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Abstract 
The law on new enterprises income tax was executed on January 1, 2008. Income tax 
rate for both domestic and foreign enterprises is 25% in China. This paper establishes 
a Computable General Equilibrium model to investigate the influence of the new 
company unified tax rate on foreign enterprises. This paper uses the 2007 national 
statistical data to calibrate parameters and obtains two equilibriums: benchmark 
equilibrium and 25% unified tax rate equilibrium. In addition, the influence on for-
eign enterprises is investigated through comparing the two equilibriums. This paper 
researches the relationship between unified tax rate and foreign direct investments. 
Finally, this paper does the sensitivity analysis of the foreign direct investments for 
the actual foreign enterprise income tax rate and discount coefficients of state-owned 
enterprises’ return on capital. 
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1. Introduction 

Since January 1, 2008, the “Enterprise Income Tax Law of People’s Republic of China 
(draft)” has been implemented in China. As a result, the income tax rates for domestic 
and foreign invested enterprises were unified at the rate of 25%. Before that, in order to 
attract more FDI, China had adopted tax law on foreign invested enterprises. Foreign 
Investment Enterprises enjoyed a relatively low tax rate. According to the data, the ac-
tual tax burden for the domestic funded enterprises is two times of that for foreign in-
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vested enterprises. In particular, domestic enterprises income tax rate is about 22% - 
30%, while foreign enterprise income tax rate is about 11% - 15%. It caused the domes-
tic enterprises to be in a disadvantaged competitive position. As China is in the post- 
industrial era, the focus of the future economic development in our country becomes 
the industrial structure adjustment. We need to transfer from extensive development to 
intensive development and reduce foreign capital enterprises which are high polluting 
low energy efficient and low value added. After the new corporate income tax policy 
was implemented, foreign corporate tax rate has increased significantly, and has great-
est impact, so this paper is meaningful in exploring the impact of the new corporate 
income tax to Foreign Investment Enterprises on FDI, output, employment, etc. 

Wang [1] analyzed the dual tax regime for corporate income tax by examining the 
differences between two corporate income tax rates, and confirmed that tax burden of 
domestic funded companies is higher than that of the foreign invested enterprises. 
Chen [2]-[5] found that the difference between tax burdens of foreign and domestic 
funded companies was due to both the different requirements for tax deductibles and 
the different tax rates. His empirical results also show that the tax burden of domestic 
funded businesses is double heavier than that of foreign invested enterprises. Whalley 
and Wang [6] identified the effect of behaviors of the state-owned enterprises under a 
unified enterprise tax structure on the social welfare. In a worker control model, they 
argued that a higher tax rate on state-owned enterprises was called for on efficiency 
grounds as taxes on state-owned enterprises reduced shirking by the workers (resulting 
in lower productivity) and a reduced state-owned enterprise tax rate under a unified tax 
would relax the discipline on state-owned enterprises resulting in losses. Their results 
indicate a 0.26% loss in GDP welfare and a larger loss relative to an optimal tax scheme. 
Alternatively, in a managerial control model, they found a 0.19% welfare loss from a 
unified tax, and larger losses relative to initial higher state-owned enterprise tax rates. 
Der Hoek, Peter, Kong and Li [7] firstly discussed the dual company tax system and 
emphasized its influence on the foreign capital enterprise, and then also discussed the 
effect of a unified income tax. In that context, the unification of the income tax rate is 
an essential reform. The new corporate income tax policy will not adversely affect the 
robust trend of growing foreign investment in China. Furthermore, the new corporate 
income tax may positively affect the growth rate of the Chinese economy, because the 
future inflows of foreign capital may be redirected to the most innovative sectors which 
will allow foreign companies to become the most innovative sectors. Finally, the phe-
nomenon of the “fake foreign capital” could gradually diminish, thus improving the ef-
ficiency of China’s economy. Ji, Ye and Zhang [8] also built a CGE model to analyze the 
local and global optimal enterprise tax rate. The results showed that the optimal unified 
enterprise tax rate for manufacturing industries is 21.82% if tax revenue was given and 
the globally optimal enterprise tax rates were 33.11%, 18.17%, and 18.06% for state- 
owned enterprises (SOEs), foreign invested enterprises (FIEs) and other private enter-
prises (OPEs). 

