South’s reliance on labor-intensive service sectors offered a smaller taxable
capital base compared to the industrial North, forcing local governments to impose
higher rates to fund public spending.

The correlation between average department-level capital tax rates and the local
fundamentals inferred from the model, weighted by initial employment shares, is 0.0478
with productivity and 0.00608 with amenities, both close to zero. The harmonization
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Figure 4: Local capital tax rates
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Note: This map displays the local capital tax rates for each municipality
(commune) prior to the reform. These tax rates were particularly high in
the south of France.

result is therefore not driven by a strong tax-productivity or tax-amenity gradient.
Instead, it reflects the fact that the initially low-tax departments are large, capital-rich,
and high-income in the initial equilibrium. Harmonization raises taxes in these hubs,
including Paris, and shifts activity toward lower-wage destinations. The fact that worker
welfare still rises slightly under harmonization reflects only modest amenity gains in
the destinations that attract workers.

6 Macroeconomic consequences of the reform

We now use the calibrated model to quantify the macroeconomic consequences of the
reform. We first compare the initial and final steady states, documenting the aggregate
and spatial effects of the tax change. We then analyze the transition between these two
steady states, and finally use counterfactual experiments to disentangle the respective
roles of spatial reallocation and capital accumulation.
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6.1 Long-run consequences

In the long run, the reform delivers substantial aggregate economic gains. Comparing
the initial and final steady states, we find that average real income per worker rises by
8.04%. Most of this gain comes from within-department responses: holding the spatial
distribution of employment fixed, real incomes would rise by 8.17% on average due to
equipment capital deepening, accompanying real-estate accumulation, and lower prices.
Spatial reallocation only modestly offsets these gains, generating a composition effect of
—0.116%. This negative composition effect is driven by reallocation away from large,
low-tax, high-income locations, especially Paris, toward destinations that combine lower
wages with only modest amenity gains. Figure 5(a) shows that the relationship between
initial real wages and employment changes is very weak, consistent with the small size
of the reallocation channel.

Figure 5: Migration and real wage convergence
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Note: Panel 5(a) plots employment changes against initial real wages across departments. The correlation
(-0.166) is close to zero, indicating that the reform induces only limited reallocation toward initially
low-wage locations. Panel 5(b) shows that departments with lower initial real wages experience larger
real wage gains in the long run, indicating a convergence in living standards across locations. The size of
each point is proportional to the corresponding department’s employment.

The reform induces a dramatic expansion of the aggregate equipment capital stock,
which rises by 36.6%. This large response reflects the direct effect of removing equipment
from the tax base, which substantially lowers the user cost of capital. The aggregate real
estate capital stock also increases, by 9.01%, with production real estate rising by 8.15%
due to complementarity with equipment in the production function and housing real
estate by 10.2%. As Figure 6 shows, departments with higher initial tax rates experience
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systematically larger capital gains in both types.

Figure 6: Long-run capital accumulation and taxes

(a) Equipment capital and tax rates (b) Real estate capital and tax rates
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Note: Panels (a) and (b) show that departments with higher capital tax rates prior to the reform experience
systematically larger long-run changes in both types of capital stocks. The size of each point is proportional
to the corresponding department’s employment.

The aggregate real estate capital expansion masks some spatial reallocation. At the
department level, real estate capital growth varies widely, with gains exceeding 30% in
some southern and coastal departments (Figure 7). Paris—which initially holds 7.16%
of the national real estate stock—sees a 4.97% decline as workers move away from the
capital region. This illustrates the direction of the reallocation channel, but its aggregate
contribution remains limited relative to the broad-based capital deepening documented
above.

Finally, the reform lowers average prices: goods prices fall by 8.02% and housing
prices decline by 5.62%. The reduction in goods prices stems from lower production
costs as equipment capital accumulates, while housing prices fall due to the combination
of lower goods prices (which enter housing production costs) and reduced housing
demand in costly locations like Paris. These price declines are larger in initially high-tax
departments, contributing to a convergence of real wages across space as shown in
Figure 5(b).

6.2 Transition dynamics

The long-run gains from the reform are substantial, but their welfare relevance also
depends on how quickly they materialize. If the transition to the new steady state
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Figure 7: Long-run consequences across space

(a) Equipment capital (b) Real estate capital
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Note: Panels (a), (b), (c), and (d) illustrate the spatial distribution of long-run capital accumulation (of both
types), migration, and real wage gains across departments, respectively.

takes decades, the discounted welfare gains may fall well short of what the long-run
comparison suggests. We turn to this question next.

The transition from the initial to the final steady state reveals a clear hierarchy of
adjustment speeds. Table 4 reports the distribution of department-level half-lives for
each variable. At the median department, goods prices and equipment capital adjust
on similar horizons, with half-lives of 12.8 and 12.8 years, respectively, followed by
real wages (16.1 years). Real estate capital adjusts much more slowly (45.5 years),
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housing prices similarly (36.4 years), and employment reallocation is slowest of all at
150 years. The speed hierarchy reflects the underlying economics: local capital stocks
can respond through investment and depreciation, whereas reallocating activity across
space requires wages, prices, and migration incentives to adjust jointly through the
trade and migration network. The key implication is that the reform’s real-income gains
accrue mainly through capital deepening and price reductions well before substantial
spatial reallocation takes place.

Table 4: Adjustment speed

Half-life percentile (years)

Variable Symbol 10th 25th 50th 75th 90th
Equipment capital K% 8.5 10.1 12.8 16.7 20.0
Real estate capital ~ KR 16.8 25.1 45.5 74.3 90.5
Employment L 84.2 116.8 149.8 193.3 278.2
Real wage w/P 15.3 15.7 16.1 16.7 17.2
Goods price pY 12.1 12.3 12.8 13.7 14.4
Housing price pH 32.6 34.2 36.4 40.8 45.7

Note: Each cell reports the half-life (in years) at the corresponding percentile of the cross-departmental
distribution. Half-lives are computed as the time of first crossing: the first time a department’s path
reaches the midpoint between its initial and final steady-state values.

We measure worker consumption-equivalent welfare (CEW) through the Fréchet
expected utility, which reflects the ex ante expected utility of a worker drawing idiosyn-
cratic taste shocks over locations (Donald et al., 2025). The transition-inclusive worker
CEW gain is 2.99%. For reference, the corresponding steady-state-to-steady-state worker
CEW is 8.28%. The gap reflects the heavy discounting of slowly materializing gains:
with equipment capital taking 12.8 years to half-adjust and employment reallocation
taking 150 years, much of the long-run benefit arrives in the distant future. This again
points to the same asymmetry as in the steady-state decomposition: capital deepening
delivers gains relatively quickly, while the reallocation channel is much slower and
quantitatively limited.

The plots in Figure 8 reveal substantial cross-departmental dispersion in transition
paths. For equipment capital, all departments accumulate steadily, but the magnitude
varies with pre-reform tax exposure. For real estate capital, the dispersion is even wider
and the adjustment far slower. Employment reallocation is strikingly sluggish: even after
fifty years, the median department has completed only a small fraction of its long-run
workforce change. Despite this slow migration, real wages adjust at a pace similar to
equipment capital, underscoring that the main gains from the reform come from local
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capital accumulation rather than from rapid spatial resorting.

Figure 8: Transition dynamics across space
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Note: Panels (a), (b), (c), and (d) illustrate the transition path of capital stocks (of both types), employment,
and real wages across departments, respectively. The dark and pale shaded areas represent the 25th-75th
and 10th-90th percentiles of the distribution across departments, respectively.

Figure 9 shows the transition dynamics of the cost of living. Goods prices fall
rapidly and with tight cross-departmental dispersion, reflecting both an immediate
announcement effect and the subsequent broad-based reduction in production costs as
equipment capital deepens. Housing prices display richer and more persistent dynamics:
in departments that gain workers, housing demand initially rises faster than real estate
supply can respond, temporarily pushing prices up before the sluggish housing capital
stock catches up. In Paris, the outflow of workers produces a steep, monotonic decline
in housing prices.
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Figure 9: Cost of living

(a) Goods prices (b) Housing prices
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Note: These panels show the transition path of the aggregate price level of goods and housing, respectively.
The dark and pale shaded areas represent the 25th—75th and 10th-90th percentiles of the distribution
across departments, respectively.

Spectral decomposition of the transition. The preceding figures document a striking
pattern: equipment capital adjusts within decades while employment takes generations.
A spectral decomposition of the linearized transition dynamics (Appendix B.4) reveals
that these two timescales reflect two distinct effects of the reform (Kleinman et al., 2023).
The first is a broad-based level effect: the reform lowers the user cost of equipment capital
in every department, so equipment accumulates quickly everywhere and real estate
follows more gradually through complementarity. Wages rise and goods prices fall—all
without requiring a single worker to relocate. This is why the reform’s real-income gains
accrue over two decades rather than over generations. However, the new steady state
also requires a different spatial distribution of economic activity, and this adjustment is
far slower.

The spatial redistribution of activity is far slower. While the aggregate capital stock
rises quickly, the differences in capital across departments change only gradually, because
capital and labor delay each other’s spatial reallocation. In an initially low-tax depart-
ment, where abundant capital had attracted a large workforce, the high capital stock
keeps wages elevated, delaying the departure of workers; and the abundance of workers
keeps the return to investment high, delaying the departure of capital. Each factor’s
presence sustains the other’s, and the converse holds in initially high-tax departments
where both factors are slow to arrive. In our setting, the reform affects workers primarily
through capital-driven changes in local wages and prices rather than through a direct
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labor-market shock. This complementarity, rather than high moving costs, is what
makes the median employment half-life (150 years) so much longer than the migration
elasticity alone would predict.

6.3 Alternative counterfactuals

The previous subsections analyzed the actual reform—removing capital equipment from
the tax base and introducing a 1% tax on value-added. We now use the model to assess
alternative counterfactual reforms that isolate different mechanisms through which the
tax change operates.

