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Effec t s  o f  P o t e n t i a l  Tax Reforms 

on Stock Market Yields 

In t roduct ion  8nd Suramary 

t 

Tn 1977, #e Administration was developing a major tax 

reform program, including proposals  t o  a l t e r  s i g n i f i c a n t l y  

cwren t  methods of taxing corpora te  income. Among t h e  

s p e c i f i c  proposals were f u l l  t axa t ion  of c a p i t a l  g a i n s  ( a s  

opposed t o  taxing 50 percent  -- c u r r e n t l y  40 percent  -- of 

those  g a i n s ) ,  and reduct ion of double t axa t ion  of co rpora t e  

income. When prel iminary working papers prepared a t  t h e  

Treasury Department found t h e i r  way i n t o  publ ic  c i r c u l a t i o n ,  

some of t h e  proposals  raiped alarm i n  s e c t i o n s  of t h e  

bus iness  community over poss ib l e  nega t ive  e f f e c t s  on s tock  

p r i c e s  and investment. The proposal t o  t ax  c a p i t a l  g a i n s  a t  

t h e  same r a t e  as  ordinary income was s ingled  ou t  fo r  s p e c i a l  

criticism. Some thought t h a t  t h e  expec ta t ion  of smaller 

a f t e r - t a x  returns from t h e  s a l e  of appreciated a s s e t s  would 

discourage investment i n  corpora te  equi ty .  . 

The au thors  are g r a t e f u l  t o  Harvey Galper and Michael 

Kaufman of t h e  Of f i ce  of Tax Analysis ,  t o  Craig D r i l l  of 

F i r s t  Boston Inc. and Marilyn V. Brown of Marilyn V. Brown, 

Inc .  for t h e i r  a s s i s t a n c e  i n  p repar ing  t h i s  paper. 
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The propooalr for  f u l l  t axa t ion  of c a p i t a l  ga ins  and 

r e l i e f  of double t axa t ion  of corpora te  income i n  t h e  1977  

working papers were not included i n  t h e  Adminis t ra t ion 's  1978 

tax 'reform recommendations and c u r r e n t l y  a r e  not being 

considered by either t h e  Adqin is t ra t ion  or Congress. 

However, s t r u c t u r a l  reform of t axa t ion  of c a p i t a l  income 

remains a concept worthy of study. I n  t h i s  paper,  we d i s c u s s  

how t h e  proposals i n  t h e  1977 working papers would a f f e c t  

f i n a n c i a l  markets. I n  p a r t i c u l a r ,  we show t h a t  t h e  long-run 

dec l ine  i n  share  va lues  from f u l l  t axa t ion  of c a p i t a l  g a i n s  

could be o f f s e t  by r e l a t i v e l y  small  amounts of e i t h e r  tax  

re l ief  on dividends or cuts  i n  corpora te  tax  r a t e s .  

Current ly ,  d iv idends  received by corpora te  shareholders  

a r e  taxed tw ice - f i r s t ,  through a corpora te  tax  on income 

from which dividends a r e  paid l ( 4 8  percent  on corpora te  income 
I 

i n  excess of $50,000 i n  19778 ' cu r r en t ly  4 6  percent  on 

corpora te  income i n  excess of $ l O O , O O O ) ,  and t h e n  through 

inc lus ion  of d i v i d e n d s  received ( w i t h  a $100 exemption) i n  

shareholders '  t axable  income. i
i 

Two methods of r e l i e v i n g  

double t axa t ion  of corpora te  i come -- both termed p a r t i a l  

i n t e g r a t i o n  because they applyi"t o  dividends,  b u t  not  r e t a i n e a  

ea rn ings  -- a r e  t h e  "dividend 1Jeduct ion" method and t h e  

"gross-up and credi t"  method. Under t h e  d i v i d e n d  deduction 

method, corpora t ions  a r e  a l lowtd t o  deduct  d iv idends  paid ( a s  
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t h e y  c u r r e n t l y  deduct i n t e r e s t  payments) naking the  dividend 

taxable  only t o  t h e  shareholder.  Under t h e  wgross-up and 

c r e d i t "  method, t h e  r e l i e f  is provided a t  t h e  shareholder  

l e v e l  by permi t t ing  t h e  shareholder t o  take a t ax  c r e d i t  for  

t h e  port ion of t h e  corpora te  tax  a l l o c a b l e  t o  h i s  dividend,  

w h i l e  a l s o  including t h a t  tax i n  reported income. I n  e f f e c t ,  

t h e  "gross-up and c r e d i t "  method conver t s  t h e  t ax  payment 

made by corpora t ions  on t h e  por t ion  of income paid o u t  a s  

dividends from an ex t r a  tax a t  t h e  corpora te  l e v e l  t o  a 

withholding tax on dividends c r e d i t a b l e  t o  shareholders  i n  

t h e  same way t axes  withheld aga ins t  wages a r e  c r e d i t a b l e  t o  

employees. It  can be shown t h a t  t h e  dividend deduction and 

gross-up and c r e d i t  methods a r e  equiva len t  i n  t h e  sense t h a t  

they  enable t h e  corpora t ion  t o  provide t h e  same increase  i n  

a f t e r - t ax  income t o  shareholders .  

The Treasury working papers proposed using t h e  gross-up 

and c r e d i t  method t o  provide p a r t i a l  r e l i e f  from double 

t axa t ion  of corpora te  income. P a r t i a l  re l ie f  was t o  be 

accomplished by providing t h e  shareholder  w i t h  a t ax  c r e d i t  

f o r  a f r a c t i o n  of t h e  tax paid a t  t h e  co ipo ra t e  leve l - - i . e . ,  

for less than  46 percent  o f . g r o s s  d iv idends  received.  I n  our 

a n a l y s i s ,  w e  found t h a t ,  f o r  a t y p i c a l  s tock  h e l d  by a 

r e p r e s e n t a t i v e  investor  f o r  an average holding pe r iod ,  t h e  

decrease i n  t h e  expected a f t e r - t a x  y i e l d  from f u l l  t axa t ion  



of c a p i t a l  gaine could k o f f r e t  by p a r t i a l  d iv idend r e l i e f  

w i t h  a withholding r a t e  o f  on ly  18.1 percent .  (That is, for 

each 81.9 cent6 d i6 t r ibu ted  t o  r tockholdere ,  18.1 cen t s  would 

be' e l i g i b l e  for c r e d i t  a8 corporate tax withheld,  making the  

g ross  d i s t r i b u t i o n  equal t o , $ l ) .  I f  l e e s  than 100 percent of 

c a p i t a l  ga ins  is taxed, l e e s  o f f s e t t i n g  dividend r e l i e f  is 

required t o  maintain the  eame a f t e r - t ax  r a t e  of r e tu rn .  

S imi la r ly ,  f u l l  t axa t ion  of c a p i t a l  ga ins  can be f u l l y  

o f f s e t ,  a t  1977  taxa t ion  l e v e l s ,  by a reduction i n  the 

corporate  tax r a t e  of 5.8 po in t s ,  t o  j u s t  over 4 2  percent .  

The f i n d i n g s  i n  t h i s  paper a re  s imi l a r  t o  those of 

severa l  leading Wall S t r e e t  investment ana lys t s  who suggested 

i n  published r epor t s  i n  3977 t h a t  the  proposals i n  the  

Treasury working papers would not on the  average lower s tock 

p r i c e s .  Those r epor t s  s t r e s sed  poss ib l e  changes i n  t he  

r e l a t i v e  . r e tu rns  of d i f f e r e n t  types of a s s e t s ,  noting t h a t  

s tocks  h e l d  for  p o t e n t i a l  apprec ia t ion  (growth s tocks)  would 

dec l ine  i n  value r e l a t i v e  t o  s tocks  w i t h  r e l a t i v e l y  h i g h  

dividend/pr ice  r a t i o s  ( y i e l d  s tocks)  i f  both f u l l  t axa t ion  of 

c a p i t a l  ga ins  and p a r t i a l  i n t e g r a t i o n  were implemented. 

