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1 Aggressive tax planning and tax
policy

Over thepast years, the scholarly discussionon tax lawhas
focused largely on aggressive tax planning (Dourado 2015;
Panayi 2015). “Aggressive tax planning” is not a legal term;
it refers primarily to transactions whereby companies take
advantage of discrepancies—arbitrage—between tax laws
of different countries, thereby achieving a more favorable
taxation than the comparable taxpayers who have no ac-
cess to such tax-planning opportunities. Aggressive tax
planning, then, is not a matter of evading the law, but of
exploiting, for purposes of personal gain, the limitations
and shortcomings of the lawwith regard to certain transac-
tions. Or, asMurphy (2005) defines it: “Aggressive taxplan-
ning by its very nature involves findingways to accomplish
compliance with the letter of the law while totally under-
mining the policy intent or spirit behind the legislation”
(p. 563).

Tax planning, whereby tax arbitrages are exploited for
personal gain, is not merely an issue within international
taxation, however, it can also occur in domestic transac-
tions. Differences in tax rates for different types of income
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are often the result of taxpolicies aimedat stimulating eco-
nomic growth and entrepreneurship through targeted tax
benefits.When taxpolicy results in changes to the lawwith
the aim of influencing the behavior of taxpayers, the prac-
tice of tax planning is being implicitly encouraged (Grib-
nau 2015; Freedman 2006). Tax benefits obtained by tak-
ing advantage of favorable taxation may be regarded as a
reward for acting in line with the wishes of the legislator.
Yet itmayalsobe that the letter of the law is exploited in sit-
uations thatwere not intendedby the legislator. Even if the
legislator intended beneficial taxation, tax planning may
result in taxation deemed excessively favorable, and thus
unfair, by other taxpayers. This creates a tacit limit beyond
which the tax benefits cannot be given without challeng-
ing the legitimacy of the tax system.

Tax policy may also be deemed illegitimate by some
taxpayers because they perceive it as inefficient (Edin et
al. 2005). Because business and entrepreneurship is a pre-
supposition for long-term economic growth in any society,
taxpayers engaged in private enterprise expect support in
their endeavors bymeans of targeted, stimulating tax poli-
cies. This, too, creates a tacit limit for tax law—aminimum
requisite level of tax policy intervention. Entrepreneurs
will regard a tax system as illegitimate if they are subject
to levels of taxation that are not significantly different from
those of other taxpayers (Edin et al. 2005).

Accordingly, a good tax law is one that is regarded
as legitimate by the public, while incentivizing certain
groups to contribute to the economic growth through pri-
vate entrepreneurship. Then generally, there is a delim-
ited area to which tax law and policy must be confined in
order to maintain legitimacy. If they venture beyond this
“window of legitimacy”— through tax laws that are aimed
at stimulating growth, but also enable tax planning to a
degree considered unfair by the public—then either the
law may be revised or its implementations may be tried in
court. In this way, the system can retain its legitimacy over
time.

The legislator and the Tax Agency share an overarch-
ing responsibility for securing the legitimacy of the tax sys-
tem. This responsibility may be regarded as flowing from
the Rule of Law, which establishes that taxes must be im-
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posed through a proper legal process, rather than through
administrative or judicial discretion, and that the gov-
ernment and administration must comply with the laws
that lawmakers have passed (Cooper 1997). In the govern-
ment’s decree to the Swedish Tax Agency, it is thus explic-
itly stated as a responsibility for theAgency to secure legal-
ity, consistency, and uniformity in the application of im-
plemented tax legislation.1 Because the legitimacy of the
tax system is fundamental to the society, strong demands
can be made on the operations of the legislator and the
Tax Agency. If these institutions fail to live up to the de-
mands, their authority will be undermined, to the detri-
ment of public confidence in and respect for the entire tax
system. Not only can the taxpayers’ actions threaten the
legitimacy of this system, the actions of the legislator and
the Tax Agency are also crucial for the citizens’ trust in the
tax system.

The purpose of this article is to expand the scholarly
debate on legitimacy in tax law from a narrow focus on
the behavior of taxpayers (e.g., aggressive tax planning) to
include the responsibility of lawmakers and tax authori-
ties for securing legitimacy. We make our contribution as
a case study from the Swedish income taxation and take
the changes to the taxation imposed on owners of close
corporations from 2006 as our starting point. We also ad-
dress the typeof reward systemusedby some suchowners,
whereby shares are obtained without any capital invest-
ment and resold on the same terms—also known as naked-
in, naked-out. Thus, more specifically, this article is about
tax planning in partner-owned close corporations.

Our investigation is interdisciplinary and includes
perspectives from both tax law and corporate finance. The
empirical basis of the study is a close reading of the two
judgments in the pwc case2, and all the available material
presented to the court in that case. We read the material
with an eye to understanding the arguments of the parties,
the court’s decision, and theparties’maneuvers during the
trial. Thematerialwas interpreted in light of discussions in
scholarly publications and in the business media regard-
ing the expediency of the tax rules for close companies.

The body of the article is divided into five main sec-
tions. Section 2 explicates the notions of efficiency and le-
gitimacy in tax law and the interrelationships between the
two. Section 3 presents that Swedish tax law that was re-
garded as illegitimate in the case studied here. This is fol-

1 Paragraph 2, Förordning (2007:780) med instruktion för Skattever-
ket [Decree with instructions to the Tax Agency] (Swed).
2 Kammarrätten i Stockholm [Administrative Court of Appeal in
Stockholm] Mål nr. 701-702-14, December 2014 (Swed).

lowed in Section 4 by an account of the measures taken
to resolve the problem of illegitimacy. The results of these
efforts are assessed in Section 5, where some general con-
clusions are drawn.

