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V.  DERIVING THE TAXABLE CORPORATE EQUITY SHARE FROM OTHER SOURCES

As discussed in Section III, one difficulty with the Fed data is that the holdings of 
the household sector must be calculated as a residual; as a consequence, errors in mea-
surement can have a magnified effect on estimates of the taxable share of equity. In 
addition, many assumptions are required, as discussed in Rosenthal and Austin (2016). 
Therefore, in this section we seek to examine the taxable share of equity using two 
alternative methods and data sources.

As a first alternative, we refine the methodology of Rosenberg (2012) to infer the 
taxable share of corporate equity issued by U.S. corporations. The IRS Statistics of 
Income (SOI) reports total qualified dividends reported on U.S. individual income tax 
returns as well as total dividends paid out by U.S. corporations reported on corporate 
income tax returns. A challenge is that some qualified dividends include dividends 
paid by foreign corporations and some of the U.S. corporate shares are held by foreign 
investors. Under certain assumptions, we can use data on dividend payout rates of 
U.S. and foreign corporations to estimate the share of corporate equity that appears on 
individual income tax returns.

Define D as total dividends paid by U.S. corporations and S as the total value of 
U.S. equity. 

Divide both D and S into three components: Dt is dividends paid by U.S. corpora-
tions to taxable U.S. individual income taxpayers; Dn is dividends paid to nontaxable 
U.S. shareholders (such as tax-exempt retirement accounts and nonprofits); and Df is 
dividends paid to foreigners. Thus D ≡ Dt + Dn + Df .

Similarly, S can be broken down by ownership class as well, so that S ≡ St + Sn + Sf .
Since 2003, qualified dividends — that is, dividends paid on domestic and most 

foreign corporate equity — have been subject to a lower income tax rate. 
Dq is qualified dividends, defined as Dq ≡ Dt + Dx , where Dx is qualified dividends 

on foreign stock held by U.S. taxpayers.
Define the dividend payout rate for each class of U.S. stock as α, again broken down 

by ownership.
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 as the payout rate on foreign stock and α ≡
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average qualified dividend payout rate on equities held by individuals, and Sq ≡ St + SX .
The objective is to estimate St /S. 
With some manipulation, 
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Dividing the numerator and denominator by D,
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Substituting the definition of α into Equation 3 and rearranging yields:
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We do not observe Dt directly, but can estimate it based on Dq. Recall that Dq = aq · Sq 
and Dt = at · St. Thus, 
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Substituting Equation 5 into Equation 4 and rearranging yields:
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Simplifying produces the following expression:
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That is, the share of equities held in taxable accounts is the product of the ratio of the 
average dividend yield on U.S. securities to the average yield on securities in American 
shareholders’ taxable portfolios, the share of domestic securities in those portfolios, 
and the ratio of qualified dividends to total dividends.

The ratio of qualified dividends to total dividends was 32 percent in 2013, the most 
recent year for which the tax data are available, but the ratio varies a lot from year to year. 
See Table 3. It was more than 50 percent in the prior year. It is possible that legislative 
changes (e.g., fear that the temporarily lower tax rate on dividends enacted as part of 
the Jobs and Growth Tax Relief Reconciliation Act of 2003 (JGTRRA) would expire 
as scheduled at the end of 2010 or 2012) or the business cycle affected the relationship 
between qualified dividends and overall dividends.

The average ratio of qualified dividends to total dividends post-JGTRRA was 43 
percent and the average domestic share of qualifying dividends (from the Flow of 
Funds) was 78 percent. Together, these imply a ratio of taxable to total equity of 34 
percent over the 10 years, if we assume that dividend payout rates are equal so that the 
ratio a /aq is 1. In comparison, the average ratio derived from the Flow of Funds was 
27 percent over that interval. 
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If we use the average yields from broad domestic and foreign market indices weighted 
by the domestic and foreign shares of S to estimate a, we estimate that a /aq equals 
93.5 percent on average. This lowers the average share of taxable stock to 32 percent.