In summary, previous studies of the new enterprise income tax reform focused on 
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China’s overall economy, especially the state-owned enterprises among the domestic 
funded companies. They explored the impact of the new CIT on the social welfare, em-
ployment and taxation. They also discuss the local optimum and global optimum in-
come tax. While the new enterprise income tax reform affected the foreign sector 
mostly, which previous studies have no in-depth discussion. Therefore, this article ana-
lyzes that under the new corporate income tax reform, comparing with the benchmark 
equilibrium and the 25% unified income tax equilibrium in output, capital investment, 
wage levels and return on capital foreign sector. In particular, we discussed the impact 
of new CIT on the FDI. 

Based on computable general equilibrium model (CGE) model, this paper establishes 
a general equilibrium model containing production and consumption. According to the 
actual data of economic operation in 2007, we conduct parameter calibration on the 
model production function (scale parameters φ  and share parameters α ) and the 
utility function (share parameters δ ). Then we get two equilibriums: benchmark equi-
librium and 25% unified tax rate equilibrium. By comparing the two equilibriums, we 
examine the influence of implementation of new corporation income tax rate on the 
foreign-funded enterprises sector’s output, capital investment, rate of return on capital, 
employment, labor wages, etc. Then we examine the relationship between the unified 
tax rate and the foreign direct investment. We conclude that if we set the unified tax 
rate at 25%, there is little impact on foreign direct investment (FDI), prevent the 
economy from suffering serious impact. Finally, we conduct sensitivity analysis of the 
actual income tax rate of foreign companies and the government departments’ conver-
sion coefficient of return on the capital of state-owned enterprises. We find that when 
the actual income tax rate of the foreign capital enterprise department is higher than 8% 
and when the government departments’ conversion coefficient of state-owned enter-
prises is greater than 0.2, unified tax rate 25% will reduce the foreign direct investment. 
Both of these approaches can achieve the goal of eliminating inefficient foreign-    
invested enterprises. 

2. Model Specification 

In this paper, we build economic model that contains two parts: production and con-
sumption. According to the ownership, we divide the production section into 4 de-
partments: Agricultural (Referred to as “Agriculture”), state-owned Enterprises, (Re-
ferred to as “SOEs”), Foreign Investment Enterprises (Referred to as “FIEs”) and Other 
Private Enterprises (Referred to as “OPEs”). By the corresponding they refer to 

0,1, 2,3j = . Assuming that the four kinds of merchandises in the production depart-
ments are different from each other, the economy there are four kinds of alternative 
goods. The model built in this paper considers not only the country’s economy, but also 
the foreign trade situation of open economy, so we introduce the price distortion fac-
tors like import tariffs and export subsidies, and therefore making the prices have two 
kinds of goods: one is the world prices without tariffs or subsidies, which is represented 
as 0

jP ; the other is the domestic consumer prices, which is represented as jP . The re-
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lationship between domestic prices and world prices can be expressed as:  

( ) 01 , 0,1, 2,3.j j jP P jτ= + =                      (1) 

In the Formula (1), jτ  is the jth commodity’s import tariffs or export subsidies tax 
rates. We assume that a country only imposes import duties, but no export tariffs, but 
implements export tax refund for exports or subsidies. In terms of the real trade situa-
tion, our country is a net importer of agricultural products and a net exporter in man-
ufactured goods (products). So for agricultural department, 0 0τ >  is agricultural 
products’ rate of import tariff. For the other three manufacturing sectors, 1, 2,3, 0jj τ= <  
is the export tax rebates or tax subsidies of manufacturing products. 

Hypothesis: the 4 production departments only consume two inputs, which are labor 
(L) and capital (K). Their output can be made by Cobb-Douglas Production function: 

1 , 0,1, 2,3.j j
j j j jY L K jα αφ −= =                      (2) 

In the Formula (2), jφ  and jα  are the jth department’s production function’s 
compensation factor and factors inputs’ weight factor. In the Formula (2), judging each 
element of the input weights, we know that the four the production departments have a 
constant size of return in output. In view of the four production departments’ actual 
situation in the our country, we assume that in the production departments for 
non-state enterprises ,which are 0, 2,3j = , the products are in a completely competi-
tive market; while in the production departments for state-owned enterprises, which is 

1j = , the products are in an uncompetitive market. 
First of all, we analyze the manufacturers output decision. Among the three non- 

state enterprises’ production department, 0, 2,3j = . Manufacturers determine the re-
turns of inputs according by the marginal value of products ( )MPV , which is: 