A budget-neutral reform. The pre-reform policy consensus in France was to change
the tax base, not to cut its level. The Fouquet (2004) commission proposed a revenue-
neutral reform that would shift the burden away from industrial firms without reducing
public revenues: the base needed modernizing, but the overall taxation of firms should
be preserved. What was actually implemented was quite different. The reform delivered
a substantial net tax cut—exceeding 5 billion euros annually. Politically, the reform was
sold not as a modernization of the tax base but as a cost cut—suppressing the tax “so
that France could keep its factories.”

Our budget-neutral counterfactual is designed to disentangle these two margins. We
simulate a revenue-neutral reform in which the value-added tax rate is set to balance
the government’s budget in the post-reform equilibrium. The required rate is 5.03%,
substantially higher than the actual 1%. Under this counterfactual, real income per
worker still rises by 1.29%, but far less than under the actual reform, while steady-state
worker CEW rises by 1.51%. Because we do not solve transition dynamics for this
counterfactual, this worker-CEW number is a steady-state-to-steady-state comparison.
The comparison with the actual reform shows that much of the aggregate gain comes
from lowering the overall burden on capital, while the remaining gap reflects the
distortionary cost of financing the reform through a cascading CVAE rather than through
a less distortive tax instrument. Conversely, removing the value-added tax entirely while
keeping the rest of the reform unchanged would raise real income by 9.74%, more than
the actual reform’s 8.04%. The 1% CVAE therefore materially reduces the gains from the

reform because it lacks input credits and cascades through production chains.!8

18Unlike a standard value-added tax, the CVAE offers no input credit, so the tax paid at each production
stage is embedded in downstream input prices. In the model, this cascading is amplified through capital
accumulation: the tax raises goods prices, which raises capital costs, which raises goods prices further.
With an average capital share of approximately 0.4, the amplification factoris 1/(1 — 0.4) ~ 1.67.
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Level vs. dispersion of capital taxes. As emphasized in the introduction, the reform
simultaneously reduced the level and eliminated the spatial dispersion of equipment
capital taxes. To disentangle these two channels, we compare two counterfactuals that
isolate each margin. First, we replace the spatially heterogeneous equipment tax rates
with a single uniform rate calibrated to keep total equipment tax revenue unchanged—a
revenue-neutral harmonization. Second, we shift the entire distribution of equipment tax
rates downward until aggregate equipment tax revenue reaches zero, while preserving
the pre-reform spatial dispersion.

Harmonization alone has a negligible effect on real income per worker, changing it
by only 0.01%, while reducing the level alone raises it by 9.73%. The level reduction
therefore accounts for nearly all of the reform’s income gains. The harmonization result
is nevertheless informative: eliminating spatial tax dispersion generates small efficiency
gains, but these are largely offset by worse spatial sorting. In the model, harmonization
raises taxes in initially low-tax, high-wage hubs such as Paris and shifts activity toward
lower-wage locations, leaving aggregate real income per worker almost unchanged. This
welfare effect remains quantitatively small relative to the gains generated by lowering
the level of capital taxation.

7 Conclusion

This paper studies the aggregate consequences of correcting spatial capital tax dis-
tortions, using the repeal of France’s Taxe Professionnelle as a laboratory. Combining
reduced-form evidence from administrative data with a dynamic spatial general equilib-
rium model, we find that the reform raises real income per worker by 8.04% in the long
run and is equivalent to a 2.99% permanent increase in consumption when accounting
for transition dynamics. The central quantitative result is that reducing the level of local
capital taxation generates large gains through capital deepening and lower prices, while
the spatial reallocation channel is much slower, much smaller in aggregate, and close to
neutral for average real income on its own.

These findings highlight that the aggregate effects of correcting local distortions
on capital depend on two features specific to this context. First, when distortions are
local in nature, trade and migration frictions limit how much activity can be reallocated
across space, so eliminating their dispersion need not generate large aggregate gains.
Second, when distortions fall squarely on capital, lowering their level triggers dynamic
capital deepening that amplifies the gains beyond what a static reallocation of existing
resources would imply. In our setting, this second force is quantitatively dominant.

42



An important limitation of our analysis is that we treat local tax rates as exogenous.
In practice, local governments may set rates strategically, as documented by a substantial
literature on fiscal competition among French municipalities (Leprince, Madies and
Paty, 2007; Charlot and Paty, 2007). Three features of our setting mitigate this concern.
First, the TP rate structure was highly persistent, reflecting institutional inertia in local
tiscal decisions. Second, the 2010 reform was a national policy imposed by the central
government, not the outcome of local fiscal competition. Third, the central government
compensated municipalities for forgone revenue through dedicated transfers, limiting
strategic adjustments in local rates. Endogenizing local tax competition within a dynamic
spatial general equilibrium framework (Wilson, 1986; Zodrow and Mieszkowski, 1986)
remains an important avenue for future research.
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A Empirical appendix

A.1 Tables

Table A.5: Descriptive Statistics

Mean Median

Panel A: Firm Activity and Employment

Sales (m€) 20.05 2.32
EBITDA (k€) 4,049.27 116.16
Headcount 77.49 21.00
Wage bill (m¢) 1.88 0.46
Hourly wage (€) 18.60 15.28

Panel B: Balance sheet

Tangible assets (m€) 5.76 0.38
Equipment capital (m€) 3.11 0.28
Total assets (m€) 75.66 1.98
Equipment capital / total assets (%) 20.38 15.65

Panel C: Tax exposure

Z; 0.21 0.21
KEshare; 0.78 0.84
Firm x year observations 1,627,749
Distinct firms 139,179

Notes: Sales, tangible assets, equipment capital, total assets, and wage
bill are in millions of euros; EBITDA in thousands of euros; hourly wage
in euros. Z; is the firm-level instrument defined in Section 3.1. KEshare;
is the equipment share of the TP base defined in Section 3.3. The sample
is restricted to firms subject to the TP in 2008, excluding permanent micro-
enterprises and firms constrained by the value-added cap (Section 2).
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Table A.6: Robustness: Instrument Computed
from 2006 Data

Dependent variable (log) B R?
All taxes paid / value-added —0.415*** 0.701
(0.048)
Equipment capital 0.206™*  0.922
(0.044)
Quarterly sales 0.128"  0.864
(0.052)

Notes: Each row corresponds to a different dependent variable. The
reported coefficient is on Z; x 1{t > 2009}. All specifications include
firm fixed effects, 2-digit industry x time period fixed effects, and
control for KEshare; interacted with year dummies. The instrument
Z; is computed from 2006 data as a robustness check. In the quarterly
sales regression, we additionally interact Z; with quarter-of-year fixed
effects to account for seasonality. Standard errors clustered at the 5-digit
industry level in parentheses. *** p < 0.01, ** p < 0.05, * p < 0.1

Table A.7: Robustness: Instrument Computed
from 2007 Data

Dependent variable (log) B R?
All taxes paid / value-added —0.390*** 0.700
(0.047)
Equipment capital 0.2177**  0.921
(0.041)
Quarterly sales 0.130**  0.864
(0.051)

Notes: Each row corresponds to a different dependent variable. The
reported coefficient is on Z; x 1{t > 2009}. All specifications include
firm fixed effects, 2-digit industry x time period fixed effects, and
control for KEshare; interacted with year dummies. The instrument
Z; is computed from 2007 data as a robustness check. In the quarterly
sales regression, we additionally interact Z; with quarter-of-year fixed
effects to account for seasonality. Standard errors clustered at the 5-digit
industry level in parentheses. *** p < 0.01, ** p < 0.05, * p < 0.1
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Table A.8: Robustness: Using the average tax
rate as the instrument

Dependent variable (log) B R?
All taxes paid / value-added —0.310"** 0.697
(0.039)
Equipment capital 0.173***  0.921
(0.035)
Quarterly sales 0.087* 0.868
(0.051)

Notes: Each row corresponds to a different dependent variable. The

reported coefficient is on 7; x 1{t > 2009}. All specifications include
firm fixed effects and 2-digit industry x time period fixed effects. The
instrument is %;, the weighted average tax rate in 2008. We do not
include the KEshare; control (see Section 3.3). In the quarterly sales
regression, we additionally interact %; with quarter-of-year fixed effects
to account for seasonality. Standard errors clustered at the 5-digit
industry level in parentheses. *** p < 0.01, ** p < 0.05, * p < 0.1.
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A.2 Additional empirical results

Figure A.10: First stage: impact on local taxes over value-added (log)

-1.5
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. The dependent variable is the total
amount of local taxes over value-added, in logs. 2008 is the reference year. Standard errors are clustered
at the 5-digit (4-digit and one letter) sectoral level.
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Figure A.11: Impact on all other assets than equipment capital (log)
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. The dependent variable is all other assets
than equipment capital, in logs. 2008 is the reference year. Standard errors are clustered at the 5-digit
(4-digit and one letter) sectoral level.
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Figure A.12: Impact on quarterly sales (log)
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. We additionally interact Z; with
quarter-of-year fixed effects to account for seasonality. The dependent variable is the quarterly sales, in

logs. 2008 (i.e. all quarters from 2008) is the reference period. Standard errors are clustered at the 5-digit
sectoral level.
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Figure A.13: Impact on sales (log)
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. The dependent variable is total sales, in
logs. 2008 is the reference year. Standard errors are clustered at the 5-digit (4-digit and one letter) sectoral
level.
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Figure A.14: Impact on total hours worked (log)
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. The dependent variable is total hours

worked, in logs. 2008 is the reference year. Standard errors are clustered at the 5-digit (4-digit and one
letter) sectoral level.
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Figure A.15: Impact on hourly wage (log)
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. The dependent variable is hourly wage,
in logs. 2008 is the reference year. Standard errors are clustered at the 5-digit (4-digit and one letter)
sectoral level.
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Figure A.16: Impact on residualized hourly wage (log)
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2). The unit of observation is the firm. The dependent variable is residualized
hourly wage, in logs. 2008 is the reference year. Standard errors are clustered at the 5-digit (4-digit and
one letter) sectoral level.
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A.3 Robustness: event studies with alternative base years

Figure A.17: First stage: impact on all taxes paid over value-added (log) — 2006
instrument

-.6
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), with Z; and KEshare; computed from 2006 data. The dependent variable is
the total amount of taxes paid over value-added, in logs. 2008 is the reference year. Standard errors are
clustered at the 5-digit (4-digit and one letter) sectoral level.

