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ERRATA

The following changes should be made to Federal Income
Tax Aspects of Corporate Financial Structures, published by
the sta of the Joint Committee on Taxation on January 18,
1989, as JCS5-1-89.

(1) On page 2, the first sentence of the fifth paragraph
should read as follows: Dividends paid by a corporation from
its earnings are not deductible to the corporation and are
subject to a tax at the individual shareholder level.

(2) On page 14, the value for the year-end balance of
corporate bonds held by the Household sector should read 92.2
billion instead of 92.9 billion; the corresponding percentage
of total should read 7.8 instead of 7.9.

(3) On page 44, the reference in footnote 72 to "20-~year
life” should read "30-year life."

(4) On page 65, the ratio of debt to equity (market) for
1966 should read 43.2 instead of 32.2.

Continued on next page.
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(%) On page 67, the portion of Table IV~C which appears on
that page should read as follows:

Table IV-C. Interest Coverage Ratios of Nonfinancial
Corporations, 1969-1988 - Continued

Ratio of
Net Interest to

Ratio of Capital Income

Net Interest Plus Economis

Year to Cash Flow! Depreciation
1975 0.15 0.14
1976 0.14 0.11
1977 0,14 0.11
1978 0.14 0.11
1979 0.14 0.13
1980 0.18 0.16
1981 0.21 0.16
1982 0.22 0.19
1983 0.18 0.15
1984 0.18 0.15
1985 0.18 0.15
1986 0.20 0.15
1987 N.A. 0.16
1988 N.A. 0.17

Averages:

1971-75 0.13 0.14
1976-80 0.15 0.13
1981~85 0.19 0.16
1986~88 N.A. 0.16

1. Source: Ben S. Bernanke and John Y. Campbell, "Is There a
Corporate Debt Crisis?" Brookings Papers on Economic
Activity, No. 1, 1988, pp. 83-125.

2. Source: Divigsion of Research and Statistics, Federal
Reserve Board.

(6) On page 68, the third sentence should read as follows:
Unpublished data from the Federal Reserve indicates that the
(welghted) average rating on outstanding corporate bonds has
steadily declined from a Standard & Poor's rating of A+ to a
rating of A~ during the 1978-1988 period,
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INTRODUCTION

The Senate Committee on Finance has scheduled hearings on
recent trends in corporate financial restructurings and increasing
corporate debt, and the relationship of these trends to the tax law.
’{318% Finance Committee hearings are scheduled for January 24-26,

The House Committee on Ways and Means has scheduled hear-
ings on tax policy aspects of corporate mergers, acquisitions, lever-
aged buyouts, and recent increases in corporate debt. The Ways
and Means Committee hearings are scheduled for January 31 and
February 1-2, 1989,

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation in connection with these hearings, discusses Federal
income tax aspects of corporate financial structures (debt and
equity financing), mergers and acquisitions, and leveraged buyouts.
Part 1 of the pamphlet is background discussion of corporate re-
structurings that affect debt and equity and trends in corporate fi-
nancial structures. Part II provides a description of present law tax
rules related to corporate financing, passthrough entities, transac-
tions involving pension plans and ESOPs, and current limitations
on interest deductions. Part III presents examples of corporate
transactions that increase debt or reduce equity and the tax conse-
quences of such transactions. Part IV discusses tax and economic
policy considerations related to various forms of corporate financial
restructurings. Finally, Part V describes possible options relating
to the tax treatment of corporate operations and discusses related
policy considerations of the options.

A brief summary precedes Part I of the pamphlet.

! This pamphlet may be cited ss follows: Joint Committee on Taxation, Federal Income Tax
Aspects of Corporate Financial Structures (JC8~1-89), January 18, 1989,

1)



SUMMARY

Recent Developments in Corporate Financial Transactions

In recent years, a number of transactions have occurred result-
ing in the replacement of corporate equity with debt. These trans-
actions have included debt-financed acquisitions, leveraged buyouts
(LBOs), use of leveraged employee stock ownership plans (ESOPs),
gebté-:quity exchanges, stock redemptions, and extraordinary divi-

ends.

Various corporate financing transactions during 1984-1987 have
resulted in a reduction of $313.3 billion in corporate equity (other
than in the financial sector). During the same period, the amount
of net new corporate borrowing has increased by $613.3 billion. The
ratio of debt (par) to equity (book) of nonfinancial corporations has
increased from 30.3 percent in 1981 to 46.0 percent in 1987. During
this period, the ratio of debt (market) to equity (market) increased
from 63.0 percent to 65.3 percent. (See Table IV-B.)

Part I presents a background of corporate restructurings that
affect debt and equity and describes recent trends in corporate fi-
nancial structures.

Present Law Tax Rules

Under present law, corporations are subject to a corporate
income tax. Corporate income is taxed at a rate of 34 percent (with
lower rates for corporations with taxable income below $75,000).
Certain tax deductions for preference items, such as accelerated de-
preciation, often result in an effective tax rate of less than 34 per-
cent on the economic earnings of the corporation.

Dividends paid by a corporation from its earnings are not deduct-
ible to the corporation subject to a tax at the individual sharehold-
er level. For a shareholder in the 28-percent bracket, a tax of
$18.48 would be imposed if the $66 of after-tax income from $100 of
corporate taxable income is distributed as a dividend. This results
in a total tax of $52.48 ($34 plus $18.48) on distributed corporate
earnings. If the shareholder realizes the income by selling the
shares rather than receiving a dividend, the gain is taxed at the
shareholder’s regular tax rate.

If the corporation instead distributes its operating income to its
creditors as interest, the interest is deductible by the corporation,
resulting in no corporate tax on such amounts and a tax to the
creditor at the creditor’s normal tax rate.

Where the creditor or shareholder is tax-exempt (e.g., pension
plans), no tax generally is imposed on the interest or dividend re-
ceivled. In the case of foreign persons, reduced (or zero) rates may
apply.

¢4
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Part II provides a more detailed description of present law tax
rules relating to individuals, corporations, passthrough entities,
ESOPs and other qualified plans, and current law limitations on
interest deductions. Part III describes examples of corporate trans-
actions that increase debt or reduce equity and the tax conse-
quences. Part IV discusses various policy issues relating to the tax
advantages of debt vs. equity, corporate restructurings and econom-
ic efficiency, risks of excessive corporate debt, use of ESOPs and
other qualified plan assets, the role of interest deductions in taxing
economic income, and revenue considerations.

Overview of Options

Various options could be adopted which lessen the distinction be-
tween the tax treatment of debt and equity in order to reduce the
tax bias toward the issuance of debt. The double taxation of divi-
dends could be lessened by allowing corporations to deduct divi-
dends, or by providing a shareholder credit for corporate tax paid
with respect to such dividends.

In addition, the tax treatment of debt could be made less favor-
able by, for example, limiting the deduction for interest on indebt-
edness. Possible limitations include the following: disallowing a flat
percentage of all interest deductions; limiting the deduction for in-
terest on debt in excess of a specific rate of return; limiting interest
deductions based on inflation (interest indexing); disallowing inter-
est deductions in excess of a specified percentage of income; disal-
lowing corporate interest deductions in transactions that reduce
corporate equity; and denying interest deductions in specified situa-
tions, such as acquisitions involving high risk, acquisitions involv-
ing borrowing against untaxed appreciation, or hostile acquisitions.

Other options include combining partial dividend relief and par-
tial interest disallowance, imposing a minimum tax on corporate
distributions, requiring the recognition of corporate-level gain to
the extent corporate-level debt is incurred in excess of corporate-
level underlying asset basis, imposing an excise tax on acquisition
indebtedness, reducing specific tax incentives such as those provid-
ed to employee stock ownership plans (ESOPs), and imposing a tax
on certain investment income of tax-exempt entities.

Any proposal to reduce the double taxation of dividends would
more nearli conform the tax treatment of debt and equity and
reduce the bias toward the issuance of debt. Previous attempts to
provide dividend tax relief have met resistance because of the reve-
nue costs, and because of lack of support from the business commu-
nity. In addition, dividend relief proposals raise numerous complex
issues including, for example, the treatment of corporate tax pref-
erences, the treatment of tax-exempt and foreign shareholders, and
transition issues and effective dates.

Proposals to more nearly conform the tax treatment of debt and
equity by limiting interest deductions have been based on the
notion that certain types of debt with high interest rates or equity
features should be treated, in whole or in part, as equity. Other
proposals have been based on the concept that debt issued for cer-
tain purposes (such as certain takeovers) does not serve a worthy
public purpose and should be discouraged by disallowing an inter-
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est deduction. Others, such as indexing, have been based on the
idea of more properly measuring economic income. Many of the
proposals to limit interest deductions are subject to criticism as re-
sulting in an improper measurement of income. Also, proposals to
limit interest deductions have been criticized as causing a bias in
favor of foreign persons who may deduct interest in computing
income in their home country. Proposals to limit interest deduc-
tions also involve difficult issues relating to transitional rules and
effective dates.

Proposals to limit the benefits of ESOPs or to impose a tax on
tax-exempt entities, although perhaps helpful in limiting the bias
towards debt, may be viewed as limiting the benefits which Con-
gress has granted for these entities,

Part V provides a discussion of the various tax options and relat-
ed policy considerations.



I. BACKGROUND

The United States is still in the midst of a period of rapid merger
activity which began several years ago.? As this boom in merger
activity has accelerated, correspondingly major, though less well
gublicized, changes in the role of debt, equity and corporate distri-

utions have occurred which has resulted in an increasing use of
debt by the corporate sector. The shift away from equity toward
debt finance is not solely due to leveraged buyouts nor is it a prod-
uct of short-term trading of securities by market participants.
Since the tax treatment of corporate debt has not changed recent-
ly, there is little evidence that the tax bias of debt over equity has
led to increased takeover activity or changes in corporate financial
structure. Many factors other than taxes affect financing activities
and acquisitions. There are indications, however, that the tax
system influences corporate merger and financing decisions and
may serve as an additional incentive for debt finance.
parallel shifts in corporate financing and merger activity
have created concern for those with interests in monetary policy,
the regulation of financial institutions and security markets, and
antitrust and competitive policy, as well as tax policy. Some argue
that the time and expense involved in corporate acquisitions divert
resources and managerial energy from productive investment
toward short-term goals; others claim this acquisition activity
serves to redeploy corporate assets in a more efficient ‘pattem and
focuses management attention on the long-term goals of production
and profitability. The ¢ es in financing behavior cause some
people to conclude that the U.8. economic system may now be more
vulnerable to economic downturns and that the risk to private in-
vestors, the U.S. government, and the nation as a whole has in-
creased. While the tax system may not be the cause for the recent
changes in merger and corporate financial behavior, because the
tax system does influence these decisions, it is important to identi-
fy the public policy goals that should determine the Federal gov-
ernment’s response and the role that tax policy plays in achieving
these goals. In addition, since over $94 billion in tax revenue was
raised by the corporate income tax in fiscal year 1988, trends
which reduce the corporate income tax base require careful scruti-
ny.

