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Forord

Lagre kapitalskatt skulle 6ka valstandet

Virlden har aldrig varit rikare. Fattigdomen har aldrig minskat sd mycket som under de senaste
decennierna. Entreprenorskap, marknadsekonomi och investeringar har hojt levnadsstandarden
och lyft miljarder manniskor ur fattigdom. Nu nir debatten allt mer handlar om att minska
inkomskillnader och fordela ar det latt att glomma hur vilstdnd skapas och vilken formidabel
kraft som investeringar och marknadsekonomi utgor for att skapa och sprida inkomster.

Skatterna pa utdelningar och kapitalvinster framstills ofta som en ratt som politiker kan vrida
pa for att fordela inkomster. Mer sillan uppmirksammas fordelarna med siankta kapitalskatter.
Svenskt Naringsliv har darfor uppdragit at forskningsinstitutet IFO i Miinchen att studera

vad en konkurrenskraftig svensk kapitalskatt pa 20 procent skulle innebara for den svenska
ekonomin. Projektledare fran Svenskt Naringsliv har varit Johan Lidefelt.

Forskningsstudien som publiceras i denna rapport visar att reformen bland annat skulle inne-
bara 35 000 fler sysselsatta och 3,1 procent hogre BNP pa sikt. For ett hushall med tvd vuxna
motsvarar det ca 30 000 kronor per ar i hogre inkomster. De stora positiva effekterna kommer
av att sparande och investeringar blir mer lonsamma och att investeringarna skulle 6ka med
over 6 procent. Foretagens ckade vinster och hushallens 6kade inkomster fran Ioner och dgande
skulle starka skatteintikterna sa att reformen i det narmaste blir helt sjalvfinansierad pa sikt.

I rapporten En internationell kartliggning och analys av dgarskatter presenterade Svenskt
Niringsliv 2018 en kartlaggning av dgarskatterna i 16 OECD-lander. Jimforelsen visade att
Sveriges 30 procent i generell skatt pa utdelningar och kapitalvinster ska jimforas med véra
konkurrentlinders genomsnitt som ligger runt 20 procent. I vissa situationer kan kapital-
skatten i Sverige bli 60 procent. Som allra lagst kan den bli 20 procent. Sveriges mildaste niva
motsvarar alltsd den genomsnittliga skattenivan i konkurrentlinderna. (Trots det framstalls
20 procent mirkligt nog som allt for bra.) Inrdknat bolagsskatten, det forsta ledet i dubbel-
beskattningen av foretagen, blir den totala skatten pd investeringar i foretagen 45 procent
(vid 30 procent kapitalskatt). En svensk dgare eller sparare som Overviger en investering
behover alltsd rikna bort nastan halva avkastningen i skatt.

Starka skal talar alltsa for en sinkt kapitalskatt. Men resultaten sidger ocksa nagot viktigt om
de kostnader som det svenska folket skulle f& betala for att kortsiktigt jimna ut vissa skillnader
i inkomst, om kapitalbeskattningen skulle forsimras.

Investeringarna och virdeskapandet i naringslivet skapar vart valstind, det ar inget som poli-
tiker kan kommendera fram. Skattevillkoren for de som gor investeringarna ar darfor en helt
central friga. Statens och kommunernas mojlighet att leverera skattefinansierad valfiard bygger
pd att skattebaserna arbete och kapital (foretagen) vixer, snarare dn att skattenivderna ar hoga.
Vidare innebir den internationella konkurrensen och globaliseringen att vi inte kan avvika
frdn omvarlden utan att det kostar i form av forlorade jobb, kapitalflykt och farre investeringar.
Denna forskningsrapport av IFO visar precis detta. Forfattarna forklarar och visar i siffror hur
vi kan fa fler jobb och hogre inkomster i Sverige om vi gjorde det mer attraktivt for svenska
skattebetalare att investera i just Sverige.

