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Stock Prices Under Inflation
With Taxation of Nominal Gains

Uzi Yaari*, Dan Palmon** and Matityahu Marcus***

Excess taxation of capital gains is a by-product of inflation in a tax system
which uses nominal values as its basis. Feldstein and Slemrod [9] have shown
that in 1973 alone, individuals paid tax on more than $4.5 billion of nominal
capital gains on corporate stock in spite of their real loss of nearly $1 billion.
Feldstein et al. [8] have analyzed the effect of this phenomenon on the real
return from common stock and recognized its potential importance in con-
junction with other inflation-caused distortions produced by the present tax
system. In a departure from previous studies, this paper uses a share valuation
model to examine the interaction between inflation and capital gains tax. This
analytical framework facilitates a fuller investigation of the roles played by real
and nominal gains, including their deferral, in determining the impact of this
tax.

To isolate the effect of inflation through this tax, the analysis is conducted
under the assumption that other inflation-caused distortions have been remov-
ed. In particular, the following forms of indexation are assumed to be in effect:
All dollar amounts in the tax tables reflect the consumer price index;' the
used-up portion of producers’ goods is deducted at replacement prices; and
only real interest is taxed and recognized as an expense.

Qur findings are consistent with the basic conclusion of Feldstein et al.
regarding the significant effect of taxing nominal gains on the return from
equity, but differ on specific results. Their economy-wide growth model vir-
tually ignores tax implications of growth at the level of the firm, limiting the
relevance of their numerical estimates to the special case of a stationary
economy.? Use of a firm valuation model yields the following main conclu-
sions. (a) Prevailing tax and inflation rates and realistic deferral practices
cause the adverse effect of inflation on common equity values to be substan-
tial. (b) The contribution of inflation to the overall tax burden is moderate. (c)
The adverse effect of inflation on stock prices should increase with the real rate
of growth, while its proportionate contribution to the overall tax burden
should decrease with the growth rate. (d) The effect of deferral on the overall
burden is likely to be small; its contribution to the (small) impact of capital
gains tax and its effect on price may be significant, although smaller than
predicted by Bailey [3] and Feldstein et al. [8]. (¢) Under prevailing condi-
tions, the distortive effect of inflation on the allocation of capital may be
significant.
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The paper presents the issues under examination in the following se-
quence. The effect of inflation on stock prices is first analyzed under the
simplifying assumptions of annual stock trading and no real growth. Next, the
limiting assumption of annual trading is relaxed, followed by the suspension of
the no-growth assumption. Finally, the effect of inflation on the allocation of
capital is examined.

Non-Growth Stock With Annual Trading

Consider an all-equity firm in equilibrium, owning a fixed non-
depreciable capital stock from which it is expected to generate a constant
perpetual stream of earnings to be fully distributed as cash dividends at the
end of every year.® These earnings are subject to corporate and dividend
taxes, both assumed to be at fixed marginal rates.* Under these conditions, if
any future trading by the marginal shareholder is at the ex-dividend price, no
gains will be realized. It follows that this firm’s value and share price will not
be affected by a tax imposed on realized gains.

Consider now a similar firm operating in an environment of fully-
anticipated fixed-rate inflation, where taxes are imposed on nominal income
at fixed marginal rates. To the extent that equity claims are occasionally trad-
ed, taxation of nominal gains upon realization would involve a real impact of a
magnitude dependent upon the expected time pattern of trading. To avoid in-
determinacy in the effect of this tax, it is provisionally assumed that the
marginal investor trades his marginal holding ex-distribution at the end of
every year. This assumption (which results in a tax impact equivalent to that
of taxation upon accrual) is subsequently relaxed, and the marginal holding
period is treated as an exogenous variable which is allowed to assume values
betwéen one year and infinity.

Let:

P, = ex-dividend, current share price;

Y = first-year pre-tax earnings per share, expressed in prices prevailing
at the beginning of the year;

(G = marginal rate of corporate profit tax;

D = marginal rate of dividend tax;

(G = marginal rate of capital gains tax (hereafter CGT) paid on realized
nominal gains;

r = real rate of return net of all taxes sought by shareholders, assumed
to be unaffected by tax or inflation rates;>

m = constant rate of inflation;
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N = nominal rate of return net of all taxes sought by shareholders, fully

reflecting the expected rate of inflation, such that N - (1 +r)
x (1 +m)-1.