The two series do not track perfectly, but the range is comparable. See Figure 6. 
The Flow of Funds estimates are actually slightly higher than the estimates based on 
dividend data at the beginning and end of the interval, but the series diverge between 
2007 and 2012. It is not clear why this is so.

As a second alternative test, we compare the Flow of Funds estimates to estimates 
derived from sales of capital assets (SOCA) data reported on individual income tax 
returns. Periodically, the IRS collects detailed information from returns that report 
sales of corporate stock. The data were collected in 1985 and from 1997 to 2012. The 
sample changed at times over that interval, reflected by gaps in Figure 7.10 Sales of 
corporate stock reported on tax returns obviously only reflect a fraction of holdings, 
but it is instructive to see if sales track the asset values we estimate (looking at only 
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Figure 6
Taxable Share of Corporate Equity, Derived Two Ways, 2004–2013

Source: Authors’ calculations

10	 Two values are reported in 2007. In that year, the IRS ended an earlier SOCA panel and started a new one 
based on a new sample of taxpayers. See Liu et al. (2009).
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directly held corporate equity, excluding shares held in mutual funds, ETFs, and CEFs). 
Although there is some similarity in trends, the overall values do not track especially 
closely (comparing the “SOCA Unadjusted” line with the “Flow of Funds”). 

However, several adjustments to the SOCA data are warranted. First, sales include 
foreign-issued securities, and this share has been growing over time, as shown earlier. 
We multiply the SOCA data by the fraction of equity that is domestic-issued as reported 
in the Flow of Funds data. Second, we adjust for holding periods.11 If shares are held for 
longer, sales volume will decrease, all else equal. We multiply sales by average hold-
ing period for each year.12 Finally, a wealth of empirical evidence suggests that asset 
sales are responsive to the capital gains tax rate. This is especially true for highly liquid 
assets such as corporate stock (Kiefer, 1990). We assume that sales follow a semi-log 
specification with an elasticity of –1.0 at a tax rate of 20 percent.13 The top individual 
income tax rate on long-term capital gains tax rate was cut in 1997 and again in 2003, 
implying that sales would have reflected rising percentages of asset holdings over time.14 

After these adjustments, the SOCA data track the Flow of Funds data very closely 
(Figure 7). This is further confirmation that the estimates derived from the Flow of 
Funds data are reasonable.

VI.  IMPLICATIONS OF THE DIMINISHING TAXABLE SHARE OF U.S. CORPORATE  
     STOCK

These findings have important implications for corporate tax policy as well as several 
other questions in public economics, including the measurement of the cost of capital, 
the importance of capital gains lock-in effects, the consequences of changes in dividend 
taxation, and the nature of clientele effects. 

A.  Corporate Tax Policy

The Treasury Department’s (1992) study of corporate tax integration was subtitled 
“Taxing Business Income Once.” The study laid out a variety of integration options that 
would be economically equivalent if all corporate income were in fact subject to two 

11	 Holding periods are not reported between 2000 and 2006. We assume that the holding period is the average 
of the value in 1999 (1.5 years) and 2007 (1.6 years) for the intervening years.

12	 Some sales do not report holding periods. We assume that short-term sales without a reported holding 
period are held for six months. For long-term sales (held more than a year), we assume that the holding 
period is average for assets with holding periods reported.

13	 The functional specification is: Y = A exp (–5τ), where Y is sales, A is a constant, and τ is the top capital 
gains tax rate. This yields an elasticity of –1.0 at a tax rate of 20 percent. Dowd, McClelland, and Muthi-
tacharoen (2016) estimate a permanent capital gains elasticity of –0.72 for all sales. 

14	 Prior to enactment of the Tax Reform Act of 1986, 60 percent of long-term capital gains were excluded from 
taxable income, yielding a top effective tax rate of 20 percent (40 percent of the top individual income tax 
rate of 50 percent). From 1988 to 1997, the top tax rate on long-term capital gains was set at 28 percent. The 
long-term capital gains tax rate was cut from 28 percent to 20 percent in 1997. We assume the average rate 
in that year was 24 percent (the average of the 28 and 20 percent). In 2003, the top tax rate was cut again 
to 15 percent. We assume that the rate in that year was 17.5 percent, and 15 percent from 2004 to 2012.