Johan Fall
Skattechef pa Svenskt Niringsliv
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Highlights

e We use a computable general equilibrium model to simulate the long-run economic and
fiscal consequences of a capital income tax reduction in Sweden

e According to our estimates, a reduction of the capital income tax rate by 10 percentage
points would lead to an increase in GDP growth by 0.2 percentage points, which trans-
lates into a 3.1% increase in GDP in the long-run

e Thiseffectis primarily driven by a long-run increase in private investment of roughly 6.5%

e Areductioninthe capitalincome tax rate increases the after-tax return to investment and
lowers the cost of capital for firms, thus increasing incentives to invest

e The resulting increase in production capacities results in a modest increase in employ-
ment of 0.7%, which roughly corresponds to 35.000 additional jobs

e Dueto the boostin economic activity, the tax reform would be almost self-financing
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Executive Summary

In this study, we analyze the long-run consequences of a capital income tax reduction on eco-
nomic activity in Sweden. Using a dynamic simulation model that takes the behavioral responses
of economic agents and the interdependencies between the different sectors of the economy into
account, we estimate the effect of a ten-percentage point cut in the capital income tax rate on
important macroeconomic aggregates, including GDP, investment and employment, as well as
tax revenues. Our results suggest that a reduction of the capital income tax rate would boost eco-
nomic activity in Sweden. According to our estimates, the capital income tax cut would lead to
an increase in GDP by about 3.1% in the long-run. The main driver behind this rise in GDP is an
increase in private investment by roughly 6.5%. In addition, we observe a modest rise in employ-
ment by about 0.7%. Our results further indicate that widely-held companies and closely-held
companies benefit from the capital income tax reduction to a similar extent as they exhibit a rise
in output, investment and employment of similar magnitude. In contrast, output and employ-
ment decrease for non-corporate firms as they do not benefit from the capital income tax reduc-
tion. Also, the level of foreign direct investment in the Swedish economy declines in response to
the tax cut, indicating a crowding-out of foreign investment.

With regard to the fiscal consequences, our estimates suggest that the fiscal costs associated with
a capitalincome tax reduction tend to be low. Due to the boost in economic activity, the decrease
in revenues from the capital income tax is partly offset by an increase in revenues from other
taxes, especially the labor income tax and the value added tax. Overall, the drop in total tax rev-
enues amounts to roughly 0.2%. It should be noted, though, that our estimates refer to the long-
run economic development. The short-run fiscal costs of the simulated tax reform may be sub-
stantially higher as it takes time until the positive effects of the capital income tax reduction are
fully realized.
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1 Introduction

In 1991, the Swedish tax system underwent what has been called the ‘Tax Reform of the Century’
(Agelletal., 1996), one of its key pillars being the introduction of a system of dual taxation of labor
and capital income. While a progressive tax scheme is applied to income from labor, capital in-
come is taxed at a constant rate of 30%. Sweden was among the first countries in Europe to in-
troduce a dualincome tax and the reform has been widely considered a great success. Since then,
however, the global economic environment has changed notably. The increase in global eco-
nomic integration has intensified the international competition for mobile capital. As a result,
many countries have significantly reduced the tax burden on capital and capital related income.
Today, that is, 28 years after the extensive Swedish tax reform, Sweden effectively levies higher
taxes on capital income than many other countries in Europe and the rest of the world (Svenskt
Naringsliv, 2018).

The aim of this report is to investigate the long-run consequences of a reform of capital income
taxation in Sweden. More precisely, we study the effects of a capital income tax reduction on im-
portant macroeconomic aggregates. The capitalincome tax rate affects the profitability of invest-
ment projects and, thus, the incentives of economic agents to save and invest. Consequently, the
level of taxes levied on capital income is an important determinant of private investment in the
economy and economic activity in general. We evaluate the effect of a capital income tax cut on
GDP, investment, employment, and other important economic indicators. Moreover, we study
the consequences of a reduction in the capital income tax on tax revenues, thus assessing the
fiscal costs associated with the tax reform. In this context, we also focus on the effect a capital
income tax cut has on the revenues from other taxes in order to evaluate the reform’s ‘net’ fiscal

costs.

To obtain estimates for the economic and fiscal consequences of a capital income tax reduction
in the long-run, we rely on a dynamic Computable General Equilibrium (CGE) model. CGE models
have become a key instrument for ex-ante policy analysis. The CGE model that we employ is an
extension of the dynamic CGE-model ifoMod introduced in Radulescu and Stimmelmayr (2010).
Earlier versions of ifoMod have been used to study the consequences of the 2008 German corpo-
rate tax reform (Radulescu and Stimmelmayr, 2010), the introduction of a wealth tax in Germany
(Fuestetal.,2017), and the introduction of an IP license box in Switzerland (Chatagny et al., 2017).