59



Figure A.18: First stage: impact on all taxes paid over value-added (log) — 2007
instrument

-.6
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), with Z; and KEshare; computed from 2007 data. The dependent variable is
the total amount of taxes paid over value-added, in logs. 2008 is the reference year. Standard errors are
clustered at the 5-digit (4-digit and one letter) sectoral level.
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Figure A.19: Robustness: impact on equipment capital (log) — 2006 instrument
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), with Z; and KEshare; computed from 2006 data. The dependent variable is

the stock of equipment capital, in logs. 2008 is the reference year. Standard errors are clustered at the
5-digit sectoral level.
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Figure A.20: Robustness: impact on equipment capital (log) — 2007 instrument
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), with Z; and KEshare; computed from 2007 data. The dependent variable is
the stock of equipment capital, in logs. 2008 is the reference year. Standard errors are clustered at the
5-digit sectoral level.
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Figure A.21: Robustness: impact on quarterly sales (log) — 2006 instrument
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), with Z; and KEshare; computed from 2006 data. We additionally interact Z;
with quarter-of-year fixed effects to account for seasonality. The dependent variable is the quarterly sales,
in logs. 2008 (i.e. all quarters from 2008) is the reference period. Standard errors are clustered at the
5-digit sectoral level.

63



Figure A.22: Robustness: impact on quarterly sales (log) — 2007 instrument
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), with Z; and KEshare; computed from 2007 data. We additionally interact Z;
with quarter-of-year fixed effects to account for seasonality. The dependent variable is the quarterly sales,
in logs. 2008 (i.e. all quarters from 2008) is the reference period. Standard errors are clustered at the
5-digit sectoral level.
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A.4 Robustness: event studies with the average tax rate as a treatment

Figure A.23: First stage: impact on all taxes paid over value-added (log) — 7; instru-
ment

-.6
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), but with %; — the average tax rate in 2008 — as treatment, without the
KEshare; control (see Section 3.3). The dependent variable is the total amount of taxes paid over
value-added, in logs. 2008 is the reference year. Standard errors are clustered at the 5-digit (4-digit and
one letter) sectoral level.

65



Figure A.24: Robustness: impact on equipment capital (log) — 7; instrument
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), but with %; — the average tax rate in 2008 — as treatment, without the
KEshare; control (see Section 3.3). The dependent variable is the stock of equipment capital, in logs. 2008
is the reference year. Standard errors are clustered at the 5-digit sectoral level.

66



Figure A.25: Robustness: impact on quarterly sales (log) — 7; instrument
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Note: This figure plots the point estimates and 95-percent confidence intervals from the event study
regression defined in Eq. (2), but with %; — the average tax rate in 2008 — as treatment, without the
KEshare; control (see Section 3.3). We additionally interact %; with quarter-of-year fixed effects to account

for seasonality. The dependent variable is the quarterly sales, in logs. 2008 (i.e. all quarters from 2008) is
the reference period. Standard errors are clustered at the 5-digit sectoral level.
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B Theoretical appendix

B.1 The market equilibrium allocation

The firm’s problem. Production firms choose capital and labor inputs to minimize
costs taking prices and taxes as given. Thus, the firm’s problem in sector s of location d
at time t is given by:

min 1417 o n TRDrE KL (1) 4+ wgpl g (i
Kl (1), (D) dast (7) {TE{ZE,R}[ (Tistaxedint} 1 ( )] “ dSt( ) i dSt( )

subject to the production function in equation (8). The first-order conditions imply the
standard factor demand functions:

: al A g (i i ' 1— a) Ao (i ;
kgst(l) = 1+1 S. ast )detiIE(i)]rT and [;4(i) = ( s) Z(a)lst( )ydst( )
{Tistaxed in t} ‘4 dt it

where A g (i) is the firm’s marginal cost, which is given by:

(1477 (i))* Cast
st

)‘dst(i) =

where we have the following two definitions:
E R
EN\% /,R\% 1—as
r r w
_ [ lat dt dt - T
Cast = (oc_E) (zx_R> (1 —a ) and &y = Z Il{Tistaxeolint}‘"s-
s s s Te{E,R}
Since firms are perfectly competitive, profits are zero and thus the price is given by:

o (U TR(0) M Cast
1) =
Pdst( ) (1 - TtZJ)st

Similarly, housing firm j in location d sets its price equal to its marginal cost:

Hy: K 7’5 v 7’5 1—y
pdt(]) = [1 +11{Ris taxed in t} T4 (])]7 (#) (—1 _t7> .
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The final sector’s problem. The final sector minimizes expenditures taking prices as
given. Therefore, the final sector’s problem in location 4 at time t is given by:

min {Z Z/ Aodpost Yoast (1)di }

{{{Yodst() 0}} 1}0 1 Lo=1s=1

subject to the aggregators in equations (10) and (11). The first-order conditions imply
the standard demand functions:

0
- P, BsP} Y
Yodst(l) = [ dst ] =

Aédpost( i) Pz}/st

where the price indices for final goods are given by:

1
D 1 -0
n(e}) = Epoin () e 2, (2 [ alapa)t i)
s 0=1

The worker’s problem. Part of the worker’s “static” problem is to choose its relative
consumption of final goods and housing services to maximize flow utility given prices:

max {nln(CgY) +(1—19) ln(Hg\t/)}
subject to the worker’s budget constraint:
PYCY + PiHY = wg.

The first-order conditions imply the standard demand functions:

W MW w (1 —n)wy
Cdt = Y and Hdt = —BH
Pdt Pdt

Workers must also choose their consumption of different housing varieties to minimize
expenditures taking prices as given:

1
min | [ pli)k () |
{Hg}/(]')}je[o,l]{ o " i
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subject to the aggregator in equation (4). The first-order conditions imply the standard

demand functions: oW
P dt Hdt

()

where the local housing price index is given by:

HY (j) =

in(Bff) = [ n(pl}(7)a

Hence, the overall cost of living index in location d is given by:

_ Py Pit

Then, the worker’s “dynamic” problem is to choose where to migrate if such an opportu-
nity arrives given prices, migration costs, and preference shocks. This problem satisfies
the following HJB equation in origin location o:

+ VoY

D
(p + e)vovtv = ln(wot/Pot) + ln(Ao) + (6/1/) ln [Z ev(Vthv—A%)
d=1

and among those who migrate from origin o, the share going to destination d is:

W_AM
eV(th —Agi)

Mogr =
W M-
25:1 ev(vdlt_Aod/)

Therefore, the working population of location d evolves according to:

D
Ly =€ <Z Mgt Lot — Ldt) :

o=1

The capitalist’s problem. The capitalist’s problem is to choose time paths for consump-
tion and investment to maximize lifetime utility given prices:

max /0 T e P In(CK) + (1— 5) In(HX))dt

{Cli Hip L i 20
subject to the following budget constraint:

E E R R L Y [ ~K E R E R HpK
rarKay + 1 Kay + 13 La > Py (Cop + Ly + Ly + X5 + Xgy) + Py Hy,
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and capital accumulation equations:
T _ T T
Kar = Iy — 01Ky

where the price indices are the same as those defined above. The current-value Hamilto-
nian for this problem is given by:

Hgr = nIn(Cl) + (1 — y) In(H})
+ )‘gt [rgtth + rzgl{tK}i{t + ”gtﬁd - Pgt(cgt + Ift + I;Z{t + th + th) - P;tIHtli(t]
T (1T T
+ ZTG{E,R} /\dt(Idt - (STKdt)'

The first-order conditions are given by:

IHys K _ 4B pY
© = 1/Cy — AgtPayy =0,
aCy,
aHdt K B pH
= (1=n)/Hg — AgPy =0,
oHE
oH,
BITt = —ARPR+ Er(14 /Ky — 67)] + Ag = 0,
dt
oH, j
ST = Mlri + ErPRIG/KQ)? = 67]/2} = Mot = pAGy = Ady
dt
oH
I B KE, -+ K 4 rhLg — PY(C + 15+ 1§ + X5 + XE) — PHHS =0,
dt
oHayr o7 T _ pT
T dt THat dats
oA,

and the transversality conditions:

lim e PAL K], =0, VT € {E,R}.

t—o0

First, the consumption first-order conditions imply:
Pi{Hj = (1/57 —1)Pj,Cg-
Then, let us define Tobin’s g for type-T capital as:

T T ~K
Adt _ A3 Cap
B pY :

AgiPis U

T
dat
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Substituting this definition in the investment first-order conditions, we obtain:

T Lii
qar = 1+Cr K_T_‘ST :

Solving for investment rates, we have:

Ii:f =T+ qgt _1.
Kdt C:v(T

The growth rate of Tobin’s g is given by:

T AT (K
dar _ M | Car

941 N /\_;t C_(I;
Using the capital first-order conditions, we can rewrite:

.T Cit ) 1 g | GT Lii i 2

Qar = <p+5T+C_cIJ<t> Qar — P—;;Jrj' (K—;) — o7
Finally, the budget constraint must hold with equality:

Py (Cap/ 1+ Iy + Ly + Xi + Xgy) = 1Ky + 1Ky + 7Ly

and the laws of motion for capital are:
T T T

Kar = g — 01Ky

The local government’s problem. The government’s budget constraint requires that:
Y g !
PYGu =1 Y | pa(iyass(i)di
s=1
>, K\ T 1T
+ Z Z /0 Il{T is taxed in t} T4 (Z)rdtkdst(l)dl

Te{E,R}s=1

1]1 K(RRH (5 g
+ 0 {R s taxed in t} Td (raks;” (7)dj.
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Market clearing. The labor demand of firm i in sector s of location o is:

(1 —as) (14 TX(7) )&styost(i)cosf'

lost(i) — w tZ
ot Lios

Substituting the firm’s competitive price into this expression, we can rewrite:

Wotlost (1) = (1 — as) (1 — 1) post (1) Yost (7).