A, Corporate Restructurings that Affect Debt and Equity

There are a variety of transactions that affect the level of debt
and equity in the corporate sector.? Many of these transactions in-

? Although “merger” is a term of art under the Internal Revenue Code, it generally will be
used in this section of the pamphlet in the nontechnical sense to refer to an acquisition or take-
over of one corporation by a.lwfg\er corporation or group of investors.

3 See Part B of this section, infra, for a discussion of the quantitative trends.

&
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volve mergers and acquisitions, others do not; they all share the
common trait that they may serve to reduce equity or increase debt
in the corporate sector. What follows is a brief description of a few
transactions and financing methods that may be of particular in-
terest from a tax policy perspective.

Acquisitions.—Acquisitions for which the target shareholders re-
ceive cash in exchange for their shares, and in which the funding
for the acquisition is provided by new debt issues or retained earn-
ings of the acquiror, serve to reduce the level of corporate equity
and generally to increase the level of debt relative to equity in the
corporate sector. The acquisition process may take many forms,
hostile or friendly, and may be relatively simple or involve any of
11tht:'e more complex maneuverings that have generated so much pub-

icity.

Leveraged buyouts.—Leveraged buyouts are a particular form of
debt-financed acquisition in which the acquiring group finances the
acquisition of an existing target corporation, or a division or subsid-
iary of an existing company, primarily with debt secured by the
assets or stock of the target corporation. Such an acquisition often
produces unusually high debt to equity ratios (sometimes greater
than ten to one) in the resulting company. The management of the
target corporation frequently obtains a significant portion of the
equity in the resulting company. The acquired corporation some-
times is taken private and, therefore, is no longer subject to the re-
porting requirements that apply to public corporations. It is
common, however, sometimes after major asset sales or restructur-
ings by the leveraged company, for the private company eventually
to go public again, sometimes with a new infusion of equity.®*

Leveraged ESOPs.—An employee stock ownership plan (ESOP) is
a type of tax-qualified pension plan that is designed to invest pri-
marily in the securities of the employer maintaining the plan and
that can be used as a technique of corporate finance. An ESOP
that borrows to acquire employer securities is referred to as a le-
veraged ESOP. ESOPs may be used to effect a takeover and to
defend against a hostile takeover. The Code contains numerous tax
incentives designed to encourage the use and establishment of
ESOPs and to facilitate the acquisition of employer securities by
ESOPs through leveraging. Because of these tax benefits, use of an
ESOP can result in a lower cost of borrowing than would be the
case if traditional debt or equity financing were used. Despite the
tax advantages, ESOPs may not be attractive in all cases because
the rules relating to leveraged ESOPs require that some transfer of
ownership to employees occur and may place limitations on the
terms of the leveraging transaction. To the extent that ESOPs
make leveraging more attractive, they may increase the degree of
leverage in the economy.

Debt-for-equity swaﬁs.—A corporation may exchange new debt for
existing equity in the company. This transaction increases the
degree of leverage of the corporation.

. ;Y;F'or a more detailed description of leveraged buyouts, see Part IIL.C2. of this pamphlet,
in,
* See Part I1.C.8 of this pamphlet for a description of these benefits.
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Redemptions of stock.—It has become increasingly common, par-
ticularly for large public corporations, to buy back their own
shares. These repurchases of shares by the corporation will reduce
outstanding equity and, particularly if financed by issues of debt,
increase leverage.

Extraordinary distributions.—The quarterly or annual dividend
has long been the prototypical method for distributing corporate
earnings to equity investors. Sometimes a distribution amounting
to a very large percentage of the value of the firm will be made to
shareholders. This extraordinary distribution may be financed by
debt and often is used in defensive restructurings in an attempt to
avoid a takeover. The resulting corporate financial structure may
be highly leveraged.

B. Trends in Corporate Financial Structure

Changes in the source and use of corporate funds

In order to invest, corporations need to retain internally generat-
ed earnings or obtain external funds in the debt and equity mar-
kets. As shown in Table I-A, the composition of this financing has
changed dramatically. Although the amount of new external funds
raised by nonfinancial corporations was nearly the same in 1978 as
in 1987 at approximately $70 billion, the amount of net new bor-
rowing nearly doubled to $136 billion in 1987. During the same
period, funds were used to retire, on a net basis, over $75 billion of
equity. Between 1978 and 1983, equity issues, net of retirements,
raised an average of $3.9 billion a year in funds available for in-
vestment by the nonfinancial corporate sector. Since 1984, over $70
billion of funds (on a net basis) each year in the nonfinancial corpo-
rate sector have been used to retire existing equity. Gross retire-
ments of corporate equity through acquisitions, leveraged buyouts,
repurchases of shares and other techniques are even larger,
amounting to $112 billion in 1987. Indeed, since the end of 1983,
over $313 billion of net corporate equity has been retired while cor-
porations have borrowed $613 billion.
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Table I-A.—Sources of External Funds for the Nonfinancial
Corporate Business Sector, 1978-1987 !

[Billions of dollars]
Net xi:‘ew
Gross equity Total net
ross es Net new
Year guity %"&2 (i::a:e: borrow- r:i‘:ggsin
lssues ments :‘eit'i‘r‘;‘- ing * market
ment)

N.A. N.A. -0.1 71.0 70.9
N.A, N.A. 1.8 68.0 60.1
21.1 82 12.9 51.8 70,77
21.5 33.0 -11.5 102.1 90.7
28.9 22.56 6.4 43.4 49.8
40.0 16.5 23.5 54.4 9
18.0 925 —T4.5 170.3 95.8
25.0 106.5 —81.5 132.4 50.9
37.8 118.6 —80.8 173.8 23.1
35.6 112.0 -T76.5 136.8 60.3
219 20.1 39 66.1 70.0
29, 107.4 ~178.3 153.3 5.0

1 Excludes farming corporations.
2 Excludes trade debt.
3 Equity issues and retirements are averaged over the period 1980-1988.

Source: Board of Governors of the Federal Reserve System, “Flow of Funds
munts. Third Quarter, 1988,” December 1988, and unpublished Federal Reserve
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Funds can be disbursed from the corporate sector to shareholders
in three different ways: dividends; purchases by a corporation of its
own shares; or by the acquisition of shares of another corporation
in exchange for cash or debt.® To the extent the dividend distribu-
tion, redemption, or purchase payment is made to noncorporate
shareholders, all of these methods serve to reduce the amount of
equity in the corporate sector. Share repurchases and cash acquisi-
tions, however, are generally tax favored relative to dividends be-
cause they permit the shareholder to recover the basis in the stock
as well as, before 1987, having been eligible for the 60 percent ex-
clusion from tax on capital gains. In addition, the interest on any
borrowing to fund these distributions will generally be deductible.

As groes retirements of equity have increased, the distribution of-
corporate funds through share repurchases and cash acquisitions
have increased. For the sample of firms covered in Table I-B, these
two methods for distributing corporate funds have grown rapidly
over the last ten years, icularly after 1984. Between 1977 and
1986, dividends grew with a relatively constant pattern by about 55
percent, after adjusting for inflation. Cash acquisitions grew by 900
percent, and share repurchases expanded by over 700 percent, in
terms of 1986 dollars. In 1977, dividends accounted for nearly 80

nt of cash distributions by these corporations; by 1986, they
fallen to under 40 percent.®

Table I-B.—Cash Distributions to Shareholders, 1977-1986

Cash
Year sors  Dividends:  Shere
sitions
Billions of Nominal Dollars:
FOTT ooeeccirrcsersasssesssssrsasssesassranns 4.3 29.4 34
1978 creerrenrernercresncmmesassesnesenes 7.2 32.8 3.5
1979 e isnrersesnsssnesesnnns 16.9 38.3 4.5
T980 ... eecrerirnernesoseressnssassoses 13.1 42.6 49
1981......ccevrenee v 29.3 46.8 89
1982......ovecieccerainssersssnssssssnsnsses 26.2 50.9 8.1
1988 ... seesessesarsssonse 21.2 54.9 71
1984 ... w642 60.3 274
TIBBE ..erreieninieressnsensresseneresess 70.0 67.6 418
............ 74.5 7.1 415
Billions of 1986 Dollars: 2
B i 72 50.0 51
1978...ooeceircrcnnerssecrssessesenns 114 51.9 5.6
1979 reevessreessessenssspsssnenns 24.5 55.6 8.5
1980.... rreveesrenerrersaene 174 56.7 6.6

b ;‘;;Dm?exg:; i8 used here in its nontechnical sense to refer distributions made with respect to
olders of &

® Laurie Bagwell and John Shoven, “Cash Distributions to Shareholders: Alternatives to Divi-
dends,” Journal of Economic Perspectives, forthcoming. Theee data cover an expansive sample of
most large public co?orations. See Table I-B for more detail. Private tabulations by the invest.
ment banking firm of Salomon Brothers suggest that share repurchases in 1987 were significant-
ly higher than in 1986.
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Table I-B.—Cash Distributions to Shareholders, 1977-1986—

Continued
Cash
Year m;::i- Dividends ! mpﬁ‘;gew

sitions
35.6 56.8 4.8
29.9 58.1 9.2
23.3 60.3 8.5
68.1 63.8 29.1
. 1T1.8 69.3 42.4
1986 ....ocrrereenrenrensncerermressinserseises 74.5 77.1 41.5

Percentage of Total Distribu-
tions:

1977 eerrcrivresenrnsnesesasnssstrsenes 11.6 792 9.2
1978....eerereerresrerrreossessesseessesnes 16.6 5.4 8.0
1979 . vrreeirecrnarerersennens 28.3 64.2 1.5
1980 ..ceerrcercirinrirerssssinsserassneses 21.6 0.3 8.1
1981 ...oveeuvervirerenns 36.6 58.5 4.9
1982 ... sasasans 30.8 59.7 9.5
1983..... 25.3 65.5 9.2
1984....cooeececvrirrisrersns 42.3 39.7 18.0
1985 39.1 37.8 23.1
1986 38.6 39.9 21.5

! “Dividends” is used in its nontechnical sense to refer to distributions to
existing shareholders without a redemption of shares.
2 The GNP deflator was used to adjust current dollar values to constant dollar.

Source: Laurie Simon Bagwell and John Shoven, “Cash Distributions to Share-
holders: Alternatives to Dividends, “Journal of Economic Perspectives, forthcoming.
Values were compiled by the authors from 2,445 firms from the Compustat
Primary, Supplemen and Tertiary Industrial Files. The sample includes most
g}l)ajor publicly traded firms which account for the great majority of dividends in

e economy.

The most publicized trend in corporate restructurings has been
the growth of corporate mergers, including, particularly, leveraged
buyouts. Table I-C documents the growth in number and even more
ran;xlaid growth in value of mergers and leveraged buyouts. The nomi-

dollar value of mergers in 1987 was seven times greater than
the value of mergers ten years earlier; the value of leveraged
buyouts in 1987 was over ten times the value in 1981.7 The average
size of these transactions has grown accordingly. Leveraged
buyouts have increased in relative importance from 4 percent of
the value of all merger activity in 1981 to over 20 percent in 1987.