The remainder of this report is organized as follows. In the next Section, we provide a brief de-
scription of the CGE-model that we use to estimate the consequences of the capital income tax
reform. Section 3 discusses the association between capital income taxation and investment
from a theoretical point of view. In Section 4, we provide some information on the taxation of
corporate and capital income in Sweden. Section 5 contains the results of our simulation analy-
sis. Section 6 concludes.

The Economic and Fiscal Consequences of a Capital Income Tax Reduction in Sweden 3



2 The Computable General Equilibrium Model

Analyzing the consequences of a tax reform ex-ante is a challenging task. Besides more obvious
first-order effects, economy-wide repercussions and second-order effects need to be considered,
too. Computable General Equilibrium (CGE) models have proven to be a useful instrument to
quantify the economic and fiscal consequences of tax reforms, as they allow accounting for the
various behavioral responses of economic agents and the interdependencies between the differ-
ent sectors of the economy. The CGE model that we employ is an extension of the model intro-
duced in Radulescu and Stimmelmayr (2010). A detailed technical documentation of the model
can be found there. The model builds on neoclassical growth theory and accounts for all im-
portant behavioral interactions between the household sector, the firm sector, the government,
and the rest of the world. Figure 1 illustrates the most important building blocks of the model
along with the flow of money in the stylized economy.

Figure 1:
Stylized depiction of the CGE-model
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The firm sector features firms of different legal forms, that is, widely-held companies (listed and
non-listed), closely-held companies, and non-corporate firms (i.e., sole proprietorships and part-
nerships), which differ with regard to their characteristics and legal tax treatment. There is one
representative firm per legal form in our stylized economy, each one representing an aggregate
of all firms of that particular type. All firms aim at maximizing (the net present value of) their value
by choosing optimal levels of investment and labor input and the optimal mix between internal
and external funds to finance investment.

The household sector comprises a representative agent who maximizes his lifetime utility by
choosing the optimal level of labor supply as well as the optimal intertemporal consumption and
savings path. With regard to its saving decision, the household faces a portfolio choice problem
as it can invest its savings in several different assets, that is, different types of firm equity, firm
bonds, as well as domestic and foreign government bonds. The household sectors’ investment
decision is characterized by a diversification motive, implying that the different assets are imper-
fect substitutes for each other. We apply a Ramsey-type model, meaning that, due to dynastic
linkages, the household has an infinite planning horizon.

The government consumes, pays transfers to the household sector and imposes taxes on income
(labor, capital and corporate) and sales (value added tax and other indirect taxes). Taxes on labor
income include social security contributions. Dividends paid to non-residents are subject to a
withholding tax (unless an exemption applies under European Directive or a tax treaty). Taxes
affect the behavioral margins of the economic agents and are distortionary, that is, they result in
a welfare loss. In the long-run, the government’s budget is required to be balanced. Moreover,
the government’s budget has to meet the Maastricht criteria.

The rest of the world is modelled by a foreign economy that mirrors the domestic economy. That
is, it comprises a firm sector, a household sector, and a government sector. However, the foreign
economy is by far larger than the domestic one, implying that the domestic economy is a small
open economy. The domestic and the foreign economy are engaged in trade with each other.
Moreover, the model allows for cross-country ownership of assets. In addition, foreign investors
can invest in domestic firms, resulting in foreign direct investment flows.

The CGE model is a dynamic, micro-founded macroeconomic growth model. The focus is on the
development of potential GDP in case all input factors are fully utilized. Cyclical fluctuations in
aggregate output are not considered. In the status quo, the economy grows at a constant rate.
The introduction of a tax reform moves the economy from one growth path to another one. The
CGE allows studying the adjustment process from the initial to the final steady state equilibrium.
Any reform-induced changes in macroeconomic outcomes are measured as relative deviations
between the new equilibrium and a counterfactual outcome that is computed based on the as-
sumptions that the economy follows the pre-reform growth path. The model s calibrated to rep-
licate the macroeconomic structure of the Swedish Economy for the year 2016. A list of calibrated
parameters is shown in the Appendix.
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3 The Effect of Capital Income Taxation on Private
Investment: Theoretical Considerations

Taxing corporate income at the firm level and, at the same time, capital income (dividends, cap-
ital gains, and interest) at the level of the shareholder, results in a double taxation of the returns
to investments. This, in turn, crucially affects the investment decisions of economic agents. The
higher the tax burden investments have to bear, the fewer investment projects are profitable and,
thus, the lower the level of investment in the economy. Understanding how capital income taxa-
tion affects the tax burden borne by an investment is thus of utmost importance for the analysis
of the economic consequences of a capital tax reform. The overall size of the tax burden, how-
ever, depends on both the source and the use of the investment funds.