Integrating over all firms in sector s within location o, we obtain the local labor market
clearing condition:

1
WotLost = (1 - Ttv)(l - ‘Xs) /O Post(i>yost(i)di-
The type-T capital demand of production firm i in sector s of location o is:

kgst(.) - Dég(l _ va)pOSt(i)yost(i)
(1 + H{Tis taxed int}Tg((i))rg;_L

where the demand faced by that firm is given by:

y t(i) _ yost
” Post (1)?
and where we defined:
D
Vost = Z (Pgst/AcI)d)eilﬁs [17wa Lay + rgth]iSt + ”gtth + ”gtﬁd —(1/n - 1)P;§C§t + Tg).
d=1

Here, T is the total tax revenue collected by location d at time ¢, and to arrive to that
expression, we have used the workers’, capitalists’, and governments” budget constraints.
Substituting this expression into the firms’ capital demand, we obtain:

af (1= 17)post (i)'~ Vost
(1 + ]I{T is taxed in t}Tg(i))roTt

kgst(i) =

Integrating the demand for type-T capital from all production firms in sector s within
location o0, we obtain the aggregate local type-T capital demand:

LKLY = (1—19)aly, 1 Pt (1) di
JTKTY Z (1= 10T Yo ~di.
otost 508 o 1+ ]I{Tis taxed in t}Tg<(l)
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Substituting in the expression for production firms’ competitive price, we can rewrite:

(1 + Tost ) Kg;ty - 1 - Tt / post ]/ost
where ?(IfstT is defined according to:

1+ 75 = exp{ 1l r—iaxed in 1} [Ho + (285 (1 — 0) — 1)02/2]}.

Substituting the location-sector-specific labor demands in this equation, we obtain:

oy

(1 + Tost ) otKost - 1— g

* Wot Lost.

Analogously, the real estate capital demand of housing firm j in location o is:

Y[(1 — p)wetLot + (1/17 — 1) PY,CK]

R

kot ' () = .
: [1 + H{R is taxed in t}ToK(])]rot

Integrating the demand for real estate capital from all housing firms in location o, we
obtain the aggregate local real estate capital demand:

(14 T ) raKoy™ = 7[(1 = )worLot + (1/17 — 1) Py Cyf]
_K,H . . . )
where T ;" is defined according to:

1 +?tl)<t’ = exp[ﬂ{R is taxed in t}( — 0o /2)]

Similarly, the land demand of housing firm j in location o is:

lot(j) = (1 = )[(1 = ) wotLot + (1/7 — 1)PLCK] /7L,

Integrating the demand for land from all housing firms in location o, we obtain the
aggregate local land demand:

reiLo = (1= 7)[(1 = n)worLot + (1/17 — 1) Py,Cal.

As stated above, the demand for the product of production firm 7 in sector s of location o
is given by:

Yost
Post (1)

Yost (1) =
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Multiplying both sides by the production firm’s competitive price and integrating over
all such firms within location 0 operating in sector s, we obtain:

Wot Lost
(1—as)(1—17)

D
= 2 Sodst Bs[MWar Ly + rgtht + rdtht + rdt‘cd (1/n— 1)Pgtczli<t + Tpt]
d=1

where S, is the share of location d’s expenditures on sector s that is sourced from
location 0, which is given by:

_ fo  Post (1)1 0di
Sodst = 104
Yo 0( L Porst(i))170di

Substituting in the expression for the firm’s competitive price, we can rewrite:

[Aid(l + 1 ost)COSf/ZOS] 1-0
Zo’ 1[A1/d(1+ ost) o’st/Zo’s] N

Sodst

where we defined:

1+ X, = explasipo + (as10)%(1 — 6) /2],
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Total capital tax revenue in location d is given by:

S
T;t = Z Z/ [1 +]1{Tis taxed int}Tg(i)]rgtkgst(i)di
Te{E,R} s=1"9

1
[+ Ui onea i S OIS ()l

> ! T1T (:\A3; ! Ry RH /N 1
- T X [ rhkhddi— [ kG

Te{E,R}s=1

> ! , N 1 > T TY
= ¥ L= [ pwlyaalddi- ¥ Y rRKD
Te{E,R}s=1 0 Te{ER} s—1

Y ~K R R H
+[(1 =) wgeLge + (1/n — 1) Py, Cgy] — rg K/
S T S
B 05 Wap Ly T oTY | =KH R oRH
= Z Z 1— . Z Zrdthst + T raKy
Te{E,R}s=1 s Te{E,R}s=1
S S
. —K,T\,T ' TY _ T ,T,Y , =K,H.R RH
= ), Y (T ra Ky Y. Y ralKuy T raKy
Te{E,R}s=1 Te{ER}s=1
S
B —KT.T T,Y , =K,H R RH
= Z ZTdst rarKaer +Tar TarKy
Te{E,R} s=1

and value-added tax revenue is given by:

S 1 > T War L
o . N t Wdthdst
TS, =7 S;/O Past (1)yast (1)di = ) (I—as)(1—17)

s=1

Therefore, total tax revenue can be written as:
K
Ty =Ty + T,

Substituting this expression into the local goods market clearing condition, we obtain:

D S

WotLost WLy

10— - Z‘Sodstﬁs Z didst
[Xs d:l S/zl

Finally, we close the model by imposing the numéraire condition:

D
Y wyly =1
=1
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Stationary equilibrium. In a stationary equilibrium, the distribution of workers across
space is stationary and so is their value function, which implies:

exp[v(VdW — Aé\g)]

D
L; = 2 M,;L, where M,; =

(B.1)
0o=1 Yi—1explv(Vy' — Al)]
and where the value function of a worker living in location o is given by:
D w M
(o+e)Vy¥ =In(wo) —In(P,) +1In(Ao) + (¢/v)In | } eV Va' =) | (B.2)
d=1

Investment in both types of capital simply replaces depreciated capital, which implies:
II' =67k} and ¢} =1.
In turn, the arbitrage condition for capital implies:
ri = (o+6r)P).
Substituting these expressions into the capitalist’s budget constraint, we obtain:

np(KE + KR) + (1 =) (1 — ) (wa/P) )L
1-(1=7)(1-7) '

Therefore, the local production capital market clearing conditions imply:

ck =

T
s

—K, Y b4
(1 4+ 0+ o) PYKE = 75

" WaLgs
and the local real estate capital market clearing conditions imply:
(1475 (0 + 8r) PYKE™ = 4[(1 = )waLg + (1/7 — 1) Py CF).

Then, the overall capital market clearing conditions:

S S
E_ EY R _ gRH RY
K; = EleS and K; =K, + EleS .
S= s=
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The different local ideal price indices are given by:

Y H
In(P;) =y1n (%) +(1—#%)In <1Pj17>
Zﬁsln<ﬁs>

1
. 1-6) 1-9
pY _ i AL (1 + 1) Cos
dS O:1 (1 - TU)ZOS

v 1—y
p (1+_AKP57. fg ré
Y 1—o

I+ fle = exp(ﬂ{RiS taxed},ud)'

where we defined:

Substituting the expression for Cy; and the capital market clearing conditions in P;g, we
can rewrite:

1
1-6) 1-¢

I ~K s
Aodwo(1 + Tos)Lgs (B.3)

a-lg |

E R
(1= ) (1 — T9) Zos KB ™ KRY®
where we defined:

1+ TOS
(1+ 7T 1+ 7

1475 = exp{[1+ & (0 — 1)]as0, /2}.
Similarly, substituting the housing capital and land market clearing conditions in P!,

we can rewrite: KH
(1+7,7)7(1 = n)(wala + Py CF /1)

H _
Py = Kg’HVE}i_V (B.4)
where we defined:
1+ ff’H = exp(03/2).
Finally, we have the local goods market clearing conditions:
w,L wqLgy
obos _ Z Sods,BS Z dzds” (B.5)

]. - as _ g = 1 DCS/

=1
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with the constant expenditure shares given by:

[Aid(l + fgg)cos/zos]l_e
Y1 [ALy (1 + ) Cors/ Zors] 1=

ods =

Substituting in the expression for C,s and the capital market clearing conditions, we can
rewrite:

1-0
[Agdwo(1+fg§)Lg‘g ]

E R
E, Y% 1,RY%s
ZosKos Ko

Sods

(B.6)

1-6°
ZD [Aé/dwo/(l—’_fﬁs)Lg’ss]
o' =1 E R
E,YX RYX
ZD/SKO/S s KO/S s

B.2 Calibration

Model inversion. The location-sector-specific productivity levels Z;, location-specific
amenities Ay and land endowments £, and bilateral trade and migration costs Ag ;and
AM are inferred using the model and the spatial data. In particular, since trade costs are
symmetric, equation (B.6) can be rearranged as follows:

Sod(8)Sao(s) [ 1 2070
de(S)SOO(S) B A(I)d '

Hence, with information on bilateral trade flows—taken from the SITRAM database
of inter-departmental road-freight shipments maintained by the French Ministry of
Transport, following Combes et al. (2005)—we can recover the bilateral trade costs A/,
assuming symmetry across sectors. Similarly, leveraging the symmetry of migration
costs, we can rearrange the migration shares in equation (B.1) to obtain:

M, M
odVido e—ZVA%.

Therefore, one can use data on migration flows across locations to recover the bilateral
migration costs AM. Conditional on these bilateral frictions, the remaining fundamentals
are chosen jointly so that the model’s initial steady state matches the observed cross-
section of wages, employment, relative housing prices, and capital-income moments as
closely as possible under the full equilibrium restrictions of the model.