National Tax Journal694

layers of taxation. More recent corporate tax reform proposals have been motivated at 
least in part by the desire to achieve some level of integration and reduce distortions 
that favor retained earnings over dividends and debt over equity. JGTRRA cut tax 
rates on long-term capital gains and dividends with the explicit goal of reducing these 
distortions (U.S. Congress, Joint Committee on Taxation, 2005).

However, since only a fraction of corporate equity is held by individuals in tax-
able accounts, changes to individual level taxation do little to affect the overall tax 
burden on corporate income or the targeted distortions. More generally, proposals 
to integrate capital income taxation across corporations and individuals that are eco-
nomically equivalent assuming all investors are subject to individual-level taxation 
may not be equivalent when most corporate income avoids individual level taxes. 
For example, a shareholder credit for taxes paid at the corporate level would not be 
equivalent to a dividend deduction for corporations, since most dividends are received 
by tax-exempt investors such as retirement accounts, 529s, nonprofits, and foreign  
investors.15,16

Thus, as long as corporate income remains in the U.S. tax base, it is important to 
retain an entity-level tax, at least as a nonrefundable withholding tax on investors. Our 
estimates suggest that for 68 to 73 percent of corporate equity (depending on whether 
the estimate is derived from dividend data or Flow of Funds), the corporate tax is the 
only level of taxation in the United States. Including foreign investors, who may be 
subject to U.S. withholding taxes and home country taxes on dividends, about half of 
U.S. corporate stock is subject to a second level of taxation.

These findings inform our understanding of influential recent proposals. Altshuler 
and Grubert (2016) and Toder and Viard (2016) suggest moving more of the capital 
tax burden from the corporate income tax to the individual income tax. Both of these 
proposals couple a dramatically reduced corporate tax rate with increased individual 
capital taxation in order to reduce the distortions associated with the corporate tax while 
continuing to tax the income of domestic investors. However, since only about one-
quarter to one-third of stock is taxable at the individual level, these proposals would 
cause large revenue losses, unless accompanied by changes that buttress individual 
level taxation. 

Toder and Viard bolster individual level taxation by imposing a mark-to-market 
regime for corporate securities, which effectively taxes shareholders on worldwide 
income and expected increases in future profits of corporations regardless of whether 

15	 Appendix C of U.S. Department of the Treasury (1992) discusses these issues of equivalence. 
16	 The forthcoming integration proposals from Senate Finance Chairman Hatch would rely on a dividends 

paid deduction for corporations, coupled with a withholding tax on behalf of shareholders of the same 
amount, which presumably would not be refundable for tax-exempt investors. This integration proposal 
would thus largely amount to a relabeling of the current corporate tax, although it might have some effects 
through the financial reporting channel. It may also affect shareholders, depending on their circumstances. 
See Kleinbard (2016b) and a blog post by Daniel Shaviro from June 30, 2016: http://danshaviro.blogspot.
com/2016/06/kleinbard-on-senate-finance.html.
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dividends are paid or assets are sold. The mark-to-market regime eliminates the tax 
advantage of holding stock to postpone tax, and it makes it impossible to avoid capital 
gains tax entirely by either holding assets until death or charitable donation. Toder and 
Viard retain a 15 percent corporate tax and would impose an additional 15 percent tax 
on tax-preferred retirement accounts and on nonprofits. With these reforms, the authors 
estimate that the proposal would still lose some revenue absent behavior responses, 
although if the tax base responds sufficiently, it would be approximately revenue  
neutral.17

Altshuler and Grubert (2016) have a similar proposal, but it relies on an interest 
charge assessed on deferred tax liabilities during the holding period of assets with 
capital gains; this avoids some of the liquidity and volatility concerns associated with 
mark-to-market taxation, and it also avoids valuation difficulties with assets that are 
not publicly traded.18 Altshuler and Grubert note that their proposal is not a simple 
relabeling of tax burdens from the corporation to the individual. In particular, untaxed 
account holders (e.g., retirement funds and non-profits) will benefit from the reduced 
tax at the corporate level, whereas increased individual taxes will fall in part on income 
earned abroad by U.S. portfolio investors. It is not clear whether this shift in tax burden 
is desirable.19 Also, such proposals could lead to a shift in holdings of non-profits and 
other nontaxable entities away from pass-through businesses in favor of more lightly 
taxed corporate stock (a clientele effect).20