Following the Traditional View of dividend taxation by assuming that a firm’s (marginal) invest-
ments are financed by new share issues, each SEK of the return to an investment in firm equity
must bear, at first, the corporate tax and, then, the dividend tax upon distribution to the share-
holders (Harberger, 1962, 1966; Feldstein, 1970; Poterba and Summers, 1983). Consequently, the
effective overall tax burden per one SEK of income from the investment is equal to:

(1) 1-01-t)(1—tp)

Where t. is the corporate tax rate and ¢t is the tax rate for dividend payments. A reduction of
either the corporate tax rate or the dividend tax rate thus reduces the firm’s tax burden and stim-
ulates investment.

What if an (marginal) investment is financed through retained earnings rather than new share
issues, as suggested by the New View of dividend taxation (King, 1977; Auerbach, 1979; Bradford,
1981)?* In that case, the investor would have to forego a dividend pay-out and reinvest the
money. To use an example that is comparable to the one above, assume that a shareholder fore-
goes a net-of-tax dividend pay-out of one SEK. The resulting investment volume would be equal
to 1/(1 — tp) SEK. Due to fact that the investment is financed through a retention of earnings,
however, the value of the firm increases, so that return from the investment is subject to the cor-
porate tax as well as the capital gains tax. The resulting net of tax return is then equal to
(1 —-to)(1 —tg)/(1 —tp), where t;; is the capital gains tax rate. Upon distribution of the profits,
the dividend tax applies, yielding an effective tax burden that is equal to:

(2) 1-(1-tx)(1—tg)
Equation (2) highlights that, in case an investment is financed through retained earnings, a firm’s

investment decision is independent of the dividend tax, but affected by the capital gains tax.

L Also see Sinn (1991a, 1991b) as well as Serensen (1995) for a comparison between the old and the new view of dividend taxation.
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However, if dividends and capital gains are taxed at the same rate, the tax burden represented
by Equation (2) appears to be identical to the tax burden represented by Equation (1). Note,
though, that capital gains are typically only taxed upon realization and not on an accrual basis.
Due to that, a tax advantage emerges when investments are financed through retained earnings
instead of new share issues, the size of which depends on the holding period.

The (relative) importance of both funding sources for investments, i.e., new share issues and re-
tained earnings, is often believed to vary over the life-cycle of a firm. Young and still growing firms
tend to have insufficient earnings to finance all profitable investment projects and have thus to
rely on external funds (Sinn, 1991a, 1991b). In contrast, mature firms that generate steady cash-
flows often have sufficient internal funds to finance their investments.

In addition to external capital and retained earnings, firms may also resort to debt as an instru-
ment to finance investments. To the extent that debt interest is deductible from the corporate
tax base, the return to a fully debt-financed investment is not burdened by the corporate tax.
When the returns of a fully debt-financed investment project are distributed among the share-
holders, the associated pay-outs are subject to the dividend tax, yielding an effective tax burden
of:

(3) 1-(1-tp)

Note, however, that financing investment through debt may impose additional costs on firms.
Mostimportantly, anincreasein a firm’s debt-to-asset ratio may lead to a more than proportional
increase in its debt service costs due to the fact that it has to pay a higher risk premium because
of an increase in the default risk.