2 Tax policy, eflciency and
legitimacy

2.1 Tax policy

Taxes generally serve three societal functions: a fiscal
function, a redistributive function, and a regulatory func-
tion (Avi-Yonah 2006). In most countries, these functions
are ensured bydifferent types of taxes—particularly by tax-
ing consumption and income. As for which of these forms
of taxation are best suited to fulfill the fiscal and redis-
tributive functions, opinions diverge; but for the regula-
tory function, income tax seems clearly superior to con-
sumption tax (Bankman and Weisbach 2006; Avi-Yonah
2006).

To beginwith, income taxhas a symbolic value. Public
opinion canbeaddressedmore effectivelywithdirected in-
terventions in income taxation than in consumer taxation.
As a clear example, consider the last step in the Swedish
progressive tax on labor income. It is regularly condemned
as inefficient, even as an overall cost on society. Yet it re-
mains in place as a symbol of the legislator’s insistence
that high earners pay their fair share of taxes (Öberg 2014),
allowing policy makers to demonstrate their commitment
to fairness.

Moreover, only a minor proportion of tax policy con-
cerns consumption, although this proportion is likely to
expand as the public grows increasingly concerned about
environmental issues. Tax policy in the realm of business
primarily addresses investments and savings (Avi-Yonah
2006). Regulation aimed at stimulating activity in this area
must be directed at individuals’ income rather than their
consumption. Consequently, the income tax legislation
abounds with regulation encouraging taxpayers to make
investments for specific purposes, such as retirement or
housing. Yet most tax laws serving regulatory functions
concern corporations, in the form of generous deduction
policies on investments in assets or generous taxation of
proceeds from investments in private enterprise, demon-
strating that efficiency and legitimacy must be balanced
in the tax system.
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2.2 Eflciency

Income taxation is efficient insofar as it affects the tax-
payer’s behavior as little as possible (Hansson 2014). From
an economic perspective, taxes are generally considered
to be bringing about tax wedges, with a negative impact
on behavior. Individuals are assumed to make rational
choices—to act according to what will be most beneficial
for their private financial situation or that of their com-
pany. To the extent that a tax influences this action, it
introduces inefficiency into the economy, which, in turn,
affects economic growth. From this viewpoint, taxation
ought to be neutral and uniform, so as to have a minimal
influence on behavior. This aspiration is clearly expressed
in preparatory work to the laws of the current Swedish tax
system.3 Nevertheless, as Arnold et al. (2011) have demon-
strated, certain types of taxation havemore adverse effects
on economic growth than others do. In general, income
taxation—especially corporate tax—is the most harmful to
economic growth, and consumption and property taxes
have the least adverse effects. Thus, there are loud calls for
lowering or even abolishing corporate tax (Norrman and
Virin 2007).

As far as taxes on individuals are concerned, some
research shows that marginal taxes on personal income
has a dampening effect on entrepreneurship and that a
progressive income tax is negatively correlated with en-
trepreneurial risk-taking (Hansson 2010). Furthermore,
the high mobility of capital brings the risk of losses
in efficiency when capital is taxed (Soerensen 2010a,b).
Taxing capital on the individual level thus inhibits eco-
nomic growth, as Storey (1994) concluded upon finding
a negative correlation between capital gains tax and en-
trepreneurship.

Furthermore, because the total tax revenues from the
taxation of corporations and capital income distributed to
corporate owners often amount to less than 10% of the to-
tal tax revenues of a government, tax benefits within this
sector have a limited impact on the government’s overall
revenue raising.4 For this reason, and because of the ad-
verse effects of such taxes on economic growth, they are
often used as political instruments for furthering growth.
The lowering of taxation on owners of close companies
and unlisted companies in 2006 is one example; the low-
ering of the corporate tax over the past few years is an-

3 Regeringens Proposition [Prop.] 1989/90:110 om reformerad
inkomsts- och företagsbeskattning [government bill] (Swed).
4 In 2014, the corporate tax revenues amounted to 8.8% of total tax
revenues among OECD countries, OECD (2016), Revenue Statistics
2016, OECD Publishing.

other.5 Because capital ismoremobile than labor, taxes on
work are less sensitive to international competition than
the taxes on capital. This means that the introduction of
types of tax policies mentioned here runs the risk of in-
creasing the difference in effective tax between wage earn-
ers and capital owners. If this difference in taxation be-
tween capital and labor comes to be seen as excessive by a
large number of wage earners, the legitimacy and even the
fiscal function of the tax system is threatened.

2.3 Legitimacy

Tax systems cannot be considered merely from the point
of view of marginal assumptions about the impact on effi-
ciency by particular taxes or changes in tax laws. Most of
us agree that taxes are necessary for the society to function
well and to sustain democratic institutions (Murphy and
Nagel 2002). The starting point for any discussion about
taxesmust therefore be a question of the size of public sec-
tor, whichmust then be financed as effectively as possible.
The size of public sector, its financingby taxation, and spe-
cific taxes must all be perceived as legitimate.

In law, the concept of legitimacy encompasses the cit-
izens’ confidence in and convictions about the normative
aptness of administrative structures, the actions and deci-
sions of civil servants, and administrative processes. The
legitimacy of rules and decisions depend, crucially, on
who made them or how they came to be. Social science
research offers several reasons why the rule of law in any
society presupposes legitimacy. Legitimacy increases legal
obedience and participation in elections, and facilitates
the process of conducting political reforms (Tyler 1990).
The legitimacy of tax law is ensured by good legislation
and procedural justice, in which the ministries of finance
and tax authorities play decisive roles. In addition, legit-
imacy encompasses normative questions about the fair-
ness of law (Lodin 2007; Caldéron et al. 2016). This usage
is justified, given that a fundamental aspiration of fairness
in taxation pervades any tax system (Hemels 2015).