1 1j jj j j
j j j j j j j j

j j

Y P Y
P P L K

L L
α αω α φ α− −∂

= = =
∂

             (3) 

( ) ( )1 1 .j jj j j
j j j j j j j j

j j

Y P Y
r P P L K

K K
α αα φ α−∂

= = − = −
∂

        (4) 

In the Formula (3), the jω  is the jth department’s unit labor returns or wage rates; in 
the Formula (4), the jr  is the jth department’s unit capital returns. When considering 
the country’s economic model, all the manufacturers in the production departments 
will be satisfied with the zero profit condition. That means each department’s allocation 
of factors in the added value of the manufacturer’s production should be equal to the 
income, which is j j j j j jP Y L r Kω= + . 

If the government imposes taxation on capital income rather than labor income, the 
unit of capital remuneration or the price needs to be adjusted. When there is corporate 
income tax, the (3) and (4) which decide the factors’ return can still hold. However, in 
this now situation, the jr  in (4) is not the net rate return of capital, but the gross-of- 
tax which contains the corporate income tax jt . If we set the production department 
j’s net rate return of capital as jr′ , then the relationship between the gross-of-tax and 
net rate return of capital is ( )1j j jr r t′= + .  
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The production’s zero profit conditions of each department is: 

( )1 .j j j j j j j j j j jP Y L r K L r t Kω ω ′= + = + +                 (5) 

In the above context, we inspect the non state-owned sector production’s decision 
problem. For the state-owned enterprise’s production department, we assume that its 
market is not a completely competitive market1. The paying prices of labor and capital 
elements and the quantities of demanded in state-owned enterprises are more complex. 
The labor price paid is not determined by the marginal product value of the elements. 
In the state-owned enterprises which is controlled by workers, any policy change and 
the reform of bottom line should not reduce the existing wages to the workers. Hereby, 
we make the department of the workers’ wages in the state-owned enterprise fixed as 

1ω . Because labor can flow freely among the non-state sectors, state-owned enterprises 
can determine the quantities of labor employed 1L  according to the fixed labor remu-
neration and the necessary return on capital. We set the capital can free flow in the 
state-owned enterprises, so the demand for capital can be determined by the principle 
of seller’s monopoly on the use of factors in production. Thus, the production’s zero 
profit conditions of state-owned enterprise is: 

( )1 1 1 1 1 1 1 1 1 1 11 .PY L r K L r t Kω ω ′= + = + +                   (6) 

In the Formula (6), the 1r′  is the net rate return of capital in that production de-
partment.  

Harberger [9] [10], in his Corporate income tax model, only considers two produc-
tion departments: one is a company which is required to pay corporate income tax, the 
other is a non company production department that don’t have to pay corporate in-
come tax . Corresponding to the four divisions in this paper’s economic model, we treat 
agricultural production department as the non company type, and set state-owned en-
terprises, foreign capital enterprise departments and other private enterprise depart-
ments as a company type. As to agricultural production department such as non com-
pany type, we set its corporate income tax 0t  as 0, and set the rest three departments’ 
corporate income taxes to be positive, which means ( )0 1, 2,3jt j> = . 

In this paper, our constructed model of economic equilibrium also consider the situ-
ation of open economy. If we set jZ  as the commodity sector of j’s net imports 
( 0jZ > ) or net exports ( 0jZ < ), then a country is like a typical consumer, its con-
sumer demand of commodity j can be expressed as j j jX Y Z= + . That means the 
consumer demand equals the sum of the output and net imports. 

Based on the above assumptions, a country only imposes tariffs on its net imports, 
and to our country’s analysis in foreign trade situation, only agricultural department 
exists net import ( 0j = ) among the four of the production departments, so the gov-
ernment’s tariff revenue comes from the imports of agricultural products, which is: 

 

 

1At present, China’s state-owned enterprises in economy are mainly exist in the telecommunications, bank-
ing, petrochemical, infrastructure, etc. And most of the state-owned enterprises still rely on national prefe-
rential policies and enjoy monopoly profits. Therefore, we can reasonably assume that state-owned enterpris-
es belong to a non perfect competitive market. 
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3
0 0

0 0 0
0

.j j j
j

V P Z P Zτ τ+ +

=

= =∑                        (7) 