Both Altshuler and Grubert (2016) and Toder and Viard (2016) proposals originate, at 
least in part, out of concerns regarding corporate tax competition and tax base erosion 
due to profit shifting. These concerns lead the authors to prefer the individual level of 
taxation, without intending a net reduction in capital income taxation. Still, it is unclear 
that a corporate tax rate as low as 15 percent would be enough to stem profit shifting. 
Recent research by Dowd, Landefeld, and Moore (2017) suggests that the corporate 
taxable income response is highly non-linear and most responsive at very low rates. 
Clausing (2016a) indicates that 98 percent of profit shifting is occurring with respect 

17	 There is an annual static revenue loss of $11 to $23 billion in Table 1 (p. 722) of Toder and Viard (2016). 
Table 2 (p. 723) includes a behavior response whereby there is increased reporting of taxable profits in the 
United States as a result of the lower corporate tax rate; with the response, their proposal is approximately 
revenue neutral. As discussed later, the extent to which revenue would be recouped through this mechanism 
is an open question.

18	 They include a provision for deemed capital gains realizations upon death or when an asset is given to 
another person. The text describes their preferred proposal; Altshuler and Grubert also consider other 
proposals in this paper.

19	 They do not do a full revenue estimate for this proposal, but they perform some illustrative calculations 
that indicate that the proposal need not lose revenue, once behavioral responses are included. They also 
include a minimum tax on foreign income.

20	 Under these proposals, the effective corporate rate would fall while individual level tax would increase. 
This makes corporate stock relatively more attractive to nontaxable investors and less attractive to taxable 
investors. So, all equal, nontaxable investors would reallocate funds toward corporate assets and away 
from pass-through assets and taxable investors would do the opposite. 
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to countries with effective tax rates below 15 percent, and 82 percent is occurring with 
respect to just seven tax havens with effective tax rates below 5 percent. These studies 
indicate that even lowering the U.S. corporate tax rate to 15 percent may not be enough 
to substantially alter the incentive to divert income to the lowest tax-rate havens. Also, 
even if a tax rate cut temporarily gave the U.S. an advantage, our major trading partners 
would likely respond by cutting their tax rates, as they did after enactment of the Tax 
Reform Act of 1986.

Proposals to move the capital tax burden from the corporate to the individual level 
face significant political challenges. It may prove politically impossible to rescind the 
longstanding tax preferences for retirement accounts and non-profits. And raising capital 
income taxes on individuals can exacerbate existing distortions such as lock-in effects. 
These distortions can be addressed by accruals taxation (as in Toder and Viard), or by 
interest charges on capital gains as well as provisions to tax capital gains at death (as 
in Altshuler and Grubert). These solutions are conceptually appropriate but probably 
politically impossible. 

Concerns about moving the burden to the individual level of taxation strengthen the 
argument for reforms that would retain a broad-based corporate-level tax. Still, observ-
ers note that a reform of the corporate tax is long overdue. There are many distortions 
and problems that reforms of the corporate income tax might address. These include 
distortions to the debt/equity composition of corporate finance, distortions to the orga-
nizational form of business (corporate versus pass-through), distortions among types 
of investments (due to varying degrees of accelerated depreciation, the production 
activities deduction, and other special provisions), and distortion to the international 
location of economic activity. 

Another major concern of reform proposals is the tax treatment of multinationals. 
Corporate profit shifting across tax jurisdictions is a large and increasing problem for 
many countries. In the United States, high levels of corporate profits have not generated 
associated increases in corporate tax revenues, and revenue losses due to profit shifting 
are substantial. Estimates in Clausing (2016a) suggest that the federal revenue loss due 
to profit shifting is approximately $100 billion per year. 