However, the  r e p o r t s  d i d  note t h a t  t h e  b e n e f i c i a l  e f f e c t s  of 

p a r t i a l  i n t e g r a t i o n  on t h e  s tock market a s  a whole would 

serve  t o  counter t he  harmful e f f e c t s  of f u l l  t a x a t i o n  of 

c a p i t a l  g a i n s .  
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T h i s  paper expands on t h e  work of t h e  f i n a n c i a l  a n a l y s t s  

by developing a framework of a n a l y s i s  for comparing t h e  

e f f e c t s  of changes i n  dividend t axa t ion  an8 c a p i t a l  g a i n s  

t axa t ion  on stock prices. Q u a n t i t a t i v e  estimates of t h e  

tl i k e l y  impact on s tock p r i c e s  of changes i n  t h e  po r t ion  of 

c a p i t a l  ga ins  taxed are  providedr using e x p l i c i t  assumptions 

about t he  r a t e  of r e t u r n  inves to r s  r equ i r e  t o  be w i l l i n g  t o  

i n v e s t  i n  s tocks  and about t h e  average period s tocks  a r e  

he ld ,  from purchase t o  s a l e .  The framework of a n a l y s i s  

developed i n  t h i s  paper could be used by investment a n a l y s t s  

who want t o  perform t h e  same computations fo r  t hese  or o ther  

tax pol icy changes w i t h  d i f f e r e n t  assumptions about t h e  

required r i s k  premium on s tocks ,  t h e  tax  bracket  of t h e  

r ep resen ta t ive  shareholder ,  and the  t y p i c a l  holding pe r iod .  

We begin by rev iewing  t h e  r e p o r t s  of four f i n a n c i a l  

a n a l y s t s  on t h e  impact of t h e  a n t i c i p a t e d  t a x  reformsr  not ing 

the  e x p l i c i t  and i m p l i c i t  assumptions on which t h e  

conclusions were based. Then, we desc r ibe  our own framework 

fo r  es t imat ing  t h e  e f f e c t  of changes i n  t ax  p o l i c y  on t h e  

value of common stock.  Tables a r e  presented showing t h e  

amount of i n t e g r a t i o n  and corpora te  t ax  r a t e  cu t s  required t o  

o f f s e t  t h e  decrease i n  a f t e r - t a x  r e t u r n  on t h e  s a l e  of s tock  

from increased t a x a t i o n  of c a p i t a l  ga ins .  The d e r i v a t i o n  of 

formulas used t o  compute t h e  r e s u l t s  is presented i n  Appendix 

A .  



-6-


V i e w s  of F inancia l  Analyr ts  on TTeasUry'g prel iminary 

Tax Reform Proposals 

I t  had been assumed i n  t h e  f i n a n c i a l  community t h a t  the  

Administration tax reform proposals  scheduled t o  be unveiled 

i n  l a t e  1977 would i n  l u d e  e l imina t ion  of t h e  c a p i t a l  ga ins  

preference,  some form of r e l i e f  of double t axa t ion  of 

dividends,  and reduct on of the  maximum indiv idua l  tax  r a t e  

from 70 percent t o  5 0  percent .  Some a n a l y s t s  a l s o  

an t i c ipa t ed  corpora te  tax r a t e  cuts ,  an extension of t he  

investment tax  c r e d i t ,  and some c los ing  of bus iness  t ax  

preferences .  Using t hese  assumptions, a number of Wall 

S t r e e t  f i n a n c i a l  a n a l y s t s  s t u d i e d  t h e  probable impact of t h e  

prospec t ive  tax changes on f i n a n c i a l  markets. 

I n  gene ra l ,  t h e  a n a l y s t s  were not alarmed by t h e  

expected , tax changes. A l l  regarded reduct ion of t h e  double 

t ax  on d i v i d e n d s  a s  a n e t  p l u s  fo r  t h e  s tock market, and w i t h  

t h e  exception of Howard S t e i n  of t h e  Dreyfus Corporation -1/, 

viewed t h e  e l imina t ion  of t h e  c a p i t a l  g a i n s  p re fe rence  a s  a 

n e t  m i n u s .  Mostly, they viewed t h e  program a s  a whole a s  

represent ing  n e i t h e r  a s t rong  p lus  nor a s t rong  minus  f o r  t h e  

market 
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The r epor t s  were focused on t h e  impl ica t ions  of t h e  
e 

expected tax changes fo r  r e l a t i v e  p r i c e s  of var ious  assets .  

There was a general  consensus t h a t  "y ie ld"  rrtocks would be 

helped by reduction of double t axa t ion ,  w h i l e  "growth" s tocks  

would be hu r t  by the  e l imina t ion  of t h e  c a p i t a l  g a i n s  

preference ,  b u t  t he re  were d i f f e r e n t  opinions about t h e  

p o t e n t i a l  e f f e c t s  on municipal and corpora te  bond markets. 

The only o v e r a l l  negat ive note i n  most of t h e  ana lyses  

was a f ea r  t h a t ,  by c r e a t i n g  uncer ta in ty ,  advance p u b l i c i t y  

about major tax r ev i s ion  proposals  may have h u r t  t h e  s tock 

market, and poss ib ly  depressed r e a l  inves tmen t  a s  well. 

General ly ,  t h e  a n a l y s t s  bel ieved some possible r ami f i ca t ions  

could not be foreseen,  eyen i f  t h e  d e t a i l s  of t h e  program 

were known. The delay i n  reveal ing t h e  Adminis t ra t ion ' s  

proposal was viewed a s  making ma t t e r s  even worse. 

We b r i e f l y  summarize below four r e p o r t s  by f i n a n c i a l  

a n a l y s t s  on the  prospect ive tax  changes. 

Merrill-Lynch -2/ 

Merrill-Lynch a n a l y s t s  thought t h e  e n t i r e  package, 

i n c l u d i n g  f u l l  t axa t ion  of c a p i t a l  g a i n s  and dividend r e l i e f ,  

would have l i t t l e  e f f e c t  on t h e  r e t u r n  on investment i n  



common s tocks ,  A t  f i r r t ,  t h e  market would f a l l  because of 

confusion. I n  t h e  long tun, the  p r i n c i p a l  e f f e c t  would be a 

a h i f t  from growth rtocks t o  y i e l d  rtocks,  The e f f e c t s  of 

f u l l  t axa t ion  of c a p i t a l  gaine and p a r t i a l  i n t e g r a t i o n  would 

cancel  each other  ou t ,  leaving t h e  average level of s tock 

market p r i c e s  unchanged. Reducing t h e  corpora te  income t a x ,  

increasing t h e  investment t a x  c r e d i t ,  and allowing f a s t e r  t a x  

dep rec i a t ion  would a l l  have a -small p o s i t i v e  e f f e c t  on s tock  

p r i c e s ,  while e l imina t ing  D I S C  (Domestic I n t e r n a t i o n a l  S a l e s  

Corporations,  a tax d e f e r r a l  arrangement a v a i l a b l e  t o  

expor t e r s )  and other  preferences  would have a small negat ive 

e f f e c t .  Lowering t h e  maximum indiv idua l  t ax  r a t e  would have 

a p o s i t i v e  effect  on both t h e  stock and bond markets. 

The Merrill-Lynch a n a l y s t s  es t imated t h e  e f f e c t s  on 

y i e l d s  of ind iv idua l  s tocks  of four types of d iv idend-re l ie f  

plans:  1 0 0  percent  p a r t i a l  i n t e g r a t i o n  u s i n g  t he  exac t  

( i .e. ,  pro-rata)  method -3/,  20 percent  f l a t  r a t e  p a r t i a l  

i n t e g r a t i o n ,  f u l l  i n t e g r a t i o n ,  and dividend deduction. I n  

a l l  ca ses ,  it was assumed t h a t  cash dividends would remain 

f ixed .  T h i s  payout assumption caused t h e  pred ic ted  inc rease  

i n  y i e l d  t o  be much lower w i t h  t h e  dividend deduct ion method. 