As mentioned, tax laws are often justified by refer-
ence to economic considerations, which often entail that
a certain group of taxpayers is favored over another. This
was the case in 1997, when a revision of the wealth tax
exempted a dozen of the wealthiest persons in Sweden

5 Regeringens Proposition [Prop.] 2005/06:40, Reformerade beskat-
tningsregler för ägare i fåmansföretag [government bill] (Swed);
Statens Offentliga Utredningar [SOU] 2014:40, Neutral bolagsskatt –
för ökad effektivitet och stabilitet [government report series] (Swed).
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from this tax on a large portion of their wealth, as a strat-
egy to reduce emigration of wealthy individuals (Henrek-
son 2017). Another example is the Swedish rule about self-
correction, according to which the individuals who have
withheld income from the Tax Agency may evade penal-
ties, as long as they later report the income on their own
initiative. Both cases are examples of legislation that give
an exclusive advantage to one group, and of parliament
justifying obviously unfair tax laws with reference to eco-
nomic rationality.

Then there are examples in Sweden of obviously un-
fair tax legislation that is considered justified by economic
considerations, demonstrating that equal treatment—fair
taxation—cannot be used unconditionally as a measure of
a law’s virtue. It also indicates that legislation yielding tax
benefits for a certain group of taxpayers need not be il-
legitimate, as long as there are convincing economic ar-
guments for that discrimination. Economic rationality is a
possible source of legitimacy, given a broad acceptance of
the idea that discriminatory tax rules are preferable if they
result in greater tax revenues than would rules that treat
everyone equally. Thus, efficiency and legitimacy need not
be conflicting goals, because effective taxes help secure a
greater degree of social welfare—a consequence the pub-
lic should be able to support. Yet reaching a point of bal-
ance between efficiency and legitimacy can be challeng-
ing for the legislator (Jagers and Hammar 2009). In some
cases, the aims of efficiency and legitimacy will, at least in
the short run and somewhat longer, pull in different direc-
tions.

Where, exactly, to draw the line between legally per-
missible transactions and transactions that constitute il-
legitimate tax planning is one of the perennial questions
in the study of tax law, and it will not be pursued in this
article. The example dealt with in the remainder of this ar-
ticle concerns legislation that clearly benefits a particular
group of taxpayers, yet is clearly missing convincing eco-
nomic arguments in favor of positive discrimination. This
is the law enabling income shifting and tax arbitrage in
close companies.

3 Income shifting in close
companies

3.1 Dual income taxation

The Swedish tax system is premised on a comprehensive
concept of income and explicit aspirations to impose taxes
on a neutral and uniform basis—known as horizontal eq-

uity.6 Like Norway and Finland, Sweden uses dual-income
taxation, meaning that income from labor and capital are
taxed separately (Soerensen 2010a,b). The system of dual
taxation was originally designed to establish horizontal
equity not only within each income category, but also be-
tween the two. An exception to this aim was introduced in
order to make room for vertical equity in the form of pro-
gressive taxation of taxpayers with high incomes from la-
bor. Similarly, because of the nominal taxation of capital
income, an estimated inflation of approximately 4 percent
at the beginning of the 1990smade the taxation of real cap-
ital income in line with vertical equity.

Since this system was introduced just over 25 years
ago, significant changes have been made,7 resulting, for
instance, in a growing gap between the tax rates on capi-
tal (which is exposed to international competition) and the
tax on labor (which is less so). In 1990, relatively few indi-
viduals paid progressive tax on theirwork income, but that
number had increased substantially by 2015. At the same
time, taxes on capital have decreased substantially; cor-
porate tax, for instance, has decreased to 22 percent from
30 percent. In addition, inflation is now steadily below 2
percent, rendering the taxation of real capital income con-
siderably less burdensome compared to the situation that
existed when the tax system was introduced and inflation
was much higher, as the tax object is calculated on nomi-
nal bases.

One of the major reforms to have widened the gap be-
tweenwork and capital taxwas the lowering (from 30 to 20
percent) of capital gains tax and dividends from shares in
close companies.8 This reform was introduced in 2006 in
hopes of boosting entrepreneurship and thereby increas-
ing growth. It has since been extended through further leg-
islation. The reform has led to a tax rate of approximately
38 percent on income from capital investments in close
companies. The highest progressive tax on work, by con-
trast, is approximately 58 percent, not including payroll
taxes,mandatory on all labor income. There is, therefore, a
large taxwedge between the different types of income. The
possibility of shifting income from labor to capital thus
constitutes a significant case of tax arbitrage.

6 Statens Offentliga Utredningar [SOU] 1989:33, Reformerad inkom-
stbeskattning [government report series] (Swed).
7 Report to the Swedish National Audit Office RiR 2010:11, “Enhetlig
Beskattning” 2010 (Swed).
8 Regeringens Proposition [Prop.] 2005/06:40, Reformerade beskat-
tningsregler för ägare i fåmansföretag [government bill] (Swed).
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3.2 Taxation of close companies

The legal definition of a close company (regulated in Chap-
ters 56 and 57 of the Swedish income tax act), including
the definition of a qualified share in a close company, is
detailed and complex. For the purpose of this article and
in line with legal definitions in the income tax act, a close
company is generally defined as a company in which the
majority of voting rights are held by a limited number of
individuals or their relatives, and in which these individu-
als or relatives also work for the company. Because of their
majority of voting rights, in many situations these individ-
ualsmay choosewhether the surplus of the company shall
be distributed to them as income from labor, in the form
of wages, or as capital income in the form of dividends.
Because the tax rates applicable to the two categories of
income differ significantly, specific rules on the taxation
of close companies are necessary for preventing the shift-
ing of highly taxed labor income into capital income, with
a lower applicable tax rate (Edin and Lodin 2008). These
rules are generally referred to as the 3:12 rules, for the
chapter and article number in the tax code where they
were first introduced.