An additional factor that reduces the corporate tax base is the relatively favorable 
treatment of pass-through business income, as discussed in Cooper et al. (2015). Lighter 
tax burdens for non-corporate businesses have led to systematic changes in the organi-
zational form of business activity. Absent these changes, Cooper et al (2015) find that 
U.S. corporate tax revenues would be about $100 billion per year higher.

Recently, there have also been radical reforms to business taxation suggested by both 
President Trump and the House GOP. Both plans would allow businesses to immediately 
expense new investments, which exempts the normal return on capital. The House GOP 
plan goes a step further by adding a border-adjustment tax, which is a feature of value-
added taxes and which would remove U.S. taxation as a consideration in location of 
production facilities. Both proposals would retain individual-level taxes on dividends 
and capital gains, but they would substantially reduce the burden of capital income 



Is U.S. Corporate Income Double-Taxed? 697

taxation. The plans both risk large revenue losses and would disproportionately benefit 
those at the top of the income distribution.21 

A more detailed catalog of reform options is beyond the scope of this paper; Claus-
ing (2016b) discussed related issues that surround corporate tax distortions as well as 
possible reforms.22 Still, given distributional concerns, political constraints, and the fact 
that relatively little corporate stock is taxable at the individual level, retaining a broad-
based corporate income tax may be the optimal second-best strategy; the corporate tax 
rate should be chosen with the distortions noted earlier in mind.

B.  Cost of Capital

At a very basic level, individuals’ taxable share of corporate equity determines, in 
part, the effective tax rate on returns to corporate equity. The standard model (and much 
political discourse) assumes that corporate equity is taxable both at the company level, 
under the corporate income tax, and at the individual level when profits are paid out 
as dividends or shares are sold and produce taxable capital gains. However, if most 
corporate earnings are not subject to the individual income tax, then the effective tax 
rate on equity-financed corporate investment is lower, and the distortion in resource 
allocation in favor of non-corporate capital is smaller, with a commensurately smaller 
deadweight loss.23

For example, according to Rosenberg and Marron (2015), in 2014 (when bonus 
depreciation was in effect), the average marginal effective tax rate on new corporate 
investment was 26 percent under the model’s standard assumption that taxable individu-
als held 60 percent of corporate equity.24 See Table 4. 

21	 See Burman et al. (2017) and Avi-Yonah and Clausing (2017) for more discussion of the effects of the House 
GOP destination-based cash flow tax. The incidence of a destination-based cash flow tax, as proposed in 
the House GOP tax blueprint, is especially challenging to predict (Burman et al., 2017). However, it would 
be hard to match the progressivity of the corporate income tax. For example, based on a review of the 
literature, the Treasury department assigns 82 percent of the burden of the corporate tax to capital income 
and 18 percent to labor income, after assigning all supernormal (or excess) returns to capital income, and 
half of normal profits to labor and half to capital income. Treasury estimates that the highest quintile bears 
76 percent of the tax burden, and the top 1 percent bears 43 percent of the burden. See Cronin et al. (2012) 
for details regarding their method and alternative assumptions, and Clausing (2012, 2013) for more on the 
incidence of the corporate tax.

22	 There are several options for strengthening the corporate tax, including a minimum tax, tougher earnings-
stripping, and anti-inversion rules, and other, more fundamental, reform options.

23	 Of course, the share of corporate capital held in taxable accounts is endogenous to taxation. Individuals 
likely hold a smaller share of corporate equity in taxable accounts at current tax rates than they would hold 
if their tax rates were lower (or if some of the tax preferences for retirement accounts and other holders of 
equities were reduced). There is a burden attributable to this shift, both in terms of risk bearing, and the 
rate of return earned by taxable individuals, and the potentially higher cost of capital for businesses.

24	 Joseph Rosenberg of the Tax Policy Center (TPC) performed these calculations using TPC’s cost of capital 
model, which is documented in Rosenberg and Marron (2015). 
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If the assumed taxable share fraction is reduced instead to 25 percent, the marginal 
effective tax rate falls to 21 percent. For investments that are entirely financed with 
equity, the difference is even bigger: falling from 33 percent (under the 60 percent 
taxable share assumption) to 27 percent. (Note that the taxable share assumption does 
not affect debt-financed investments, which actually face a negative effective tax rate 
under current law because of tax incentives such as the research and experimentation 
tax credit and accelerated depreciation.) 