However, t h e  s tudy d id  note t h a t  allowing a dividend 

deduction would c r e a t e  p re s su res  f o r  increased cash 

d i v  idends , 
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The Merrill-Lynch ana lye is  of t h e  effects of f u l l  

t axa t ion  of c a p i t a l  g a i n s  i m p l i c i t l y  assumed t h a t  c a p i t a l  

g a i n s  a r e  r o r l i t e d  every y e r r .  becrure 8 r h r r e  of s tack  

t y p i c a l l y  i e  8014 every 7 t o  10 year r  1/ ,  giv ing  r i s e  t o  

l a rge  b e n e f i t s  from d e f e r r a l  of  tax on c a p i t a l  ga ins ,  t h e  
\ 

impact o f  t h e  c a p i t a l  gains  tax is overs ta ted  by t h e  

Mer r il1-Lynch method . 
Mertill-Lynch ana lys t s  expressed concern t h a t  t he  

Treasury program might  l i m i t  c a p i t a l  formation by 

discouraging investment i n  growth s tocks.  

F i r s t  Boston Corporation -5/ 

First Boston ana lys t s  saw the  impl ica t ions  for  

investment a s  "not a l l  t h a t  c l e a r , "  even assuming a 

reasonable guess a s  t o  what t h e  Adminis t ra t ion program would 

include. 

They recommended a switch from deep discount  bonds t o  

cu r ren t  coupons because of the expected , l imina t ion  of ,he 

c a p i t a l  g a i n s  preference ,  and from growth s tocks  t o  y i e l d  

s tocks.  These were genera l  observa t ions ,  b u t  were not  

advanced w i t h  g r e a t  urgency. F i r s t  Boston a n a l y s t s  suggested 

a poss ib le  switch toward s tocks  of h i g h  t a x - r a t e  

corpora t ions ,  on t h e  assumption t h a t  t he  "exact method" of 

p a r t i a l  i n t e g r a t i o n  would be proposed. 
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The P i r o t  Barton 8tUdy predicted t h a t  e l imina t ing  the  

c a p i t a l  ga ins  preference would cause t h e  market t o  go down8 

i f  a l l  else remained the mame. Pressure t o  pay ou t  dividends 

would increase ,  and business confidence,  w i l l i ngness  t o  take 

r i s k s ,  and p roduc t iv i ty  would be damaged. Middle-sized 
t 

companies in t h e  risk area  would be h u r t  t h e  most. 

. Analysts believed discount  bonds would f a l l  i n  p r i c e ,  

b u t  not very much. I n  t he i r  "worst case" a n a l y s i s ,  which 

assumed t h a t  t h e  same types of taxpayers  would cont inue t o  

buy discount  bonds, they descr ibed a g r e a t e r  than 3 . 5  po in t  

drop of telephone bonds a s  "mathematically prepos te rous ,"  

regarding a decline of o n l y  ha l f  a po in t  a s  more l i k e l y .  -6/ 

I n  c o n t r a s t ,  t h e  s t u d y  pred ic ted  t h a t  p a r t i a l  

i n t e g r a t i o n ,  a l l  e lse  equal ,  would cause t h e  market t o  " take  

o f f . "  Taxable inves to r s  would s h i f t  from bonds t o  s t o c k ,  

causing t h e  debt /equi ty  r a t i o  i n  corpora te  f i n a n c i a l  

s t r u c t u r e s  t o  f a l l .  P r iva t e  pension f u n d s ,  S t a t e  and l o c a l  

re t i rement  p l ans ,  and fo re ign  inves to r s  would s e l l  y i e l d  

s tocks .  I f  TBO ( t h e  taxable  bond op t ion ,  a 1978 

Adminis t ra t ion proposal t o  permi t ,  b u t  not  r e q u i r e ,  S t a t e  and 

l o c a l  governments t o  issue t axab le  d e b t  w i t h  a 40  percen t  

Federal  in terest  eubsidy) were i n c l u d e d  t h e r e  would be g r e a t  

pressure  on S t a t e  and l o c a l  retirement funds t o  buy a l l  

t axable  issues i n  t h e i r  l o c a l i t i e s .  I n  t h i s  even t ,  Treasury 

would not g a i n  t h e  revenue increase  a n t i c i p a t e d  from 

excluding tax-exempt8 from i n t e g r a t i o n .  
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Using a method s imi la r  t o  t h a t  of t h e  Hertill-Lynch 

s t u d y ,  F i r s t  Bo6tOn analyr ts  examined t h e  impact on a f t e r - t ax  

y i e l d 6  o f  the  propored changer. They a180 overrtated the  

e f f e c t 6  of f u l l  t axa t ion  of cap i t a l  gains' by assuming t h a t  

c a p i t a l  qaine are real i tcd annually.
$ 

F i r s t  Boston a l s o  produced separa te  sec tor  analyses:  

1. Commercial Banks -7/ 

Banks would ga in  l e s s  from p a r t i a l  i n t eg ra t ion  than 

other  companies because a l a rge r  por t ion  of t h e i r  e a r n i n g s  i s  

from tax-exempt, tax-deferred,  or foreign sources and 

the re fo re  migh t  not be e l i g i b l e  for  a dividend c r e d i t .  As a 

r e s u l t ,  banks would s h i f t  t o  some degree out  of fo re ign  

investments and out  of tax-exempt p o r t f o l i o s .  Fixed-income 

s e c u r i t i e s  i n  general  would become l e s s  a t t r a c t i v e .  

2. E l e c t r i c  Ut i l i t ies  -8/ 

The 'exact method' of p a r t i q l  i n t e g r a t i o n  would depress  

u t i l i t y  stock p r i c e s  because u t i l i t y  tares  a r e  low. Dividend 

deduction would not he lp  u t i l i t i e s ,  according t o  t h e  

a n a l y s i s ,  because payout r a t i o s  are  so high t h a t  p o t e n t i a l  

increases  i n  cash d i v i d e n d s  are  small. The e l imina t ion  of 
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t h e  c a p i t a l  ga ins  preference would have a rhort-term negative 

e f f e c t ,  but loreres would be m a l l  because c a p i t a l  g a i n s  i n  

u t i l i t y  rhares  are not s i zab le .  An increase i n  t h e  ITC would 

be ' f avorable . 
3. Fixed Income S e c u r i t i e s  -9/  

. P a r t i a l  i n t e g r a t i o n  would cause a s h i f t  from d e b t  t o  

equ i ty ,  depressing bond p r i c e s  somewhat. El iminat ion of t he  

c a p i t a l  ga ins  preference would cause discount  bonds t o  

dec l ine  i n  p r i c e  r e l a t i v e  t o  cu r ren t  coupons ( b u t  not t h a t  

much).  If TBO were enacted,  the  s u b s i d i z e d  bonds could be 

bought by tax-exempts; t h u s ,  Treasury would be s u b s i d i z i n g  

y i e l d s  t o  i n s t i t u t i o n s  t h a t  pay no tax .  . 

The F i r s t  Boston r epor t  ou t l i ned  o ther  p o s s i b l e  impacts 

and noted how exac t  provis ions  of t h e  i n t e g r a t i o n  plan m i g h t  

a f f e c t  markets fo r  municipal bonds and corpora te  bonds. 

I n  summary, F i r s t  Boston a n a l y s t s  bel ieved t h e  

a n t i c i p a t e d  Treasury proposals  would have no major o v e r a l l  

impact on f i n a n c i a l  a s s e t  p r i c e s .  Most of t h e i r  a n a l y s i s  was 

concerned w i t h  changes i n  r e l a t i v e  a t t r a c t i v e n e s s  among 

d i f f e r e n t  types  of assets ( y i e l d  s tocks  vs. growth s t o c k s ,  

s t o c k s  vs .  bonds, e t c . ) ,  and t h e y  s t r e s s e d  t h e  unce r t a in ty  i n  

fo recas t ing  p r i c e  changes. 
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Dreyfus  C o r p o r a t i o n  -10/  

The Dreyfus  r t u d y  conc luded  t h a t  t h e  e x p e c t e d  t a x  

refarm progrm would have a v e r y  f a v o r a b l e  e f f e c t  on t h e  

s t o c k  market . 