Because the three industrial sectors are all net exports and government need to deal 
with exports’ tax refund for export goods, a country must pay the export tax rebate as: 

3 3
0 0

0 1
.j j j j j j

j j
S P Z P Zτ τ− −

= =

= =∑ ∑                        (8) 

In addition to import tariffs and export tax rebates, a country also imposes the en-
terprise income tax within its territory. Because Agricultural production department is 
the non company department, its corporate income tax is zero, so the country’s income 
tax revenues comes from the type of company’s production department. The quantita-
tive relation is expressed as: 

3 3

0 1
.j j j j j j

j j
R t r K t r K

= =

′ ′= =∑ ∑                         (9) 

In the Formula (9), jt  is the income tax rate of j department, jr′  is the net return 
on capital of j department. China is a country with a strong government, so the Chinese 
government plays an important role in the society in various fields. It needs strong fi-
nancial supports, so when a new Enterprise Income Tax is carried out, the new enter-
prise income tax will never lower than the original enterprise income tax. Hereby, we 
can reasonably assume that the enterprise income tax is fixed at R . 

In the open economy, a country’s trade balance often appears unbalanced situation. 
We set B as the trade balance, then these 4 commodity departments’ economic net 
trade balance can be expressed as: 

3
0

0
.j j

j
B P Z

=

= ∑                              (10) 

In the Formula (10), 0
j jP Z  is the net imports ( 0> ) of j department or the value of 

net exports ( 0< ) of j department. When 0B > , the country’s trade balance of pay-
ments appears deficit; when 0B < , the country’s trade balance of payments appears 
surplus. To the essence, the trade surplus means that a country is providing consumer 
loans to the other countries, and trade deficit is a country enjoying a consumer credit 
from other countries. 

If we regard a country as a typical consumer, and because the enterprise income tax 
revenue is just the income redistribution, which means it can offset within country, a 
country’s total income is only constructed by domestic output, import tariffs and ex-
port subsidies and net trade, namely: 

3

0
.j j

j
I P Y V S B

=

= + + +∑                          (11) 

As a typical consumer, its utility can be represented by linear homogeneous CD 
function: 

0 31 2
3 3

0 1 2 3
00

, 1.j
i j

jj
U X X X X Xδ δ δδ δ δ

==

= = =∑∏                   (12) 



Z. Q. Ye et al. 
 

1159 

As a result, that typical consumer’s utility maximization problem under a budget 
constraint jI  can expressed as follows: 

( ) 0 31 2
0 1 2 3 0 1 2 3

0 0 1 1 2 2 3 3

max , , ,
s.t. .

U X X X X X X X X
P X P X P X P X I

δ δδ δ=

+ + + =
                 (13) 

By computing the solutions of utility maximization, we can obtain the typical con-
sumer’s consumption demand for the goods: 

, 0,1, 2,3.j
j

j

I
X j

P
δ

= =                         (14) 

Finally, we give the general economic equilibrium conditions of the economic system. 
We assume that each factor stock is fully utilized, and there are no redundant elements. 
As a result, each factor market completely satisfies market clearing conditions. At this 
time, the economic equilibrium conditions are: 

[ ]

[ ]

[ ]

3

0

3

0

1

2

3 , 0,1, 2,3

j
j

j
j

j j j

L L

K K

X Y Z j

=

=

=

=

= + =

∑

∑  

We assume that the capital can flow freely among the non-state sectors, so when the 
economy reaches equilibrium, the other three non-state sectors’ capital return should 
be equal, which means 0 2 3r r r′ ′ ′= = . And we also assume that the capital can’t flow free-
ly in the state sectors, its return on capital cannot be decided by the market, but by the 
investor-the government. It is the government that makes some compulsory rules on 
capital return, such as value maintaining and adding requirements, in order to prevent 
the excessive expansion of state-owned enterprises. Because the state-owned enterprises 
take other social responsibilities in the national economy, the government’s return on 
capital of state-owned enterprise is lower than that of non-state enterprise sectors. 
Therefore, when the economy reaches equilibrium, the return on capital of state-owned 
sector is 1 0 2 3r c r r r′ ′ ′ ′= = = , in which the ( ]0,1c∈ . 