As documented in Rosenberg and Marron (2015), tax rates vary substantially among 
industries, depending on both financing patterns and the types of investments within 
different industries. However, as Table 4 illustrates, as the taxable share of equity is 
lower, the tax burdens on the more highly taxed investments falls, and this also lowers 
the variance of tax rate treatment across investments and industries.

As shown in Figure 1, including foreigners, the share of equity subject to individual 
level tax could reach 52 percent (in 2015). Foreign shareholders are subject to U.S. 
withholding tax on dividends at rates that vary from 5 to 30 percent.25 Their home 
country income tax may impose additional taxes on dividends and capital gains. Thus, 
the overall effective tax rate could be higher than implied by looking at U.S. income 
taxation alone. Still, since domestic shareholders strongly prefer to invest at home 
(Cooper, Sercu, and Vanpée (2013); Coeurdacier and Rey (2013)), domestic tax treat-
ment is an important driver of the cost of capital.26 

Table 4 
Marginal Effective Tax Rates on New Investment

Fraction of Equity Return Subject to Tax

Category
0  

Percent
25  

Percent
50  

Percent
75  

Percent
100  

Percent
Business investment 18.3 20.3 22.4 24.5 26.6
Corporate 17.9 21.1 24.3 27.7 31.1
Pass-through 19.1 19.1 19.1 19.1 19.1
Corporate (equity financed) 23.7 27.3 31.0 34.8 38.5
Corporate (debt financed) –6.2 –6.2 –6.2 –6.2 –6.2
Source: Calculations courtesy of Joseph Rosenberg, following methodology described in Rosenberg 
and Marron (2015).

25	 See https://www.irs.gov/pub/irs-utl/Tax_Treaty_Table_1.pdf (accessed May 4, 2017).
26	 In 2010, U.S. investors held 78 percent of their equity portfolio in U.S. stocks, whereas U.S. stocks are 

one-third of the world market capitalization (Cooper, Sercu, and Vanpée, 2013). While home bias is falling, 
it is falling very slowly, and only for rich countries.
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C.  Capital Gains Taxation

These findings also affect our assessment of the capital gains tax. Although there is 
a wide range of views on the effect of taxes on capital gains, there is a consensus that 
the tax discourages individuals from selling capital assets. This “lock-in” effect lowers 
individual welfare, and may cause prices of capital assets to react slowly to information 
about company performance, which can distort resource allocation. However, if most 
capital assets are held in accounts exempt from capital gains tax, then the lock-in effect 
is a smaller problem. Also, the real effects of taxing capital gains on investment and 
risk taking are likely to be smaller.27 

Another issue arises in 2016 presidential candidate Hillary Clinton’s proposed capital 
gains tax incentives to hold assets longer based on the notion that “patient capital” would 
encourage corporate managers to make more long-term investment decisions. Burman 
(2015) questions the rationale for the policy, but it is also likely to be ineffective if most 
corporate capital is not subject to the individual capital gains tax rate.

D.  Dividend Taxation

The taxable share is critical to understanding how taxing dividends affects corporate 
decision-making and economic efficiency. One concern about dividend taxation is that 
it gives companies an incentive to retain profits rather than distribute them as dividends 
since taxable shareholders would prefer to defer paying tax. This can create corporate 
governance issues and result in corporations with large hordes of cash that earn lower 
rates of return than alternative investments that shareholders might otherwise make. 
As a result, capital is misallocated.

