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Trump rides the Laffer curve
Why president is right on corporate tax*

Brian Reading?

The US economist Arthur Laffer was an early exponent of supply-side
economics at a time when most others were discarding John Maynard Keynes for
Milton Friedman. In 1974 his ‘Laffer curve’, an illustration of the theory on optimum
tax rates, became popular with US policy-makers. Laffer later served on President
Ronald Reagan’s economic policy advisory board. The history of Reagan’s
supply-side experiment provides precedent for the incumbent president’s proposed
economic policy — Trumponomics.

The Laffer curve is simple. As tax rates rise from zero, tax revenue increases.
There comes a point when revenue is maximised but, according to Laffer, if tax rates
continue to rise, revenue starts to fall because people are deterred from working by
the high taxes. Both zero and 100% tax rates collect zero revenue. A single
most-efficient tax rate produces the maximum revenue.

Punitive US corporate tax rates collect relatively little revenue. According to the
University of Oxford’s Said Business School, in 2015 the US had the highest
statutory corporate tax rate (40.5%) of the G20 member countries. After Ireland, the
UK (20%) had the second lowest. Yet among members of the Organisation for
Economic Co-operation and Development, the US comes close to the bottom of the
revenue table. If Donald Trump lowers the high rates, this is likely to boost tax
revenue.

Global tax competition is of equal importance. US multinationals reduce their

domestic tax bills by locating in tax havens, outsourcing, investing in offshore

! Brian Reading was an Economic Adviser to Prime Minister Edward Heath and is a Member of the OMFIF
Advisory Board.

% Brian Reading was an Economic Adviser to Prime Minister Edward Heath and is a Member of the OMFIF
Advisory Board.
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activities and retaining profits abroad to avoid tax on repatriated earnings. This

directly reduces US tax revenue and indirectly impacts the tax base by lowering
domestic investment, growth and productivity.

Several G20 nations, including the UK, Indonesia, Italy, India, Japan and France,
intend to cut corporate tax rates before the end of the decade. America has hitherto
stood aside. Trump plans to retaliate.

On trade, Trump’s border adjustment tax proposal can be seen as a reprisal. It
exposes a defect in World Trade Organisation rules. Direct subsidies to exporters and
taxes on imports are banned. But indirect taxation, such as value added and sales taxes,
have the same effect and are allowed.

In these cases, the US is the losing party. Corporate tax competition distorts tax
systems. While government deficits support demand, too much leaks into corporate
savings, causing cash to be hoarded. Companies won’t invest in the light of anaemic
demand, and the failure to invest causes demand deficiency. Instead, companies buy
back shares and exploit record low interest rates to leverage balance sheets.

In 1981 Congress slashed personal taxes through Reagan’s Economic Recovery
Tax Act. The fiscal stimulus was offset by monetary stringency. Paul Volcker, then
chair of the US Federal Reserve, raised interest rates to record levels. The dollar
soared and much of the stimulus and tax revenue leaked abroad through a record
current account deficit. Reagan did the rest of the world a favour. If Laffer is right,
Trump’s corporate tax cuts can do the opposite. The dollar may again soar as it did in

the 1980s — this would only encourage further US trade protectionism.

RUC | 53



j ,E [D\
Research Information

X ERER Fx E ARl A F R iR

FEE

L4, BEA (MNES) — Elid x4 B85 (OFDD) TR BEAF)
BB, IXORORHR E 1 AV AE = R S R . SR, OFDI s m 5k 1 #hs
2 R, RAAMHEE N R ThE, B2y OFDI [ N —Le 2 7% 3l
B E AN R AR, — S N R T R E 5530 ) B . LIRS AR
WNATHTAEME, T — L F 38 T 4R 20 A OFDI AN H R [ Aol 2 1| (1 9% 2R o it
T, XA RS A oW G, I H LT OFDI X mibk 20 i 1 2 ] A
PSRBT AR Y. TEHE S RIEE, OFDI X wi ks B v T [J A% #2678 (il
R R T 3R AL tH O & TR RBR TR A 57 3l AR K (1K
i BRI BURMIRSL CRIHER D .