* The overall price level, as measured by the implicit GNP price deflator, less than doubled
during the same period.
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Table I-C.—Number and Value of Mergers and Leveraged
Buyouts, 1975-1987

[Dollar values in billions of dollars]

Total mergers and Leveraged buyouts LBO value
acquisitions a8 ‘:.age
Year Number of percen
Number of Total dollar of all
Total dollar transac.
transac- value erger
tions value tions n:alIEe
1975...... 2,297 11.8 N.A. N.A. N.A
1976...... 2,276 20.0 N.A. N.A. N.A
1977...... 2,224 21.9 N.A. N.A. N.A
1978...... 2,106 342 N.A. N.A. N.A
1979...... 2,128 43.5 N.A. N.A. N.A.
1980...... 1,889 443 N.A. N.A. N.A.
1981...... 2,395 82,6 99 3.1 3.8
1982...... 2,346 53.8 164 3.5 6.5
19838...... 2,633 73.1 230 4.5 6.2
1984...... 2,643 1222 253 18.8 154
1985...... 3,001 1799 2564 19.6 10.9
1986...... 3,336 178.1 331 46.4 26.8
1987...... 2,032 163.7 259 35.6 217

Source: Mergers from W.T. Grimm & Co., LBOs from Mergers and Acquisitions
Magazine. Mergers information is based on announcements; total dollar value is
based only on those deals where a dollar value was available. LBO information is
based on completed transactions. The LBO and merger information are not exactly
comparable for these and other reasons.

Table I-D.—Corporate Debt, Household Debt, and Federal Debt, as
a Percentage of Gross National Product (GNP), 1967-1987

Corporate Household Federal debt 3

Year debt ' asa debt*asa as a percent

e G

32.8 46.8 34.2

33.0 46.5 328

33.6 46.6 30.0

34.7 46.5 29.7

34.3 46.9 29.6

33.7 417 28.1

344 48.1 25.7

85.2 478 24.6

334 46.9 21.9

32.0 47.0 289

32.1 48.9 28.8

814 50.6 21.8

30.9 52.2 26.4

30.3 52.3 27.2

1981 30.3 60.7 21.2
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Table I-D.—~Corporate Debt, Household Debt, and Federal Debt, as
a Percentage of Gross National Product (GNP), 1967-1987—
Continued

Corporate Household
debrtp?aa a debt?asa Federal debt °

Year as a percent

percgntof  pereentol Mo
1982 30.5 51.4 31.3
1983... 30.0 53.2 34.6
1984 31.7 54.0 36.5
1085 rcrerecensnresesareenensrens 33.2 51.6 39.9
1986................ 35.5 61.2 42.8
1987 ..o cieererrecsrnserenssanrssanssaasy 36.8 62.7 433

! Corporate debt of nonfinancial corporations excluding farms.
2 Household debt includes debt of personal trusts and nonprofit organizations.
3Federal debt excludes Federal t held by Federal agency trust funds.

Source: Division of research and statistics, Federal Reserve Board.

Trends in corporate debt

The above trends would seem to imp;i large changes in levels of
corporate debt. In fact, as Table I-D shows, since 1983 corporate
debt has increased faster than national product and, as a per-
centage of GNP, is now slightly higher than its previous peak in
1974, But the pattern of change is not limited to the corporate
sector alone. Indebtedness of the household sector and the Federal
government has grown faster than GNP as well during this period;
the ratios of debt to GNP for both of these sectors were far higher
at the end of 1987 than they were in the 1970s.

Measures of the debt-equity ratio and the interest expense-to-
cash flows ratio provide some support for the proposition that rela-
tive corporate debt levels are rising.® For example, the percentage
of cash flow devoted to net interest payments by nonfinancial cor-

rations has risen from an average of 13 percent in 1971 through

975, to an average of 15 percent in 1976 through 1980, and to an
average of 19 percent in 1981 through 1985. (See Table IV-D.)

International comparison of corporate leverage

It is difficult to draw comparisons among countries regarding the
financial structure of corporations. Different legal, economic, and
ownership structures affect both the measured debb-ecéuity ratios of
corporations and the implications these ratios have for tax dpolicy
and macroeconomic stability. For example, differing legal and own-
ership structures could actually cause a high debt-equity ratio in
one country to represent a lower risk of default than that repre-
sented by a lower ratio in a different country.

Given these important caveats, there remains the impression
that debt-equity ratios calculated for U.S, corporations are low
compared to their counterparts in other major industrial countries.

® See Part 1V.C below for a more extensive examination of trends in corporate debt.
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A consistently calculated measure of the debt-equity ratio shows
that the debt-equity ratio for the manufacturing corporate sector in
the United States in 1980 was 24.6 percent compared to 26.3 per-
cent for the United Kingdom and 76.9 percent for West Germany.?
The debt-equity ratio for manufacturing companies in Japan, calcu-
lated in the same manner, was 66.2 percent.!©

Ownership of corporate bonds and egquities

The Federal Reserve Board balance sheets for the economy indi-
cate that nearly 60 percent of corporate equity at the end of 1987
was held by the household sector.}! Foreign investors, pension
funds, and the life insurance sector, entities which may receive fa-
vorable Federal income tax treatment, held 31 percent of outstand-
ing equities at the end of 1987.12 In 1967, 82 percent of equity was
held by households; 11 percent by foreign investors, pension funds,
and the life insurance sector. (See Table LE.)

The pattern of ownership for corporate bonds is completely dif-
ferent.13 Only 8 percent of the outstanding bonds at the end of
1987 were held by the household sector. The life insurance sector

and pension funds together held 57 percent, while forexfn investors
owned an additional 13 percent. In 1967, households held nearly 10
percent of outstanding corporate bonds, while foreign investors, life
insurance companies, and pension funds held almost 80 percent.
Thus, unlike corporate equity, the ownership of bonds is more

t}‘l)ea\;lly concentrated among pension funds and institutional inves-
rs.

? Values derived from Mervyn King and Don Fullerton, eds., The Taxation of Income from
Capital; A Comparative Study of the United States, the United Kingdom, Sweden, and West Ger-
many, Chicago: University of Chicago Press, 1984,

0 John Shoven and Toshiaki Tachibanaki, “The Taxation of Income from Capital in Japan,”
goﬂwhmmi:; Policies Towards Industry in the USA. and Japon, Cambridge University Press,

coming,

% The household sector consists of individuals, charitable organizations, foundations, and pri-
vate trusts. The Federal Reserve has estimated, for 1982 ‘{:mnd. that 83 percent of equity held
by the household sector was owned by individuals, and that 63 percent of corporate bonds held
by the household sector was owned by individuals; the remainder was held by charitable organi-
zations, foundations, and private trusts, Sector definitions and values obtained from “Flow of

Accounts: Financial Assets and Liabilitlee Year End, 19684-1987"”, Federal Reserve
System, Board of Governors, 1988,

42 The life insurance sector, as defined in the Flow of Funds accounts, includes pension funda
administered by life insurance companies, Over half of the liabilities of life insurance companies
are accounted by pension reserves. Omitting life insurance companies, the corporate equities
%)eéd) by Foreign investors and pension Funds would be 28 percent of the aggregate. (See Table

33 Bonds represent over a third of the credit market debt of the nonfinancial corporate sector.
Liabilities are composed of bonds, bank loans and loans from other financial intermediaries,
mortgages, trade debt, and other miscellaneous debt,
tol}:old %l;: (rix'lay be regulatory restrictions requiring some of these investors to avoid equity and
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Table I-E.—Holdings of Corporate Equity and Bonds, 1987

[Dollars in billions]}
Year-end
Percent of
Secto bal N
) 1987 total

Corporate equities (excluding mutual
funds)... . $2,853.2 100.0
Household sector } 1,691.8 59.5
Foreign investors 1734 6.1
Mutual savings banks.... 7.0 0.2
Insurance and pension funds.................... 782.7 274
Life insurance companies.............oous. 83.2 29
Private pension funds.........ccceereeencennee 460.6 16.1

State and local government retire-
ment funds ... 1726 6.0
Other insurance companies .............. 66.3 23
Mutual funds ?............. seesersereoresrenrasaranessass - 181.7 6.4
Brokers and dealers ....... 10.7 04
Corporate bonds *...... 1,180.9 100.0
Household sector L........c.ccorerevernereenens 92.9 1.9
Foreign investors........curevevreceicrercronannne 157.6 13.3
Commercial banks..........ccoovenerervrnrereannasene 713 6.0
Savings and loans........... e veeeverrarensasens 87.6 3.2
Mutual savings banks...........ceeeeereinnecerinens 14.5 1.2
Insurance and pension funds...........cc.coeen. 734.7 62.2
Life insurance companies..........ccce0enne 388.3 32.9
Private pension funds ..........ccevereenunes 1574 133

State and local government retire-
ment funds 135.2 114
Other insurance companieg ............... 53.9 4.6
Mutual funds 2.........coceerrvvvecenrenrnnnnenmseneens 54.2 4.6
Brokers and dealers . " 18.8 1.6

* The housshold sector consists of individuals (which include self-administered
pension plans such as IRAs, Keoghs, etc.), charitable organizations, foundations,
and private trusts. The Federal Reserve has estimated, for 1982 yearend, that 83
ggment of equity held by the household sector was owned by individuals, and that
63 percent of corporate bonds held by the household sector was owned by
individuals; the remainder was held by charitable organizations, foundations, and
private trusts,

2 The great majority of mutual fund shares are owned by the household sector.

% Corporate bonds include bonds issued by foreigners held by U.8. persons. Other
types of debt, for example, trade debt, mortgages, and bank loans, are excluded.

Source: Board of Governors of the Federal Reserve System, “Flow Funds
Accounts: Financial Assets and Liabilities Year End, 1964-87,”, September 1988.



II. PRESENT LAW TAX RULES

A. Treatment of Corporations and Their Investors

Under present law, corporations and their investors are general-
ly separate taxable entities.!¢®* The tax treatment of the corpora-
tion and the investor may vary depending upon whether the inves-
tor’s interest in the corporation is considered debt or equity.

1. Treatment of debt versus equity at the corporate level

If a corporation earns a return on its assets and distributes that
return to investors, the tax treatment of the corporation will
depend on the characterization of the investors’ interests in the
corporation as debt or equity. Returns from corporate assets that
are paid to debtholders are not taxed at the corporate level because
interest payments generally are deductible for purposes of comput-
ing taxable income.!® Conversely, returns from corporate assets
that are paid out as distributions with respect to stock (e.g., divi-
dend distributions) are subject to corporate-level tax because distri-
butions with respect to stock generally are not deductible by a cor-
poration.

The characterization of an investor’s investment as debt or
equity also affects the tax treatment of the issuing corporation if
the interest is retired either at a premium or at a discount. A pre-
mium paid by a corporation to redeem stock is not deductible,
whereas a premium paid to retire debt is deductible. If stock is re-
deemed for a price less than the issue price, the issuing corporation
recognizes no income, whereas if debt is retired at a discount, the
corporation recognizes income from the discharge of indebtedness.

2. Treatment of debt versus equity at the investor level
a. U.S. individuals

Individual shareholders are, in general, taxed on the return from
corporate assets only when amounts are distributed with respect to
their stock (e.g., dividend distributions) or when gain is realized
from a sale or other disposition of their shares. Thus, individual-
level tax generally is deferred to the extent management of the
corporation chooses to invest earnings rather than distribute them.
At present, individual shareholders are taxed at a maximum rate
of 28 percent on both dividend distributions and on gains from the
sale or other disposition of stock.!®

14 * Corporations which are taxed at the corporate level are frequently referred to as “C corpo-
rations.” The tax treatment of such corporations is governed by Subchapter C of the Code.

