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0 Summary

• Context Dual PIT (Personal IncomeTax) + LoweredCIT (Corporate Income
Tax) rates  Eroded progressivity.

• Background Incentives for entrepreneurs to become incorporated Com-
bined CIT & PIT (on corporation’s profits and on dividends and convenient
salaries) lower than PIT (on self-employment income).

• Empirical question  Behavioural responses of taxpayers to these incen-
tives? Implications for efficiency andprogressivity of the income tax scheme?
Aggregate effects on tax revenue and inequality (concentration at the very-
top)?

• Data Very detailed administrativemicro-data fromSpainon income, wealth
and many other socioeconomic characteristics.

• Method difference-in-difference exploitingmanyquasi-experimental sources
of over-time and cross-regional variation.

• Preliminary results 5% of total taxpayers react to these incentives Re-
sponses to taxation (measured as ETI) not completely “real”, but include
other dominant behavioral responses as income shifting.
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1 Motivation

Context

• Income inequality can harm societiesa  Progressive redistribution.

• Economic efficiency might suffer from increasing tax progressivity.

• Effectiveness of taxation in reducing inequalities (i) degree of progressivity and (ii)
taxpayers’ behavior.

• Dual PIT (Personal Income Tax) + lowered CIT (Corporate Income Tax) rates  eroded
progressivity.

• Incentives for entrepreneurs to become incorporated income shifting (i) between
PIT bases and (ii) between PIT and CIT .

aSee Alesina and Perotti (1996), Stiglitz (2012), and Pástor and Veronesi (2021).
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1 Motivation

Background

• Entrepreneurs facing PIT rate increase might behave differently.
1. Output reduction “real” response downwards in incomedistribution mov-

ing to a corresponding lower average tax rate but same net resources remaining
after tax bill drop in economic efficiency.

2. Transferring personal income into a corporation income shifting same out-
put (real income constant) sheltering income from taxation.

Income Shifting Mechanism - Entrepreneurs

• PIT as self-employed  transfer business income into corporation  CIT on corpo-
rate profits transfer corporate after-tax income into personal income as dividends
(financial capital income) and convenient salaries (labor income).

• Given dual PIT dividends enter PIT in savings/special tax base (lower and less pro-
gressive PIT schedule than labor/general tax base) combined CIT and PIT burden
can be lower than declaring all income as self-employment labor income.
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1 Motivation

Contribution

• Literature on income shifting (1) choice of organizational forma , (2) choice to remu-
nerate business ownersb , (3) moving income between spouses within marriagec , (4)
timing to realize dividend payments or capital gainsd.

• Literature on elasticity of taxable income (ETI) , which is not only capturing “real” eco-
nomic behaviore  Update estimates of Almunia and Lopez-Rodriguez (2019) and
depict ETI part driven by income shifting in Spain.

• Crucial results for debate on optimal marginal tax rates  estimated effects of in-
come shifting on relocation, welfare, economic activity, redistribution, tax revenue,
inequality and loss of tax progressivity.

aSee Gordon and MacKie-Mason (1994), Gordon and Slemrod (1998), and Thoresen and Alstadsæter (2010). In Spain, Domínguez Barrero
and Laborda (1999), Domínguez Barrero et al. (2003), Domínguez Barrero and Laborda (1999), Laborda et al. (2014), and López-Laborda
et al. (2018).
bSee Alstadsæter and Jacob (2016), and Harju and Matikka (2016).
cSee Stephens and Ward-Batts (2004).
dSee Alstadsæter and Jacob (2016), Chetty and Saez (2005), Kari et al. (2008), le Maire and Schjerning (2013), Auerbach et al. (1998),
Jacob (2016), and Jacob (2018).
eSee Pirttilä and Selin (2011), Slemrod (2001), Gruber and Saez (2002), Chetty (2009), Saez et al. (2012), Harju and Matikka (2016), and
Bergolo et al. (2022).
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2 Data

Spain as a case study

• Spanish public finance system follows outlined global trends in PIT and CIT Also
many changes over time in PIT and CIT schedules.

• Tax decentralization Many different regional PIT and wealth tax schemes.

• Many legal/statutory changes different from changes in tax schemes.

