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The Economic Effect of Capital Tax Policy in Small Open Economy
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Abstract: In order to study the impact of capital tax policy on macroeconomic variables in small open econ-
omies, an economic model with Cobb-Douglas production function and exogenous technological progress is
established in this paper, and how three different types of capital tax policies (dividend income tax, capital
income tax and enterprise income tax) affect social investment, economic growth and socialwelfare levelis
analyzed. The results show that the introduction of capital tax leads to adistortion effect, and the present
value of representative enterprises decreases with the increase of enterprise income tax rate; thatthe opti-
mal capital stock is a decreasing function of net return on capital, enterprise income tax rate and dividend
income tax rate in the world market; that if the cost of capital adjustment is small, the speed of capital
convergence will accelerate, andif capital adjustment is big enough, capital convergence rate is an increas-
ing function of enterprise income tax rate and dividend income tax rate and a decreasing function of capital
income tax rate; and that the increase of capital tax rate has two effects: one is that it leads to the decrease
of capital stock and wage level under the new stable state, and the other is that the increase of tax revenue
causes the increase inone-time transfer payment, the net effect of policy adjustment depending on the rela-
tivestrength of the two.

Key words: capital tax; investment; economic growth; social welfare; small open economy
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