In order to compare of tax policy change on welfare easier, this paper gives some in-
dicators commonly used in measuring the increase and decrease of welfare, namely 
Hicks Equivalent income changes (Hicksian Equivalent Variations of Welfare Change). 
This index uses currency to measure the change of welfare, and provides a unified scale 
for measuring welfare effects of different policy situations. Equivalent concretely can be 
defined as the changes in income: ( ) ( )1 0 0 0EV E U , P E U , P= − . Among them, E is the 
payoff function, expressed as the minimum cost to obtain U utility level under the price 
level of P. Variables’ superscript “0” expresses the equilibrium before the policy change, 
while the “1” expresses the equilibrium after the policy change. Equivalent income 
measures such changes: calculating based on the price before the policy change, the 
amount of money that consumers need to increase to obtain the level of utility after the 
policy change. Shoven and Whalley [11] show that, when the utility function is a linear 
homogeneous function, the changes in Hicks’ equivalent income can be simplified as: 
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1 0
0

0
U UEV I

U
−

= , among them the 0I  is the income level of consumers before the  

policy change. So, the percentage changes of Hicks equivalent income relative to datum 
income is:  

1 0

0 0

EV U UHEV 100%.
I U

−
= = ×                     (15) 

3. Data and Parameter Calibration 
3.1. Data 

In this paper, we obtain the data from “China statistical yearbook 2008” and “China 
labor yearbook, 2008”, and divide our country into four departments according to the 
economy type: the department of Agriculture (Agriculture), the department of state- 
owned enterprises (SOEs), foreign investment enterprises (FIEs) and other private en-
terprise departments (OPEs). The data used in agricultural sector is from the first in-
dustry; the state-owned enterprise sector’s data consist of four parts: state-owned units, 
urban collective units, joint-stock cooperative units, associated units and so on; the for-
eign investment enterprise department’s data made up of two parts: Hong Kong (Chi-
na), Macao (China) and Taiwan (China) enterprises and foreign investment units; oth-
er private enterprise departments’ data consist of three parts: the limited liability com-
pany (LLC), Stock corporation (Inc.), and other domestic enterprises. In this paper, our 
research objects are agricultural and manufacturing, so according to the proportion of 
the industrial added value, we assign the output value of the third industry (non-   
manufacturing) to the three departments: the state-owned enterprises, the foreign in-
vestment enterprises and other private companies. And then we get four departments’ 
economic operation data: the agricultural sector, state-owned enterprises, foreign in-
vestment enterprise departments, and other private enterprises. The results are shown 
in Table 1. Then we set the minimum wage department-wage rate in the department of 
agriculture, 0 1ω = , the other three departments’ wage rates are equal to the ratio of the 
weighted average labor remuneration in three departments and the labor remuneration 
of agriculture department. 
 
Table 1. The economic operation data (units of value: 1 billion yuan). 

 
Agriculture  
(agriculture) 

State-owned  
enterprises (SOEs) 

Foreign investment 
enterprises (FIEs) 

Other private  
enterprises (OPEs) 

Import tariff rate 0.15200 0.00000 0.00000 0.00000 

Export tax rebate rate 0.00000 0.05927 0.05927 0.05927 

Corporate income tax rate 0.00000 0.30000 0.15000 0.22000 

GDP = PY 2809.5000 8640.0387 6424.1712 7079.2800 

Labor income WL) 2543.6953 3950.7777 3776.3851 3849.7303 

Wages (W) 1.00000 2.29094 2.45106 1.77679 

Net trade volume (Z) 1380.7039 −1286.5508 −1030.9331 −1054.1450 

Data from “China statistical yearbook 2008” and “China labor yearbook, 2008”. 
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3.2. Parameter Calibration2 

This paper needs some calibration parameters, which are the parameters of the produc-
tion function , , 0,1, 2,3j j jφ α = ; the number of parameters and the utility function 

, 0,1, 2,3j jδ = . The results are showed in Table 2. 

4. Equilibrium Comparison 

On the basis of the preamble, this paper calculates the two equilibriums: benchmark 
equilibrium and 25% unified tax rate equilibrium. Benchmark equilibrium is calculated 
based on 2007 data for agriculture department, state-owned enterprises department, 
foreign investment enterprises and other private enterprises’ enterprise income tax rate. 
They are respectively 0%, 30%, 15% and 22%. The results are shown in Table 3. We can 
easily get the following conclusions through Table 3. 