5 See Part I1. D. of this pamphlet, infra, for exceptions to this general rule.

18 This discussion ignores the additional 5-percent tax rate relating 1o the phaseout of the 15
percent rate and personal exemptions (sec. 1{g).

(15)
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The full amount of a dividend distribution is subject to the indi-
vidual-leve] tax.1®* Distributions with respect to stock that exceed
corporate earnings and profits, and thus are not dividends, are
treated as a tax-free return of capital that reduces the sharehold-
er’s basis in the stock. Distributions in excess of corporate earnings
and profits that exceed a shareholder’s basis in the stock are treat-
ed as amounts received in exchange for the stock and, accordingly,
are taxed to the shareholder as capital gain (currently taxed at the
same rate as ordinary income). In the case of a sale or other dispo-
sition of stock, a shareholder recovers basis in the stock tax-free
and is subject to tax only on gain (ie., the excess of the amount
received over basis). If an individual shareholder retains stock until
death, any appreciation that occurred before death will permanent-
ly escape investor-level income tax. 7

Individual debtholders are, in general, taxed on interest received
periodically as paid, on original issue discount as accrued, and on
market discount upon the sale or disposition of the debt instru-
ment, Such interest income is currently taxed at a maximum rate
of 28 percent. Individual debtholders are also subject to tax at a 28-
percent maximum rate on gain from the sale or other disposition of
debt (i.e., the excess of the amount received over basis). If an indi-
vidual debtholder retains debt until death, the appreciation that
occurred before death generally will permanently escape investor-
level income tax.18

b. US. corporations

Corporate shareholders, like individual shareholders, are, in gen-
eral, taxed on the return from the assets of the corporation in
which they own stock only when amounts are distributed with re-
spect to their stock (e.g., cﬁ'vidend distributions) or when gain is re-
alized from a sale or other disposition of their shares. Thus, tax
generally is deferred to the extent management of the distributing
corporation chooses to invest earnings rather than distribute them.

If corporate income is distributed as a dividend, corporate share-
holders are entitled to a dividends received deduction based on the
ownershti}) of the distributing corporation by the comte share-
holder. Under present law, corporations owning less the port-
folio threshold of 20 percent of the stock of a distributing corpora-
tion (bsr vote and value) are entitled to a deduction equal to 70 per-
cent of the dividends received from a domestic corporation. Corpo-
rations owning at least 20 percent of the payor’s stock are entitled
to an 80-percent deduction and corporations owning 80 percent or

18+ A distribution is treated as a dividend to the extent it doss not exceed the current or accu-
mulated earnings and profits of the distributing corporation,
17 Such appreciation might give rise to Federal estate and gift tax. In many instances, howev-
er, o] unities for deferral and the rate structure under Federal estate and gift tax ma
t in al less tax than would be imposed under the income tax. The value of sto
held at would be included in the decedent’s gross estate and, if not passing to a surviving
spouse or to charity, the decedent's taxable estate as well.
The extent to which such inclusion gives rise to Foderal estate and gift tax depends on the
valueofﬂudwadant’ahxabhtmnsfemmndemlmwwdgiﬁtaxratabefmatlaper-
cent on the first $10,000 of taxable transfers and reach 55 percent (50 W or decedents
after 1992) on taxable transfers over $3 million. A unified credit in effect exempts the first
.OOOfrommwandﬂ?tu.'l‘hegmduawdmwsanduniﬁedcreditamphandoutfor
estates in excess of $10 million.
18 As in the case of stack, such appreciation may be subject to the Federal estate and gift tax.
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more may be entitled to a 100-percent deduction.!® Because the
maximum rate of tax on income received by a corporation is 34
percent,?® the maximum rate of tax on dividends received by a
corporation is generally 10.2 percent (80 percent of the amount of
the dividend times 34 percent),?!

At present, corporate shareholders are taxed at a maximum rate
of 34 percent on gains from the sale or other disposition of stock
(i.e., the excess of the amount realized over basis).

Corporate debtholders are, in general, taxed on interest received
periodically as such interest is paid or accrued, on original issue
discount as accrued, and on market discount upon the sale or dispo-
sition of the debt instrument. Such interest income is currently
taxed at a maximum rate of 34 percent. Corporate debtholders are
also subject to tax at a 34-percent maximum rate on gains from the
sale or other disposition of the debt (i.e, the excess of the amount
realized over basis).

¢. Treatment of exempt organizations

Unrelated trade or business income

The Code provides tax-exempt status for a variety of entities,
such as charitable organizations, social welfare organizations, labor
unions, trade associations, social clubs, and qualified pension funds
(secs. 501(c) and 401(a)). Tax-exempt organizations, however, gener-
ally are subject to tax on their unrelated trade or business income
(secs. 511-514).22 The unrelated business income tax (“UBIT”) is im-
posed on gross income derived by an exempt organization from any
unrelated trade or business regularly carried on by it, less allow-
able deductions directly connected with the carrying on of such
trade or business, both subject to certain modifications.?* An unre-
lated trade or business is any trade or business the conduct of
which is not substantially related (aside from the organization’s
need for revenues) to the organization's performance of its tax-
exempt functions.

!9 The 70 and 80-percent dividends received deductions discussed above also apply to dividends
received from certain 10-percent or more owned foreign rations to the extent the dividends
are paid out of certain U.8. earnings. The 100-percent divi received deduction also applies
to certain dividends from wholly-owned foreign corporstions, whose only income is effectively
connected with the conduct of a U.8. trade or business.

39 This discussion ignores the additional 5-percent tax rate relating to the phasecut of the 15
and 25-percent graduated rates for corporations (sec. 11(b).

21 In the case of certain “extraordinary dividends,” the effective rate of tax may be as high as
the maximum corporate rate of 34 percent, imposed at the time of the sale or disposition of the
underlying stock (sec. 1059),

As with individual shareholders, distributions with respect to stock that exceed the distribut-
ing corporation’s earnings and profits, and thus are not dividends, are treated as a tax-free
return of capital that red the shareholder’s bagis in the stock. Distributions in excees of the
distributing corporation's earnings and profits that exceed a shareholder's basis in the stock are
treated as amounts received in exchange for the stock and accordingly are taxed to the share-
holder as capital gain {(currently taxed at the same rate as ordinary income).

2 Certain U.S. instrumentalities created and made tax-exempt by a specific Act of Congress
are not subject to the UBIT. State instrumentalities are exempt from tax on income derived
from any eesential governmental function (sec. 115}, but certain State colleges and universities
are subject to the UBIT (sec. 511(aX2XB)).

*3 The UBIT is generally levied at the corforate tax rates; in the case of charitable trusta, it
is impoeed at the individual tax rates (secs. 511(aX1) and 511(b)).
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Excluded income

Dividends.—The UBIT generally does not apply to certain types
of “passive” income, such as dividends and interest, unless such
income is derived from debt-financed property (explained below).
Thus, if an exempt organization owns stock in a corporation, divi-
dend payments received by the exempt organization generally are
not subject to the UBIT (unless the organization’s purchase of the
stock was ‘‘debt-financed,” as explained below), regardless of
whether the corporate activities giving rise to the dividend income
are related to the exempt organization’s exempt functions. In addi-
tion, any gain realized from the sale or other disposition of such
%‘I;(],Scl']ftl‘ by the exempt organization generally is excluded from the

Interest.—When an exempt organization purchases bonds issued
by a taxable corporation, the interest income paid to the exempt
organijzation (as well as any gain realized from the sale of such
bonds) is excluded from the UBIT, unless the bonds were “debt-fi-
nanced” by the exempt organization (explained below) or the payor
corporation is a controlled subsidiary of the exempt organization.2+
Consequently, corporate income that is paid to exempt organiza-
tions holding debt may escape taxation entirely by being deductible
at the level of the payor corporation and excludable from taxable
income at the level of the pa{ee exempt organization.

Partnership investments.—If an exempt organization invests in a
partnership (as a limited or general partner), the exempt organiza-
tion’s share of income earned by the partnership retains the same
character as in the hands of the partnership ang thus may be sub-
ject to the UBIT.2% For instance, if an exempt organization invests
in a partnership that does not directly carry on a trade or business
but merely invests in stocks or bonds of other companies, the orga-
nization’s share of interest or dividend income earned by the part-
nership is treated as interest or dividend payments to the exempt
organization, which generally are not subject to the UBIT. In con-
trast, if a trade or business activity directly carried on by a part-
nership is an unrelated trade or business with respect to the
exempt organization, the exempt organization must report as
income subject to the UBIT its share (whether or not distributed) of
th:egross income and deductions of the partnership from that unre-
lated trade or business.

Debt-financed property—Although interest and dividend income
paid to an exempt organization generally is excluded from the
UBIT, such income is taxable to the extent derived from debt-fi-
nanced property. The term “debt-financed &roperty” means proper-
ty (the use of which is not substantially related to the performance
of the organization’s exempt function) held to produce income with
respect to which there is an acquisition indebtedness during the
taxable year. For this ]:';13058, acquisition indebtedness includes
the following: debt incu upon acquisition; debt incurred prior

¢ Interest paid to an ezem anization by an 80-percent-owned entity is subject to the
UBIT jndgropotﬂon to the ineo;,:m the controlled entity that would lwratgeen subject to the
UBIT if derived directly?:he controlling exempt organization (sec. 512(bX13}).
. ** An exempt organization’s share of the gross income of & * bliclgtmdadpﬁrtneuhip"(that
in not otherwise treated as a corporation) is subject to the UBIT (sec. 512(cX2)).
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to the acquisition that otherwise would not have been incurred but
for the acquisition; and debt incurred subsequently if the incur-
rence was reasonably foreseeable at the time of the acquisition.2®
The amount of gross income from an item of debt-financed proper-
ty that is includible in unrelated business taxable income is limited
to a percentage reflecting the degree to which such property is
debt-financed.

Thus, for example, if an exempt organization borrows $75,000 in
order to purchase securities costing $100,000, then the securities
are debt-financed property and 75 percent of the income derived by
the exempt organization from such securities (i.e., dividend or in-
terest income, or any gain upon sale) would be subject to the UBIT.
If an exempt organization is a partner in a partnership which
incurs a debt in order to purchase securities, a proportionate share
of the indebtedness incurred by the partnership is allocable to the
exempt organization, and a portion of the exempt organization’s
share of partnership income is subject to the UBIT.

d. Foreign investors
General rules

In genersl, dividends and interest derived by nonresident alien
individuals and foreign corporations from sources within the
United States (cther than interest paid to certain foreign persons
with respect to certain portfolio debt investments) are subject to
%ros&basis tax (i.e., the tax is imposed on gross income without al-
owance of deductions) at a flat rate of 30 Percent, if the interest
and dividends are not “effectively conn ' with the conduct of a
U.S. trade or business of the recipient.2? Interest and dividends
paid by a U.S. corporation generally are treated as derived from
sources within the United States.