Comparing t h e  d i v i d e n d  y i e l d  t o  t h e  y i e l d  on bonds, t h e  

l a t t e r  was found t o  be h i g h e r  for  p r a c t i c a l l y  a l l  stocks.  

The same compar ison  was made u s i n g  d i v i d e n d s  p r o j e c t e d  5 

y e a r s  i n  t h e  f u t u r e .  I n t e g r a t i o n  was shown t o  r a i se  t h e  

a f te r - tax  y i e l d  on stocks s i g n i f i c a n t l y .  I n  many c a s e s ,  t h i s  

would make t h e  y i e l d  on s tocks h i g h e r  t h a n  t h e  y i e l d  o n  

bonds.  Consequen t ly ,  t h e  s t u d y  c o n c l u d e d ,  t h e r e  would be a 

l a r g e  s h i f t  o f  f u n d s  i n t o ,  t h e  s t o c k  market. 

The Dreyfus  a n a l y s t  b e l i e v e d  t h a t  t a x i n g  cap i t a l  g a i n s  

a s  income would not  be  viewed a s  a d e t e r r e n t .  I n  c o n t r a s t  t o  

t h e  Merr i l l -Lynch and F i r s t  Bos ton  s t u d i e s ,  which assumed 

t h a t  c a p i t a l  g a i n s  are r e a l i z e d  e v e r y  y e a r ,  t h e  Dreyfus  s t u d y  

i m p l i c i t l y  assumed t h a t  c a p i t a l  g a i n s  are  never  r e a l i z e d .  

Thus,  t h e  p o r t i o n  of cap i t a l  g a i n s  i n c l u d e d  i n  t h e  t ax  base 

would not a f f e c t  an  i n v e s t o r ' s  p r o s p e c t i v e  y i e l d .  

The Dreyfus  report  conc luded  t h a t  "once  common s t o c k  

y i e l d s  have  been improved by t h e  g r o s s - u p  c r e d i t s ,  i n v e s t o r s  

w i l l  t ake  i n  s t r i d e  t h e  a b o l i t i o n  o f  t h e  c a p i t a l  g a i n s  

b e n e f i t  ." 
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Harilyn V. Brown -11/ 

Brown thought t h e  impact on t h e  economy of combining 

eome form o f  dividend i n t e g r a t i o n  w i t h  f u l l  t a x a t i o n  of 

c a p i t a l  gaine would be adverse.  The program could have no 
\ 

o v e r a l l  e f f e c t  on share pr ice6  if i n t eg ra t ion  o f f s e t  higher 

t axes  on c a p i t a l  ga ins ,  However, t h e  proposal would he lp  

y i e l d  s tocks  r e l a t i v e  t o  growth s tocks  -- a poin t  s i m i l a r  t o  

those  stressed i n  t h e  Herrill-Lynch and F i r s t  Boston s t u d i e s .  

According t o  Brown, t h e  proposals  would he lp  l a r g e ,  s t a b l e  

. c o r p o r a t i o n s  and hu r t  companies t h a t  need c a p i t a l  t o  f inance 

expansion. 

Brown concluded t h a t  t h e  combination of t h e  two measures 

a would appear t o  be counter t o  pub l i c  po l icy  f o r  it would 

advantage companies paying dividends today w h i l e  

disadvantaging those providing the  economic growth for 

tomorrow." -1 2 /  

Brown p resen t s  many examples i l l u s t r a t i n g  t h e  impact .-
d i f f e r e n t  methods of i n t e g r a t i o n  and f u l l  t a x a t i o n  of c a p i t a l  

g a i n s  would have on before-tax r a t e s  of r e t u r n  requi red  t o  

provide t h e  same n e t  y i e l d  t o  taxpayers  i n  d i f f e r e n t  t a x  

bracke ts .  I n  her examples, c a p i t a l  g a i n s  a r e  t r e a t e d  as i f  

r e a l i z e d  every year ;  a 'method,  a l s o  used in t h e  Merrill-Lynch 

and F i r s t  Boston s t u d i e s ,  t h a t  o v e r s t a t e s  t h e  effects  of t h e  

proposed changes i n  c a p i t a l  g a i n s  t a x e s  on sha re  va lues .  
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Summary 

Host  o f  t h e  a n a l y s t s  raw f u l l  t a x a t i o n  of cap i t a l  g a i n s  

and d i v i d e n d  i n t e g r a t i o n  as  hav ing  o f f s e t t i n g  e f f e c t s  on t h e  

l e v e l  of t h e  stock market. T h e i r  a n a l y s e s  o f  t h e  1977 t a x  
t 

p r o p o s a l s  s t r e s s e d  changes  i n  r e l a t i v e  s h a r e  prices, w i t h  

y i e l d  s t o c k s  expected t o  r i se  i n  v a l u e  and growth  s t o c k s  t o  

d e c l i n e .  The a n a l y s e s  g e n e r a l l y  a r e  hedged and Some f e a r  of 

i n c r e a s e d  u n c e r t a i n t y  is e x p r e s s e d .  S t r i k i n g l y  d i f f e r e n t  

from t h e  o t h e r s ,  t h e  Dreyfus  a n a l y s i s  expected t h e  p r o p o s a l s  

i n  t h e  1977 working p a p e r s  would have a v e r y  f a v o r a b l e  e f fec t  

on t h e  stock market and on i n v e s t m e n t .  

Tax P o l i c y  and S t o c k  P r i c e s  -- Another  Approach t o  A n a l y s i s  

The s i n g l e  most s t r i k i n g  f e a t u r e  o f  stock market y i e l d s  

is the i r  g r e a t  v o l a t i l i t y  t h r o u g h  time. During t h e  p e r i o d  

1971-76, f o r  example, a v e r a g e  a n n u a l  t o t a l  r e t u r n s  fo r  t h e  

500 s tocks i n c l u d e d  i n  t h e  S t a n d a r d  and Poors Composi te  I n d e x  

v a r i e d  from -26.5 p e r c e n t  i n  1974 t o  +37.2 p e r c e n t  i n  1976. 

Such f l u c t u a t i o n s  make f o r e c a s t i n g  t h e  e f f e c t  of any  t ax  

p r o p o s a l  on common stock y i e l d s  e x t r e m e l y  perilous.  I n d e e d ,  

s i n c e  most of t h e  yea r - to -yea r  v a r i a t i o n  a p p a r e n t l y  is random 

w i t h  r e s p e c t  t o  u n d e r l y i n g  business  and f i n a n c i a l  market 
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condi t ions ,  it may not w e n  be porlrible t o  determine the  

. 	 effects  of t ax  pol icy  a f t e t  t h e  f a c t .  Nonethelerr,  long-term 

t r ends  i n  common rtock y t a l d r  a r e  c e r t a i n l y  r e l a t e d  t o  y i e l d s  

of e ther  f i n a n c i a l  a s s e t s ,  t o  i n f l a t i o n  r a t e s ,  and t o  

corpora te  dividend policies. Observation of these less 
\ 

v o l a t i l e  measures should allow inferences about t h e  effect  of 

tax po l i cy  on equi l ibr ium common stock y i e l d s .  

I n  our a n a l y s i s ,  we assume t h a t  t h e  equi l ibr ium r a t e  of  

apprec i a t ion  for  common s tocks  is determined by ( a )  t h e  

a f t e r - t a x  r a t e  o f  r e t u r n  from competing f i n a n c i a l  a s s e t s :  ( b )  

a premium f o r  t h e  add i t iona l  r isk a s soc ia t ed  w i t h  common 

s tocks;  (c)  t h e  recent h i s t o r i c a l  r a t i o  of dividends t o  s h a r e  

p r i c e s  and; (d )  t h e  tax t reatment  of r e t u r n s  from common 

stock a s  coompared w i t h  those from other  a s s e t s .  

We compared y i e l d s  from a l t e r n a t i v e  a s s e t s  t o  inves to r s  

having a 30 percent  marginal r a t e  of ind iv idua l  income t ax .  