When the 3:12 ruleswere introduced, the greatest chal-
lenge was finding an appropriate way of dividing the re-
turns of a company into the two types of income (Lodin
2009). The method that was settled upon was based on
the value of the investment. It allowed a portion of the
returns corresponding to a normal return to be taxed as
capital gains. The normal return was initially determined
by the government’s borrowing rate, but this method has
been revised numerous times. The current version dates to
the 2006 reform, and bases the calculation of the possible
amount to be taxed as capital income on the amount the
company pays in salaries—the Salary rule. As mentioned,
the tax rate on dividends and capital gains was also de-
creased from 30 to 20 percent. The legislator motivated
the revision in the method of distinguishing capital from
work income, with reference to concerns about legitimacy
(Lodin 2009).

In work preparatory to the 2006 legislation, the law’s
legitimacy was taken to depend on it being perceived as
legitimate, principally by the owners of close companies,
but also by other social groups, especially wage earners
(Lodin 2009). It was argued that a division based solely
on the owner’s capital investment lacked legitimacy in
cases in which close companies have many employees.
The owner ought to benefit from the value added to the
company’s return by its employees in the form of capital
income, as is the case for companies not covered by the
3:12 rule (Edin and Lodin 2008). The concept of legitimacy

is here understood as consisting of and confined to fair-
ness among owners of different types of companies with
regard to taxation. The Salary rule rests on the justifica-
tion that, due to rules governing the labor market, the hir-
ing of personnel involves greater risk, and that it appears
unreasonable to conceive the greater part of the profit of
a personnel-intensive company in terms of the owner’s
work contribution only—having it classified as the owner’s
wage.

As defined, the category of close companies in-
cludes not only family businesses; although in practice,
such businesses constitute the majority of close compa-
nies. Companies with a relatively large number of em-
ployed shareholders—typically partner-owned firms—are
also classified as close companies for income tax pur-
poses.9 This extended definition seems necessary in or-
der to prevent circumvention of the legislation, but also
to take the edge off the 3:12 regulation as a policy instru-
ment targeting small- and medium-sized entrepreneurs.
Partners in large consulting firms benefit from the 3:12 reg-
ulation when they have their returns taxed as capital in-
come, despite the fact that their capital investment might
have been extremely limited or even nil. This situation has
also drawn criticism to the 3:12 rules for favoring labor-
intensive companies with low profitability over capital-
intensive companies with high profitability (Bjuggren and
Johansson 2008).

3.3 Room for income shifting within the
framework of 3:12

With a taxation that is not neutral between work and cap-
ital (3.1) and the 3:12 rules (3.2), the possibility of income
shifting arises. Assuming a business income of 100 SEK in
a close company before salaries and taxes, a payroll tax of
31 percent, a marginal work income tax of 55 percent, and
a corporate tax of 22 percent, there is a taxwedge of 28 per-
centage points (about 9 percentage points if the marginal
work income falls below the limit above which state in-
come tax of 20 percent must be paid, see Table 1). It is sig-
nificant, however, that the following example is relevant,
particularly for an individual who earns above 40,000 SEK
per month, because excess income from labor in that case
will not grant any additional social benefits, such as pen-
sion, sickness compensation, and parental benefits, and

9 Regeringsrättens årsbok [RÅ] [Supreme Administrative Court Year
Book] 1993 ref 99 (Swed).
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Table 1: Comparison of marginal income taxed as work income at 55%, as work income at 30% and as capital income.

Taxed as income
from work (55%
marginal tax)

Taxed as income
from work (30%
marginal tax)

Taxed as income
from capital

Business income 100,0 SEK 100,0 SEK Business income 100,0 SEK
Payroll tax (31%) −23,7 SEK −23,7 SEK Corporate tax (22%) −22,0 SEK
Marginal tax −42,0 SEK −22,9 SEK Tax on dividends

(20%)
−15,6 SEK

Disposable income 34,4 SEK 53,4 SEK Disposable income 62,4 SEK
Tax 65,6 SEK 46,6 SEK Tax 37,6 SEK

Tax as proportion of
income

66% 47% Tax as proportion of
income

38%

the proportional payroll tax can thus be considered as an
additional income tax.

The tax wedge between labor and capital income from
close companies entails a strong incentive for owners to
draw as large a share as possible from the companies’ sur-
plus as capital income. The greatest opportunity for the in-
come shift arises in companies with high salary costs—in
companies with many and amply paid employees. In such
companies (e.g., partner-owned consulting businesses),
the tax rules de facto result in highly taxed work income
being shifted to capital income, with its lower tax rate.

4 Legitimate or illegitimate tax
planning?

In the previous section, we demonstrated that the options
for owners of close companies regarding the classifica-
tion of their income as stemming from labor or capital, is
clearly given to them by the legislation, and constitutes an
intentional tax policy. In other words, the legislation em-
bodies a tax policy whereby individuals are encouraged
to run close companies and thereby contribute to greater
entrepreneurship and growth, in exchange for a lower tax
rate. As such, the policy invites the exercise of tax plan-
ning (running a close company). As it turned out, how-
ever, excessive use of income shifting in partner-owned
closed companies—aimed at taking advantage of the tax
incentives—turned out to be found illegitimate, and thus
a key issue within the Swedish tax policy in the beginning
of the 2010s. It all started with a newspaper article.

4.1 The legitimacy and eflciency of tax
planning

4.1.1 Public debates

In the fall and winter of 2010–2011, a series of articles
in Svenska Dagbladet, one of the most widely circulated
and highly esteemed newspapers in Sweden, noted that
partners in accounting firms often draw a large portion
of their companies’ surplus as dividends, which are taxed
at a relatively low rate—all in accordance with the 2006
rules (Neurath andBursell 2010). Thearticles also testify to
widespreadunawareness amongordinary taxpayers about
the considerable tax reliefs available to accounting and
consulting firms through the 3:12 rules. Within these arti-
cles, the Tax Agency attacked the accounting and consul-
tancy business, arguing that the law does not permit the
considerable tax reliefs enjoyed by that business (Bursell
2010a), while representatives from consultancy firms de-
fended the favorable practice (Bursell 2010b). In the con-
cluding article, Professor Sven-Olof Lodin, who helped
draft the favorable rules, joined in the criticism of the tax
planning in question and called for a revision to the law
that would prevent it (Lodin 2011).