The payor of dividends and interest to a foreign person subject to
U.S. gross-basis taxation is generally obligated to withhold the
amount of taxes due on the income. In addition, a corporation is
obligated to withhold the tax on the gross amount of a distribution
it makes with respect to its stock even in certain circumstances
where it is unclear at the time of the distribution whether the dis-
tribution constitutes a dividend (rather than a return of capital or
capital gain) 27

Exceptions to 30-percent withholding

Interest paid to certain foreign persons with respect to certain
portfolio debt instruments is wholly exempt from U.S. tax. In other
cases, the U.S. tax on interest income may be reduced or eliminat-

s Acquisition indebtedneas does not include indebiedness necessarily incurred l%y an exempt
organization as an inherent ﬁﬂ of the performance of its exempt function (sec. 514(c)4)). For
example, the IRS has ruled that bo i a leveraged ESOP norderbl%hmemplo%w
securities does not constitute acquisition btedness for pu of the (Rev. Rul, 79-
broftharing plo. 1 et o o P ios enibmsens Boafi Shring Pios
prof an is un anced income. 7 nitwear
b. Commr. Ty T.C. 165 (1919), offd, 614 F 23 847 (1980,

37 If U.S, source dividend or interest income of a foreign person is effectively connected with
that person’s conduct of a U.S. trade or business, that income is taxed on a net st the same
rates that would a to & domestic m!on

*1 2 Treas. Reg. 1.1441-3(bX1); Rev. Rul. 72-87, 1972-1 C.B. 274.
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ed if there is an income tax treaty between the United States and
the count%in which the recipient resides.??

Dividends from U.S. sources also may be subject to a reduced
withholding tax pursuant to a treaty between the United States
and the shareholder’s country of residence. No U.S. treaty reduces
the rate of the gross-basis tax on dividends to zero.?®

Investment instruments that have equity features may, in some
circumstances, be treated as debt. (Examples include instruments
providing for payments contingent on an increase in value of an
asset (“eauity kickers’) or on profits in excess of a stipulated
amount (“net profits interest’).) In such cases, characterization of
the instrument as debt allows foreign holders to take advantage of
the favorable tax treatment accorded interest. Some tax treaties
define treaty-protected interest as income from “debt-claims . . .
whether or not carr?ring a right to participate in the debtor’s prof-
its.” (See, e.g., Article 11, paragraph 3 of the OECD’s Model Double
Taxation Convention on Income and Capital (1977).

Capital gains

Investment income of foreign investors from their investments in
U.S. corporate stock or any other investment assets (other than
real estate) generally escapes U.S, taxation where that income is
realized in the form of gains on sales of the investment assets, or
distributions treated as gains for tax purposes (such as liquidating
distributions). The Code also provides that in certain cases a sale
by a U.S. person of stock in a foreign corporation is treated as a
dividend to the extent of the foreign corporation’s earnings and
profits (secs. 1248 and 1291). However, there are no similar Code
provisions that generally would treat gains on sales of stock of do-
mestic corporations (whether the sales are by U.S. or foreign per-
sons) as dividends to the extent of corporate earnings.3®

B. Treatment of Passthrough Entities and Their Investors

Business activities may be conducted through entities that are
subject to different tax rules than the two-tier tax regime applica-
ble to C corporations. In general, owners of interests in these enti-
ties are taxed directly on an appropriate share of the entity’s earn-
ings, and the entity itself is exempt from tax. Partnerships and S
corporations are examples of passthrough entities that are com-
monly utilized for business enterprises. Tax treatment is a factor
affecting taxpayers’ choice of form of business enterprise. To the
extent that changes are made to the tax treatment of C corpora-
tions and their shareholders (see Part V., infra), the relative attrac-
tiveness of partnerships and S corporations would be affected.

25 Where the ultimate beneficial owner of the income resides in a country that does not have
a tax treaty with the United States iding for a zero or reduced rate of withholding on US.
source interest income of ite residents, ihlities m&:mt for taking advantage of an existing
treaty by “treaty shopping” (that is, b havingethe ultimate beneficial owner hold an interest in
U.S. debt through & legal entity organ{zed under the laws of the treaty country), unless prevent-
ed by anti-treaty shopping provisions in U.S. tax treatios, .

2% Ag in the case of treaty reductions of withholding taxee on interest, reduced rates on divi-
ggnds'would be effectively svailable to third-country residents unleas precluded by anti-treaty

opping provisions,

30 Were there such gxzvisions in the Code, & foreign person might be subject to U.S. tax on
domestic stock gains whether or not the foreign person was a treaty-country resident.
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1. Partnerships

In general

Under present law, a partnership is not itself subject to Federal
income taxation. Rather, each partner takes into income his dis-
tributive share of the partnership’s income, gain, loss, deduction or
credit (sec. 702(a)).3?

Entity clagsification

Treasury regulations provide that whether a business entity is
taxed as a corporation or a partnership depends on which form of
enterprise the entity ‘“‘more nearly” resembles. The regulations list
six corporate characteristics, two of which are common to corpora-
tions and partnerships. The four that are particular to corporations
are: (1) continuity of life, (2) centralization of management, (3) lim-
ited liability and (4) free transferability of interests. The regula-
tions generally classify an entity as a partnership if it lacks any
two of these four corporate characteristics, without further inquiry
as to how strong or weak a particular characteristic is or further
evaluation of overall corporate resemblance.

Publicly-traded partnerships (i.e.,, partnerships whose interests
are traded on an established securities market, or are readily trade-
able on a secondary market (or the substantial equivalent there-
of), 1g:st:uemlly are treated as corporations (sec. 7704). An exception
to this treatment is provided for publicly traded partnerships 90
percent of whose gross income constitutes passive-type income.

Whether a partnership is treated as publicly traded depends‘on
whether its “interests” are publicly traded. Thus, many of the
guestions that arise in attempting to distinguish between corporate

ebt and corporate equity arise in similar form in this context. For
example, it is unclear under present law to what degree subordina-
tion, preference, convertibility, contingency of payments of income
or face amount, voting or other rights, transferability, or similar
attributes of an interest in a partnership determine whether it rep-
resents partnership debt or equity.32

Treatment of partnership debt

A partner’s distributive share of partnership loss for a taxable
year is deductible only to the extent of his basis in his partnership
interest (sec. 704(d)). A partner’s basis for his interest equals the
sum of his capital contribution plus his share, if any, of partner-
ship liabilities. A partner’s basis in his partnership interest is gen-
erally increased by an increase in his share of liabilities and de-
creased by a decrease in his share of them (among other factors
that affect his basis) (sec. 752).32 Characterization of funds received

————————

31 Privately-offered partnerships are becoming more commonly used as investment vehicles
for leveraged buyout transactions. For example, potential investors in a leveraged buyout of cor-
grate stock may pool their financial resources in a partnership that can acquire the stock on

half of the investors whﬂvreserving their anonymity. See “Private partnerships pick up due

é};eto LBO deals,” The Wall St. Journal, November 3, 1988, p. Al.

3 Hambuechen v. Commissioner, 43 T.C. 90 (1964},

33 By contrast, entity-level debt of other passthrough entities (for example, S corporations) is
not included in the investor’s basis for his intereat in the entity. Similarly, debt of a C corpora-
tion is not included in the shareholder’s basis for his stock or securities of the corporation.
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by a partnershi&as a liability (rather than, for example, an equiatf'
investment in the partnership) thus can increase the basis of all
partners in their partnership interests.

2, S corporations

In general

8 corporations generally are treated as conduits. Taxable income
of an S corporation %enerally is subject to a single shareholder
level tax. Subchapter S was enacted to minimize the effect of Fed-
eral income tax considerations on the choice of form of business or-
ganization, by permitting the incorporation and operations of cer-
tain businesses without the incidence of corporate level tax.5¢
There are significant differences between S corporations and part-
nerships; for example, corporate liabilities are not included in a
shareholder’s basis for his interest in an S corporation.

Entity classification

To be eligible to elect S corporation status, a corporation may not
have more than 35 shareholders and may not have more than one
class of stock. Only individuals (other than nonresident aliens), es-
tates and certain trusts are permitted as shareholders. If an S cor-
poration that was formerly a C corporation has passive income
amounting to more than 25 percent of its gross receipts for 3 con-
secutive years, the corporation loses its S corporation status (sec.
1862(d)).®% Despite these limitations on the types of shareholders
and stock structure an S corporation may have, there is no limit on
the size of such a corporation.

Treatment of debt

A shareholder’s deduction for corporate losses is limited to the
amount of the shareholder’s adjusted basis in his stock and in the
indebtedness of the corporation to such shareholder. The share-
holder’s basis in his stock and debt is reduced by his share of losses
allowed as a deduction and, in the case of stock, by distributions,
and the shareholder’s basis in his stock is increased by his share of
the corporation’s income (sec, 1367). A shareholder does not include
debt of the S corporation to third parties in the basis of his stock or
debt of the corporation. To the extent a loss is not allowed due to
this limitation, it generally is carried forward to the next year.

3. Other passthrough entities

Certain other types of entities are accorded passthrough treat-
ment for tax purposes, provided they meet narrow restrictions de-
signed to limit the type of business they conduct. For example, a
real estate investment trust (REIT) is accorded conduit treatment
to the extent of the amount of earnings that are distributed cur-
rently to shareholders, provided the entity meets requirements de-
signed to assure that its assets are comprised substantially of real
estate assets, and that its income is, in substantial part, realized

24 See B. Rept. No, 1988, 85th Cong., 2d Sess,, 87 (1958).

2% This rule is intended to prevent a regular C corporation from electing 8 status and convert-
imi, essentially, into & holding company, rather than liquidating and incurring tax at the share.
holder level on liquidation proceeds from the period of operation as a C corporation.
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from certain real estate and real estate-related sources. Conduit
treatment similar to that granted to REITs is also provided to regu-
lated investment companies (RICs). Among other requirements, the
RIC must derive at least 90 percent of its ordinary income from
specified sources commonly considered passive investment income,
and must distribute at least 90 percent of its income to its share-
holders annually. Other gasathrough entities that are subject to re-
strictive limitations on business activity, distributions and struc-
ture include real estate mortgage investment conduits (REMICs)
and cooperatives.

C. Treatment of Transactions Involving Qualified Pension Plans
and Employee Stock Ownership Plans (ESOPs)

If a pension, profit-sharing, or stock bonus plan qualifies under
the tax laws (“qualified pension plan’), a trust holding the plan’s
assets generally is exempt from Federal income tax. Furthermore,
contributions to a qualified pension plan by an employer are de-
ductible, within specified limits, in the year for which the contribu-
tions are made. The participants in the plan, however, are not
4t3x2(ed)) on plan benefits until the benefits are distributed (sec.

a)).

An employee stock ownership plan (ESOP) is a type of qualified
pension plan that is designed to invest primarily in securities of
the employer maintaining the plan and that satisfies certain specif-
ic requirements set forth in the Code and other requirements pre-
scribed by the Secretary of the Treasury. An ESOP that borrows to
acquire employer securities is referred to as a leveraged ESOP.

rtain Fresenb—law rules affect the investment of pension plan
assets in leveraged buyouts and the role of pension plans and
ESOPs in leveraged buyouts. These rules include (1) the special fi-
duciary requirements applicable to pension plans, (2) the funding
requirements applicable to qualified pension plans and their
impact on overfunded pension plans, and (3) the special rules relat-
ing to ESOPs.