That tax  r a t e  was chosen because tax-exempt bonds t y p i c a l l y  

y i e l d  about 30 percent  more than f u l l y  t axab le  bonds of  

comparable q u a l i t y .  Leaving a s i d e  common s t o c k s ,  taxpayers  

fac ing  r a t e s  of 30 percent  or more on a d d i t i o n s  t o  t h e i r  

p o r t f o l i o s  have higher a f t e r - t a x  y e i l d s  from tax-exempt 

bonds, w h i l e  those paying lower r a t e s  r e a l i z e  g r e a t e r  r e t u r n s  

from t axab le  bonds. 
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However, because of t h e  p r e f e r e n t i a l  t reatment  of 

c a p i t a l  ga ins ,  t h e  t ax  treatment of income from common s tocks  

is intermediate  between t h a t  of f u l l y  taxable  and tax-exempt 

securities. T h i s  sugges ts  t h a t  t h e  "n iche"  for common s tocks  

is i n  a range of marginal tax r a t e s  around 30 percent .  That 

is, t h e  investor  most l i k e l y  t o  f ind  common s tocks  a t t r a c t i v e  

r e l a t i v e  t o  e i t h e r  type of bond is i n  t h e  30 percent  t ax  

bracket .  Such an inves tor  w i l l  p r e fe r  s tocks  t o  t ax  exempts 

because before-tax y i e l d s  on tax  exempts a r e  r e l a t i v e l y  low 

and w i l l  p re fer  s tocks  t o  f u l l y  t axable  s e c u r i t i e s  because 

t h e  higher tax  on taxable  bonds more than wipes o u t  t h e  

higher ( r i s k  ad jus ted)  before-tax y i e ld .  

Table 1 p resen t s  dat,a demonstrating an empi r i ca l ly  

p l a u s i b l e  long-run equi l ibr ium c o n s i s t e n t  w i t h  t h e  foregoing 

d i scuss ion  . 

I n  t h i s  example, a f t e r - t a x  ( r i sk -ad jus t ed )  r a t e s  of  

r e t u r n  on common s tocks  and taxable  bonds a r e  equal ized  a t  a 

tax  r a t e  of 27 percent .  As Table 1 shows, if ( a s  was 

assumed) a premium of 1 .5  percent  is s u f f i c i e n t  t o  equa l i ze  

f o r  r i s k ,  t h e n  a taxpayer facing a marginal r a t e  of 27 

percent  w i l l  be i n d i f f e r e n t  between common s tock  and t axab le  

bonds (both have a 6 . 3 4  percent  r a t e  of r e t u r n ) ,  w h i l e  

tax-exempt bonds c l e a r l y  would be i n f e r i o r  ( 6 . 0  percen t  



- 18 ­
t r b l o  1 

Bquilibrium Return8 for Different Taxpryerr 

t t After-Tax Rate of 
t Annual Irfore- t Return 

TYPC of Arret : Tax Rate of t 278 rrtet 3 0 t  rate : 3 2 t  rate 
: Return t taxpayer: taxpayer t taxpayer 

Taxable bond 8.57 6.34  6.0 5.57 

COmrPon 8 t O c k  9 .5  7.84 7.65 7.50 
(After rirk 
adjurtment) A/ s (6 .34)  (6 .15 )  (6.0) 

Tax-exempt bond 6 .0  6 . 0  6 .0  6.0 

-1/ Assumed d i f f e r e n t i 8 1  for t i 8 k  ir 1 .58 .  
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r e t u r n ) .  On the  other  hand, tax-exempt bonds and common 

s tocks  have equal r i s k  adjusted y e i l d s  when t h e  tax  r a t e  is  

32 percent .  In t h e  range between 27 percent  and 32 percen t ,  

common s tocks  have t h e  highest  y i e l d ;  f i g u r e s  for  t h e  30 

percent  tax r a t e  a r e  shown i n  t h e  t a b l e .  The assumptions 

used i n  computing t h e  a f t e r - t ax  r e t u r n  on common stock a r e  

discussed i n  t h e  n e x t  s ec t ion .  

Rela t ive  Importance of P r i c e  Appreciation and Dividends 

The before-tax common stock y i e l d  of 9 . 5  percent  used  i n  

t h e  example (Table 1) was computed by combining apprec ia t ion  

i n  share  p r i c e s  and pe r iod ic  d i v i d e n d  d i s t r i b u t i o n s  t o  

shareholders .  The r e l a t i v e  importance of t hese  two 

components of any projected equi l ibr ium y i e l d  is very 

important fo r  t h e  a n a l y s i s  of t h e  e f f e c t s  of tax po l i cy  fo r  

two reasons. F i r s t ,  a p r e f e r e n t i a l  t ax  r a t e  a p p l i e s  on ly  t o  

apprec ia t ion .  Second, t he  tax  appl ied t o  appreciated a s s e t s  

is defer red  u n t i l  r e a l i z a t i o n ,  while t h e  t ax  on d i v i d e n d s  is  

c u r r e n t .  T h u s ,  t h e  e f f e c t  on s tock p r i c e s  of a pol icy  

t r adeof f  between increased t axa t ion  of c a p i t a l  g a i n s  and 

varying degrees  of dividend i n t e g r a t i o n  depends d i r e c t l y  on 

t h e  proport ion of expected share  p r i c e  apprec i a t ion  i n  t h e  

t o t a l  r e tu rn .  F a i l u r e  t o  take account of t h i s  r e l a t i o n s h i p  

is t h e  p r i n c i p a l  weakness of t h e  s t u d i e s  by independent 

f i n a n c i a l  a n a l y s t s  summarized above. 
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To projec t  t h e  average expected r a t e  of rhare  
' apprec ia t ion  i n  equilibrium we appeal t o  re la t ive ly  r t a b l e  

h i o t o r i c a l  r e l a t i o n r h i p r .  (See appenedix 8 ) .  In  recent  

years ,  the r a t i o  of rim of dividends t o  corporate  6hare 

p r i c e s  has been about 4.0 percent .  I f  t h i s  r a t e  cont inues ,  
$ 

an average annual p r i ce  apprec ia t ion  of 5.3 percent  is 

required t o  produce a 7.65 percent  t o t a l  y i e ld  under present  

t.ax law. g/ I n  t h e  pro jec ted  equi l ibr ium, the average share  

of etock is t he re fo re  one having t h e  following 

c h a r a c t e r i s t i c s :  

average annual  before-tax t o t a l  y i e l d  mO95, 

aver age dividend-to-,price r a t  i o  

average annual expected r a t e  of p r i c e  

apprec i a t ion  = . 053 ,  

average number o f  years  between purchase 

and s a l e  of a share  = 8.0,  and 

average annual a f t e r - t ax  y i e ld  a t  a 30 

percent  r a t e  of tax  = .0765.  
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T h i s  projected equi l ibr ium has a r a t i o  of p r i c e  

apprec ia t ion  t o  t o t a l  y i e ld  ( . 5 6 )  t h a t  is consistent w i t h  

h i s t o r i c a l  averages going back as  much as  50 years  and t h a t  

exac t ly  equals  t he  average over t h e  25 year-period 1951-

7 6 ,  -1 4 /  a s  shown i n  appendix 8 .  
t 

Tax Pol icy  Tradeoffs  between C a p i t a l  Gains Treatment and 

Div i d  end I n t e q  r a t  ion. 

A pol icy  t o  tax c a p i t a l  ga ins  a t  f u l l  r a t e s  would reduce 

t h e  annual a f t e r - t a x  y i e ld  on the  average common stock j u s t  

descr ibed from 7 .65  percent  t o  6 . 9 7  perent  (see appendix A ) .  

After adjustment for  r i s k ,  t h i s  y i e l d  is less than t h a t  

a v a i l a b l e  from bonds a t  any tax  r a t e .  Shareholders paying 

marginal tax  r a t e s  above 30 percent  would o b t a i n  higher 

y i e l d s  from tax-exempt bonds. S imi l a r ly ,  f o r  taxpayers  

facing r a t e s  below 30 percent ,  y i e l d s  from t h e  average s tock 

would f a l l  below those from taxable  bonds o r  high-dividend 

s tocks .  The equi l ibr ium p r i c e  of t h e  average share  and, fo r  

t h e  same reasons,  of low-dividend growth s t o c k s ,  would f a l l  

r e l a t i v e  t o  bonds and high-dividend s tocks .  