Calibrating the capital depreciation parameters. To calibrate the depreciation rates
01, we combine French macroeconomic data on investment and capital stocks from
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EU-KLEMS with the capital accumulation equation:

T oT

_ Idt B Kdt

or = —KT
dt

We use annual data from 1995 to 2006 for the entire French market economy (excluding
the agricultural and financial sectors). Computing, communications, and transport
equipment, along with “other machinery and equipment,” are grouped into our measure
of equipment capital, while non-residential buildings and structures constitute our
measure of real estate capital. For each year, we compute a depreciation rate for each
capital type, and then aggregate across types using capital-stock weights. Averaging
these annual rates over the sample period yields our calibrated depreciation parameters:
0p = 0.151 and dg = 0.059.

Calibrating the expenditure weight on goods. The Cobb-Douglas preference parame-
ter 7 governs the share of household expenditure allocated to final goods, so we calibrate
1 — 5 directly to the housing-services share of household final consumption expenditure
rather than to a GDP share. Using the INSEE annual national accounts, we measure
housing services with the “real estate services” consumption category and divide it by
household final consumption expenditure, averaging both series over 2000-2008. This
yields 1 — # = 0.187 and therefore = 0.813.

Calibrating the capital-share parameters. We then calibrate the capital-share parame-
ters to match the observed income shares of equipment and real estate capital across
four broadly defined non-agricultural and non-financial sectors of the French market
economy. To do so, we aggregate NACE Rev. 2 industries into four sectoral groups. The
first group combines manufacturing, mining, and utilities (sections B-C-D-E). The sec-
ond group corresponds to construction (F). The third group comprises market services,
including wholesale and retail trade, transportation and storage, and accommodation
and food service activities (G-H-I). The fourth group consists of business services,
namely information and communication, professional, scientific and technical activities,
and administrative and support service activities (J, M, and N).

In the stationary equilibrium of our model, factor payments satisfy:

T
Xg deds

R = (14 =) (o + 1) PY K.
S

Defining the nominal value of the capital stock as IC;S'Y = P;/Kgs,y and summing over all
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locations, we obtain:

T =K,T T,Y D
1+7K :
v (04T D)(P +or)Ks where 1+757=)" S
1—as Y -1 WaLlgs d—1 Ks’

and where K'Y = Y2 IC;S’Y is the total nominal capital stock of type T in sector s.
Taking the ratio of this equation for equipment and real estate capital, we obtain:

of (TR (p+ap)KE (ot op)KET
ol (TR (o +oR)KST (o + oR) K

This approximation holds for symmetric taxation on both types of capital and small
within-location dispersion in tax rates, which were both true before the implementation
of the reform. Hence, using data on nominal capital stocks by type together with our
calibrated depreciation rates and a time preference rate of p = 0.05, we recover the
relative magnitudes of the capital shares. Combining these with the labor share in each
sector yields our final calibration values. The calibrated capital-share parameters are
reported in Table 3.

Calibrating the capital adjustment cost parameters. Finally, we calibrate the adjust-
ment cost parameters (¢ and (g using a two-step approach. First, we estimate {r by
indirect inference, matching the time profile of the capital equipment event-study co-
efficients from Section 4 to the predictions of the linearized transition dynamics of the
model. In the model, firms rent capital to maximize static profits each period. The
adjustment costs in equation (7) are borne by capitalists (capital suppliers), not firms.
This means firm-level capital demand responds instantly to rental rate changes, and the
sluggishness in capital adjustment comes entirely from the supply side.

From the theoretical appendix, the equipment capital demand of production firm i
in sector s of location d at time ¢ is:
af (1= ) past (D) Vst (14 TR(E) S gy

_ where  pyg (i) =
[1 + ]I{E taxed int}Tg(l)] gt ’ (1 - Ttv)st

kEElst (i) =
and where ), is a location-sector-specific demand shifter. Taking logarithms yields:

In(kE (1)) = Aot + [A(1 = 6) = £ taxein 1y | IN(1 + T£(0))

where X, collects all location-sector-time terms that are common across firms within
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location 4 and sector s at time t. At the final steady state, capital equipment is not taxed:
In(KE1(i)) = X0 4 af (1 - 6)In(1 + 75 ().

At any post-reform time ¢, the tax structure is identical to the final steady state—only
location-level prices and quantities differ:

In (kg (1)) = Xagor + a5’ (1 = 0) In(1 + 77°(0)).
Defining the firm-level deviation from the final steady state as:

Ainal / -
kdst( ) In (kdst( )) - 11’1(k§s e (Z))
the firm-specific X (i) terms cancel exactly:
fcgst(i) = Xy — Xﬁnal.
Note that Kgs’f = exp(Xyst) fol (14 tX() )2+ (1-0)dj, where the integral is a time-invariant

constant determined by the log-normal distribution (4, 07). Therefore, we have that:

A

Kgs,}/ — det _ Xﬁnal

which in turn implies that the firm-level deviation from the final steady state is equal to
the aggregate deviation of the location-sector’s capital equipment demand from its final
steady state value:

- pEY
kdst( ) det
All firms in location d deviate from their final steady state values by the same amount

in logarithms. The within-location distribution of capital across firms is time-invariant
after the reform.

In contrast, at the initial steady state, both capital types are taxed:
In(kgyo (1)) = Xaso + [(a +a) (1= 0) — 1 In(1 + 7 (7).
Taking the deviation from the final steady state:
ko (1) = X — [1+a5(0 — D] In(1 + 75 (7))

where X0 = X0 — X final j5 3 Jocation-sector- -specific constant. Unlike the post-reform
case, the firm-level dev1at10n depends on T (7): firms facing higher initial tax rates are
further below their final steady state capital demand.
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We match the model to a robustness specification that regresses firm-level capital
changes on the firm’s average tax rate T4 (i):

In(kgye (1)) — In(kgiy (1)) = }; Lemnybn 73 (1) + st + p(i) + east (1)
0

where ¢s; are sector-by-year fixed effects and ¢(7) are firm fixed effects. The firm fixed
effect absorbs the reference year, such that by, is identified from the cross-sectional
regression of In(kE (7)) — In(kk (i) on TX(i), after removing industry-by-year fixed
effects. The OLS coefficient is:

b, — ki () — Inkiy (), 7 ()]

In the covariance term, since both capital observations are measured relative to the same
final steady state, we have:

ln(kgsh (Z)) - ln(kgso (l)) = Izgsh(z) - ]%550(1)
= REAX — Bygo + [1+af (6 — 1)) In(1 + X))

The firm-specific term [1 + af (6 — 1)] In(1 + X (7)) generates within-department covari-
ance through (7). To compute this covariance, write x = In(1+ ) ~ N (p4,03), so
that T = ¢* — 1. Then, the covariance is given by:

Cy[t,In(1+ 1)] = Cyle* — 1,x] = Ey[xe*] — E4[x] - Ey[e"].

Differentiating the moment generating function E[e!*] = e/ +203/2 \with respect to t
gives E4[xe!™] = (ug + tag)ew”tz‘rg/z. Evaluating at t = 1:

Eglxe’] = (g +03)ehd*0i/2, Eylx] = pg,  Egle] = elitoir?,

such that C4(t,In(1 + 7)) = g7e/ +01/2 Within department d, the aggregate deviation
IZ;S’Z and the location-sector constant X/;,, are common to all firms in (d, s), so the only
source of within-department covariance with X (i) is the firm-specific term involving
the capital tax. The within-department contribution to the covariance numerator of by, is
therefore:

Ca K (1) = Ko (1), T ()| = [+ aF(6 — 1)] o etteir?.

By the law of total covariance, the OLS numerator decomposes into within- and between-
department components, each weighted by the observation share of department 4 in the
tirm-level regression. We approximate this observation share by Ly, i.e., the number of
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firm observations per department is proportional to employment. Summing the within-
department contributions and dividing by V[tX(i)], the within-sector static coefficient
is:
(L af(0 — 1] Ty Lgog el i

Vi (0)]

static __
b3 =

This is time-invariant: it reflects the instantaneous reallocation of capital across firms
within each department when the reform removes equipment taxes, and is independent

of the adjustment cost parameters. Since the regressor TX

(i) is common across sectors,
pooling across sectors simply averages the sector-specific coefficients with employment
weights Bs:

Lo Bs[1+af(0 = D] Ty Lyogetsei/?

Vi (0)]

bstatic —

The aggregate deviation KES’Z also generates between-department covariance with X (i),
because it is a department-level quantity that covaries with the department mean tax
rate T; = E4[th(i)] = ehatoi/2 1, Specifically, I%gsfz is constant across firms within
(d,s), so its covariance with TX (i) operates entirely through the between-department

channel:
D

C[K(ES/Z/ T;(i)]between = £ Ldkgslz (?d - ?national)
=1
where Thational = Y4 L4T4 is the employment-weighted national mean. This between-
department covariance is nonzero even at h = 0: departments that had higher initial tax
rates (T; > Tnational) are further below their final steady state capital demand (Kfs;g more
negative), generating positive covariance between Kf;g and T;. This & = 0 component is
time-invariant and independent of —it is absorbed into bStatic,

The ¢-dependent part comes from the change in aggregate capital relative to the initial
steady state. Define:

~EY _ ¢E)Y >E)Y
AKulsh = deh B deO’

which satisfies Aﬁgs’g = 0 by construction. At h > 0, departments with higher initial
tax rates experience larger capital inflows after the reform (AIZZ;"S{ > 0), and the speed
at which this capital accumulates is governed by (¢g, ¢g). Dividing by V[tX(i)] and
pooling across sectors with employment weights B, the dynamic component of the
event-study coefficient is:

D — — oE,Y
bdynamic Zs ;BS Zd:l Ld (Td - Tnational)Adeh

" N Vi (0)]

Larger adjustment costs slow the accumulation of AKES'% and flatten the time profile of
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the post-reform coefficients, providing the source of identification for ¢g.