In the context of this study, we assume that all three funding sources for investments are relevant
for Swedish firms. Consequently, the effective tax burden of the corporate sector is equal to the
weighted average of the effective tax burden associated with the three different funding sources,
that is, the weighted sum of Equations (1), (2) and (3). The corresponding weight for new share
issues (NSI) is measured by the value of new share issues sold at the Swedish stock exchange in
relation to total private investment outlays; the weight for external (debt) finance (DF) is deter-
mined by the Swedish firms’ average debt-to-asset ratio;and 1 — NSI — DF determinesthe share
of investments financed through retained earnings (RE).
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4 Effective Tax Burden for Swedish Companies

In line with the theoretical considerations outlined in Section 3, the effective tax burden borne by
an investment carried out by a representative Swedish firm is equal to the weighted sum of Equa-
tions (1) to (3) above:

4) M-A—-to)@A—=tp)]XNSI+[1—-(1—t:)(1 —tg)]IXRE +[1— (1 —tp)]XDF

Here, t. is the corporate tax rate, tj the tax rate for dividends, t; the capital gains tax rate, and
NSI, RE, and DF the share of investments financed through new share issues, retained earnings,
and debt, respectively.

In Sweden, the profits of corporate firms are subject to the corporate tax with a uniform rate of
22%?2, while the profits of non-corporate firms (sole proprietorships and partnerships) are taxed
atthe personal laborincome tax rate of the owners. The laborincome tax schedule is progressive.
Capital income (i.e., capital gains, dividends, and interest) is taxed at a rate of 30%. The capital
income tax schedule is linear. However, depending on the legal form of the company, only a cer-
tain fraction of capital income is subject to the capital income tax. For listed widely-held compa-
nies, the share of capitalincome that is taxed is 100%. For non-listed widely held companies, only
5/6 of capital income is subject to the capital income tax, resulting in an effective tax rate of 25%.
For closely-held companies, the share of capital income that is taxed is equal to 2/3, resulting in
an effective capital income tax rate of 20%. In our simulation analysis, we thus differentiate be-
tween those four different types of firms, that is listed and non-listed widely-held companies,
closely-held companies, and non-corporate firms. Dividends paid to non-resident shareholders
are subject to a withholding tax of 30% (unless and exemption applies; cf. Section 2).

Since capital gains are only taxed upon realization (and not on an accrual basis), a tax advantage
emerges during the holding period. Thus, the effective annual tax rate for capital gains tends to
be lower than the statutory capital income tax rate. The longer the holding period, the lower the
effective tax rate. We follow OECD (1991) and assume that the effective annual tax rate for capital
gains is equal to 60% of the statutory tax rate for all types of firms. Note that for closely-held
companies, only a fraction of the income that is paid to the (active) owners is taxed as capital
income; the remainder is subject to the labor income tax. The cap for the fraction of income that
can be labelled as capital income is flexible, though, depending inter alia on the value of the
shares an owner holds, the wage sum the company pays to its employees as well as the income
the owners were paid in the previous year.® However, data on the income of active owners of
closely-held companies covering the years since 2007 shows that, on average, only 2.9% of the
income was labelled as laborincome, while the remaining 97.1% were taxed at the capitalincome

2 Note that the corporate income tax rate has only recently been reduced to 21.4%, becoming effective on January 1% of 2019.

3 Both the definition of an ‘active’ owner as well as the details with regard to the determination of the capital income cap are laid out
in the so-called 3:12 rules.
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tax rate. Due to that, the effective income tax rate owners of closely-held companies face is virtu-
ally identical to the capital income tax rate for closely-held companies.

In our simulation analysis, we simulate the economic and fiscal consequences of a reduction of
the capital income tax rate from 30% down to 20%. We thereby assume that the current rules
according to which only a certain fraction of the capital income generated by non-listed widely
held companies and closely-held companies is taxed remain in effect. Thus, the reform implies
that for non-listed widely-held companies, the effective capital income tax rate is reduced to
16.67% (i.e., 5/6 of 20%). For closely-held companies, the effective post-reform tax rate is equal
to 13.33% (i.e., 2/3 of 20%). Again, the effective annual tax rate for capital gains is assumed to be
60% of the post-reform statutory capital income tax rate. Table 1 summarizes the values of the
parameters that enter Equation (4) in the status quo as well as after the reform that we simulate.

Table 1: Pre-reform and post-reform effective annualized tax rates

Pre-reform effective rates Post-reform effective rates

Parameter

L-WHC N-WHC CHC L-WHC N-WHC CHC
Corporate Tax 22% 22% 22% 22% 22% 22%
Dividend Tax 30% 25% 20% 20% 16.67% 13.33%
Capital Gains Tax 18% 15% 12% 12% 10% 8%
Withholding Tax For-

ithholding Tax For 30% 20%

eign Investors
Notes: The left panel shows the annualized effective tax rates in the status quo, the right panel the tax rates

in the simulated reform scenario. L-WHC stands for listed widely-held companies, N-WHC for non-listed
widely-held companies, and CHC for closely-held companies.