A s imi l a r  approach is appropr ia te  f o r  eva lua t ing  

p o l i c i e s  for  r e l i e f  of double t axa t ion  of d iv idends .  

I n i t i a l l y ,  t h e  r a t e  of r e t u r n  would r i s e  from dividend-paying 
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r tocks  and i n  equilibrium t h e i r  p r i c e s  would rime r e l a t i v e  t o  

bonds and growth etocks.  Tax policy w i l l  determine t h e  s ize  

of t h i s  adjustment according t o  t h e  rhare  of corpora te  taxes  

allowed t o  be regarded by ehareholders a s  withholding. 

For example, i n  t h e  s implest  dividend r e l i e f  sys tem,  the  

shareholder could be allowed t o  count a f ixed  percentage ( x  

percent )  of t he  declared dividend a s  tax  w i t h h e l d  by t h e  

corpora t ion  on h i s  behalf .  I f  t h i s  amount were 20 percen t ,  

each d o l l a r  of declared dividend would c o n s i s t  of 80 cents of 

cash d i s t r i b u t i o n  from t h e  corpora t ion  and 20 cents of 

withheld tax .  A corporat ion t h a t  now pays 80 cents per share  

could pass  the  f u l l  amount of t ax  r e l i e f  t o  shareholders  by 

henceforth dec lar ing  a digidend of $1. T h i s  would leave  t h e  

-cash dividend (and t h e  corporate  cash flow) unchanged while 

having t h e  e f f e c t  of adding 20  cents t o  before-tax income of 

t h e  shareholders .  T h i s  corpora te  behavior is assumed i n  t h e  

following a n a l y s i s ,  although it would, of course ,  no t  be 

required.  For t h e  average common stock descr ibed e a r l i e r ,  
...

t h e  r a t e  of withholding fo r  dividends t h a t  j u s t  compensates 

fo r  -f u l l  c a p i t a l  g a i n s  t a x a t i o n ,  1 e a v i n g . a f t e r - t a x  r e t u r n  

unchanged, is 18.1 percent  1 5 /  ( s e e  appendix A )  .-
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Table 2 shows f i v e  a l t e r n a t i v e  tax programs t h a t  

simultaneously would reduce t h e  Capi ta l  g a i n s  preference  

( r e l a t i v e  t o  1977 law) and t h e  double t axa t ion  of dividends,  

b u t  would leave unchanged t h e  y i e l d  from an average sha re  of 

cc"On stock f o r  a taxpayer facing a 30 percent  marginal 

r a t e .  -16/ 

The t r ade -o f f s  shown i n  t a b l e  2 imply t h a t  average 

common stock p r i c e s  should increase i f  f u l l  c a p i t a l  g a i n s  

t axa t ion  were accomplished by p a r t i a l  i n t e g r a t i o n  w i t h  an 

average r a t e  of dividend withholding i n  excess  of 18.1 

percent .  S imi l a r ly ,  i f  t h e  por t ion  of c a p i t a l  ga ins  included 

i n  taxable  income were increased only from 50  t o  60  p e r c e n t ,  

p a r t i a l  i n t eg ra t ion  w i t h  ,withholding r a t e s  a s  low a s  5 

percent  would bring a net increase  i n  average s tock  

y i e l d s .  -17/  

Any program t h a t  combines an increased c a p i t a l  g a i n s  tax 

and dividend re l ie f  w i l l ,  of course,  favor dividend-paying 

s tocks  r e l a t i v e  t o  growth s tocks .  Therefore ,  a po l i cy  t o  

leave average share  y i e l d s  unchanged would r e s u l t  i n  higher 

equi l ibr ium p r i c e s  fo r  s tocks  having r e l a t i v e l y  high r a t i o s  

of dividend t o  t o t a l  y i e l d .  Conversely, s u c h  a po l i cy  would 

produce lower p r i c e s  f o r  those  s tocks  having r e l a t i v e l y  h i g h  

apprec ia t ion  a s  a sha re  of t o t a l  y i e l d .  



-
2 4  


:: ’ Rate of Cted i tab le  Dividend 
Rate of Inclurion :: Withholding neccrraty to leave 
Of Capital  Gain8 :: 8 f t e r - t r x  y i e l d  unchanged 

1008 18.18 

90t  15.08  

758 1 0 . 3 8  

678 6 . 7 8  

6 0 t  4 .88  

50% 0.0% 

0 
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Table 3 shows, for example, t h a t  a tax  program t h a t  
n 

combines f u l l  t axa t ion  of c a p i t a l  g a i n s  and dividend 

withholding of a t  l e a a t  28.6 percent  would increase  

equi l ibr ium stock p r i c e s  for  a l l  sha res  t h a t  have equi l ibr ium 

dividend p r i c e  r a t i o s  of a t  l e a s t  2.57. 

Other Pol icy  Tradeoffs  w i t h  Increased Taxation of 

Capi ta l  Gains 

An a n a l y s i s  s imi l a r  t o  t h e  foregoing can be appl ied t o  

other  tax  proposals  t h a t  might, on t h e  average, f u l l y  

compensate shareholders  for  increased t axa t ion  of c a p i t a l  

ga ins .  For example, if the  r a t e  of d i v i d e n d  payout per 

d o l l a r  of a f t e r - t a x  corpora te  earn ings  is not changed, t h e n  

an increase  i n  corporate  a f t e r - t a x  income due t o  reduct ion  

i n  t h e  corporate  tax should r e s u l t  i n  a p ropor t iona te  

increase  i n  both t h e  d i v i d e n d  p r i c e  r a t i o  and t h e  expected 

r a t e  of share  apprec ia t ion .  Corporate t ax  reduct ion thereby 

could increase before-tax t o t a l  y i e l d s  t o  shareholders  enough 

t o  r e e s t a b l i s h  t h e  t o t a l  y i e l d  a f t e r  tax .  



. .  . .  . .  
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t r b l e  3 

8ff8ct of Payout k t i o  on 

Dividend B e l h f / C a p i t r l  Oainr Trrdeoff  


t :  

Average 8nnua1 rate:: 
of  rhare price :: 

apprec ia t ion  	 8 :  

:: 
:: 

S.38 

6.08 

6.58 

7.58 

t :  Rate o f  c r e d i t a b l e  
Dividend price ::dividend withholding 

f8tfO :: nacarrraty to l e a v e  
8 8 '  8ftar0t8%t o t 8 1  
:: y i e l d  unchanged a t  
:: 7.658 

4.08  18.18 

3.78 23.28 

2.578 28.68 

1.378 4 6 . 4 8  
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Consider again t h e  prospect of f u l l  i n c l u s i o n  of c a p i t a l  

ga ins  a s  ordinary income. According t o  t h e  previous a n a l y s i s  

t h i s  change would immediately reduce t h e  a f t e r - t ax  y i e l d  of 

t h e  average common share  from 7.65  perent  t o  6 .97  percent .  A 

9 percent  increase in both t h e  dividend p r i c e  r a t i o  and the  

r a t e  of p r i ce  apprec ia t ion  is s u f f i c i e n t  t o  r e s t o r e  t h e  

a f t e r - t ax  r a t e  of r e tu rn  t o  7 .65  percent  f o r  a shareholder 

sub jec t  t o  a 30  percent marginal r a t e  of tax .  T h i s  t a x  

reduct ion could have been accomplished i n  1977 by r educ ing  

t h e  corporate  tax r a t e  5 .8  percentage p o i n t s  (from 4 8  percent  

and 4 2 . 2  p e r c e n t ) .  -18/ 

Table 4 shows t h e  po l icy  t radeoff  between increased 

inc lus ion  of c a p i t a l  g a i n s  i n  t axable  income and reduct ion  i n  

corpora te  tax r a t e s .  Each pol icy  combination would leave  

unchanged expected a f t e r - t ax  y i e l d  for  a 30  percent  r a t e  

taxpayer and t h e  equi l ibr ium share  p r i c e  unchanged fo r  t h e  

average share  of cormon s tock.  