ARFTE KD, OFDI X [ Pyl A7 P 7 T AH S RIS s AN (scale effect)
MEAAS (substitution effect) o MBSV RERG INTTIAHEN OK-FEER B,
horizontal FDI) JF4 5 & [ 8] Bt J5 A0 B 2% (FEE E 85T, vertical FDD , M
AR E Py L. 10 i TR, OFDI -t m] S [ py stk = 2B WA s, X 2
PRy, P — 570 B R T i [ 2w BF A w) 10 53 T [ 415780 3 # 4K OFDI %
[ P M S S AR B AT, BT OFDI 2 /K P RYGE 2 | B AL, 6 5 4%
AESHItE Y SRS

AT — AR sE OFDI X sl M 52 ) S ZE PR 3R, RIRE A% 30 [ A0 A B 8 2 7 i B
BRI E B 95 8 IR KT (BB BRNZRAY) o B EARRE, A5 R PR B
BB E AN, ST BAT S5 55 3 0 75 R R I i, n SRS [ Aok —
WA AERAR S TN EM A BOE 2 B Ah, B A TAERAR S TR TR
Rl 2 A B T B A =B B AR BB ALY, T80 BOAR 55 5)) 7 K 75 KoK 1
.

ERE: ZERPR, BRS: MAIE. ZESCESCHIER T KIEP Opinions (March 2017).
? Whang Un Jung, &5 [E [E PR3 EGEDET R (KIEP) X852 5 P NATT T 5t

IMI | 54



BN
2017 £ % 15 #9.8. % 207 4
BEAh, S —Apkesg OFDI ST Py st b s el 1) 8 B2 R 322 55 LMook, B
RO, 34T FDI A FATAE M T R L, DARGRRRE S 55 1A
SER. HERR A AN RIA, BIFEREH FDI BoE i, 85 Al e EEE
Y5730 70 3 AR ME S, BRI B R & SE RS I 55 Lo (RItk, R B SR IR
T, ARATEA TR A L. fEXFRET T, OFDI XA R ¥ 52 m vl e
WkT FDI SRIEHE 5730 i RyE . Fsk b, w353 hig A5 ™ ER
Mo RBAEGHPEIE, RS EHN M EZPHEKPAELL, 8 EH 5 E ™
(IR AR B o X AR T o DA TR 7 R AT e 5 OFDI B AH K.
il —I0 KIEP BB A 7ok B ERE 83 M7k, 07 2 15 fFR%RE, #
OFDI X [H Py sk (52 i [RL 35 7 iy =25, BV OFDI 287, 35 T4 e /KT LA Rk
MR A E BRI, EAR OFDI Xt 4E 155 1 (Rl AT (2 #EVE
HHAFE E K57 TR A, xeest BakiF R, 2/07EwE, 5 FDI
IRGSANBART, SREC FDI i E A s i e) T AN L. i TEE 573
BN, Xeegt RRAIRAE, HAYEY. 5T OFDI X% THK
TR (RIS 2 B ST THCIAST TRl tb D, &%T-5RAY FDI R
SRR ARSI A AR ST LREK, M AR AR R SIS A (IR RE AR & AD
5 OFDI SYMIAI R . 145 REH, X THEEMET KA FDIMAFE, AHEEd
AIREE 2R A S o A 7 8, SN v o A SR KT B Y 57 1, T AR5
BAR LT A UESE REIE B OFDI X H44 [E] py ik iy smi, o Hox T 57 T
U2, {H OFDI sl A A 5 M2 e, i I T FDI AL, 57 THARK
S RPOARI o B, 5 ] [ i b 5 R F 1) OFDI——Ti3% 5 3R 2 FDI ot
I A A SR, T A SR A SRR DL, RCR SER AR 17 & 55Kk 7L FDI
O LA (R BEAE o IX e E5 UL , B4 Ar OFDI [A) H B [ [H ol iR 6 &
WA FEE1) OFDI S 3 b 5 1 (14 57 o 14
H 1 SR 5 45 S AR AR HOAT VB SR U A (45 5 [ b, 50 0,95 A A ¢
Al i T Aol 1) 23, A ) T P BB RE R S R I e A RN B T ) X e
gE 5L I i f& OFDI TEAT MV Z T IR G e, U RE A TR A T MR B2 1
N RO . BT L2 A AR, A R 2 R8O B R g A ok

RUC | 55



Research Inform: i{'l‘W

IIHTBER IR, $RHEH < OFDI AImk 2 [H] 5 & B R Al g e S A5 R

The Heterogeneous Effects of Outward FDI
on Domestic Employment

WHANG Un Jung’

Over the past few decades, for multi-national enterprises (MNES), the strategy of
using outward foreign direct investment (OFDI) for seeking better business
opportunities has played an important role in increasing their production efficiency
and overseas sales. Nevertheless, an in-crease in OFDI has raised widespread public
concerns about the possibility of domestic job losses because OFDI could transfer
certain domes-tic production activities to foreign affiliates, so that some domestic
workers are replaced with foreign labor. With rising concerns over job displacement,
a number of researchers have examined a relationship between OFDI and
employment of a source country. Unfortunately, these studies have produced mixed
results and there still remain many controversies and unanswered questions regarding
the employment effect of OFDI. It turns out that the employment effect of OFDI in a
source country depends on the type of overseas investment (for example,
efficiency-seeking, market-seeking, export-platform-seeking, technology-seeking),
workers' skill level (low-, medium- or high-skilled) and employment status
(permanent or temporary).