A direct matching of the model-predicted b;lmdel to the empirical bf}ata is problematic
because, in the model, capital is instantaneously reallocated across firms within a de-
partment, generating a large static component %%t in the impact year. Throughout this
appendix, we index event-study coefficients by event time h, with h = 0 corresponding
to calendar year 2009. We then difference all post-reform coefficients relative to the
impact-year coefficient:

Aby, = by, — by.

In the model, we have:

model __ y.static dynamic model __ ;dynamic dynamic

Because capital is predetermmed on impact, bdynam1C = 0and AKESS/ = 0 by definition.
The expression for bhy ™M involves sector-level capital changes AK J SZ, which are not
state variables of the linearized transition model. The state variable is the aggregate

department-level equipment capital K, = Yo Kgsz Therefore, define:
ARG, = Ky — Ky = In(Kg,) — In(Kgy).

To see why AK{E Z ~ AKE 7,» note that during the transition (2 > 0), equipment is untaxed.
From the firm-level Cobb-Douglas first-order conditions, al pys(i)yas (i) = v k5, (i) and
(1 — as) pas(1)yas (i) = wanlasn (i), so that ki, (i) = (af /(1 — as)) - wanlasn(i) /75, This
ratio holds for every firm i regardless of its real estate tax TR (i): the heterogeneous real
estate tax affects each firm’s scale, but the equipment-to-labor rat10 is uniform because
both equlpment and labor are untaxed. Summing over firms, K- i h = (af/(1 —as)) -
wWanLasn /75 7,» 50 that in log-changes from h = 0:

ARGy = Mgy — ARG +ALgg,
e e et
common across sectors in d
The department-level wage w,, and equipment rental rate 5, are common to all sec-
tors within department d. The only source of cross-sector variation is the sector-level
employment change AL ;,. Equivalently, writing e g, = A ln(KE Xy KE, ) for the change
in the within-department sector composition, we have AK J Sz = Ath + €451, and the
approximation AKES’Z ~ Ath amounts to neglecting e;4;,. Since the linearized transition
model solves for aggregate K&, as a state variable rather than the sector-level allocation,
we adopt this approximation. Comparing initial and final steady states, the approxima-
tion error is small: the mean |e | is less than 5% of the mean |AKE, |. Under it, AKCES’Z
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no longer depends on s, so ) ; Bs = 1 factors out:

ZdDzl Ly (?d - ?national)AK[?h
VT (i)]

model __
Abmodel

This is the between-department covariance of the mean tax rate T; with the aggregate
capital change Alzgh, scaled by the total variance of Tf (i). Ath =0, AKEh = 0foralld,
so Abodel = 0—consistent with the differencing by construction. Identification of &g
comes entirely from the time profile of the post-reform coefficients: larger adjustment
costs slow the accumulation of Aﬁgh and flatten the curvature of Aby,.

We estimate (g by minimizing:

2015 [Abf,model(cE) _ Ab}]f,data]z

Q)= ),

h=2010 SE(Abf datay

where Abf’m‘)del(g £) denotes the model-predicted differenced equipment event-study
coefficient at (g, with {r = Cg - 6 /Jr, which imposes that the steady-state elasticity of
Tobin’s g with respect to the investment rate is equal across capital types. Indeed, in the
Hayashi (1982) adjustment cost model, the price of capital in a stationary equilibrium

satisfies:
. (I;i )
qgr =61 | -7 —or | + 1
Kd

t

The elasticity of Tobin’s g with respect to the investment rate is:

Oq  Ly/Ky _ Gr(li/Kg)
o1y, /KL,)  ay, er(IL/KD —or) +1

which simplifies in a stationary equilibrium (where I/K = § and g = 1) to {7 - é1. The
equal-elasticity assumption imposes (g = ¢rOR, yielding:

_ . O
R = CE i

Figure B.26 plots the differenced event-study coefficients from the data and from the
model at the estimated value of (. The model closely matches the curvature of the
post-reform coefficients, which is the key identifying feature for {g. The estimated
adjustment cost parameters are reported in Table 3.
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Figure B.26: Event-study coefficients: data vs. model
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Note: This figure plots the differenced event-study coefficients from the
data and from the model at the estimated value of .

B.3 Linearized transition dynamics

We linearize the transition dynamics around the final steady state to obtain a tractable

characterization of the economy’s adjustment path. This section provides a complete,

self-contained derivation of the linearized system, defining every matrix and coefficient

explicitly.

Notation and system dimensions. For any variable x; in location 4, define the log-
deviation from the final steady state as £; = In(x;/x, ss), where x; 5, denotes the final
steady-state value. The exception is the worker value function V;;, for which we use the

level deviation V; = V; — Vi ss, since V; is already in utils (log) units.

The system has 2D + Dy = 281 state variables (backward-looking):
o KEford =1,...,D: equipment capital (D = 94 departments),
o K}; ford =1,...,D: total real estate capital,
o Lyford=1,...,D;: employment (D, = D — 1 = 93),
and 3D = 282 costate variables (forward-looking):
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o jtford =1,...,D: Tobin’s q for equipment,
. qR ford =1,...,D: Tobin’s g for real estate,

. Vd ford =1,...,D: worker value function.

Employment has only D — 1 free variables because the aggregate labor constraint
Y 4 Ly = 1implies, in log-deviations, that ) ; L; ¢ L; = 0. We eliminate Lp using:

- Lis

The total system dimension is N = 2D + Dj + 3D = 563. Stacking all deviations into
the vector z € RY, the linearized system takes the form z = Az.

Dss

Capital accumulation. From the law of motion KI, = IT — 67KT, and the optimal
investment rule I1. = KI.(6r + (q1, — 1)/&r), substituting yields:

Kir(@3: — 1).
Cr
Linearizing around the steady state (where g% = 1): since g}, — 1 ~ 4 and K], ~

KT (1+KJ), we have K}, ~ K] _47/&r to first order. Since K] = K} /K] to first
order:

-
Ki =

2 1
Ki=zdi, Te{ER}). (B.7)

This is diagonal: each department’s capital evolves independently given its Tobin’s g.

Employment dynamics. From the law of motion L; = (¥, M,4L, — L), we linearize
both M,; and L, around the steady state, where }°, M3’ Loss = L. The migration
probability depends on value functions through:

exp(v(Vy — Aé\g))

M,; = Y , where V, = Z exp(v(Vy — AM)).
o

d'=1

Taking the first-order expansion of M, in the level deviation V; = V; — Vi ss:

My, . OV,
— vV, —
M =Ty

—de—vZM
j=

0] ]’
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where the last equality uses 6V, = };exp(v(Vjss — Agf)) vV = Vs ) Mf;if/] Lin-
earizing the product M,;L, to first order:

MogLo & MLy ss (1 +Lo+vVy— VZMSS ) .
Summing over origins, subtracting L;, and dividing by L; :

. D . N . D .
Ly=¢ [Z Eoglo — Ly +vVy—v) ETMy V|, (B.8)
0=1

j=1

where Epy = M>" Lo ss/ Lgss is the inmigration weight (the fraction of d’s steady-state pop-
ulation that came from o), and ETMy; =3, EodMS; is the composition matrix capturing
how destination d’s population weights the migration probabilities toward alternative
location j.

The static general equilibrium. At each instant during the transition, the current
state-costate tuple (KF, KR, L, 4F, 4R) pins down wages, goods prices, rental rates, and
capitalist consumption through a static equilibrium block. The key point is that, once
real estate can be reallocated between production and housing, unit costs depend on CX.
As a result, (@, PY) are no longer state-only objects: they inherit dependence on (4%, 47)
through capitalist consumption.

Factor market clearing and unit costs. From the Cobb-Douglas production technology
(8), factor demands are proportional to revenue in each sector. Aggregating across the S
sectors using the Cobb-Douglas expenditure shares fBs:

EoE E
rgKi =1_

~R
RyRY _ &
&dedr T’de = 1 _&ded/ (B9)

where KEI;’Y denotes production real estate (excluding housing) and we define the B-
weighted average capital shares:

ak = Z Bsak, ak = Z Bsak, a = af +ak.
s=1 s=1
Taking log-deviations of (B.9):
PE =+ Ly — K. (B.10)
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For real estate, the factor demand uses production real estate Kg’y, not total real estate
KR, Since KR = K&Y + K¥H and housing capital responds to housin demand, the

d d d d g cap P g
log-deviation of X expressed in terms of the state variable I%g is:

PE = (1= fa)(@a+ La) + fa(PY + Cf) — KE, (B11)
where f; = sy (1 —ap4), withsy 4 = Kg’slj / Kf}/ < and a 4 the worker share of housing

demand. This correction accounts for the fact that an increase in housing demand (driven
by capitalist consumption or goods prices) shifts real estate capital toward housing,
raising the production rental rate for a given total Kf}. In what follows, we use (B.10) for
the equipment rental rate and (B.11) for the real estate rental rate.

The B-weighted average unit cost deviation, &; = Y BsC4s where ¢4 = (1 — o)Wy +
af ?5 + 0&51’5, becomes after substituting (B.10) and (B.11):

&g =Wy — kg +aRf[(P] + C5) — (g + Ly)], where x5 =afKi+aRKF —al,.
(B.12)
The term «; captures the standard capital-deepening effect. The last term is a housing-
reallocation wedge: stronger housing demand shifts real estate out of production and
raises unit costs for a given total Kg.

Trade shares, goods prices, and the wage equation. Define the bilateral trade share S,; as
the fraction of location d’s expenditure sourced from origin o (aggregated across sectors
with Bs weights), and the income-weighted trade matrix:

_ wi,ssLi,ss
Waj = Saj - .
Wy ssbd ss

Note that ) ; W;; = 1 by goods market clearing at steady state.
Let B = diag(aRf). Since P¥ = S'¢, equation (B.12) implies

(I —BS")¢ = (I — B) — x — BL + BCK. (B.13)
Define M. = (I — BS')~!. Then

PY = Pyt — Pk — PeL + PcCX, P, =S'M.(I—-B), Pc=SM., Pc=S5M.B.
(B.14)

We now derive the wage equation from goods market clearing. Revenue in location d
iswyLy =Y ; Sgiw;L;. Log-linearizing the trade share S ; o c};g gives Sy = (1 —0) (&4 —
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PY). Linearizing total revenue and collecting terms yields, in matrix notation:
(I-W)(@+1L)=(1-0)(I-WS)e.