These articles implicitly question the legitimacy of
tax rules that allow the partners of large accounting and
consulting firms to enjoy considerable tax relief on in-
come resulting from labor, rather than capital. The de-
bate spread to other media and to the arena of national
politics, driven by clear opposition to partners’ tax reliefs
(Zachrisson Winberg 2012). In its wake, the Tax Agency
initiated a process of assessing whether the criticized ar-
rangements could be reconciled with the law, and sugges-
tions for other, stricter laws were presented in the media.
Specialized forums also criticized the law and its generous
tax reliefs for partners.
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4.1.2 The Expert Group of Public Economics

The Expert Group on Public Economics (ESO) is a commit-
tee attached to theMinistry of Finance; its task is to supply
the legislator with the expertise and information needed
to make economic and financial decisions. In a 2012 re-
port, the ESO criticized the 3:12 rules of 2006 as exces-
sively generous and as providing strong incentives to tax
planning by means of income shifting (Alstadsæter and
Jacob 2012a,b). Given laws that impose a 28-percentage
point higher tax on income drawn as salary rather than
dividends (by the tax rates of 2011), there is a clear incen-
tive to shift incomes from salary to dividends (see Table 1).
The study shows that labor incomes in close companies
increased only marginally after the 2006 reform, whereas
their capital income increased by more than 80 percent.
In addition, statistics show thatmany individuals drawing
dividends from close companies are high earners, mean-
ing they are able to make use of the tax wedge. The study
also noted that many of the close companies established
after the 2006 reformare used solely for the purposes of in-
come shifting. Alstadsæter and Jacob argue that the rules
result in tax-adjusted transactions, which in turn lead to
deadweight losses and thereby an unproductive use of re-
sources. The study concludes that the regulation is less ef-
fective than it might have been, and that it is questionable
on the basis of public economics.

Critics of Alstadsæter and Jacob’s report say that its as-
sessment of the 3:12 reform is not issued from a clearly de-
fined normative stance (Ericson and Fall 2013). With refer-
ence to statements in preparatory works, to the effect that
the law should seek to stimulate entrepreneurship, Eric-
son and Fall find the criticism of tax reliefs unfounded.
They argue, in addition, that the empirical data presented
in the ESO report is self-contradictory.

The fact that the 3:12 rules provide higher earners with
incentives for tax planning is highlighted in yet another
ESO report, from 2014 (Alstadsæter et al. 2014a). The au-
thors of that report argue that although the 3:12 rules were
conducive to investment, their impact on employmentwas
negligible. In their view, it is unclear whether the value of
the entrepreneurship created by the rulesmakes up for the
income shifting for which they also pave the way (Alstad-
sæter et al. 2014b). They also note that the type of tax plan-
ning the 3:12 rules give rise tomay lack general acceptance
among the public—may, in other words, undermine the le-
gitimacy of the tax system.

The report provides several suggestions for ways in
which the rules could be revised so as to limit the tax-
planning leeway without decreasing the rules’ positive ef-
fects on growth and entrepreneurship. First, companies

with divided ownership, like consulting firms, should be
excluded from the category of close companies and be cat-
egorized as unlisted companies instead. This would de-
crease the taxwedge by 5 percentage points. As employees
of unlisted companies acquire shares therein, the differ-
ence between the subscription rate and the market value
ought to be taxed as wages, and the market value should
be determined by the standardized methods described in
the finance and accounting literature (Alstadsæter et al.
2014b).

4.1.3 Illegitimate and ineflcient tax planning

The public debate and criticism of the 3:12 rules in the 2012
ESO report indicate that the current rules fail at both legit-
imacy and economic efficiency. The rules have been pre-
sented as profoundly unfair, benefitting a small group of
well-to-do partners (Hedelius 2013) and that they are in-
efficient in relation to the legislator’s stated goals regard-
ing entrepreneurship (Lodin 2011; Alstadsæter and Jacob
2012a,b). Combined, these criticisms mounted serious po-
litical pressure on the legislator to change the rules (Sten-
berg 2013). The Tax Agency responded by pursuing legal
action against the accounting firmpwc,with the aimof try-
ing the validity of the criticized type of tax planning. The
Ministry of Finance took its own initiative and proposed
new legislation. The next sections present and evaluate
these responses.

4.2 New legislation

In the first half of 2013, the Ministry of Finance proposed a
new piece of legislation. Massive criticism from both refer-
ral bodies and the Legal council (Lagrådet) yielded several
suggestions. A revised version of the proposed law came
into effect in 2014 (Hellekant and Hugo 2013). The new law
is premised on the view that the leeway for salaries estab-
lished by the 2006 rules is excessively generous for the
partners of large firms with many partners and employ-
ees, therebyundermining the legitimacyof the rules.10 The
new rules address the problem, principally by requiring
that partners hold at least 4 percent of the shares of a com-
pany in order to be eligible for the salary-based leeway for
calculating the portion of their income thatwill be taxed as

10 Regeringens Proposition [Prop.] 2013/14:1, Budgetproposition för
2014 [government bill] (Swed), 257.
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dividends (Ch. 57 §19 IL11)—generally knownas the capital-
share requirement. The law is based on statistics from a
database, FRIDA, showing that 85 percent of partners in
close companies with salary exceeding 250 million SEK
shared less than 4 percent of the capital. In companies
with salary less than 20 million SEK, only 2.5 percent had
less thana4percent capital share. Itwas further noted that
about 90 percent of partners owning less than 4 percent
are in staff-intensive areas of business such as accounting
and consulting firms, in which salaries are high.

