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ABSTRACT:  
Using firm-level panel data, this paper
examines the micro-level and aggregate
elasticity of substitution between capital and
labor in China’s manufacturing sector. We first
investigate the impact of the user cost of
capital on a f irm’s demand for capital  and
labor by taking advantage of a natural
experiment, the 2009 value-added tax reform.
We find positive effects on both capital  stock
and employment, with a larger impact on
capital stock. By combining reduced-form
estimates and a structural model,  we establish
a micro elasticity of 3.5,  which suggests a high
degree of capital  and labor substitutabil ity
within f irms. Furthermore, when accounting
for cross-firm factor reallocation, we estimate
the economy-wide elasticity at 4.3,  indicating
high substitutabil ity between the two factors
at the aggregate level as well .  Our results
show a notable contrast with the U.S. ,  where
previous studies have estimated a much lower
elasticity of substitution.
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