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Tax Cut and Structural Transformation
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Abstract: We study the macroeconomic effects of tax cut through the lens of structural transforma-
tion, which are different from Keynesian economics or supply school theory. We propose that when the e-
lasticity of substitution between capital and labor within the sector is high or the elasticity of substitution
between sectoral output is low, tax cut may simultaneously increase capital intensity of manufacturing and
the share of services by inducing substitutions between factors within the sector or between sectoral output
on the supply-side. When the structure of household expenditure is different from the government, tax cut
may promote structural transformation by changing the consumption composition on the demand-side.
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