The limitations introduced into the 3:12 rules subse-
quently met with heavy criticism for potentially inhibiting
entrepreneurship and growth (Larsson and Sävenstrand
2013; Fall andEricson 2013; Lodin 2014). Among theharsh-
est critics is the Swedish Association of Lawyers (Sveriges
Advokatsamfund 2013),whichhas argued that the rules do
not serve to correct the problems identified by the legis-
lator. Rather, companies prompted by the rules to change
their operations may be affected negatively in relation to
companies such as foreign competitors, to which the rules
do not apply.12 Unjustified threshold effects may make the
recruitment of important personnel more difficult. The as-
sociation also faults the legislator for inadequacy in the
prediction of consequences of the rules. A stern critic of
the 2013 legislation, Tjernberg summarized the proposed
law as follows:

Although I understand that the revision of the tax reform ne-
cessitates 3:12 rules, and with all due respect for any attempt to
make the system legitimate and non-intimidating, I cannot but
note that the 3:12 system has been derailed. Basic tax law re-
quirements regarding neutrality, legal certainty and predictabil-
ity have given way to political micromanagement and ad hoc so-
lutions (Tjernberg 2013, 750).

A comprehensive report concerning the revisions of 3:12
was presented in November 2016, confirming much of the
criticism that had been launched against the laws pro-
posed in 2014 (Tjernberg 2017).13 The report also ques-
tioned whether a requirement for holding a minimum
share of the company is compatible with the principles of
neutrality and equality in taxation, and suggests that that

11 Regeringens Proposition [Prop.] 2013/14:1, Budgetproposition för
2014 [government bill] (Swed), 264.
12 Statens Offentliga Utredningar [SOU] 2016:75, Översyn av skat-
tereglerna för delägare i fåmansföretag [government report series]
(Swed), 178-82.
13 Statens Offentliga Utredningar [SOU] 2016:75, Översyn av skat-
tereglerna för delägare i fåmansföretag [government report series]
(Swed), 178-82.

requirement be removed.14 The report also suggests that
income shifting should be restricted on the basis of amore
individualized salary calculation. New rules were slated to
come into effect in 2018, but heavy criticism, and even po-
litical threats of motion of nonconfidence, had forced the
government to withdraw its suggested rules by the end of
August 2017.15. All that extensive work and engagement in
new legislation had been for naught.

In a special opinion to the investigation, Lodin ob-
served that the capital-share requirementmissed its mark,
and caused problems for smaller 3:12 companies (Lodin
2016). According to Lodin, the class of partner-owned
firms that were the intended target of the requirement ad-
justed to the new regulation by restructuring. As such,
their possibilities of income shifting were not lessened
by the new rules. The same conclusion was confirmed
in the decision of the Board for Advanced Ruling (Skat-
terättsnämnden) of 22 June 2016.16 Lodin suggests that a
new formulation of the law require that employees’ acqui-
sitions of small company shares be taxed as part of their
work income, insofar as the acquisition price is below 70
percent of the value of the share. Dividends from employ-
ees’ shares, where rights of disposition are limited in such
a way as to affect the value of the share, are to be taxed
wholly as labor income. This latter part of Lodin’s sug-
gestion disqualifies dividends from shares acquired on a
naked-in–naked-out basis from being taxed as capital in-
come. As such, it should be effective in combatting the
type of arrangements that the law of 2013 had hoped to
target. The former part of Lodin’s suggestion is based on
the fundamental principle of today’s tax system: that any
valuable item given to employees by their employer with-
out compensation from the employee be taxed as labor in-
come. The value of shares acquired free of charge is deter-
mined by their market value. However, Lodin’s suggestion
does not seem to provide a solution to the problem of val-
uation that arises from a shareholder’s option to choose
whether surplus from the company is to be taxed as labor
or capital income.

14 Statens Offentliga Utredningar [SOU] 2016:75, Översyn av skat-
tereglerna för delägare i fåmansföretag [government report series]
(Swed), 202.
15 Press release from Swedish Government: http://www.regeringen.
se/artiklar/2017/08/forandringar-avseende-tre-remitterade-
skatteforslag/, last visited 2017-09-19.
16 Skatterättsnämnden [SRN] [Board for Advanced Tax Ruling] SNR
dnr 42-15/D, 22 June 2016 (Swed.); Högsta förvaltningsdomstolen
[HFD] [SupremeAdministrative Court] Mål nr 3826-16, 31 January 2017
(Swed).
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Given the considerable tax wedge between labor and
capital income, the mere fact that a shareholder in a close
company is free to decide whether dividends should be
taxed as labor or capital confers a considerable value upon
those shares. The same is not true of similar capital invest-
ments in companies not covered by the 3:12 rules. For this
reason, it does not seem feasible to use the same template
for assessing the value of shares in companies within and
outside the 3:12 regulation, if the assessment is to be a re-
flection of the value the shareholder can expect to enjoy
through the investment. The tax wedge and the option to
have the return taxed as capital incomemake the prospec-
tive payoff of capital invested in a close company consid-
erably greater than an equivalent investment made in an
unlisted or public company.

Then, the question of valuation is particularly impor-
tant and relatively complicated for income shifting onpart-
ners’ shares. The Tax Agency had occasion to learn this
during its attempt to combat the type of tax planning the
partners of pwc engaged in using shares acquired on a
naked-in–naked-out basis.

4.3 The Tax Agency vs. pwc

4.3.1 The pwc ruling

Around the time when the government demonstrated its
commitment to fairness by introducing regulations against
tax planning in partner-owned companies, the TaxAgency
also decided to test whether the tax planning was compat-
ible with current laws and regulations. As the pilot case, it
chose the accounting firm pwc. In December 2012, it esti-
matedhigher payroll taxes for the companyon thegrounds
that employees had acquired shares in the company at
what was allegedly below market price. During the legal
process, the Tax Agency argued that the tax relief that pwc
partners had enjoyed through the company’s partnership
programshouldbe taxedas abenefit. The casewasfirst de-
cided in the Administrative Court in Stockholm (Decision
of 3 December 2013) and later in the Appeals Court (Deci-
sion of 12 December 2014).17 Both courts decided against
the Tax Agency, because it had been unable to show that
the value of the shares exceeded the price that pwc part-
ners had paid.