The differences between the pre-reform and post-reform effective tax rates indicate that the re-
form will increase the incentives to invest in the corporate sector. Note that for non-corporate
firms, the effective tax burden does not change in response to the reform, as the income of own-
ers of non-corporate firms is subject to the labor income tax. Since we assume that, in equilib-
rium, all production factors are fully utilized, the increase in investment may either result in an
increase in production capacities, or a crowding-out of investment in other sectors, or both.
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5 Results

5.1 Economic Effects of a Capital Income Tax Reduction

Figure 2 illustrates the estimated long-run consequences the simulated tax reform has on aggre-
gate economic activity. Note that all figures are based on a comparison between the simulated
long-run development of the economy with and without the capital tax reform. That s, the figures
represent the estimated long-run deviations between the realizations of the corresponding vari-
ables when implementing the tax reform in relation to the counterfactual realization, where the
counterfactual is computed based on the assumption that the economy develops in the future as
it has in the past.

Figure 2:
Long-run Economic Consequences of a Capital Income Tax Reduction

8 %

GDP Capital Stock  Investment Debt-to-Asset Employment  Household
Ratio Consumption

Notes: The figure shows the estimated long-run effects of a decrease in the capital income tax rate on selected
macroeconomic aggregates.
Source: Own Computations. © ifo Institute

The results suggest that, in the long-run, a reduction of the capital income tax rate by 10 percent-
age points leads to an increase in GDP by about 3.1%. Assuming that half of the adaptation pro-
cess is completed within the first eight years after the reform, this implies that the GPD growth
rate increases by 0.2 percentage points, which is quite remarkable. Thus, the economic effects of
the of the capital income tax rate reduction are quite sizeable. The main driver behind this rise in
GDP is the increase in private investment. Due to the increase in the after-tax return to invest-
ment, more investment projects become profitable, resulting in a hike in private investment by
roughly 6.5%. Consequently, production capacities increase, as indicated by the rise in the capi-
tal stock. As a result, we also observe a rise in employment by roughly 0.7%. The positive effect
the tax reform has on the household sector is further indicated by a 5% increase in private con-
sumption. The main reason for the increase is the rise in net-of-tax capital income. However, an
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increase in labor income resulting from the expansion of employment also contributes to the
consumption hike.

To glean further insights into the consequences of the tax reform on the firm sector, we quantify
separate effects for the different company types. The results are illustrated in Figure 3.

Figure 3:
Effects of the Capital Income Tax Reduction for Different Company Types
(Unweighted Results)

M Listed WHC ® Non-listed WHC m CHC NCC FDI
%
10

-15

Output Capital Stock Investment Employment

Notes: The figure shows the estimated long-run effects of a decrease in the capital income tax rate on the
performance of different company types. WHC stands for widely-held companies, CHC for closely-held companies,
NCC for non-corporatecompanies (sole proprietorships and partnerships) and FDI for foreign direct investment.

Source: Own Computations. © ifo Institute

Our findings indicate that the whole corporate sector benefits from the reduction of the capital
income tax. The positive effect the capital income tax cut has on listed and non-listed widely-held
companies as well as closely-held companies are very similar in size. The positive investment ef-
fect ranges from 7.7% for non-listed widely-held companies to 8.4% for closely-held companies,
and the output effect from 4.4% to 5%. In the non-corporate sector, however, the capital income
tax cut leads to a decline in output, investment and employment. The reason is that the income
of owners of non-corporate firms is taxed as labor income and not as capital income. Due to that,
investment in the non-corporate sector becomes less attractive vis-a-vis investment in the cor-
porate sector. We also observe a drop in foreign direct investment, indicating that the increase in
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the domestic demand for capital in response to the tax cut crowds-out foreign investment.* As a
result, a larger share of the domestic capital stock is owned by Swedish shareholders.