As is well known, OFDI has two opposite effects on domestic employment: scale
effect versus substitution effect. Scale effect is associated with an increase in
domestic employment as a result of improving market access (horizontal FDI) and

efficient resource allocation (vertical FDI) across multiple nations. OFDI can have a

! WHANG Un Jung, Ph.D., Research Fellow, Regional Trade Agreement Team, Korea Institute for International
Economic Policy (KIEP)
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negative effect on domestic employment, through substitution effect, since some

domestic workers previously employed by the MNESs' parent firms are replaced by
foreign labor. The overall effect of OFDI on domestic employment is ambiguous and
varies depending on whether the OFDI is horizontal or vertical, which is closely
linked to the types of overseas investment.

Another important factor that determines the employment effect of OFDI is
workers' skill level (or occupation) in that particular stages or tasks of production are
outsourced abroad. To be more specific, the demand for domestic labor forces, who
were previously employed in a certain task of production stages that is being moved
overseas, will decrease. The domestic demand for unskilled labor, for instance, might
decrease when MNEs relocate a certain stage of production abroad that is using
unskilled labor more intensively. Meanwhile, the relative demand for skilled labor
will increase if the remaining stages of production, which stay at home, are relatively
skill intensive.

Another important factor in determining the effect of OFDI on domestic
employment is the status of workers, that is, whether they are permanent or temporary.
Firms initiating FDI may prefer to use temporary workers so as to avoid uncertainty
about the success of overseas investment. Another reason why firms investing abroad
prefer temporary workers to permanent workers is that multi-national firms cannot
find workers with proper qualifications in a frictional labor market immediately after
the FDI decision was made. Thus, they may prefer to employ temporary workers until
they can find the qualified permanent workers. In this context, the impact of OFDI on
temporary employment may depend on the flexibility of the labor market in the
countries in which the FDI takes place. In fact, Korea is a country with serious
rigidity in its labor market. According to OECD statistics, Korea has more stringent
employment protection than the OCED average. This explains why Korea has
relatively high demand for temporary workers, which may be closely associated with

OFDL.
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A recent study from KIEP used the data on 83 manufacturing industries in Korea,

for the period of 2007-2015, to decompose the impacts of OFDI on overall domestic
employment into the forms of OFDI, workers' skill level and employment status. The
main finding was that OFDI has no effect on the overall employment of permanent
workers, while it is positively associated with the overall employment of temporary
workers. These results possibly indicate that the MNEs initiating FDI, at least in
Korea, prefer employing temporary workers rather than permanent workers when the
success of their FDI is not clearly visible. Given the high degree of labor market
rigidity in Korea, these results seem legitimate and self-explaining. When looking into
the effect of OFDI on the relative demand for temporary workers (that is, the
employment ratio of temporary-to-permanent workers within each skill group),
efficient-seeking FDI only leads to an increase in the relative demand for temporary
workers in the medium skilled group, while the relative demand for temporary
workers in other skilled groups (low- and high-skilled) does not appear to be affected
by OFDI. This result implies that, rather than hiring permanent workers,
efficiency-seeking FDI firms, that is, those that aim to achieve higher productivity
efficiency through lower factor costs, prefer to use temporary medium-skilled
workers.

Although there is little evidence that OFDI has an impact on overall domestic
employment, especially for permanent workers, there does exist heterogeneous effects
of OFDI on employment depending on the types of FDI, workers' skill level and
employment status. For in-stance, market-seeking FDI, which is the most common
form of the outward FDI initiated by Korean MNEs, has no impact on domestic
employment, and both efficiency-seeking and ex-port-platform-seeking types of
OFDI are positively associated with employment regardless of employment status.
These results suggest that one needs to take into account all the heterogeneous effects
of OFDI on employment so as to capture a link between OFDI and domestic
employment in a source country.

Since these results were based on the analysis using industry-level data that
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includes other related firms as well as multi-national firms, such as subcontracting

firms to MNEs or domes-tic suppliers, one should be cautious in interpreting the
results; they reflect the overall effect of OFDI on the industry-level employment, thus
going beyond the changes in employment within firms that invest abroad. Despite
these advantages of industry-level data, the analysis using firm-level data may be
useful in deriving policy implications in that it can provide meaningful information
about the fundamental causes and backgrounds of a link between OFDI and

employment.
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