The weak point of the Tax Agency’s presentation of
the case was the lack of plausible arguments in support

17 Kammarrätten i Stockholm [Administrative Court of Appeal in
Stockholm] Mål nr. 701-702-14, December 2014 (Swed).

of a different estimation between the value of partners’
shares and the value cited by pwc. In our view, the Tax
Agency’s chances of success were slim, given the condi-
tions set forth in the case. Eager to be seen as coming down
hard on tax planning, the Tax Agency, like the Ministry of
Finance, actually underperformedat its task. In the follow-
ing sections, we provide an account of key factors in the
case and explain the basis of our criticism.

4.3.2 The value of partners’ shares

It is hard to find a clear-cut definition of a partner-owned
company, but the essential characteristic seems to be that
ownership is a means of collaboration and income dis-
tribution rather than acquisition of capital.18 This also
means that the company’s total resultsmust be distributed
among the partners, and that there must be a refusal
clause forcing partners to sell back their shares at a pre-
determined time for the same price paid at the point of
joining the partnership. In other words, partners should
receive compensation only for their annual work and not
earn capital gains by selling shares. Hence, the value of
the shares is not directly determined by the business’s
surplus; nor, therefore, by the value of dividends. The
shares do not yield a return on capital invested—indeed,
in a naked-in-naked-out setup, there is no capital that can
yield any return.

This means that the value of shares held by share-
holding partners really exists in the value of possible tax
benefit a shareholder can enjoy by exploiting the tax arbi-
trage (i.e., the possibility of deciding between two income
categorizations). Thus, in a tax context, shares are used
merely as a means of labor income distribution. If capital
and labor incomes had been taxed at equal rates, a share-
holding partner would be indifferent whether the profit
for the year were to be distributed as dividend (capital
gain) or salary (labor income). Hence, the value of shares,
also for shareholding partners, would be the pre-emption
price discounted to the present value, and the capital in-
vestment deducted. If this investment and thepre-emption
price come to the same sum, the return of shares will thus
be negative.

In the case under consideration here—pwc—it is also
possible to be a partnerwith a partner’s full rights,without
being a shareholder (pwc’s plea to the Appeals Court 28

18 See also: Statens Offentliga Utredningar [SOU] 2016:75, Översyn
av skattereglerna för delägare i fåmansföretag [government report se-
ries] (Swed), 146–55.
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Table 2: Value estimates for shareholding partners and non-shareholding partners.

1) Shareholding
partner

2) Non-shareholding
partner

1)-2), i.e., the value of
the share

Shareholding
non-partner

Year 1 62.40 34.35 28.05 0.00
Year 2 62.40 34.35 28.05 0.00
Year 3 62.40 34.35 28.05 0.00
Year 4 62.40 34.35 28.05 0.00
Year 5 62.40 34.35 28.05 0.00
Value 236.55 130.22 106,33 0.00

February 2014). Suchapartnerwithout shares is entitled to
the same portion of the profits as a shareholding partner.
Therefore, a strong supporting argument in the pwc case
is that a partner without co-ownership does not have the
possibility of income shifting. Instead, the full income of
that partner is taxed as labor income.

The Swedish tax system is founded on the principle
that the same taxes ought to be imposed on all types of la-
bor income, regardless of the form this income takes.19 The
value of income in forms other than cash is determined by
its market value, which means the local price paid for the
good or service.20 In accordance with this principle, an in-
dividualwho is able to purchase a goodbelowmarket price
is liable to pay a benefit tax on the difference between the
price paid and themarket price. This applies, for example,
to the employees who are offered the opportunity to buy
shares in their company at below-market price. Against
this background, the Tax Agency argued that the market
value of the partners’ shares in pwc that yielded annual
dividends of about 15,000SEKwashigher than the amount
the partners had originally paid for them, which was 10
SEK. The Tax Agency estimated the value of the partners’
shares at 35,000 SEK, so that for every share acquired by a
partner, 34,990SEKwas subject to taxation as a fringe ben-
efit. According to the Tax Agency, an outside investor—a
non-partner—would bewilling to paymore than 10 SEK for
the opportunity to enjoy the gains awarded topartners. Im-
plicit in this reasoning is the assumption that it is the share
that yields this return. But according to pwc, this assump-
tion is incorrect. It is in virtue of being partners rather than
shareholders that entitled the employees to a portion of
the company’s annual surplus. The point is made clearly

19 Regeringens Proposition 1989/90:110 om reformerad inkomsts-
och företagsbeskattning [government bill] (Swed), 314; Statens Of-
fentliga Utredningar 1994:98, Beskattning av förmåner [government
report series] (Swed).
20 Regeringens Proposition 1989/90:110 om reformerad inkomsts-
och företagsbeskattning [government bill] (Swed), 321.

in the support pwc submitted for its case in the Appeals
Court: “A partner who does not hold shares has the same
right to share in the profits as does a shareholding partner.
[. . . ] The only value of the shares for a consultant work-
ing in the company is the value of the tax arbitrage” (p.
3). Rather, the shares are used as a mechanism by which
the annual profit is distributed to partners.

The following example shows how values are cal-
culated for shareholding and non-shareholding partners.
Like the previous example, this one is based on an income
of 100 SEK, a 55% marginal income tax on work, a 20 per-
cent tax on capital income, a 31 percent payroll tax, and a
corporate tax of 22 percent. We assume that the partner-
ship lasts for five years, that the individual joins at age
55 and retires with emption at age 60. The discount rate,
10 percent, were chosen for purposes of exemplifying the
principles at work and have not been derived either theo-
retically or empirically.