However, the different types of companies differ notably with regard to the contribution they
make to aggregate output, investment, and employment. For instance, more than two thirds of
the working population in Sweden is employed at widely-held companies, while the non-corpo-
rate sector absorbs only about 6% of the working population (see Table A2 of the Appendix). To
account for the differences regarding the relative importance the different company types have
for aggregate economic outcomes, we compute the implied long-run effects the changes illus-
trated in Figure 3 have on aggregate output, capital, investment, and employment for the differ-
ent company types. The results are illustrated in Figure 4.

The results indicate that by far the largest part of the capital income tax cut induced increase in
GDP, investment, and employment is due to the boost of the performance of non-listed widely-
held companies, reflecting their significant importance for the Swedish economy. More than 75%
of the increase in GDP (i.e., 2.4% out of 3.1%) and almost 65% of the hike in private investment
(i.e.,4.2% out of 6.5%) can be attributed to the better performance of non-listed widely-held com-
panies. In contrast, the drop in output, investment and employment that occurs in the non-cor-
porate sector hardly affects aggregate economic outcomes, reflecting their minor relative im-
portance.

To sum up, our findings suggest that a capital income tax cut would have a sizeable positive in-
fluence on aggregate economic activity in Sweden. A reduction of the capital income tax rate
would trigger private investment and stimulate economic growth. Moreover, the increase in pro-
duction capacities leads to a modest rise in employment. Note, however, that since the focus of
our analysis is on the aggregate effects, we are not able to draw any conclusions about the distri-
butional consequences of the tax reform.

4In light of the growing importance of multinational enterprises (MNEs), Serensen (2007) argues that in a small open economy, per-
sonal capital income taxes are becoming less relevant for investment decisions and mainly affect the share of domestic equity held
by foreigners. The reason is that a decrease in domestic savings in response to an increase in personal capital income taxes is fully
offset by an inflow of capital from abroad, leaving the overall level of private investment unchanged. Note, though, that this conclu-
sion is only valid (i) in case of perfect international capital mobility, (ii) if domestic assets and foreign assets are perfect substitutes
and (iii) if all capitalincome is taxed according to the residence principle. These assumptions are hardly met in reality. Without doubt,
the growing importance of MNEs has increased the international mobility of capital. However, MNEs are clearly not able (and, argua-
bly, also not willing) to offset a shortage of capital in any sector or country around the world. Also, the existence of a diversification
motive as well as institutional barriers to capital mobility and country-specific investment risks imply that investments that domestic
and foreign assets are not perfect substitutes. Finally, not all capital income in Sweden is taxed according to the residence principle,
asthereis a withholding tax on dividends paid to non-residents. In contrast to the model proposed by Sgrensen (2007), the CGE model
takes these impediments to international capital mobility into account. However, our simulation results are in line with the theoreti-
cal predictions by Serensen (2007). Specifically, the reduction of the capital income tax has a significant negative impact on foreign
direct investment and foreign ownership of Swedish equity.
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Figure 4:
Effects of the Capital Income Tax Reduction on Aggregate Economic Outcomes for
Different Company Types (Weighted Results)

M Listed WHC ® Non-listed WHC mCHC NCC FDI
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Notes: The figure shows weighted estimated long-run effects of a decrease in the capital income tax rate on the
performance of different company types. Weights are equal to the ratio of the output (capital stock/investment/
employment) of the respective company type to total output (capital stock/investment/employment). WHC stands for
widely-held companies, CHC for closely-held companies, NCC for non-corporate companies (sole proprietorships and
partnerships) and FDI for foreign direct investment.

Source: Own Computations. @ ifo Institute

5.2 Fiscal Effects of a Capital Income Tax Reduction

The estimated effect the capital income tax cut has on tax revenues is illustrated in Figure 5. A
glance at the estimates suggests that in the long-run, a capital income tax cut comes at rather
low fiscal costs. The expected drop in revenues amounts to roughly 0.2%. Since we assume that
the fiscal budget is balanced in the long-run, the decrease in revenues results in a decrease in
public spending of the same size.® Thus, in the long-run, a reduction of the capital income tax
appears to be almost self-financing. The most important reason is that the negative influence the
reduction of the capital income tax rate has on tax revenues is partly offset by the increase in
economic activity, resulting in increasing revenues from the corporate tax, the labor income tax,
and sales taxes. Those revenue hikes reflect the increase in aggregate employment, income and
consumption in response to the tax cut. It should be noted, though, that it takes some time until
the increase in the revenues from the corporate tax, the labor income tax and the sales tax are
fully realized, while the drop in the capital income tax occurs instantly. Thus, the short-run fiscal
costs may be considerably higher.