First of all, we focus on the new enterprise income tax’s influence on social welfare. 
The social welfare can be represented by the value of the utility function. We can see 
from Table 3 that the benchmark equilibrium’s utility function value is 6084.816514, 
and the 25% unified tax rate equilibrium’s utility function value is 6099.868765, which 
is higher than the benchmark equilibrium’s utility function value by 0.247%. So we 
conclude that the new 25% unified tax rate can improve the whole social welfare. This 
is because all sectors of the economy improve their output and all sectors’ consumption 
also increases with the new company income tax. 

We now take a look at the impact on foreign investment enterprises after the new 
enterprise income tax was adopted. Foreign direct investment in benchmark equili-
brium is to 9636.70400 and the 25% unified tax rate equilibrium is to 9459.329878, de-
clining by 1.841%. The foreign investment enterprises’ return on capital is increasing, 
but net return on capital is falling, indicating that after the unified tax rate was adopted, 
the foreign investment enterprises’ department improves their efficiency of capital, but 
the price of capital becomes more expensive. The labor wages in foreign investment 
 
Table 2. Parameters calibration. 

 
Agriculture  
(agriculture) 

State-owned  
enterprises (SOEs) 

Foreign investment 
enterprises (FIEs) 

Other private  
enterprises (OPEs) 

Production function 1Y L Kα αφ −=  

The scale  
parameter φ  1.03679103637810 1.40341964430931 2.08192468548166 1.64971187113397 

Share  
parameters α  

0.905391 0.457264 0.587840 0.543803 

The utility function U X δ=∏  

Share  
parameters δ  

0.188264 0.317894 0.233373 0.260469 

 

 

2This paper conducts optimization calculation through the GAMS 23.5 software. And the optimization calcu-
lation was done by three procedures: Calibration parameter Calibration, data Counterfactual and Equili-
brium. 
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Table 3. The comparison between benchmark equilibrium, 25% unified tax rate equilibrium and optimal unified tax rate. 

 

Benchmark equilibrium 25% unified tax rate equilibrium 

Agriculture  
(Agriculture) 

State-owned 
enterprises 

(SOEs) 

Foreign  
investment  

enterprises (FIEs) 

Other private 
enterprises 

(OPEs) 

Agriculture 
(agriculture) 

State-owned 
enterprises 

(SOEs) 

Foreign  
investment  

enterprises (FIEs) 

Other private 
enterprises 

(OPEs) 
The enterprise  

income tax 
0.0000 0.3000 0.0900 0.2200 0.0000 0.2500 0.2500 0.2500 

The world price 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 

The domestic price 1.1520 0.9407 0.9407 0.9407 1.1520 0.9407 0.9407 0.9407 

The production 
output 

2438.80229 9184.39403 6828.91845 7525.30157 2448.251556 9203.932898 6843.262383 7541.310888 

Labor input 2543.69552 1724.52158 1540.71672 2166.67877 2536.873835 1769.804951 1566.498240 2102.435559 

Capital investment 1054.47134 14309.78695 9636.70400 10501.57042 1189.099904 1.977241E+4 9459.329878 1.153799E+4 

Wages 1.00000 2.29094 2.45106 1.77679 1.006574 2.541997 2.415781 1.834976 

Return on capital 0.238922 0.232949 0.274761 0.291485 0.224400 0.210375 0.280501 0.280501 

Net capital returns 0.238922 0.179192 0.238922 0.238922 0.224400 0.168300 0.224400 0.224400 

Customs revenue 209.86699 209.86699 

The export tax rebate 199.83492 199.83492 

Corporate income  
tax revenues 

2009.878378 2.542051E+4 

Net trade balance -1380.7039 1286.55079 1030.93306 1054.14496 -1380.7039 1286.55079 1030.93306 1054.14496 

National income 2.536269E+4 2.542051E+4 

The utility  
function value 

6084.816514 6099.868765 

Consumer demand 3819.506995 7897.844898 5797.986616 6471.157969 3828.955460 7917.382109 5812.329324 6487.165928 

 
enterprises’ department appears falls to 2.45106, decline by 1.439%.That means the la-
bor wages’ price is lower. The foreign investment enterprises’ employment level in-
creases to the 25% unified tax rate employment 1566.498240 from benchmark em-
ployment 1540.71672 by 1.673%. After the implementation the new enterprise income 
tax, the foreign investment enterprises was adjusted their inputs of capital and labor, 
which are reducing the capital input whose price becomes more expensive, and in-
creasing the labor input whose price becomes lower. Therefore, after the implementa-
tion of the 25% united tax rate, some low value-added foreign investment enterprises 
were eliminated, and foreign direct investment is not obviously influenced by this new 
policy, only declining slightly. But it has also reduced the foreign investment enterpris-
es’ labor wages. 