Since the price per share should escalate with earnings at the rate of infla-
tion, the ex-distribution price would reflect the following cash flows

End of year 1 2 3
cash value of
dividend va-©Sa-P) ya-Sa-P)  va-©Ca-P
x (1 +m) x (1 +m)? x (1 +m)?
less CGT
payment tGPom tGPom (1 +m) tGPom (1 +m)?
N

Discounted at r'* = (1 +r) (1 +m) -1, these flows yield the relationship

o

Y(1 -C) (1 =Py © G—Tr_n>
- P, - 1y

r
in which the first term represents the value of future distributions and the

second the value of future CGT payments. When solved for P, equation (1)
yields the price formulas

y(1 -t€) (1 - D)

° r+tC m )
),
y(1 -tC) (1 -tP) 1
BT
1+ (2b)

both indicating the joint adverse effect of unindexed CGT and inflation, sup-
plementing the combined effect of corporate and dividend taxes. It is apparent
that the first effect depends on the presence of both CGT and inflation, since
the elimination of either factor results in the disappearance of the effect of
both. The partial effect is seen to increase in each of the two factors, achieving



THE EFFECT OF INFLATION ON THE SHARE PRICE OF A FIRM

Table 1

ADHERING TO ITS PRE-TAX INVESTMENT POLICY, GIVENY = $l andr = .107}
D .G D _ ..C
Panel| Pre. | Retention | Tax. P = 25¢C - 50 D - 50, % - 50
tax rate free G G G G _
rate th) price t d70 t = .125 t d7o t7 = .25
of Growth and/or -1 10 and/or -1 0
return rate 1= o ! 1—~ e !
™ (8) :meO) m=08 | .10 o8 10 | (m=0)| m=-05| .10 o8 10
A .10 0 $10.0 $3.75 $3.75 $3.37 $3.75 $3.58 $2.50 $2.50 $2.04 $2.50 $2.28
(0) 38) | (38 (39 (.38)  (.36) (25| (25) (20 | (25 (23
B .15 10.37 3.20 3.12 2.75 3.15 2.99 2:13 2.02 1.60 2.06 1.86
(.018) (3| 300 (27) (.30) (.29) 21y ] (200 (16) | (20  (.18)
: 12
C .30 10.94 2.34 2.19 1.88 2.24 2.11 1.56 1.37 1.04 1.43 1.28
(.036) 2 | 200 1 (21 (19) | 1| 13 10 | 13 (12
D .15 13.28 4.10 3.83 3.29 3.92 3.69 2.73 2.40 1.83 2.51 2.24
(.036) (3) | (29)  (.25) (.30)  (.28) (2n | 18y 14 | (19 (1)
.24 .
E .30 25.0 5.36 4.05 3.10 4.42 3.99 3.57 2.17 1.46 2.50 2.12
(.072) (2n | (16) (.12 (.18)  (.16) (14 | (09 (06) | (10) (.09

1 Numbers in parentheses give the actual price as a fraction of the respective hypotheticl tax-free price.

§ Analogous to indexation of capital gains.
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G

a maximum at a positive price under t”—1 and m— 0. In (2b) the effect is

stated in a multiplicative form, with the second term assuming values below

unity for t6> 0 and m> 0. The term tG/[l + m)r] in its denominator ap-.
peared in (1) and may be interpreted as the discounted value of expected CGT
payments per dollar of current price.

Significance of the tax effect of inflation in the absence of indexation of
capital gains is reflected in numerical examples furnished in panel A of Table

1. For example, under assumptions of annual trading (i =1) and G - .25, an
increase in the rate of inflation from m =0 to m =.10 causes a decrease in the

price per share of about 18 percent. Given tC = 50 and P = .50, this implies a
decrease in the current price from $2.50 to $2.04. Considering the fact that the
tax burden imposed by corporate and dividend taxes is $7.50, the marginal
burden attributed to inflation would cause a mere 6 percent increase in the
overall tax burden.

