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We test whether banks’ investment and �nancing policies can be

explained by tax status. We document changes in bank holdings of

municipal bonds in response to changes in tax rules relating to

deductibility of interest expense. We also document an association

between banks’ marginal tax rates and their investment and �nancing

decisions, which is consistent with the existence of tax clienteles.

However, banks do not sort themselves perfectly into investment and

�nancing clienteles because of adjustment costs. We posit speci�c

types of transaction-cost impediments to tax planning, and document

that banks apparently trade o� these costs against tax-planning

bene�ts.
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