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Abstract

We extend a standard model of international risk sharing to include an empirically plausible

distortion: Taxes. The tax-inclusive theory implies, even under full risk sharing, a predictable

relationship between consumption growth and the consumption and capital income tax rates,

both within and across countries. We find strong empirical evidence in favor of this relation-

ship. While idiosyncratic output fluctuations account for substantially more of cross-country

consumption growth variability than do taxes, trends in tax differentials are found to be infor-

mative about the dynamic evolution of international risk sharing. In particular, adjusting for

capital taxes reveals a marked improvement in risk sharing over the last three decades that is

absent in baseline measures. This improvement has been driven by the convergence of average

tax rates on capital income across OECD countries towards the United States average capital

tax rate.
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