" 1. Fiduclary requirements applicable to pension plans

In general

The Employee Retirement Income Security Act of 1974 (ERISA)
contains rules governing the conduct of fiduciaries of employee
benefit plans. ERISA has general rules relating to the stan of
conduct of plan fiduciaries, and also specific rules prohibiting cer-
tain transactions between a plan and parties in interest with re-
spect to the plan, such as a plan fiduciary. Plan participants as
well as the Department of Labor may bring suit to enforce the fidu-
ciary rules. Plan fiduciaries are personally liable under ERISA for
any losses to a plan resulting from a breach of fiduciﬁ duty. A
court may also im whatever e(i‘uitable or remedial relief it
deems gggro riate l;or a violation of the fiduciary standards.

The e does not contain extensive fiduciary rules. However, in
order for a plan to be qualified under the Code, a plan is required
to provide that the assets of the plan be used for the exclusive ben-
efit of employees and their beneficiaries. In addition, the Code con-
tains rules prohibiting transactions between a plan and disqualified
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persons with respect to a plan that are similar to the prohibited
transaction rules under ERISA.

Exclugive purpose rule; prudence standard

The cfenera.l fiduciary standard under ERISA requires that a
plan fiduciary discharge his or her duties with respect to a plan (1)
solely in the interest of the plan participants and beneficiaries, (2)
for the exclusive purpose of providing benefits to participants and
their beneficiaries and defraying reasonable administrative ex-
penses of the plan, (3) with the care, skill, prudence, and diligence
under the circumstances then prevailing that a prudent person
acting in a like capacity and familiar with such matters would use
in the conduct of an enterprise of a like character and with like
aims, and (4) in accordance with the documents and instruments
governing the plan to the extent such documents and instruments
are consistent with ERISA.

The prudence requirement is the basic rule governing the stand-
ard of conduct of plan fiduciaries, and it is against this rule that
actions of plan fiduciaries are generally tested. A plan fiduciary
does not violate the prudence standard merely because one invest-
ment is rigskier than others; rather, the prudence standard requires
an evaluation of the investments of all assets in the aggregate. The
prudence standard charges fiduciaries with a high degree of knowl-
edge. This standard measures the decisions of plan fiduciaries
against the decisions that would be made by experienced invest-
ment advisers. For this reason, some plan fiduciaries hire profes-
sional asset managers to invest plan assets.

Other than the prohibited transaction and self-dealing rules, de-
scribed below, neither the Code nor ERISA contains specific limita-
tions on the types of investments a pension plan may make. Thus,
there is no specific prohibition on the use of pension plan assets in
leveraged buyouts or other corporate transactions. However, the
use of pension plan assets in a leveraged buyout could be a viola-
tion of ERISA’s fiduciary rules if, for example, the investment does
not satisfy the prudence standard.

The use of a leveraged ESOP in a leveraged buyout transaction
or other merger or acquisition transaction may be challenged by
the Department of Labor under the fiduciary rules concerning the
allocation of equity to the ESOP. In some leveraged buyout trans-
actions, the ESOP receives a disproportionately smaller equity in-
terest than other investors in relation to amounts contributed. For
example, the proposed ESOP of Scott & Fetzer Co. was barred by
the Department of Labor because the employees would have re-
ceived too little equity relative to their investment in the compa-
ny.38 Further, the Department of Labor may raise issues about ad-
ditional dilution of the ESOP’s equity interest, which has the effect
of reducing the value of the interest the ESOP holds.

Diversification

ERISA also requires that plan fiduciaries diversify the invest-
ments of the plan so as to minimize the risk of large losses, unless

2 Coffes, Shareholders versus Managers: The Strains in the Web, 85 Mich. L. Rev. 91-2 (1986).
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under the circumstances it is clearly prudent not to do so. General-
ly, a pension plan is not permitted to invest more than 10 percent
of its assets in qualifying employer real property and qualifying
employer securities. Qualifying employer securities are stock or
marketable obligations issued by the employer of employees cov-
ered by the plan or an affiliate of such employer.

An exception to the diversification rule permits eligible individ-
ual account plans (i.e., profit-sharing plans, stock bonus plans, or
ESOPs) to acquire and hold securities of the employer and to lease
property to the employer even though such investments would not
otherwise be sufficiently diversified to protect the plan from large
losses. That is, the exception permits such plans to hold up to 100
percent of their assets in qualifying employer real property or
qualifying employer securities.

The Tax Reform Act of 1986 (the ‘1986 Act”) added a require-
ment that an ESOP offer certain participants the opportunity to di-
versi;}l up to 25 percent (and, in some cases, 50 percent) of the indi-
vidual’s account balance. The purpose of this rule is to permit em-
plovees who are nearing retirement to elect, if they so desire, to
protect their retirement benefits by investing them in more diversi-
fied investments than securities of the employer.

The exemption from the 10-percent limitation on holdings of em-
ployer securities provided to Ps and other eligible individual
account plans enables such plans to acquire a significant block of
employer securities. This ability, together with the ability of
ESOPs to borrow from the employer to acquire employer securities
(described below), is one of the features that make it possible for
ESOPs to be used in leveraged buyouts.

Prohibited transaction rules
In general

In order to prevent persons with a close relationship to a plan
from using that relationship to the detriment of plan participants
and beneficiaries, the Code prohibits certain transactions between
a plan and a disqualified person (sec. 4975).37 A disqualified person
includes any fiduciary, a person providing services to the plan, an
employer any of whose employees are covered by the plan, an em-
plcg’ee organization any of whose members are covered by the plan,
and certain persons related to such dis%ualiﬁed persons.

. Transactions prohibited include (1) the sale or exchange, or leas-
ing of property between the plan and a disqualified person, (2) the
lending of money or other extension of credit between the plan and
a disqualified person, (3) the furnishing of goods, services, or facili-
ties between the plan and a disqualified person, or (4) the transfer
t%t(l)xr u?e by for the benefit of, a disqualified person, of any assets
of the plan.

. The Code imposes a two-tier excise tax on prohibited transac-
tions. The initial level tax is equal to 5 percent of the amount in-

 TERISA cmtg@nt:dpmhibited transaction provisions that are very similar, although not iden-
tical to the prohibited transaction rules of the Code. In addition, ERISA prohibits the acquisition
of an{ employer security or employer real property that is not a qualifying employer sacurity or
(éua}i yéng realrtprope’rty or that violates the 10-percent limitation on acquisition of such securi-
1es and property.

92-815 0 - 89 - 2
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volved with respect to the transaction. In any case in which the ini-
tial tax is imposed and the prohibited transaction is not corrected
within a certain period, a tax equal to 100 percent of the amount
involved may be imposed.

Exemptions from prohibited transaction rule

The Code and ERISA contain a number of statutory exemptions
to the prohibited transaction rules. These rules permit the @~
tary of the Treasury and the Secretary of Labor, respectively, to
%rant exemptions from the prohibited transaction rules on a case-

y-case basis. The prohibited transaction exemption program under
both the Code and ERISA generally is administered by the Secre-
tary of Labor.38
e acquisition of the securities of the employer maintaining a
pension p would be a violation of the prohibited transaction
rules. However, a statutory exemption permits such plans to ac-
quire qualifying employer securities. In general, a “qualifying em-
ployer security” is stock or a marketable obligation of the employ-
er. In order for the exemption to apply, the acquisition is required
to be for adequate consideration.

Moreover, a statutory exemption to the prohibited transaction
rules permits an ESOP to borrow from the employer to acquire em-
ployer securities and permits the employer to guarantee a loan to
an P by a third-party lender to acquire employer securities.

The prohibited transaction rules could be violated, for example,
if a company becomes a takeover target of a leveraged buyout fund
in which the company’s pension plan assets are invested or if a

up of investors joins with an P in a leveraged buyout of the

SOP's sponsor. The Department of Labor has not issued guide-
lines for granting prohibited transaction exemptions in such cases.

Exclusive benefit rule

The Code does not have extensive rules regarding the investment
of pension plan assets. The Code does require, however, that, prior
to the termination of a %tllaliﬁed plan, no part of the assets of the
plan may be used for or diverted to purposes other than for the ex-
clusive efit of the em 191%1933 covered by the plan and their
beneficiaries (sec. 401(a)(2)f is provision prohibits all objects or
aims not solely designed for the proper satisfaction of all liabilities
to employees or beneficiaries covered by the plan. The acquisition
of employer securities by an ESOP or other type of qualified pen-
sion plan i8 not considered a violation of the exclusive benefit rule
even though such acquisition may benefit the employer or a new
investor purchasing the employer securities.

Fiduciary standards for retirement plans maintained by State
and local governments

The ERISA fiduciary standards do not apply to retirement plans
maintained by State and local governments; accordingly, there are
no generally applicable Federal standards for the investment of

3¢ This authority was transferred to the Secretary of Labor pursuant to Reorganization Plan
No. 4, which divi the administrative responsibility for enforcement of the overlapping provi-
sions of the Code and ERISA between the Departments of Labor and Treasury.
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assets of such plans. Similarly, no uniform fiduciary standards
have been adopted by the States, although many States have adopt-
ed some variant of the ERISA prudence standard.

State retirement plans have been among the largest investors in
leveraged buyout funds. For example, according to the Januarg 25,
1988, issue of Pensions and Investment Age, the Washington State
Investment Board is the largest pension investor in buyouts with a
total of nearly $1 billion committed to such investments. Other
large State and local plan investors, according to the same issue of
Pensions and Investment Age, include Oregon Public Emsployees
($262 million), New York State and Local Retirement Systems
($218 million), Wisconsin Investment Board ($144 million), and
Michigan State (3110 million). Since the publication of these statis-
tics, it has been reported that New York Governor Cuomo has
called for a freeze on leveraged buyout investments by that State’s
$39 billion public employee pension fund.38

2. Overfunded pension plans

Under a defined benefit pension plan,®® minimum funding rules
require an employer to make contributions to the plan so that an
employee’s retirement benefit will be fully funded upon his retire-
ment (sec. 412). Certain factors may contribute to the overfunding
of defined benefit pension plans. Under certain of the permissible
funding methods, an employer’s funding costs are leveled over an
employee’s working years even though the costs of benefits earned
normally increase as the employee approaches retirement a%:!
Thus, at any time, the plan may have assets that exceed the

se;pt value of the liabilities to employees for previously-accrued

nefits.