Columns 1 and 2, in Table 2, show the disposable in-
comes of a shareholding partner and a non-shareholding
partner, respectively, and the present value of that income.
Column 3 shows the difference in disposable income be-
tween shareholding and non-shareholding partners. The
value of 106 SEK is the present value of this difference, and
corresponds to the value of the tax arbitrage as well. For a
non-shareholding partner, the value of shares is zero. For a
shareholding partner, the entire worth of holding shares is
due to themore favorable taxation. At least when the prin-
ciple of naked-in–naked-out is applied, it is obvious that
the share’s value consists entirely of the value of tax ad-
vantage permitted—even encouraged—by the law: that of
reporting what is obviously income from work as income
fromcapital, subject tomore favorable tax rates. For a non-
partner, the value of any shares heldwould be nil, because
that shareholder is not entitled to any of the company’s re-
turns.
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4.3.3 Is the value of the tax arbitrage a taxable benefit?

Asdemonstrated in thepreceding section, partners’ shares
have no value for the partner other than the tax arbitrage—
the possibility of choosing whether a certain income is to
be taxed as income from labor or from capital. Yet the tax
arbitrage shouldnot be regardedas a taxable benefit. First,
all close company owners currently enjoy that same possi-
bility. Subjecting this possibility to a tax benefit would, in
effect, cancel out the 3:12 regulation andmake it disadvan-
tageous to run a business, because all profits would have
to be reported as benefits, taxable as labor income. This
is not how the rules on close companies were intended to
function. Second, treating a lower tax rate ona certain type
of income as a benefit, subject to taxation runs counter to
a basic principle of the dual income tax system, whereby
income from work and income from capital are taxed sep-
arately. The benefit tax would subvert this cornerstone of
the system and may have great, unpredictable effects on
policy.

The value of a partners’ share, which consists of the
difference in taxation between labor income and capital
income, cannot then be considered a taxable benefit. Be-
cause the sole value of these shares is the tax arbitrage,
it is not possible to impose a benefit tax on them. In con-
clusion, the fact that the value of these shares consists of
the possibility of tax arbitrage, and the fact that the tax
arbitrage cannot possibly be considered a taxable bene-
fit, means that cases like the one the Tax Agency pursued
against pwc are doomed.

5 Concluding remarks
Legitimacy is crucial to the viability of a tax system in the
long term, and thereby crucial to the economy. Both the
law and adherence to the law is a matter for legitimacy.
This means that the Tax Agency’s interpretation of the law
and its ability to pursue legal action according to its in-
terpretation are significant parts of the tax system’s legiti-
macy.

The legislator faces the challenge of making the leg-
islation as efficient as possible without sacrificing legiti-
macy. Tax law that is generous toward one group tends
to be seen as illegitimate by other taxpayers. On the other
hand, entrepreneurs will regard legislation as illegitimate
if it is too stifling. In the tax law pertaining to business pol-
icy, it is critical to find a balance whereby the law is re-
garded as legitimate both by those touched by the law and
those not touched by it. We also maintain that income tax

has a symbolic importance, as it is imposed on all mem-
bers of a society. Income tax legislation is a powerful tool
to demonstrate initiatives in response to highly charged
political questions.

This article has shown that the incentive for taking ini-
tiatives that are visible to the public sometimes comes at
the expense of the quality of laws and their supervision.
In 2006, rules were introduced enabling lucrative income
shifting using shares acquired on a naked-in–naked-out
basis. Four years later, at the end of 2010, a question was
raised: Are the tax benefits reasonable as conferred on the
partners of accounting and consulting firms by this type
of share? Consequently, the Minister of Finance publicly
condemned such arrangements in 2013, and introduced
a new law to prevent this type of tax planning. The Tax
Agency, the supervisory authority of the Ministry of Fi-
nance, wanting to demonstrate initiative by publicly chal-
lenging the interpretation of the law on which these ar-
rangements were based, took pwc to court.

Both these interventions, which sought to safeguard
legitimacy, turned out to be major failures. The new legis-
lation was condemned as inadequate even before it was
enforced, and the criticism has only increased. Thus, a
proposal was made through the 3:12 investigation that the
previous legislation be scrapped and replaced by 2018.
Harsh criticism from lobbyists and aggressive rhetoric
from political antagonists forced the government to with-
draw its suggested legislation, however, exposing the leg-
islature as genuinely incapable of dealing with the long-
standing issue of legitimacy among tax-planning partners,
as represented by pwc and other partner-owned corpora-
tions engaged in using shares acquired on a naked-in–
naked-out basis.

The Tax Agency pursued a trial in the limelight with-
out any prospect of victory. Media reports of the trial tes-
tify to the amount of prestige the Tax Agency invested in it.
This is also apparent from the way the trial was presented
on the Tax Agency website. Despite its defeat in the Ap-
peals Court, the Tax Agency referred to the use of shares
acquired on a naked-in–naked-out basis in accounting
firms as “tax arrangements”, condemning them as wrong-
ful and vowing to question them in the future. This pre-
sentation of the matter prompted the Swedish Association
of Lawyers, the industry association of accounting consul-
tants, accountants, and advisers to report the Tax Agency
to the Parliamentary Ombudsman (Sveriges Advokatsam-
fund and FAR 2016).

The efforts of the legislator and supervisory authority
notwithstanding, it is still possible to engage in income
shifting with shares acquired on a naked-in–naked-out
basis in partnership firms. No new legislation can be ex-
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pected in the near future. Furthermore, the legislator’s and
Tax Agency’s efforts do not seem to have improved the le-
gitimacy of the tax law, but rather to have decreased pub-
lic trust. The goal of this article is to discuss the legitimacy
of the law against the background of the legislator’s and
supervisory authority’s actions. The legitimacy of the tax
system is contingent upon both the quality of the legisla-
tion and the supervisory authority’s ability to implement
it. Using legislation opportunistically for symbolic demon-
strations of one’s good intentions or one’s alignment with
populist sentiment will lead to overall lower legitimacy if
done at the expense of legislative quality. The legitimacy of
the tax system can only be further decreased if the super-
visory authority allows its actions to become instruments
for political rhetoric.
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