• New very rich administrative tax microdataset on income and wealth, with very gran-
ular data on self-employment activities.

• Findings can be extrapolated to other advanced economies.
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2 Data

Panel de hogares 2016-2020, Insituto de Estudios Fiscales (IEF) (2022)

• 15 of 17 Spanish autonomous communities (+ Ceuta & Melilla).a

• From 1998 to 2020.

• 5% longitudinal sample of the whole census provided by AEAT & INE with administra-
tive information at the individual level (not only PIT filers, but whole population) onb:

• PIT returns + Administrative forms for PIT withholdings for each contractual or
payment relationship + Special PIT returns for non-resident taxpayers

• Wealth tax returns and every wealth registry at the tax agency

• Very granular data on different types of owned wealth and business activities

• Spouse matching and household composition (only as of 2016)

• Other socio-economic characteristics

aOnly data for regions in the Common Fiscal Regime. Regional governments of Basque Country and Navarre do not disclose data.
bA detailed description of the already published and open-access dataset is provided in Pérez López et al. (2022).
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3 Identification

Difference-in-difference  treatment being the individual specific threshold at
which entrepreneur is indifferent between:

1. Declaring all business income as self-employed in labor PIT base.

2. Incorporating + CIT on profits + dividends (special PIT schedule) and conve-
nient salaries (labor PIT base) from corporation to owner.1
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1Changes in wealth tax and inheritance tax exemptions for business-related assets and shares of family corporations are considered when
computing the threshold. Changes in legal requirements allowing (or not allowing) certain business activities to become incorporated or
invigilating connected transactions (payments from the corporation to their owners/managers) are also taken into account. Changes
in the social security regime of corporations’ owners/managers are also observed. It is also considered that creating a company has
certain expenses (which might vary between regions and municipalities) and requires at the same time greater documentary and formal
obligations than self-employment. It also takes into account whether or not the company provides greater legal coverage, mainly for the
person’s private assets. The threshold provided can also considerably vary depending on the personal characteristics of each individual
or company.
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3 Identification

Sources of variation

1. Different PIT schemes across regions (also changing over time)  Changing both
taxable income brackets and marginal tax rates in both bases of the PIT scheme (la-
bor/general and savings/special).

2. Different wealth tax and inheritance tax exemptions across regions (also changing
over time) for business-related assets and shares of corporations in which taxpayer
has effective control and/or which are taxpayer’s principal income source.

3. CIT scheme changing over time Changing both tax rate and deductions.

4. Legal reforms over time in PIT law on connected transactions (when individual pays
herself from her own corporation) Not all business activities can be constituted as a
corporation where owner is paid in dividends, but in certain activities owner is obliged
to declare 75% of corporation’s profits as self-employment income.

5. Other legal changes affecting the decision of incorporating Changes in social se-
curity regime of corporations’ owners/managers and varying (across regions and mu-
nicipalities) expenses of creating a corporation (greater documentary and formal obli-
gations than self-employment).
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3 Identification

Controls

• Business activity(ies) (NACE code up to 4-digit).

• Detail of the self-employment business activity(ies).

• Personal wealth structure.

• Household composition: Spouse and other household members.

• Joint/single PIT filing.

• Country of birth and nationality in the tax year.

• Non-PIT-filers.

• Migration out of the panel or across regions.
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3 Identification

What can we do?

• Estimate intensive and extensive margin in the income shifting behaviour.

• Explore asymmetries in the behaviour as there were tax changes with different signs.

• Quantify the role of each tax change (PIT, CIT, wealth tax or inheritance tax).

• Explore differences in behavior between changes in tax schedules/schemes vs.
changes in legal requirements.

• Estimate part of taxpayers’ response to tax changes (ETI) attributed to (1) “real”
economic-activity responses and to (2) income shifting.

• Estimate tax revenue loss Counterfactual analysis.

• Quantify tax progressivity loss and effects on income (and wealth) inequality (effect
concentrated at the very top).
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3 Identification

 Incorporated taxpayers face a considerable lower PIT average effective tax
rate than those who are not incorporated.

Figure: Average effective PIT rate by multiples of average total adjusted gross PIT income
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 As many as 5% of total taxpayers seem to react to these tax incentives.
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