In addition, in recent years, high rates of return on investments
have contributed to substantial increases in the value of the assets
held in many trusts under qualified pension plans because invest-
ments have performed better than expected when the minimum
funding requirement was calculated. The excess of the return on
investment over the rate of return assumed under the plan’s fund-
ing method will be taken into account over time and will reduce
the otherwise required funding contributions. For years before
1989, such investment gains were amortized over 15 years. Given
this amortization period, it could be that a plan’s assets are sub-
stantially greater than its liabilities prior to the time the amortiza-
tion c'geriod has expired. For years after 1988, the amortization
pe has been shortened to 5 years, with the result that overfund-
ing could decrease.

f a qualified pension plan is terminated, the rights of employees
to benefits accrued up to the date of the plan termination must be
nonforfeitable (sec. 411), Although a qualified pension plan must be
established for the exclusive benefit of employees, present law pro-
vides that an employer is entitled to recoup excess plan assets on
plan termination to the extent the plan has assets remaining after

342 The Wall Street Journal, November 29, 1988, p. C-21.
% A defined benefit pension r&Lan i8 a plan under which an emplo&ee accrues (“earns’) a 8
ified retirement beneflt set forth in the plan that is not related to the amount of assets held by
the plan or any account balance maintained for the employee.
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all obligations to employees have been satisfied (i.e., to the extent
that the plan is overfunded), The emploiyer is required to include
the recouped amounts in gross income for the year in which the
amounts are received. Other deductions or cre«iits (including loss
carryovers) that the employer is entitled to claim may be used to
offset the tax on this income. In addition, a nondeductible 15-per-
cent excise tax is imposed on the amount of excess assets that
revert to the employer upon termination of the overfunded pension
plan (sec. 4980).

An overfunded pension plan represents a é):ol of assets that may
make a company a target for a takeover. Conversely, this pool of
assets may be used by the company to ward off a hostile takeover.
In recent years, some companies with significantly overfunded pen-
sion plans have been acquired by other companies. After the acqui-
sition, the acquiring company terminated the overfunded pension
plan and the excess assets partially to finance the takeover.

Data are not available on the extent, if any, to which the exist-
ence of excess pension plan assets has contributed to the prolifera-
tion of takeover activity.

As the financial markets have become more familiar with the ex-
istence of excess assets in companies’ pension plans, the relevance
of excess assets in takeovers may have diminished because the
value of the excess assets is reflected in the purchase price of the
company. On the other hand, an overfunded plan represents an at-
tractive source of cash even if the value of the assets is included in
the purchase price. Thus, companies with overfunded pension plans
may continue to be attractive takeover targets. However, in recog-
nition of the attractiveness of excess pension assets to potential ac-
quirors, some companies have taken steps (such as a plan amend-
ment providing an automatic increase in pension benefits) that are
triggered in the event of a hostile takeover,

Another poesibility is that a company itself will terminate an
overfunded pension plan to assist its efforts to thwart a hostile
takeover attempt. This can be accomplished in one of several ways.
For example, the company can invest the excess assets in {)lant and
equipment, thus making itself less attractive than if it held a large
amount of liquid assets. Alternatively, the company can establish
an ESOP funded with the excess assets, thereby placing employer
securities in potentially more “friendly” hands.

3. Employee stock ownership plans
In general

An ESOP is a qualified stock bonus f;lan or a combination stock
bonus and money purchase pension plan which is designed to be
invested primarily in employer securities and which may be uti-
lized as a technique of corporate finance. Under an ESOP, employ-
er stock is acquired for the benefit of employees. ESOPs are accord-
ed preferential tax treatment under the Code as an incentive for
corporations to finance their capital requirements or their trans-
fers of ownership in such a way that employees have an opportuni-
ty to gain an equity interest in their employer. Thus, Ps are
exempt from tax under the rules generally applicable to qualified
pension plans, and, subject to statutory limitations, employer con-
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tributions to an ESOP are tax deductible. Further, special tax rules
apply to ESOPs that are not available to other types of qualified
pension plans.

Under the Code and ERISA, ESOPs have the unique ability (un-
available to any other type of qualified pension plan) to borrow
from the employer to acquire employer securities, or to acquire em-
ployer securities with a loan guaranteed by the employer. This fea-
ture makes ESOPs particularly attractive as a technique of corpo-
rate finance. An E§OP that borrows funds to purchase employer
securities is referred to as a “leveraged” ESOP. In a leveraged
ESOP, employer securities are held in a suspense account and are
allocated over time as the acquisition loan is repaid.

A leveraged ESOP must meet certain requirements (secs. 409 and
4975). For example, the loan repayment and allocation formula
must be pursuant to a specified schedule. In addition, leveraged
ESOPs are required to pass through voting rights to plan partici-
pants with respect to employer securities allocated to their ac-
counts. If the employer has a registration-type class of securities,
then voting rights must be passed through on all issues. If the em-
ployer does not have a registration-type class of securities (e.g., in
the case of privately held companies), voting rights are required to
be passed through to plan participants only on certain major corpo-
rate issues, such as mergers and acquisitions. ESOPs are also re-
quired to meet certain distribution requirements. Voting rights are
not required to be passed through in the case of shares of stock
that have not been allocated to participant’s accounts.

Under a leveraged ESOP, the employer makes contributions to
repay the acquisition loan and to pay interest on the loan. An em-
ployer may deduct the full amount of any contribution to a lever-
aged ESOP that is used by the ESOP to pay interest on a loan to
purchase employer securities and may deduct amounts used to
repay loan principal in amounts up to 25 percent of payroll costs.

The Code contains other tax incentives 4° applicable to the estab-
lishment and use of ESOPs, including the following:

(1) A taxpayer owning qualified securities in an employer corpo-
ration may defer recognition of gain on the sale of the securities to
an ESOP that holds at least 30 percent of the employer’s securities,
to the extent the taxpayer reinvests the proceeds in securities of
certain domestic corporations (sec. 1042),

(2) A corporate employer may deduct dividends paid on stock
held by an ESOP that are paid currently to employees or are used
to repay a loan used to acquire employer securities (sec. 404(k)).

(3) A bank, insurance company, regulated investment company,
or corporation actively engaged in the business of lending money
may exclude from its gross income 50 percent of the interest
earned with respect to any loan the proceeds of which are used by
an ESOP to purchase employer securities (sec. 133).

4%]n addition, executors elifib]e under Code sec. 6166 to make deferred payments of estate
taxes may be relieved of liability to the extent that qualified employer securities are acquired
from a decedent by an ESOP, from a decedent to an ESOP, or are transferred to an P
by the decedent’s executor if the ESOP is required to pay the liability (sec. 2210(c)). Further, a
deduction from the gross estate of a decedent is permitted for 50 percent of the qualified pro-
ceeds from a qualified sale of employer securities by an executor or trust to an ESOP (sec. 2057).
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Role of leveraged ESOPs in corporate finance

A leveraged ESOP can be used by an employer to obtain funds
for working capital or plant expansion, or as a means of financing
an ao:;iuisition of the assets or stock of another corporation, includ-
ing a leveraged buyout. Use of this financing technique can result
in a lower cost of borrowing than would be available if convention-
al debt or equity financing were used. In a typical transaction, the
employer enters into a contract with the ESOP to sell the ESOP a
specified number of shares of its stock. The ESOP borrows the
funds needed to purchase the shares from a bank or other lender
and pays them over to the employer in exchange for the stock.*! In
subsequent years, the employer makes tax-deductible cash contri-
butions to the ESOP in the amount necessary to amortize the loan
principal and interest payments thereon.42

Because leveraged Ps provide a source of cash to the spon-
soring corporation, they may be advantageous in a variety of situa-
tions. For example, a leveraged ESOP may be used not only to pro-
vide the company with working capital but also to finance an ac-
quisition of the assets or stock of another corporation, including a
leveraged buyout. In a typical case, a leveraged ESOP maintained
by the acquiring corporation or its subsidiary borrows funds in an
amount equal to the amount needed to acquire the target corpora-
tion. The proceeds of the loan are used to purchase employer secu-
rities from the employer. The employer (or the subsidiary) then
uses the proceeds of the sale to purchase the stock or assets of the
target company. Within statutory limits, the employer’s contribu-
tions to the leveraged ESOP to enable it to amortize the loan will
be deductible. In this manner, the corporation may reduce its after-
tax cost of financing the acquisition.

One variation of this leveraged-ESOP financing technique is for
the employer to purchase target stock, either directly or through a
subsidiary, using funds borrowed from a financial institution or
other lender. Once the acquisition has been completed, the newly-
acquired subsidiary establishes a leveraged ESOP. The ESOP bor-
rows money and gurchases either newly 1ssued stock of the subsidi-
ary (or stock of the subsidiary from the aczgiring corporation); the
acquiring corporation then uses the proceeds of this sale to pay off
the original acquisition loan. The subsidiary makes annual, deduct-
%l;le iozxgzributions sufficient to amortize the ESOP loan and pay in-

rest.

41 The lender usually requires either that the amfloyer antee the loan or that the stock
purchased with the loan proceeds be pledged as collateral. Because of the 50-percent interest
exclusion available to the lender, it may be able to lend to the ESOP at a lower rate than it
lends to tl:: hr:)g'ular) customers not utilizing ESOP financing techniques (or other tax-favored fi-
nanci ques).

4% Allernatively, the employer may take out the loan iteelf and sell its stock to the ESOP in

S for the ESOP’s installment note. The employer will make (deductible) contributions to
the P in future years that will enable the ESOP to pay off the note. These payments will be
unedlb}y the employer to repay its lender.
. *2If the mansgement and shareholders of the target company cooperate in the acquisition, it
is possible that a portion of the proceeds of the sale of target stock by original target sharehold-
ers would qualify for tax-free rollover under sec. 1042. Thus, the acquiring corporation and the
target shareho could agree in advance that a portion (enough to g the ESOP as a 30-
percent shareholder) of their shares would be purchased by a k ed ESOP established by the
u:‘.r‘g]gt and the balance by the acquiring corporation. The proceeds of the sale to the ESOP might
qualify for tax-free reinvestment under sec. 1042,
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Recently, leveraged ESOPs have been used in some situations to
thwart hostile corporate takeover attempts. The Proctor and
Gamble Company has announced plans to add $1 billion to its ex-
isting ESOP (thereby giving the ESOP a 20-percent interest in the
company's common stock) in a transaction designed to provide sub-
stantial tax benefits and to offer a shield against a hostile takeov-
er.#* The recent establishment of the J.C. Penney Co. ESOP, in
which the employees received a 24-percent interest in the company,
is widely viewed as an effort to deter a hostile takeover.¢5

By selling stock to an ESOP, a company may make it difficult for
a hostile bidder to acquire control, since stock held by an ESOP
might be expected to vote to keep the company independent (i.e., to
vote against the takeover). Man{gément generally may use pro-
ceeds of a sale of stock to an P for any corporate purpose.
Moreover, a sale of stock to the ESOP will not necessarily dilute
mansgement’s control of the company to the same degree as a sale
to outside parties. The stock purchased by the corporation for its
employees is held in a suspense account and released for alloca-
tions to employees’ accounts as the acquisition loan is repaid. Prior
to the time the acquisition loan is repaid and stock is allocated to
employees’ accounts, the shares may be voted by plan trustees on
the employees’ behalf in accordance with the fiduciary standards of
the Employee Retirement Income Security Act of 1974, Whether or
not the shares are allocated to participants’ accounts, in some
cases, the shares sold to the ESOP may have more limited voting
rights than are granted to shareholders of public companies.