However, if most corporate dividends are not taxed, then there is relatively little tax 
incentive for companies to retain their earnings.28 This also affects our assessment of 
the economic effects of changing dividends tax rates as was done in 2003, when quali-
fying dividends were made eligible for the lower capital gains tax rates, and again in 
2012, when top dividend and capital gains tax rates increased. Besides changing the 
incentive to raise or lower dividend payouts, the small share of corporate equity subject 
to tax means that a lower tax rate on dividends may do little to lessen the distortion in 

27	 For more discussion of the economic effects of taxing capital gains, see Burman (1999).
28	 There remains, however, a separate problem concerning dividend repatriation from abroad. Under the 

present U.S. corporate tax system, U.S. tax is due on foreign income when it is repatriated, with a foreign 
tax credit for any foreign tax paid. In the case of income earned in low-tax countries, this gives firms an 
incentive to avoid repatriation, especially if they expect the tax treatment of repatriated earnings to be more 
generous in the future. However, firms can borrow against these earnings to finance their investments, and 
there is no evidence that investment in the United States is being reduced as a consequence. Further, as 
long recognized, firms can even borrow against these earnings to issue dividends, and this can generate the 
equivalent of a tax-free repatriation (assuming away interest rate differentials). See, for example, Altshuler 
and Grubert (2003) and Kleinbard (2016a).
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choice between debt and equity (since dividends are mainly received by tax-exempt 
investors — who are indifferent).

For the same reason, dividend tax cuts may also have weak effects on the cost of 
capital. This provides one possible solution to a puzzle posed by Yagen (2015). In a 
careful analysis published in the American Economic Review, Yagen finds that the 
2003 dividend tax cut had no measurable effect on corporate investment and employee 
compensation, despite the fact that proponents argued that the cut (from 38.6 to 15 per-
cent for the top rate) would spur investment by reducing the cost of capital.29 Edgerton 
(2013) shows that there are good reasons to suspect that the 2003 dividend tax cut did 
not increase payouts, though Yagen (2015) argues that payouts did increase, but there 
was no real effect from increased payouts, just a rearranging of financial claims. Yagen 
(2015) interprets his as evidence in support of the new view of dividends. Our analysis 
provides an alternative (though not mutually exclusive) explanation.

E.  Clientele Effects

Investors may sort into different types of assets based in part on their different tax 
treatments. For example, investors in the highest tax brackets may disproportionately 
invest in lower-return, tax-exempt assets like municipal bonds, relative to investors in 
lower tax brackets. The 2003 dividend tax cuts likely reduced the size of such clientele 
effects. Even beyond that, since the vast majority of U.S. corporate stock is held in 
nontaxable accounts, such investors are not tax sensitive. This will dilute the impor-
tance of clientele effects among those investors that are not taxed at the individual 
level, though taxable investors may still have a large influence on some subsets of the  
market. 

Investors may also have different preferences for dividend issue relative to retained 
earnings. The higher the rate at which dividends are taxed, the greater the tax prefer-
ence for letting earnings accumulate tax-free within the firm. Since the dominant share 
of U.S. corporate stock is not held in taxable accounts, such investors are not sensitive 
to dividend taxation. This dilutes the importance of anticipated dividend tax liabilities 
in corporate decision making. 

F.  Might Taxable Shareholders Still Have an Outsized Effect?

A question for further research is whether taxable shareholders might have a dispro-
portionate effect on the cost of capital and corporate investment decisions despite their 
minority status in the pool of equity holders. For example, it is possible that foreign 
portfolio investors, who hold about 25 percent of equity, are especially sensitive to 
corporate taxes. There also may be clientele effects that give taxable investors a dis-
proportionate influence in some subsets of the market. For example, if households hold 

29	 Yagen (2015) explains the finding with alternative models that suggest that marginal investments are 
financed from retained earnings or debt.
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little taxable stock because of double taxation, a small cut in the individual level tax 
rate might significantly expand the supply of corporate capital.

In addition, contributions to retirement accounts are capped at levels that most high-
income investors exceed. Thus, the amounts in those accounts, even though they can grow 
to be quite significant as a share of all corporate capital, are inframarginal in many cases. 

Wealthy individuals’ marginal investment choices will be from among taxable domes-
tic stock, foreign stock (also taxable in the United States), or alternative investment 
vehicles such as S corporation stock, partnership shares, or bonds.