The Holding Period and the Impact of Capital Gains Tax

The assumption of annual trading in equity claims is now relaxed to
facilitate assessment of the tax impact under any fixed holding period. Allow-
ing the marginal holding period to assume values between one and an infinte
number of years, the proposed valuation model avoids an element of ar-
bitrariness present in previous attempts to determine the impact of capital
gains tax (e.g., Stiglitz [17], Gordon and Gould [11], Auerbach [2], and
Feldstein [6]). In addition, treating the holding period as a variable allows
assessment of the benefit derived from deferred realization of capital gains,
and therefore of the incentive to avoid tax through deferral of sale under dif-
ferent conditions of tax, inflation, and subsequently growth. Previous for-
mulations of the effect of deferral have overstated the benefit from pursuing
such a policy by ignoring its indirect effect on the tax basis (e.g., Bailey [3];
see footnote 10).

Let:
i = time interval measured in years; a fixed-cycle marginal
holding period assumed to be exogenous to the firm;
1 =1,2,...;
ri, mj, r}\l = 1-year equivalents of the one-year r, m, and rN, respec-

tively, where rj = (1 -+~r)i -1, etc.

Retaining the assumption that trading, however infrequent, takes place
on ex-distribution dates,® an i — year trading cycle entails the following flow of
CGT payments
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End of year i 21 3i
CGT
payment tGPomi tGPomi 1 +mj) tGPomi (1 +m;)?

Under discount at r}\], this flow yields a negative present value of

o, Olem)

N

rr-—-m rj

which should replace the respective term in (1), derived for the special case of
i = 1. This substitution results in the generalized formula

C D
Y({1 - 1- 1
p YOO 0-D) .

r m;
tG 1 +m;

1+

i

in which the price is explicitly stated as a function of the marginal holding
period. The second term of this expression (and therefore the price) is increas-
ing in 1 at a diminishing rate; it has a theoretical maximum value of one, im-
plying elimination of the effect of inflation under an infinite holding period,
since

m; (1 +m) -1
1 +m; (1+m)i
r; (1+r)i-1

which approaches zero in the limit with increasing i. The price formula in-
dicates an incentive to defer trading, the extent of which may be learned from
numerical examples in Table 1. In the absence of real growth (panel A), given

P - © - .50, (G — 25andm = .10, an increase in the holding period
fromi = 1toi = 10 raises the price by 12 percent, from $2.04 to $2.28. An
additional increase ini fromi = 10toi — o would raise the price by another
10 percent to the maximum of $2.50. These price increases are again
associated with a smaller proportionate decrease in the overall tax burden of
about 3 percent in each case.
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Growth Stock

Consider an all-equity firm undergoing constant perpetual growth.’
Let:

A . . . .
b = year-end total investment in the firm, expressed as a fraction of its
current pre-tax earnings;®?

w* =firm’s pre-tax average real yield on new investments, assumed to
be dependent on the amount invested (avr*/aﬁ<0);9

g = real growth rate of earnings and price per share, where g =br;

g; =1-year equivalent of real growth rate g, where g; = (1 +g)i -1;

gN = nominal growth rate resulting from inflation at the rate of m and

real growth at the rate of g, where gN =(1+g) (1 +m)-1.

The all-equity corporation can finance its growth By retention of earnings
or by issuance of new stock. Internal financing has the advantage of avoiding

D 6n any distribution reinvested; but it has the disad-

vantage of greater exposure to tC due to a higher rate of share price increase
(Miller and Modigliani [13]). Since it can be shown that under the prevailing

round-trip taxation at t

inequality tG <D the tax advantage of internal financing exceeds the disad-
vantage (e.g., Stiglitz [17]), it is assumed that the firm’s growth is optimally
financed by retention.

Corporate and Dividend Taxes. As in the absence of corporate and dividend
taxes, fully anticipated inflation with partial indexation should leave unaf-
fected the present cash value of future dividends. For an illustration of this
point, consider the following. Year-end reinvestment of a constant fraction
of pre-tax nominal earnings in projects yielding the above-normal pre-tax rate

7*, entails the following streams per share (subject to 1 b - tC>O)

End of year 1 2

(1) pre-tax earnings Y(1 +m) Y(1 +b %) (1 + m)?

