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5. Conclusion

In this paper I show that tax arbitrage has important 

implications for issuers of tax-exempt bonds. US states, 

cities, and other tax-exempt issuers have an incentive to is- 

sue bonds with a price well in excess of face value, known 

as OIP bonds. Tax law subsidizes OIP tax-exempt bonds: 

compared to bonds issued at par and discount, OIP bonds 

provide secondary market investors with more tax-exempt 

coupon income and fewer taxable market discount gains. 

The first part of the paper shows that premium bonds 

are the norm in the tax-exempt market, while they are 

rare in the taxable market. The analysis also uncovers other 

puzzling and previously undocumented facts about the 

tax-exempt bond market. First, coupon rates fluctuate less 

than bond yields. Second, among noncallable tax-exempt 

bonds, longer-term bonds are issued at higher premiums. 

In 2015, the average ten-year bond was issued at a price of 

119 per cent of face value, compared to 102 for the average 

one-year bond. By contrast, taxable bonds (Treasury, mu- 

nicipal, and corporate) are very rarely issued at a premium. 

Their coupon rates track the current yields, and therefore 

their issue prices are always at or near par. 

The second part of the paper shows that the subsidy for 

premium bonds has the potential to explain the empirical 

facts shown in the first part. These facts are reproduced by 

a dynamic model of optimal issuance in which issuers de- 

sign their securities to maximize the value of investors’ tax 

arbitrage opportunities, including the harvesting of gains 

and losses and the conversion of ordinary income into cap- 

ital gains. Based on the model, the expected cost to the US 

Treasury is estimated to be approximately $1.7 billion per 

year. 

http://iranarze.ir/%D8%AC%D8%B3%D8%AA%D8%AC%D9%88/
http://iranarze.ir/tax+distortions+and+bond+issue+pricing