Substituting (B.13) gives the first static equation:

Jin@ 4 J12CX = HERE + HRKR + HLL, (B.15)
where
Ju=(I-W)+(0—-1)(I-WS)Mc(I - B),
Ji2= (6 —1)(I — WS')M_.B,
HE = (0 -1)(I - WS )M.&FI,
HE = (6 —1)(I — WS")M.alI,
HE=(60—-1)(I - WS")Mc(B—al)— (I - W)

Rental rates. Define the real rental rate Rg = 1’; / P}. Then
Ry =w4+Li—Bf —Kf, R =1~ fa)(@s+La—B)) + fuCi —Kf.  (B.16)
It is useful to define the non-CK part of the real-estate rental rate:

Ry’ = (1~ f)(@a+La—Bf) —Rf,  sothat  RE =Ry + fuCf.

Tobin’s g dynamics. From the asset pricing equation in Section 5.2:

T T Ty Cr I3, ’ 2
Gar = (0 + 01+ Qar) G — P—L}/tﬂLj KT — 07

where g4 = CK /CE is the capitalist consumption growth rate. We linearize each term
around the steady state, where g5 = 1, gss = 0, Ig;/KSTS = 07, and RSTS =p+ 0T

e Firstterm: (0 +r+g)(1+4) = (o +Ir) + (0 +Ir)d + &
e Rental rate term: (p + d7)(1 + RT).

o Adjustment cost profit: since I/K = 61 + §/&r, we have (&r/2)[(I/K)? —62] =
5tq + O(4?).
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Combining:
G = (p+01)d3 + 84— (p+0r)R7 — 1.

The coefficient on 4 simplifies to p:
45 = pal + 84— (o +0r)R]. (B.17)

This cancellation is economically meaningful: the 7 from (p + d1)g represents the
required return to compensate for depreciation, and it cancels exactly against dr4 from
the marginal savings on adjustment costs. The relevant discount rate for the g dynamics
is therefore the pure time preference rate p, not p + Jr.

For real estate, substituting RY = Rg’o + qu]f:

g8 = p a8 + 84— (o + 6r)REY — (0 + o) f1CX.

The last term captures the housing reallocation channel: higher capitalist consump-
tion raises housing demand, shifting real estate toward housing, which increases the
production rental rate and depresses real estate Tobin’s g.

Capitalist consumption. From the budget constraint, capitalist consumption satisfies:

T’EKE—l—TRKR ded
Cf = & |t + (=) (1= ) 2 — 1 — 1 - xE - XE
d d

where O = 1 — (1 —v)(1 — 7). Atsteady state, XL, = (¢1/2)(Iss/Kss — 67)?Kss = 0
since Iss/ Kss = 01, s0 6X is second-order and drops out of the linearization.

We linearize each remaining term. For capital income, using rJKI /PY = RTKI:
O(RiK}) = RiooKyos (R + Ki) = (0 + 01)Ky oo (RG + K).
For investment, using IT = K1 (67 + (4] — 1)/&r):
o1j = 67K} K + K} .47 /8t
Combining the K terms from capital income and investment:

T T T T T T
(p + 5T)Kd,sst - §TKd,sst =p Kd,sst .
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The linearized capitalist consumption deviation is therefore:
A E 5 R A E A R A . A ~ E n
C =aff R +af R +af RE +af RE +ali (0 + Ly — BY) + 4 g5 +47 g%, (B.18)

where the coefficients (all evaluated at steady state) are:

a{i(T . % . PCKKdT,ss/ aﬁfT _ % (o +§;)K§,SS/
d,ss d,ss
= % (1- 7)(1y— lewd,ssLd,ss, o0 i?
P d,sscd,ss Q r Cd,ss

The coefficient aé(T captures the net income effect of capital accumulation (p, not p + dr,
because the additional depreciation cost exactly offsets the gross rental income from
the marginal unit). The coefficient a‘I;T captures the effect of rental rate changes on
existing capital income. The coefficient a} captures land income (which equals (1 —

v)(1 —)wyLy in the housing equilibrium). Finally, aZlT < 0 because higher 4 means

more investment spending, reducing consumption.

To solve the static block, substitute (B.16) into (B.18) and collect the local ﬁ§ C’é(
circularity. Define

1
Xd = 1—ﬂ§Rfd’
E R
hg = xalak +af (1— fy) +ab],
E E E R R R
d5" = xa(af —ak),  df = xu(af —al),

E E R R
q° — q 17 — q
dd :Xdﬂd, dd :Xdﬂd .

Let Dy, Dge, Dgr, Dk, and D denote the corresponding diagonal matrices. Using
(B.14) and x = aFKE + aRKR — al, the capitalist-consumption equation becomes

Jn® + JoCX = Hy KF + HYRR + Hy L+ D eg® + Dyri®, (B.19)
where

Jon = —Dp(I—Pw),  Jn=1+DyPc,
HE = Dye + D, P&EI,

HY = Dyr 4 Dy PRI,

HY = Dy, (I + Pc — aPy).
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Stacking (B.15) and (B.19) yields a 2D x 2D linear system for (@, CK) as a function of
(KE JKR T, qE, th). Goods prices follow from (B.14), and rental rates from (B.16). These
static derivatives are the objects used below to assemble the linearized transition matrix.

Nominal normalization. When recovering wage and goods-price paths from these
derivative matrices, we impose the income-weighted numéraire by subtracting the same
scalar from the raw wage and goods-price vectors:

W ss Ld,ss
D 7
2021 Wo,ss Lo,ss

D
my= Y wh (@7 (1) + La(t)),
d=1

() = DV (F) — mel,
PY(t) = PY™W () — my1.

I
Wy

This normalization imposes ) ; wé(a?d + I:d) = (0. Because the same common nomi-

nal shift is applied to both @ and DY, real objects such as @ — PY, RT, and ;/\P are
unchanged.

Housing prices. The housing price is determined by market clearing: Pf “Hj = Dp g,
where H; = (KZ;’H)'VE;_7 is housing output and Dy 4 = (1 — 17)(wyLg + PY CK /1) is
total housing demand from workers and capitalists.

The total real estate capital KX is a state variable, allocated between production
(Kg’y) and housing (Kg’H ) via rental rate equalization. From factor demands, Kg’H =
vDy 4/} (housing capital demand), while KII;’Y = aRw,Ly/((1 — &)rk) (production
capital demand from (B.9)). The constraint KR = Kg’y + Kg’H pins down rg.

Since land £ is fixed, P = Dy 4 — ’)/K‘I;’H . Linearizing Dy 4:
Da = apa(@a+ La) + (1 —apg)(Bf +CF),

wherear 5 = (1 — )Wy ssL4ss/ Dp s is the worker share of housing demand. To express
K?H in terms of the state variables, we use Kg’H =YDy gq/ 1’5 and rll; = (&RwyLy/ (1 —
&) + yDy 4)/KX. Defining sy 4 = Ki’:: / Kf}’ 5 (housing share of total real estate at steady
state), the linearized K?’H can be shown to satisfy:

REM = RE + (1= sp,a) (1 = ap) [(BY + CF) — (@4 + La))-
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Substituting into 15;1 = DH,d — 7K§’H and collecting terms:
Pl = wia(@a + La) + wpa(P] + Cf) — 7K, (B.20)
where:

wig=apg+v1—spa)(1—apy), wig=1—apg)[1—9(1—suq)]. (B21)

Note that wy 4 + w; 5 = 1. The first coefficient captures worker housing demand and
the reallocation of production real estate to housing when workers arrive; the second
captures capitalist housing demand net of the housing real estate reallocation.

Real wage and worker value function. The real wage (in terms of the consumption bas-
ket) is wy/ Py, where In Py = 7In PY + (1 — 1) In P up to constants. The log-deviation
of the real wage is:

w/Py =y — by — (1—y)P!
=Wy —nP) —(1—7) (w1 4(4 + Lg) + wya(PY 4+ CK) — ’)/Kl;].

Collecting terms:
w/Pq = pua®s — ppaby — (1 —n)wiala — (1 —m)walf + (1 - )9k,  (B22)

where:
Pug =1—(1—1)wia, ¢pa =1+ (1 —1n)wra (B.23)

The worker value function satisfies the HJB equation (from Section 5.2):
1 .
pVy = ln(wd/Pd) + ln(Ad) +¢€ |:; Iny; — Vd:| + Vy,

where V; = ¥y exp(v(Vy — A))) is the migration option value. Rearranging: V; =
(0 +€)V;—In(wy/Py) —In(Ay) — (e/v)InV;. At steady state, V; = 0. Taking the
deviation: ' .
Va=(p+e)Vy—w/Py——Vy
where V), is the log-deviation of the option value. Since 6V = vV s Y M3, Vo
£
v v

A & A A
Vd = —- VZMZZ/Vd/ = EZMZZIVd/.
d d
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Therefore:

. X D R _
Vi=poVi+e (Vd - Y M;;,Vd,> —w/Py, (B.24)
d'=1

where the ¢(-) term captures the “migration drag”: the option to migrate pulls V; toward
the population-weighted average of all values. Note that CX enters w/P; at the level
(not as the growth rate §), so its dependence on the current state and costate variables
substitutes directly into the coefficient matrix without creating additional implicit terms.

The system matrices. We now assemble the full linearized system. Define C as the
N x N “explicit” coefficient matrix and G as the N x N “implicit” matrix arising from
the capitalist consumption growth rate ¢; = (fé( appearing in the 4 equations.

The C matrix. The matrix C has the following block structure, where rows correspond
to (KE, KR, T, 6E, 4R, ¥):

Capital rows: from (B.7), C[KE, 4] = 1/¢¢ and C[KE, 48] = 1/Zg. All other entries
zZero.