(2) post-tax earnings Y-S a+m  Yu-Cya+brygem?
(3) reinvestment YD (1 +m) vh (1 +5 7%) (1 +m)2

4) dividend
@ [](2) il(3)] vi-b -Sa+m  va-b -G a+ba

x (1 +m)2
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(5) post-tax dividend  Y(1 -b —tC) (1 - D) Y(1-b - (1-D)
x (1 +m) x (l+lf';1r“)(1+m)2

The stream of post-tax dividends indicates an annual growth rate of
gN =(1 +b 7*)(1+m)-1 = (1+g) (1 +m) -1, yielding under discount at
N =(1+r) (1 +m) -1 a post-dividend-tax value of

Y(1-b -tC) (1 -P) (1 +m) Y1 -b -Gy (1 -D)
N _ N

r-g

in which the effect of inflation on earnings is fully offset by its effect on the rate
of discount.

This value may be recast as a difference between two terms

Yi-b -Cya-P) va-bya-Ca-P)  vbCau-D
r-g B r-g S r-g

(%)

The first term contains the primary tax burden Y(1 -b ) (tC +D _CD )/

(r —g), resulting from taxing once, at the effective rate € 4P tCtD, every
dollar of distributed earnings. The second term represents an add:tional burden

due to double-taxation of savings at the composite rate tC _CD , @ conse-
quence of repeated taxation of retained earnings ( [10] pp. 46-74). The latter

effect is clearly increasing in the rates of retention (f) ), growth (g), and cor-
porate tax (tC), and decreasing in the dividend tax rate (tD ).

Capital Gains Tax. Returning temporarily to the simplifying assumption
of annual trading in the presence of both nominal and real growth, ex-
dividend price would reflect the following flow of CGT payments!®

End of year 1 2 3

CGT payment Op N Op Nt +¢Y)  OpgN1 +gMNy?

and, under discount at rN, an ex-trading negative value of

G m
tGgN tGg 7\l +m
' r>
P,——— = P, + . 1 r>g
N__N
r-s r-g r-g
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The expression on the right indicates that the CGT impact combines two
effects jointly traced to two sources: real growth and inflation. The first term
in brackets gives the CGT-growth effect per dollar price, which is independent
of the rate of inflation; the second term gives the adverse effect created by the
interaction of CGT and inflation without indexation of capital gains, under
conditions of growth. The second term is increasing in the rate of inflation as
well as the rate of growth, having a minimum of a positive value under g =0
[equation (1) ] for any given m> 0.

All Taxes Combined. The current share price is the algebraic sum of the
post-dividend-tax value of future distributions and the discounted stream of
CGT payments

v -b -C)a-D . Cg tG<1-:nm> o)
= - +
-g

o o
r-g r-g r

This equation is solved for P to provide the price formulas

C D
Y -b - -) 1-b -t>0,r>g" (62)
0 - G 3 b L
r—g+tGg+t (—L)
! +m
) v -b -€)a-Py _ ! (6b)
r-g m
tGg tGQ+rr>
1+ - +
r-g r-g

These formulas bear unmistakable similarity to (2), with (6b) giving the
overall price effect of CGT in multiplicative form. This effect is determined by

the second term, which is inversely related to m, g, and tG, and may assume
positive values up to unity. The effect on price of combining inflation at the
rate of .10 with various reinvestment, growth, and tax rates, under the
assumption of a one-year holding period (i =1) is illustrated in panels B
through E of Table 1. This effect proves to be substantial. An increase in the

rate of inflation from m =0 to m =.10 under b = .30, g =.072, and S - .25,
causes a price decrease of about 33 percent, from $2.17 to $1.46 (panel E).
The decrease is about half this size under m = .05 and about double the size
under m = .20.12

Equation (6b) and Table 1 reveal an interesting feature in the behavior of
the tax system under inflation: the adverse effect of inflation on price is in-
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creasing in the rate of growth. For example, given G- .25 (andi=1), anin-
crease in the rate of inflation from m =0 to m =.10-is seen to cause a price
decrease of 18 percent under g =0 (panel A), compared with a decrease of 33
percent under g = .072 (panel E). In view of its effect on price, it is surprising
to find that the proportionate effect of inflation on the overall tax burden is
decreasing in the rate of growth. This example, with the added assumption of