5. The Relationship between FDI and the Unified Tax Rate 

When the unified tax rate is 25.493%, the foreign direct investments remain unchanged. 
When the unified tax rate is lower than 25.493%, the foreign direct investment fall 
compared with the situation when unified tax rate were not adopted. When the unified 
tax rate is higher than 25.493%, the foreign direct investments begin to increase com-
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pared with the situation when unified tax rate were not adopted. And we can see from 
Figure 1, as the unified tax rate increases to a greater degree , the amplitude of the for-
eign direct investments increase is decreasing. 

The 25.493% united tax rate is slightly greater than the current implemented 25% 
unified tax rate, indicating that the current 25% unified tax rate has no obvious impact 
on foreign direct investment (FDI) (The foreign direct investment falls 1.84% = 
(9636.70400 − 9459.329878)/9636.70400). And the 25% unified tax rate is at the posi-
tion of the graphic tangent slope which is relatively steep which means as long as the 
unified tax rate increase or decrease slowly, the foreign direct investment can also 
present great changes. Therefore, the current 25% unified tax rate can make the foreign 
enterprise investment remain stable, and avoid the national economy from being se-
riously impacted. 

6. Sensitivity Analysis of FDI 
6.1. The Sensitivity Analysis about the Income Tax in Foreign  

Capital Enterprise 

Because the preferential rates for foreign companies are different all over the country, it 
is difficult to accurately measure the foreign investment enterprise’s actual income tax 
rate. Therefore, in accordance with the relevant academic research results3, we take the 
scope of the foreign enterprises’ actual income tax rate as (5%, 5%). Like the analysis of 
the above steps (parameter Calibration → Counterfactual → Equilibrium), we analyze 
the sensitivity of foreign investment enterprise income tax rate to the foreign direct in-
vestment (FDI). And the results are shown in Table 4. 

We can see from Table 4, first of all, when the foreign investment enterprises’ actual 
income tax rate increases from 5% to 20%, in both benchmark equilibrium and 25% 
unified income tax rate equilibrium, the foreign direct investments are increasing.  

Secondly, when the foreign investment enterprises’ actual income tax rate is lower 
than or equal to 8%, the 25% unified tax rate equilibrium’s foreign direct investment is 
more than the benchmark equilibrium’s foreign direct investment, and when the  
 

 
Figure 1. The relationship between foreign direct investment and the unified tax rate. 

 

 

3See der Hoek, Peter, Kong and Li [7]. 
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Table 4. The sensitivity analysis of the foreign enterprise income tax rate. 

Convert coefficient The benchmark equilibrium 25% unified income tax rate 

c FDI FDI 

0.05 9636.704433 9813.186877 

0.10 9636.706894 9739.975897 

0.15 9636.723201 9685.530074 

0.20 9636.709329 9643.395027 

0.25 9636.704693 9609.794996 

0.30 9636.700270 9582.356417 

0.35 9636.702678 9559.546177 

0.40 9636.714584 9540.260013 

0.45 9636.704624 9523.730867 

0.50 9636.702345 9509.408447 

0.55 9636.698746 9496.873988 

0.60 9636.660663 9485.836648 

0.65 9636.704638 9476.017413 

0.70 9636.704010 9467.226317 

0.75 9636.70400 9459.329878 

0.80 9636.704705 9452.180162 

0.85 9636.701083 9445.674102 

0.90 9636.702927 9439.733416 

0.95 9636.706115 9434.305884 

1.00 9636.700793 9429.283778 

 
foreign investment enterprises’ actual income tax rate is higher than 8%, 25% unified 
tax rate equilibrium’s foreign direct investment is less than the benchmark’s. This 
means that when the foreign investment enterprises’ actual income tax rate is higher 
than 8%, the foreign direct investment will be reduced under 25% unified tax rate, or 
the foreign direct investment will increase. According to all kinds of news reports and 
academic researches, our country’s actual income tax rate of foreign investment enter-
prises is higher than 8%, so the new enterprise income tax can reduce the foreign capi-
tal investment. 