Yagen (2015) describes models that suggest that marginal investments are financed 
from retained earnings or debt, so that dividend tax burdens do not affect marginal 
investment decisions; dividend tax cuts increase the returns on investment and the oppor-
tunity costs of investment in parallel. The results noted earlier also suggest that many 
investors may not be sensitive to dividend taxation simply because they are tax-exempt.

VII.  CONCLUSIONS AND DIRECTIONS FOR FUTURE RESEARCH

Using more recent data, we update the research of Rosenthal and Austin (2016) and 
estimate that the taxable share of U.S. corporate equity has declined dramatically in 
recent years, from more than 80 percent in 1965 to about 27 percent at present. We 
test this estimate using data on dividends paid by corporations and received by taxable 
individuals, which produces an estimate of about 32 percent. Data from reported sales 
of corporate stock on individual income tax returns provides further confirmation of 
the overall reliability of the estimates. Therefore, for equity-financed investments, the 
vast majority of corporate income is not double-taxed in the United States. Also, the 
normal return to debt-financed investments is actually subsidized through the corporate 
tax system, and 40 percent of corporate investment is debt-financed. Therefore, it is 
unlikely that double-taxation is the foremost problem for corporate tax reform.30 

There are several reasons for the declining taxable share of U.S. corporate stock, but 
changes in dividend and capital gains tax rates do not provide an obvious explanation, 
since the taxable share was lower in years when individual dividend and capital gains 
tax rates were lower. The growth of tax-exempt retirement accounts helps explain this 
trend, as legal changes have increased the size and scope of tax-free savings vehicles, 
and demographic factors have also likely played a role. In addition, the increasing glo-
balization of financial markets has increased the share of U.S. corporate stock in foreign 
accounts. Finally, the increasing prevalence of pass-through business organizations has 
likely played an important role in these trends.

These findings have important implications for corporate tax reform. Given that it 
represents the only level of domestic tax for most equity, a corporate-level tax is an 
indispensable component of capital income taxation. Without a corporate tax, much 

30	 Several other problems should motivate corporate tax reform, including the tax bias toward debt-financed 
investment, the tax preference toward non-corporate business income, and the problem of corporate tax 
base erosion due to international profit shifting.
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income of profitable firms would go untaxed since most equity is held in tax-exempt 
form. Further, replacing corporate taxation with individual taxation could generate large 
lock-in effects and sheltering opportunities,31 and most solutions to such problems raise 
vexing technical problems. 

Thus, there are several reasons to keep a corporate-level tax in some form. It is worth 
preserving on pragmatic tax administration grounds, and it fills important revenue 
needs. Also, it contributes to the progressivity of the tax system, which seems espe-
cially important in light of trends in income inequality. Finally, recent economic theory 
has also buttressed the efficiency case for taxing capital, as discussed in Diamond and 
Saez (2011), Piketty and Saez (2012, 2013), and Conesa, Kitao, and Krueger (2009).32 

Beyond corporate tax reform, these findings also have implications for several other 
questions in public economics. The cost of capital is likely lower than one would expect 
from calculations that overestimate the share of U.S. corporate equity in taxable accounts. 
A lower taxable share of U.S. corporate stock lowers the sensitivity of investment to 
dividend tax rates, lowers the tax incentive to retain earnings, lowers capital gains 
lock-in effects, and reduces the importance of clientele effects.

These findings raise important questions for future research. For instance, who is 
the marginal investor? How does corporate decision-making reflect the tax treatment 
of their investors? Are there important clientele effects whereby taxable investors are 
more likely to invest in subsets of the market? Does this affect corporate governance 
in important ways? 

In addition, an increasing share of business activity is organized in non-corporate form, 
helping to explain the diminishing taxable share in the corporate sector. This shows the 
appeal of corporate tax integration, but also the challenges. As legal changes have made 
it easier to create partnerships and S-corporations with limited liability, these sectors have 
become far more important. Cooper et al. (2015) note that complex partnership structures 
may prevent partnership income from being traced to a beneficial owner, generating the 
concern that firms are minimizing tax through opaque organizational forms. They show 
that pass-through income is generally taxed at lower effective tax rates than C-corporation 
income.33 Such trends also raise important tax policy questions for future research.
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