D -C .50, shows that the increase in the rate of inflation increases the
overall burden by 6 percent under g =0 (panel A), compared with only 3 per-
cent increase under g =.072. This phenomenon is explained by the effect of
growth on the relative weight of two forms of double-taxation, at the com-

posite rate tC _(CD [equation (4) ], and at G [equation (6b) ]. Given the

value tC = .50 and the relationship tC< 1z D , an increase in g shows a greater
effect on the first form of double-taxation. Price figures in Table 1 and the
associated price ratios (in parentheses) indicate that the destructive effect of
double-taxing investment on economic growth may be substantial, lending
strong support to findings of Irving Fisher [ 10, pp. 56-74, 220-22].

The Effect of the Holding Period. Since the holding period has no bearing on
the discounted cash value of dividends, the i-year-holding-period price may be

derived directly from (6b) by substituting in its second term r;, m;, and g; for

r, m, and g, respectively

v -b -Gy =L 1
p  YUb-Oa-D -

r-g mj
tGgl tG €+ m)

1 + + -
r -8 -8

This formula generalizes (3) for g= 0, and (6) for i= 1. The impact of CGT is

monotone increasing in tG, m, and g, while decreasing in i. Based on the in-
equality r>g, it is vanishing under i— o, since

(1+g) -1
g (1 +1) -1
N-g 1_(1+g)i—1
(1+1) 1

and
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m 1 1

1+m; (1 i +) (1 +m)

s . a +g)
(e

both approach zero in the limit with increasing i. The moderating effect on the

tax impact of a given increase in i is increasing in tC and m (as in the absence
of growth), as well as in g, indicating that the incentive to defer realization of
capital gains is increasing in all three variables.

The effect of the holding period on the impact of CGT under the special
casesof 1 =1, 1 =10, and i— o (equivalent to that under G = 0) is reported in
Table 1. Givenm =.10, b =.30, g =.072, and tC = .25 (€ =P = .50), an in-

crease in the holding period from i =1 to i =10 is seen to increase price by 31
percent, from $1.46 to $2.12 (panel E). This significant proportionate increase
involves a 31 percent decrease in the impact of CGT, but less than 3 percent
decrease in the overall tax burden (from $23.54 to $22.88). The apparent con-
flict between these magnitudes referred to above is caused by the small
marginal contribution of CGT to the overall tax burden. This phenomenon is
further indicated by the small effect of inflation on that burden; thus an in-
crease from m =0 to m = .10 under similar tax rates and i = 10 is seen to cause
a price decrease of 15 percent (from $2.50 to $2.12), representing less than 2
percent increase in the overall tax burden (panel E).

Misallocation of Capital

Price comparisons based on Table 1 do not reflect the extent of inflation-
induced capital misallocation since prices themselves were calculated under
the assumption that growth is optimally financed from internal sources. Con-
sistent with this assumption, misallocation would be caused by distortive tax
effects on the real pre-tax marginal return on’ capital of existing firms. In
equilibrium, this rate of return would equal the investment cutoff rate, which
can be derived from price equations presented in previous sections. The main
weakness of this approach is that it ignores the unique role played by new
enterprises in the process of economic growth. It is noted that distortive effects
of the tax system must be assessed with reference to investment opportunities
within the same system. Although full assessment of this sort can be ac-
complished only in the context of general equilibrium, it would have to begin
with specification of tax effects in individual sectors. The analysis below pro-
vides such specification for the subsector of corporate equity. It shows that in-
flation is likely to have a significant effect on the equilibrium return in this sec-
tion of the capital market.
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Let:

T = pre-tax minimum acceptable real average yield on new investments,
the threshold value of 7*;

! = pre-tax cutoff marginal yield on new investments (the pre-tax

counterpart of the cost of capital), where by definition 7! =d (bw*)
/db = 7* +6 (@7*/3b) at w* =m.