Conclusions 

The  pr inc ipa l  purpose of t h i s  a n a l y s i s  has been t o  

i l l u s t r a t e  t h e  coriplementarity between proposa ls  t o  reduce 

t h e  c a p i t a l  g a i n s  preference  and t o  r e l i e v e  t h e  double 
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Table 4 
Corporate Tax Cut/Capital Gains Tradeoff 

Rate o f  Inclueion of :: Corporate Tax Rate Reduction 
Capital Gain8 in :: #eceeeary to Leave Common 
Taxable Income :: Stock Yield Conrtrnt 


Percent :: (No. o f  'percentage pointe) 

60 1.3 

66 2/3 2.1 

75 

85 

100 

3.1 


1.6 

5.8 
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t axa t ion  of dividends.  It  shows, fo r  one p l aus ib l e  e s t ima te  

of the  average performance of common s tock ,  t h a t  i n  1977 a 

r e l a t i v e l y  modest amount of p a r t i a l  i n t e g r a t i o n  ( a  

withholding r a t e  of approximately 18 percent )  could have 

f u l l y  compensated for  f u l l  t axa t ion  of c a p i t a l  ga ins .  I t  

a l s o  shows t h a t ,  for  any level o f  c a p i t a l  ga ins  inc lus ion ,  

t h e r e  is a companion program of double-tax r e l i e f  t h a t  w i l l  

r a i s e  equi l ibr ium p r i c e s  fo r  -most common stocks.' As an 

a l t e r n a t i v e ,  reduct ion of t h e  corporate  income tax a l s o  could 

o f f s e t  any depressing e f f e c t  of increased c a p i t a l  ga ins  

t axa t ion  on s tock market y i e l d s .  

Obviously, one could make d i f f e r e n t  e s t ima tes  of t h e  

c h a r a c t e r i s t i c s  of common stock i n  market equi l ibr ium,  which 

could a l t e r  t h e  q u a n t i t a t i v e  r e s u l t s .  Therefore ,  t h e  

a n a l y t i c a l  framework shown here can be used by s tock  market 

a n a l y s t s  who m i g h t  have d i f f e r e n t  expec ta t ions  about 

prospect ive equi l ibr ium y i e l d s .  
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FOOTNOTES 


-1/ .See S te in  (1977)  . 

-2/ See Hoffman, Resnick, and Ho ( 1 9 7 7 ) .  

3/ I n  t h e  "exact" or "pro-rata"  method of p a r t i a l
).II 

i n t e g r a t i o n ,  the  "gross-up" allowed t o  shareholders  of a 

corporat ion depends on t h e  r a t i o  of corpora te  t axes  pa id  

t o  the  co rpora t ion ' s  "economic income." I n  e f f e c t ,  

corpora te  preferences a r e  d e n i e d  "pro-rata"  w i t h  t h e  

share  of economic income d i s t r i b u t e d .  For a d i scuss ion  

of how p a r t i a l  i n t e g r a t i o n  w i t h  p references  "phased o u t "  

m i g h t  work, see  McLure and' Surrey ( 1 9 7 7 ) .  

-4 /  According t o  d a t a  compiled from 1973 t ax  r e t u r n s ,  t h e  

average holding per iod fo r  each share  of co rpora t e  s tock 

sold is about 7 years .  However, t h i s  unde r s t a t e s  t h e  

" t r u e  average" holding per iod because some sha res  a r e  

he ld  i n d e f i n i t e l y .  

.-5/ Summarized by D r i l l  (1977) . 
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-6/ See a l s o  Senf t  ( 1 9 7 7 ) .  One example he cites is of a $ 5  

coupon bond w i t h  25 years  t o  matur i ty .  I f  t h e  i n t e r e s t  

r a t e  is 8 percent ,  t h e  c a p i t a l  ga ins  ra tes  i s  30 percent  

for  t he  marginal inves tor ,  and t h e  ord inary  income tax 

r a t e  is 48 percent ,  t h i s  bond w i l l  y i e l d  the  same 

a f t e r - t ax  re turn as a new bond, a t  a p r i c e  of $73. I f  

t h e  c a p i t a l  ga in  tax preference were e l imina ted ,  t he  

p r i c e  of t h e  discount  bond would f a l l  t o  $70.85, a drop 

of 2.15 b a s i s  p o i n t s .  

-7/ See Weiant, Garvin, and Asher (1977)  . 
-8/ See Barnes ( 1 9 7 7 )  . 

-9/ See Senf t  (1977)  . 

-1 0 /  See S t e i n  (1977)  . 

-11/ See Brown (1978).  

-1 2 /  Brown (19781, page 8. 

-13/ 	T h i s  is the a f t e r - t ax  r a t e  of r e t u r n  for  an ind iv idua l  

who is t axed  a t  a marginal r a t e  of 30 pe rcen t ,  has  no 

minimum t ax  l i a b i l i t y ,  p lans  t o  r e i n v e s t  a l l  d ividends i n  
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t h e  same s tock ,  and t o  s e l l  a l l  of these shares  a t  the  

end of 8 years.  See appendix A fo r  a de r iva t ion .  For 

nontaxable ehareholders ,  reinvestment of dividends would 

produce an annual r e tu rn  of (1 .04  x lDO53-1) - .095. 

T h i s  is t he  amount of "before-tax t o t a l  yield."  

-1 4 /  	These f i g u r e s  r e f e r  t o  t h e  nominal y i e l d  on share  

purchases. The expected r e a l  y i e l d  w i l l ,  of course,  be 

lower if t h e r e  is an t i c ipa t ed  i n f l a t i o n .  However, 

i n f l a t i o n  a l s o  lowers t h e  r e a l  y i e l d  on a l t e r n a t i v e  

f i n a n c i a l  a s s e t s ,  including taxable  and tax-exempt bonds. 

Because under cu r ren t  law taxes  a r e  lev ied  on nominal 

r a the r  than r e a l  r e t u r n s ,  t h e  t ax  pol icy  changes 

considered here woulcj have the  same e f f e c t  on r e l a t i v e  

a s s e t  va lua t ions  for  any a n t i c i p a t e d  r a t e  of i n f l a t i o n .  

-15/ Note t h a t  fo r  vers ions  of dividend r e l i e f  o the r  than t h e  

simple fixed-percentage gross-up and c r e d i t ,  t h i s  r a t e  is 

t h e  average withholding per d o l l a r  of g ross  dividends.  

For any given r a t i o  of p r i c e  apprec i a t ion  t o  dividend 

y i e l d  i n  t h e  t o t a l  y i e ld  from s t o c k , . t h e r e  may be a 

f e a s i b l e  amount of dividend t a x  r e l i e f  t h a t  w i l l  j u s t  

equa l ,  i n  p resent  value terms, any increased t ax  on 

c a p i t a l  ga ins .  
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-16/  	If individual  t a x  r a t e s  were a l s o  reduced, higher 

equi l ibr ium re tu rns  would p reva i l  for a l l  t axable  

inves tmen t  . A similar t radeoff  between rtocko and bonds 

’ would st ill be app l i cab le ,  however . 

-17/ Again, these r e s u l t s  assume no change i n  cash 

d i s t r i b u t i o n s  t o  shareholders .  The tendency f o r  share  

p r i c e s  t o  increase  would be re inforced  by any tendency 

for  corpora t ions  t o  increase  dividend payout . 

-l 0 /  Estimated corpora te  income tax  r e c e i p t s  under 1977 law 

was $71.9 b i l l i o n  a t  1976 levels  of income. Income of 

corpora t ions  a f t e r  tax was $108.0 b i l l i o n .  An i nc rease  

i n  a f t e r - t ax  income of 9 percen t ,  t o  $117.7 b i l l i o n ,  

would r equ i r e  a tax  reduct ion of $9.7 b i l l i o n .  On a 

taxable  corpora te  income base of $168.5 b i l l i o n ,  t h i s  

r e su l t  would r e q u i r e  a tax reduct ion of 5.8 percentage 

po in t s .  T h i s  ignores  t h e  small  percentage of corpora te  

income for  which t h e  marginal t a x  r a t e s  were t h e  normal 

r a t e s  of 20 percent  and 2 2  percent  i n  1976. ~ 
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Appendix A 

Calcula t ion  of t h e  annual a f t e r - t ax  y i e l d  on corpora te  

sha res .  