5 We assume that the necessary reduction in public spending is achieved by a reduction of transfers payed to the household sector.
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Figure 5:
Long-Run Fiscal Consequences of a Capital Income Tax Reduction
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Notes: The figure shows the estimated long-run effects of a decrease in the capital income tax rate on tax revenues.
SCC stands for social security contributions.
Source: Own Computations. © ifo Institute
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6 Conclusion

Our results suggest that a reduction of the capital income tax rate in Sweden would significantly
boost economic activity. GDP and investment would increase, as would employment and house-
hold consumption, indicating that, on average, both the firm sector as well as the household sec-
tor benefit from a capital income tax cut. Moreover, at least in the long-run, the fiscal costs asso-
ciated with a reduction of the capital income tax rate are rather modest, as the decrease in
revenues from the capital income tax are partly offset by an increase in revenues from other
taxes.

A word of caution is necessary with regard to the interpretation of our findings. Despite its com-
plexity, the simulation model that we use to estimate the long-run consequences of a tax reform
remains a stylized depiction of reality. All results are sensitive to the behavioral assumptions on
which the model is based. Moreover, the estimates presented in this study are the result of an ex-
ante policy analysis that rests on the assumption that the general economic and institutional
conditions remain unchanged during the adjustment process. Any future change in those condi-
tions may affect the validity of our results. Also, the firm and household sector considered in our
analysis represent an aggregate of all firms and households, respectively, in the economy. Thus,
our analysis does not shed any light on the distributional consequences of the simulated tax re-
form.
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Appendix

The model is calibrated to replicate the macroeconomic structure of the Swedish Economy in
2016. Table Al lists the realizations of the main macroeconomic aggregates, the corresponding
three-year averages (2015-2017), and the values that were replicated by the CGE model. Values
marked with an asterisk (*) are set exogenously in the model.

Table Al: Macroeconomic structure of the Swedish economy in 2016

3-Year Average

in Mio. SEK 2016 CGE-Model
(2015-2017)

GDP 4385497 4388624.3 4 385 500"
Total Consumption 3116138 3109707.3 3275180
Househ. Consumption 1962610 1964 243.3 1962 600*
Gov. Consumption 1153528 1145 464.0 1312590
Investment 1075236 1089901.0 1075760
Profits + Capital Income 1406 843 1419 074.0 1213350
Compensat. Employees 2062 757 2062 389.7 2062800
Depreciation 715948 701981.5~ 726 895

Notes: Data are taken from OECD. ~ indicates that a 2-year average (2015-2016) was computed.
Table A2 shows statistics of the Swedish firm sector that were used to calibrate the CGE-model.

Table A2: Structure of the Swedish firm sector

Listed WHC Non-Listed WHC CHC NCC

Total Assets (Mio. SEK) 5995131 12 280 289 1856 194 ---
Equity (Mio. SEK) 2741921 5163524 962 969 ---
Debt (Mio. SEK) 3253210 7116764 893225 ---
Debt-to-Asset Ratio (in %) 54.3% 58.0% 48.1% 48.0%
Employees (% of Total) 2.5% 66.5% 26.8% 4.3%
Wage Bill (% of Total) 3.3% 62.0% 28.8% 5.8%
Financial Structure

New Share Issues (in %) 4.5% 19.4% 19.4% 52.00%

Retained Earnings (in %) 41.2% 22.6% 32.5% 0.0%

Debt Finance (in %) 54.3% 58.0% 48.1% 48.0%

Notes: Data on equity and debt are taken from OECD. The number of employees and the wage bill were
computed based on data provided by Svenskt Naringsliv as well as Sgrensen (2008). Data on firms’ financial
structure is taken from Riksbank (2016).

Values for behavioral elasticities (i.e., elasticity of intertemporal substitution, factor substitution
elasticity, labor supply elasticity) are either set in accordance with existing empirical evidence or
so to replicate the macroeconomic structure of the Swedish economy for the year 2016. Parame-
ter values are available on request from the authors.
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