Under the simplifying assumption of i = 1 the marginal pre-tax cutoff rate
is derived from (6a) after substituting ba* for g. This is accomplished by total-
ly differentiating the price with respect to b, equating the derivative to zero,
and then solving for x' ==* +B(31r*/3b) at 7* =7. In view of the possible
dependence of 7* on b (in, the vicinity of equilibrium aw;/aﬁ< 0), the deriva-
tion takes the form dP,/db = aPO/GB +(0P,/d7*) (d7*/db) = 0, yielding

m fiko
; S (&) 52(65
o .t . ®)
1-C -G - a6 1€

Consistent with results obtained under a zero inflation rate by Bradford [4],
Gordon and Gould [11], and Auerbach [2], this rate shows no effect of divi-
dend tax. It is greater than 7' =r +h? (OW/BB), the cutoff rate in a tax-free
C G

world, and monotone increasing in t~* and t~. The contribution of inflation in

the presence of tC>0and tC>0is given by the second term, which is increas-

ing in m at a decreasing rate, reaching a maximum of tG/[ (1 —tC)
x (1 - tG)] under m — oo,

In principle, the procedure just used to derive #' from (6a) under i =1
can be used to derive it from (7) under 1<i< oo, Although a general closed-
form solution does not exist, the cutoff rate can be calculated with the desired

A
degree of accuracy for any given combination of i, r, fa, an*/ab, tc, tG, and

m.

Further insight into the effect of inflation on the cutoff rate may be gained
by comparing analytical solutions for 7! under the extreme values of i =1 and

G

and thus #! are at their maximum values under i = 1, as in (8). The effect of G
would vanish and the cutoff rate would reach a minimum under i— %, as in-
dicated by (7) when its second term approaches the value of unity

i— . Since the second term in (7) is monotone increasing in i, the effect of t




Table 2

THE EFFECT OF INFLATION ON THE FIRM’S PRE-TAX INVESTMENT CUTOFF RATE =!
(EQUILIBRIUM MARGINAL RATE OF RETURN), GIVEN r = .10t

€ = 50
Retention | G _g G - 125 G o G - 95
rate and/or - and/or .

b i~ i=1 10 i 00 i=1 10
 (m20) | ;m-0S 10 oS 10 (m=0) | m-o$ 10 0S 10
.200 .229 .255 217 .223 .200 .267 .327 .237 .250
(24 33 L] 218 224 »» L2 ER] 239 253
” i ” .218 .225 » ”? ”? 241 .255

T The tax-free cutoff rate is w! = .10

§ Analogous to indexation of capital gains.
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This rate, which may be obtained directly from (8) by substituting G =0, is
independent of the rate of capital gains tax, and therefore unaffected by the

presence of inflation. It is also the cutoff rate that would prevail under (G = 0,

given g0, m=0, and i= 1.

Pre-tax cutoff rates commensurate with retention and tax rates used in
Table 1 are reported in Table 2. Calculated under the assumption of
d7*/3b =0 and r = .10, these rates should be contrasted with the tax-free cutoff

rate 7' =.10. Given tC =.50, tG =.25,and 1 =1, an increase in the rate of in-
flation from m =0 to m = .10 substantially increases the equilibrium marginal

rate of return from .267 to .327. As the effect of tC itself on the cutoff rate, the

effect of inflation via tG is diminishing in i. A similar increase in the rate of in-
flation in the presence of i =10 causes a smaller increase in 7! from .237 to
.250 under b 0, or from .241 to .255 under b =.30.

Concluston

Under the U.S. tax system inflation-produced capital gains are taxed as
real gains. This study examined the effect of taxing purely nominal gains on
stock prices and on the real rate of return from equity capital. It was shown
that due to the taxation of such gains stock prices are likely to fall and the pre-
tax rate of return rise, and that under prevailing tax rates both effects may be
substantial, even with moderate inflation. It was further shown that the first
effect would increase with the firm’s growth rate, a phenomenon which is like-
ly to hinder growth by its selective impact upon new entrants and other firms
seeking external funds. As such, the taxation of purely nominal gains adds to
the list of penalties imposed by our tax system on economic growth.

Footnotes

ISomewhat similar results are achieved by discretionary tax cuts enacted periodically
by Congress (Aaron [1]).