L e t  g - annual r a t e  of apprec ia t ion  of p r i c e  per share  

d = annual r a t i o  of dividend t o  p r i c e ,  and 

t = ind iv idua l  income tax  r a t e .  

Then fo r  each share  purchased a t  time 0, t h e  t o t a l  va lue  of 

ceinvsstment of dividends paid a tsha res  a t  time 1, a f t e r  

time 1, is: 

W + g )  + l+g)d (1-t 

For s i m p l i c i t y ,  l e t  a f t e r - t a x  dividends be: 

d ( 1 - t )  2 

t h e n ,  t h e  value of s h a r e s  a t  time 1 is: 

VI - ( l+g)  ( l + Z )  ( 3 )  
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For the  purpose of computing c a p i t a l  g a i n s ,  t h e  b a s i s  i n  

stock owned a t  time 1 (B1) is t h e  sum of: (a)  the  o r i g i n a l  

share a t  i ts purchase p r i ce  and (b) t h e  re invested dividend 

a t  i ts purchase pr ice .  T h i s  amount is: 

B1 - l + ( l + g ) Z  

The c a p i t a l  value of shares  and t h e i r  b a s i s  a t  time 2 a re :  

v2 = ( l + g )  ( l + g )  ( 1 + z ) + z ( l + g ) 2  = [ ( l + g )  ( l + Z ) I 2  

and 

These r e s u l t s  can be general ized t o  n per iods as :  

vn - [ ( 1 + g ) ( 1 + z ) l n  

and 

nBn - 1+ C ( l + g ) i ( 1 + 2 )  i-lz = 1+2(1+g) nc [ [ l+g)  ( l + Z )  I i-1 

i=l i=l 
(6b) 
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Again, f o r  s impl i c i ty ,  de f ine  

which maybe in te rpre ted  a s  t h e  y i e l d  before t h e  c a p i t a l  ga ins  

t ax .  

Then , 

Vn = r" and 

I f  a l l  shares  t h a t  have accumulated a r e  t o  be so ld  a f t e r  
A 

n years ,  t h e n  t he  shareholder w i l l  r e a l i z e  an amount V, of 

a f t e r - t a x  c a p i t a l  gain.  T h i s  r e s u l t  may be wr i t t en :  

where x is the  share  of c a p i t a l  g a i n s  t o  be ,included i n  

t axab le  income. We wish  t o  compare a l t e r n a t i v e  programs i n  

terms of t h e  average annual a f t e r - t a x  y i e ld  per share ,  y ,  

wh ich  is given by: 



-39-


As an i l l u s t r a t i o n ,  t h i s  p a p e r ' s  conclusion t h a t  f u l l  

t a x a t i o n  of cap i ta l  g a i n s  can be f u l l y  o f fset  by an 1 8 . 1  

p e r c e n t  gross-up and c r e d i t  for d i v i d e n d s  is d e r i v e d  here i n  

d e t a i l .  The i n i t i a l  parameters are: 

g 0 . 0 5 3 ,  

d 0 . 0 4 ,  

t = 0 . 3 ,  

n = 8,  and 

x = 0 . 5 .  

There fore  , 

2 = ( 1 - 0 . 3 ) ( 0 . 0 4 )  = 0 . 0 2 8 ,  

. - and 

r = ( 1 . 0 2 8 ) ( 1 . 0 5 3 )  = 1 .0825 .  
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Hence , 

V, - (1.0825)* = 1.8853, 

which. is t h e  accumulated va lue ,  before  c a p i t a l  ga ins  t a x ,  of 

t h e  o r i g i n a l  one share  a f t e r  reinvestment of  dividends.  From 

equat ion ( 6 b ) ,  t h e  b a s i s  i n  t h i s  s tock  is: 

Capi ta l  ga ins  tax  is, t he re fo re ,  

X t ( V n - B n )  = (0.5) ( 0 . 3 )  (1.8853 - 1.3164) = 0.0853, 

and af te r - tax  accumulated value is: 

1.8853 - - 0 8 5 3  1.80. 

T h i s  g ives  an annual,  a f t e r - t ax  y i e l d  (see equat ion 1 0 )  o f :  

Y - (1.8) 0125-1- 0.0765, 

t h e  prescr ibed equi l ibr ium ra t e  of  re turn .  

I f  cap i t a l  g a i n s  a r e  f u l l y  included i n  t axab le  income, 
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x t ( V n - B n )  = ( 1 , 0 ) ( . 3 ) ( 1 . 8 8 5 3  - 1.3164) 1 0.1707 

and 

, .4 
V i  = 1.8853 - 0.1707 = 1.7146. 

Thus 

y = (1.7146) *125-1= 0.0697, 

By t r i a l  and e r r o r ,  u s i n g  equat ion (71 ,  we found t h a t  

r e s t o r i n g  t h e  t o t a l  a f t e r - t a x  y i e l d  t o  0.0765 r e q u i r e s  t h a t  

t h e  a f t e r - t a x  d i v i d e n d  y i e l d  i n c r e a s e  from 0.028 t o  0.0342. 

Under p a r t i a l  d i v i d e n d  i n , t e g r a t i o n ,  t h e  r e l a t i o n s h i p  of t h e  

r a t e  o f  d i v i d e n d  w i t h h o l d i n g ,  w ,  t o  t h e  new a f t e r - t a x  

d i v i d e n d  y i e l d ,  2 ,  is: 

A 
2 =  . 2 

1-W 

or 

I n  t h i s  example, t h e n  
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w = 1- mO28 = m181, 
0342 

t h e  d i v i d e n d  wi thho ld ing  r a t e  ( o r  gross -up  f r a c t i o n )  t h a t  

w i l l  j u s t  r e s t o r e  t h e  t o t a l  a f t e r - t a x  y i e l d  from t h e  average  

s h a r e .  
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Appendix B 

H i s t o r i c a l  R e l a t i o n s h i p  of P r i c e  Appreciation and 

T o t a l  Re tu rn  for Corporate S t o c k s  L/ 

< T o t a l  P r i c e  Appr ec ia t  ion /  

P e r i o d  : r e t u r n  a p p r e c i a t i o n  t o t a l  r e t u r n  

1926 - 76 9.2 4.3 .53 

1936 - 76 10.1 4.6 .55  

1946 - 76 10.6 6.5 . 61  

1951 - 76 10.8 6.0 .56 

1956 - 76 7.8 4.1 .5 3  

1966 - 76 5 . 0  2.7 .54 

1971 - 76 6.4 0.9 1 4  

P r o j e c t e d  

e q u i l i b r i u m  2/ 9 . 5  5.3 .56 

Off ice  o f  t h e  S e c r e t a r y  of T r e a s u r y  

O f f i c e  of Tax A n a l y s i s  

. 1/ Der ived  from d a t a  p u b l i s h e d  i n  Roger G. Ibbotson and Rex-
A. S i n q u e f i e l d ,  S t o c k s ,  Bonds,  B i l l s ,  and I n f l a t i o n :  The 

P a s t  (1926-1976) and t h e  F u t u r e  (1977-2000) ,  F i n a n c i a l  

A n a l y s t s  Research  Founda t ion ,  1977. These  a v e r a g e s  a r e  

based  upon t h e  S t a n d a r d  and Poor's Composite Index .  

-2/ T o t a l  r e t u r n  b e f o r e  t a x  is d e r i v e d  by m u l t i p l y i n g  t h e  

assumed d i v i d e n d / p r i c e  r a t i o  by t h e  e x p e c t e d  r a t e  of 

a p p r e c i a t i o n ,  (1 .04)  (1 .053)  1.095. 

2 