Employment rows: from (B.8), foreachd =1,...,Dr:

Tobin’s q rows: from (B.17) and (B.16), foreachd = 1,...,D, each T € {E,R}, and
each non-value variable z; € {KF, KR, L, 45,4}

Clag z]l =p- 1{zk:q}[} —(p+ 5T)a—zk~

For T = R, these derivatives include the additional housing-reallocation term —(p +
5R)fd aéé(/azk

Value function rows: from (B.24) and (B.22), each ‘21 row contains contributions from
all state and costate variables. The V block has:

ClVa, Val = p+e(1— M),  CVy Vy] = —eM3y ford’ #d.

For each non-value variable z,

oy oPY oCK

C[Vd/ zx] = _(Pw,da_zk + (PP,da_Zi +(1— W)WZ,d_d +(1— U)wl,dl{zind} —(1- 77)’)’1{;2;(:125}'

aZk
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These derivatives are read from the joint static block (B.15)—(B.19), together with (B.14)
and (B.16).

The G matrix. Since §; = Cé( appears in the Tobin’s g equations (B.17), and Cgf =
Y1 (0CK/0z;)z, the g equations depend on z, creating an implicit system. The G matrix

encodes the coefficients dCK /9z in the rows corresponding to 4% and 4. For each

d=1,...,D: X
acK

oE PR 7 AsE 2R
a_/ Zk € {KO/KOILOIqOIqO }
Zk

Glay, zi] =

Note that G has identical entries for both 45 and §X rows corresponding to the same
department 4, since the consumption growth rate ¢; is common to both capital types.
All rows of G outside the 4 block are zero.

The final system matrix. The linearized system is (I — G)z = Cz. Inverting:
:=(I-G)"'Cz= Az (B.25)
The matrix A is 563 x 563.
The Blanchard-Kahn solution. The saddle-path stability of Z = Az requires exactly
ns = 281 eigenvalues with negative real part (matching the 281 state variables) and

n, = 282 eigenvalues with positive real part (matching the 282 costate variables). We
verify this condition numerically.

Let {Aj};lil denote the stable eigenvalues (with Re(A;) < 0) and P; € RMN*" the
matrix of associated right eigenvectors, partitioned as:

Pi= ||, PSeR™", P/eR"*™,

where P¥ contains the state-variable rows and P{ the costate rows.

The general solution restricted to the stable manifold is z(t) = P; diag(e"i") ¢, where
c € R’ is the vector of eigenvector coefficients. The initial state deviation x(0) =
In Xinitial — IN Xfina; determines ¢ through:

x(0)=P'c = c=(P¥)x(0).

The initial costate “jump” (the instantaneous response of forward-looking variables
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when the reform is announced) is then:
y(0) = P/ c.

The full transition path of state and costate variables is:
Nng A
it
z(t) =) _cjeti'p;,
j=1

where p; is the j-th column of P; and c; the j-th element of c. By construction, z(t) — 0
ast — oo, since all Re()tj) < 0. Prices, rental rates, and capitalist consumption along the
transition path are then recovered from the joint static block (B.15)-(B.19), together with
(B.14), (B.16), and (B.20).

B.4 Spectral decomposition of the transition dynamics

We follow the spectral analysis of Kleinman et al. (2023) to characterize the roles of
capital and labor dynamics in shaping the economy’s adjustment to the reform. The
key objects are the eigenvalues and eigenvectors of the linearized system z = Az, which
jointly determine both the speed of convergence to steady state and the spatial pattern
of adjustment along the transition path.

Eigendecomposition. The matrix A has n; = 281 stable eigenvalues {Aj}7;1 (with
Re(Aj) < 0), matching the 281 state variables, as required by the Blanchard-Kahn
condition. Let {pj}]’-l;‘l denote the associated full right eigenvectors of A, so that Ap; =
Ajpjwith p; € IR%63. Partition each eigenvector into its state and costate blocks,

u.

pi=|", uweR®, v ecR®
U.
]

The spatial pattern of joint capital-labor adjustment is encoded in the state block u;,
whose entries correspond to KE, Klf, and id across departments.

Eigenshocks and loadings. Following Kleinman et al. (2023), we define an eigenshock as
a perturbation to fundamentals whose impact on the state variables is proportional to a
state-block eigenvector u;. The eigenshocks form a basis for the state space. The reform’s
impact on initial state conditions, x(0) = In Xjuitja1 — In Xgna1, can be decomposed as a
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linear combination of eigenshocks:
s
x(0) =Y cjuj, (B.26)
j=1

where the coefficient ¢; is the loading—the weight that the reform places on eigenshock
j. Since each eigencomponent evolves independently, the transition path of the state
variables is

UD
x(t) =Y cjeluj. (B.27)
=1

and the corresponding full state-costate pathis z(t) = 2711 c]-e)‘f ! p;- This is the continuous-
time analog of Proposition 4 in Kleinman et al. (2023). The loading |c;| measures how
strongly the reform excites eigenshock j, and each component decays exponentially at a
rate determined by its eigenvalue. The half-life of eigencomponent j is

A In2

Incidence on state variables. As emphasized by Kleinman et al. (2023), the speed of
convergence depends not only on the structural parameters of the model but also on
the incidence of each eigenshock on the capital and labor state variables in each location.
Each eigenvector u; has entries for all three state variables across all 94 departments. We
define the capital composition of eigenvector j as the share of its squared norm in the

real estate block, ||u]K

! 1%/ ( ||u]1.<E 1% + ||u;<R |?), which ranges from 0 (pure equipment) to
1 (pure real estate). Similarly, the labor content ||u]L 12/ ||u;||* measures the fraction of

the eigenvector’s energy in the employment block.

Three timescales of adjustment. Figure B.27 plots the loading |c;| against the half-life
for each eigenshock, with continuous color indicating capital composition and marker
size indicating labor content. In the estimated-¢ linearization used for the reported
dynamic diagnostics, the heavily loaded modes fall into three distinct timescales.

The first cluster is a fast equipment block. Its dominant eigenshocks are nearly spa-
tially uniform, capturing broad-based capital deepening rather than spatial reallocation.
The reform loads heavily on this block, which is why aggregate equipment adjustment
is relatively rapid.

The second cluster is an intermediate real-estate block. These modes fall primarily
on the real-estate capital block, with little labor content. They are slower because real

99



estate depreciates more slowly and faces larger adjustment costs than equipment.

The third cluster is a slow mixed block. These eigenshocks have substantial incidence
on all three state variables—equipment, real estate, and labor move together—and
they are spatially heterogeneous, with some locations gaining and others losing. These
coupled capital-labor-reallocation modes govern the long-run spatial adjustment, which
is why the full redistribution of activity across departments takes much longer than the
aggregate capital response.

Level versus spatial adjustment. The contrast between the spatially uniform fast
modes and the spatially heterogeneous slow modes has a simple mathematical explana-
tion. Capital dynamics are primarily local: each department’s equipment adjustment
is governed by its own depreciation rate 6%, adjustment cost parameter &£, and rental
rate. Cross-departmental spillovers—through trade prices and migration flows—enter
only as second-order corrections. When every department faces the same structural
parameters and the same direction of shock (lower taxes — more capital), they can all
adjust in parallel, each at its local rate, without requiring any coordination across space.
In the language of the spectral decomposition, this local, independent adjustment is
captured by the spatially uniform eigenvector, whose eigenvalue reflects the Hayashi
investment dynamics (6%, &F, p) and is therefore fast.

The spatial component of the reform—the fact that some departments need more
capital than others—requires a fundamentally different type of adjustment. Differential
capital accumulation changes relative goods prices across locations (through the trade
network), which changes relative wages, which changes migration incentives. These
cross-departmental channels are slower, and they couple the capital and labor state
variables across space. When the spatial pattern requires capital and labor to move in
the same direction—as in the slow modes of the third cluster—the mutual dependence
between the two factors further delays convergence.

To see the quantitative importance of this decomposition, write the initial equipment
gap as K (0) = z-1+ Z, where Z is the cross-departmental mean and Z is the spatial
deviation. In our reform, the level component accounts for 94.1% of the norm:

1Z-1]
——— =0.94.
E
XK= (0) ]|
The reform is overwhelmingly a level shock to equipment capital, which is why it
projects strongly onto the fast, spatially uniform eigenvector.
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Capital-labor complementarity. Perhaps the most striking feature of the spectrum
is the near-absence of pure labor content. Employment adjustment appears mainly
through mixed capital-labor modes rather than through labor-dominated eigenshocks.
This is the mechanism formalized by Kleinman et al. (2023) (Propositions 4-5): the
speed of convergence depends on the incidence of the shock on both capital and labor in
each location. In the fast modes, capital and labor gaps are negatively correlated across
departments, so the two factors help correct each other’s imbalances and convergence
is rapid. In the slow modes of the third cluster, the gaps are positively correlated: a
department that has too much capital relative to the new steady state also has too many
workers. The high capital stock keeps wages elevated, delaying out-migration, while the
abundant workforce keeps the return to investment high, delaying disinvestment. Each
factor’s presence sustains the other’s departure from steady state. This capital-labor
complementarity, rather than high moving costs per se, explains the 150-year median
employment half-life.
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Figure B.27: Eigenshock decomposition of the reform
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Note: Each point represents one stable eigenshock of the 563-dimensional
linearized system, computed with the estimated adjustment-cost param-
eters. The horizontal axis shows the half-life tgj/)z = In2/[Re(A})| and
the vertical axis shows the loading |c;|, which measures how strongly
the reform excites eigenshock j. Color indicates the capital composition
of the state-block eigenvector: the share of the squared norm in the real
estate block relative to total capital, ranging from KE (blue) to KR (green).
Marker size is proportional to labor content (the share of the squared norm
in the employment block). The spectrum features a fast equipment cluster,
an intermediate real-estate cluster, and a slow mixed capital-labor cluster.
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