?There are fundamental differences in the assumptions underlying the model presented
by Feldstein ef al. and the one offered here. (a) They assume that the impact of dividend
tax is avoided on earnings retained, even though eventual distribution is in the form of
cash dividends. Here it is assumed that the impact of this tax is not avoided by reten-
tion. Justification for the second approach may be found in Fisher [10, p. 56] and in re-
cent papers by Bradford [4], Auerbach [2], and Palmon and Yaari [15]. (b) Consistent
with the first assumption, they assume that the impact of capital gains tax substitutes that
of dividend tax with respect to retained earnings. It is shown here that the impact of
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both taxes should apply to undistributed earnings. (¢) They assume that real capital
gains earned in (annual) trading are taxed at the same rate as dividends. [In terms of
the present model, their assumptions (a) through (c) represent the special case of no
retention and no real growth.] Here it is assumed that capital gains - real or nominal -
are taxed at the special rate accorded such gains. (d) Unlike real gains, assumed to be
taxed at the ordinary rate, they assume that nominal gains are taxed at an effective rate
which, due to deferral in realization, is below the special rate. Their effective rate
originates from Bailey [3] whose estimate is shown below (n. 10) to overstate the effect
of an undeferred tax and therefore the effect of deferral. This effect is assessed here
directly, by applying the statutory rate to expected price changes. (e) They ignore the
effect of double-taxation of savings (undistributed earnings) by corporate income tax,
thereby introducing to their model another feature which is inconsistent with conditions
of retention and growth. This effect is explicitly dealt with here.

3The unresolved issue of the optimal debt-equity ratio is conveniently avoided under
the assumption (adopted above) that only real interest receipts and payments would
count for tax purposes.

*Being of secondary order of magnitude, unconventional distribution methods are ig-
nored throughout the paper. Also ignored are opportunities for tax arbitrage on the
part of shareholders. Simons [16, pp. 61-68] and Miller and Scholes [14] have shown
that such opportunities may exist, without assessing the extent to which they are in fact
taken advantage of. The law facilitating the loophole described by Miller and Scholes
was introduced only in 1969 and, as pointed out by Feldstein and Green [7], even since
that time could not have affected more than one-tenth of one percent of all taxpayers
receiving dividends.

5Recent evidence for the independence of the real rate of interest on the rate of inflation
is found in Fama [5] and Levi and Makin [12]. Regardless of its empirical content, the
assumption of independence with respect to inflation and taxes on corporate-source in-
come is conducive to exploring consequences of tax policy changes aimed at the cor-.
porate sector.

6]t can be shown that if the rate of capital loss credit is below the rate of capital gains
tax, trading at other points in the dividend cycle may impose an additional penalty on
investors. The assumption in the text is non-restrictive in view of the prevailing practice
of quarterly distribution.

"The artificial setting of constant growth is used solely for expositional simplicity.

A
8The symbol b 1s adopted to avoid confusion with the symbol b, commonly used to
denote reinvestment as a fraction of post-tax earnings. The use of a pre-tax fraction
facilitates derivation of the pre-tax cutoff rate below

9All derivations will assume that new investment opportunities are in the same risk
class.

10The traditional formulation (e.g., Bailey [3, eq. 3] ), adopted by Feldstein e al. [8, eq.
9] with respect to inflationary gains, implies a different flow of CGT payments:
bt +myt +gN)°, CYb(t +my1+gN),... [where b is defined as b =b(1 ~C)
in terms of b used in this paper}. Such treatment overstates the impact of an undeferred

tax and the effect of deferral by ignoring the fact that the relationship between Y and P,
should in itself be a function of this impact.
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11As indicated by cquatioxb(Sa), the condition r>> g is sufficient but not necessary to en-
sure convergence under t > 0. Nevertheless, the condition is set due to its appealing
economic content in the context of a perpetual growth model.

12Note that in some cases a higher b with a given 7* (imply a higher g) show a lower
price under given tax rates. In those cases 7* is below the relevant threshold average
rate of return. Table 1 is constructed under the assumption of a given investment policy
that would be optimal in a tax-free world.
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