6.2. The Sensitivity Analysis of the Capital Return Convert  
Coefficient C in State-Owned Enterprises 

Because the government’s convert coefficient “c” for the state-owned enterprises’ capi-
tal return is hard to measure, this paper does some sensitivity analysis and the results 
are shown in Table 5. Along with the increase of the convert coefficient, the benchmark 
equilibrium’s foreign direct investment have no obvious change, while the 25% unified  
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Table 5. The sensitivity analysis of state-owned enterprises. 

The foreign investment enterprises The benchmark equilibrium 25% unified income tax rate 

Income tax rates (%) FDI FDI 

5 8744.049744 8832.718905 

6 8832.150668 8895.295596 

7 8920.539537 8957.935578 

8 9009.229558 9020.549606 

9 9098.180293 9083.214998 

10 9187.392769 9145.868756 

11 9276.852058 9208.535378 

12 9366.512212 9271.208728 

13 9456.396866 9333.90618 

14 9546.472269 9396.606904 

15 9636.704 9459.329878 

16 9727.042143 9522.050385 

17 9817.569633 9584.791624 

18 9908.188325 9647.554158 

19 9998.883755 9710.29528 

20 1.01E+04 6097.858357 

 
income tax rate’s foreign direct investment begin to fall. When the conversion coeffi-
cient is less than or equal to 0.2, the amount of foreign direct investment increases un-
der the unified tax rate 25%; When the conversion coefficient is greater than 0.2, the 
amount of foreign direct investment falls under the 25% unified tax rate. 

7. Conclusions 

This paper comprehensively analyzes the influence of unified tax rate on the foreign 
direct investment (FDI), and thus sets up a general equilibrium model which contains 
production and consumption. After studying the data from our country’s actual eco-
nomic operation in 2007 and conducting the model parameter calibration, we solve and 
get benchmark equilibrium and 25% unified tax rate equilibrium. 

And then we find that after the implementation of the new enterprise income tax, the 
foreign investment enterprises’ output is increasing and the input of the capital is de-
creasing; the return on the capital is increasing; the employment is increasing and the 
labor wages is decreasing; on the whole, the whole social welfare is increasing. After 
analyzing the relationship between the unified tax rate and foreign direct investment, 
we get the following conclusions: when the unified tax rate is lower than 25.493%, the 
foreign direct investment will decline. When the unified tax rate is more than 25.493%, 
the foreign direct investment will increase; and when the unified tax rate is at the posi-
tion of 25% where the tangent slope between foreign direct investment and the unified 
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tax rate is relatively steeper, the 25% unified tax rate can effectively avoid foreign en-
terprises from serious impact. 

In the last part of this paper, we do sensitivity analysis on the conversion coefficient c 
of both actual income tax rate for foreign enterprises and the return on capital of 
state-owned enterprise. We make the following conclusions: when the foreign capital 
enterprise actual income tax rate increases, the foreign direct investment under the 
benchmark equilibrium and 25% unified income tax equilibrium is both increasing; 
When the foreign capital enterprises’ actual income tax rate is higher than 8%, the for-
eign direct investment falls under 25% unified tax rate. And conversely, the foreign di-
rect investment increases. When the conversion coefficient increases, the foreign direct 
investment increases under the 25% unified tax rate. On the contrary, the foreign direct 
investment falls under 25% unified tax rate. 

The conclusions of this paper provide a theoretical explanation about the current 
withdrawal of FDI. In addition to the rising labor wages and land costs, which most 
people have already argued, this paper points out that losing the preferential enterprise 
income tax may be another important reason. Moreover, considering that foreign en-
terprises compromise a large share in the economy, the study will serve as a theoretical 
guidance for Chinese government in making related policies. In developing a new eco-
nomic policy, we can use the CGE method to estimate the economic consequences of 
this policy. In particular, the impacts on the foreign sector should be taken into full 
consideration. 

This paper has the following deficiencies: 1) The research methods need to be im-
proved. In future study, we will try to use DSGE approach to measure the foreign de-
partment performance under the new corporate tax rate reform more accurately, such 
as the labor input, capital input and the return on capital investment as well as the wage 
levels, etc. 2) In order to fulfill the purpose of the new corporate tax rate reform, the 
further investigation on the optimal level of corporate income tax rates under any given 
the production efficiency is needed. 
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