Leveraged ESOPs also have been used to accomplish leveraged
buyouts by persons desiring to take a company private. An exam-
ple of such a transaction is the leveraged buyout of Parsons Corpo-
ration by its ESOP. Prior to the buyout, Parsons’ stock traded on
the New York Stock Exchange. The ESOP originally owned a mi-
nority interest in Parsons. Parsons’ management initiated the
buyout plan pursuant to which the ESOP acquired all other stock
of the corporation so that, according to its chairman; William E.
Leonard “we could be in control of our own destiny.” 45* The $518
million transaction was fully financed by debt.

D. Limitations on Interest Deductions

In general, a deduction is allowed for all interest paid or accrued
on valid indebtedness of a taxpayer. There are numerous instances,
however, where the Code limits the benefit of the interest deduc-
tion. Limitations on the deductibility of interest serve several pur-
poses. Some attempt to limit deductions in circumstances where it
appears that the instrument more closely resembles equity than
debt. Most of the limits, however, are imposed in cases where im-
mediate deductibility would produce a mismatching of income and
expense. In cases where the full interest deduction is not permitted
under the Code, the deduction either may be disallowed, in whole
or in part, or deferred, or required to be capitalized and amortized

“4 The New York Times, January 12, 1989, p. D-1.
*8 The Wall Street Journal, December 12, 1988, p. A~1.
488 The Wall Street Journal, January 29, 1985, p. A-4.
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ovle: the depreciable life of the asset to which the interest expense
relates.

The following is a brief description of some limitations on inter-
est deductions contained in the Code.

1. Interest on certain acquisition indebtedness

A debt obligation which is issued in consideration for a corporate
acquisition may have certain characteristics which make it more
appropriate to treat the obligation for purposes of the deduction of
interest as if it were an equity instrument rather than a debt in-
strument. Section 279 denies a deduction for interest on “‘corporate
acquisition indebtedness.” The limitation applies to interest in
excess of $5 million per year incurred by a corporation with respect
to debt obligations issued to provide consideration for the acquisi-
tion of the stock, or two-thirds of the assets, of another corporation,
if each of the following conditions exists: (1) the debt is substantial-
ly subordinated; (2) the debt carries an equity participation feature
(e.g., includes warrants to purchase stock of the issuer or is con-
vertible into stock of the issuer); and (3) either the issuer is thinly
capitalized (i.e.,, has an excessive debt-to-equity ratio) or projected
annual earnings do not exceed three times annual interest costs.

2. Interest relating to tax-exempt income

In order to prevent the double benefit that would arise if the in-
terest expense connected with earning tax-exempt income were de-
ductible, section 265(aX2) denies a deduction for interest on indebt-
edness incurred or continued to purchase or carry tax-exempt obli-
gations. The Internal Revenue Service and the courts have em-
ployed various tests to determine whether a taxpayer has incurred
or continued indebtedness for the purpose of acquiring or holding
tax-exempt obligations. In general, when there is a sufficient con-
nection between the indebtedness and the acquisition or holding of
tax-exempt obligations, a deduction has been disallowed.

3. Debt-financed portfolio stock

In general, a corporate shareholder can deduct 70 percent of divi-
dends received from other corporations and 80 percent in the case
of dividends received from a 20-percent-owned corporation. The
purpose of the dividends received deduction is to reduce multiple
corporate-level taxation of income as it flows from the corporation
that earns it to the ultimate noncorporate shareholder. However,
when dividends are paid on debt-financed stock, the conjunction of
the dividends received deduction and the interest deduction would
enable corporate taxpayers to shelter unrelated income. Therefore,
section 246A generally reduces the 70 and 80-percent dividends re-
ceived deduction so that the deduction is available, in effect, only
with respect to dividends attributable to that portion of the stock
which is not debtfinanced.4® Stock is considered to be debt-fi-
ilhanced ;{f the indebtedness is directly attributable to investment in

e stock.

*¢ The reduction of the dividends received deduction may be viewed as a surrogate for limit-
ing the interest deduction.
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4. Personal interest, passive activity losses, and investment inter-
est

Noncorporate taxpayers are subject to a number of interest de-
duction limitations. For example, personal interest is not deducti-
ble (sec. 163(h)). Deductions (including interest) from passive trade
or business activities, to the extent they exceed income from all
such passive activities, generally may not be deducted against
other income until the taxpayer disposes of his interest in the pas-
sive activity (sec. 469). Debt-financed investment property is subject
to an interest deduction limitation for the purpose of preventing
noncorporate taxpayers from sheltering or reducing tax on unrelat-
ed income. Section 163(d) provides that the deduction for invest-
ment interest is limited to the amount of net investment income.
Investment interest is defined to include interest paid or accrued
on indebtedness incurred or continued to purchase or carry proper-
ty held for investment.

5. Construction period interest

Section 263A requires that costs incurred in manufacturing or
constructing tangible property be capitalized. In particular, interest
that is fpm or incurred during the production period of certain
types of property, and that is allocable to the production of the
property, must be capitalized. Interest is allocable to the produc-
tion of property for these purposes if it is interest on debt that can
be specifically traced to production expenditures. If production ex-
penditures exceed the amount of the specifically traceable debt,
then other interest expense that the taxpayer would have avoided
if amounts incurred for production expenditures instead had been
used to repay that debt also is treated as allocable to the produc-
tion of property (the “avoided cost” method of allocating interest),

6. Allocation of interest for foreign tax credit purposes

. In addition to limitations on interest deductions, rules for allocat-
ing interest between U.S. and foreign source income affect the tax
benefits to be derived from interest expense. A U.S. person, or a
foreign person conducting a trade or business in the United States,
may claim a credit against its U.S. tax for certain income taxes
paid to a foreign government. In order to prevent foreign taxes
from offsetting taxes on U.S. source taxable income, however, the
Code limits the credit to the amount of U.S. tax that would have
been payable on the foreign source taxable income. A taxpayer
thus may be able to increase its currently usable foreign tax credit
to the extent it can treat gross income as foreign source gross
income. Similarly, shifting the allocation of an expense (such as in-
terest) from foreign source to U.S. source income may increase the
currently usable foreign tax credit.4s*

The Treasury has broad regulatory authority to promulgate rules
governing the allocation of expenses for this purpose. In the case of

4% Such allocations and reallocations have no effect on tax liability, however, unless either
the taxpayer has paid (or is deemed to have paid) foreign taxes in excess of the tax‘radvar's rele-
vant foreign tax credit limitation, or the re-sourcing or reallocation of income and deductions
rqglu in lowering the foreign tax credit limitation below the relevant foreign income taxes
paid.
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interest, however, the 1986 Act contained specific guidelines that in
some cases have the effect of requiring a greater allocation of inter-
est to foreign source gross income than did prior regulations. In
particular, the Code (as amended by the 1986 Act) provides that the
taxable income of an affiliated group is to be determined by allo-
cating and apportioning all interest expense as if all members of
the group were a single corporation.

The interest allocation rules recognize the fungibility of money
and apportion the interest expense of U.S taxpayers as described
above. Thus, a substantial portion of interest expense incurred by a
U.S. taxpayer that has foreign source income may not yield tax
savings equal to a full 34 percent of the interest expense incurred.

7. Deduction of interest from gross income effectively connected
with the conduct of a U.S. trade or business

A foreign person that earns income effectively connected with
the conduct of a trade or business in the United States pays U.S.
income tax, at domestic rates, on the net amount of that income.
Interest and other expenses of the foreign person are deductible in
arriving at US. taxable income, provided those expenses are con-
nected to the taxpayer’s effectively connected income. The Treas-
ury has broad authority to promulgate rules for the allocation and
apportionment of intereat and other expenses for this purpose (sec.
882(cX1XA)). The current regulations allocate a foreign corporate
taxpayer's world-wide interest expense to its U.S. trade or business
on the basis of the following formula: the value of the taxpayer’s
U.S. effectively connected assets is multiplied by the actual debt-
equity ratio of the entire corporation (or a safe harbor debt-equity
ratio) times one or more average interest costs (either those in-
curred by the corporation as a whole within one or more “currency
gool?:-!or those incurred by the U.S. operations of the corpora-

on).

8. Allocation rules

Present law, as discussed above, contains various methods for de-
termining whether a relationship exists between a borrowing and a
targeted activity. These methods include a direct tracing between
the interest expense and the activity (the “directly attributable”
test in sec. 246A), semi-direct tracing (the “purchase or carry” test
in sec. 163(d)), avoided cost allocation (sec. 263A) and proportional
allocation (Treas. regulations under secs. 861, 864(e) and 882).
There is not a uniform test for making the determination of wheth-
:;tl there is a connection between interest expense and a particular

ivity.

*? The conference report on the Omnibus Budget Reconciliation Act of 1987 stated that the
conferees expected the Tremsury to take steps to amend regulations that determine which of a
corporation’s financial liabilities are attributable to a US. trade or business (which regulationa
include Tress. reg. sec. 1.882.5), insofar as their them-current practical effect was to permit for-
eign corporations to allocate excemsive amounts of debt and excessive amounts of interest ex-
pense toward reducing their U.S. effectively connected income. HLR. Rep. No. 100495, 100th
Cong., 1st Sesws. 984.85 (1987).
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E. Distinguishing Debt from Equity

The characterization of an investment in a corporation as debt or
equity for Federal income tax purposes is generally determined by
the economic substance of the investor’s interest in the corpora-
tion. The form of the instrument representing the investment and
the taxpayer’s characterization of the interest as debt or equity is
not necessarily controlling. However, taxpayers have considerable
latitude in structuring the terms of an instrument so that an inter-
ﬁst .ineda corporation will be considered to be debt or equity, as so

esired.

There is presently no definition in the Code or the regulations
which can be used to determine whether an interest in a corpora-
tion constitutes debt or equity for tax purposes. Such a determina-
tion must be made under prmc:l;ﬁlses developed in case law. Courts
have approached the issue of distinguishing debt and equity by
trying to determine whether the particular investment at issue in
each case more closely resembles a pure debt interest or a pure
equity interest. It is generally understood that a pure debt instru-
ment is ordinarily represented by a written, unconditional promise
to pay a principal sum certain, on demand or before a fixed maturi-
ty date not unreasonably far in the future, with interest payable in
all events and not later than maturity.4® Conversely, a pure equity
interest is generally understood as an investment which places the
funds contributed by the investor at the risk of the enterprise, pro-
vides for a share of any future profits, and carries with it rights to
control or manage the enterprise.

The determination of whether an interest constitutes debt or
equity is generally made by analyzing and weighing the relevant
facts and circumstances of each case.*® Some interests in a corpo-
ration can clearly be characterized, on their face, as either debt or
equity. However, other interests may have features common to
both debt and equity (known as “hybrid securities”’), or underlying
facts and circumstances may indicate that an interest has been in-
appropriately characterized as debt or equity (such as when pur-
ggs. debt is held by the corporation’s shareholders on a pro rata

is, or when debt is held in a thinly capitalized corporation).

Various courts have determined that the following features,
among others, are characteristic of debt:

(1) a written unconditional promise to pay on demand or on a
specific date a sum certain in money in return for an adequate con-
gi(zgration in money or money’s worth, and to pay a fixed rate of
interest;

. (2) a preference over, or lack of subordination to, other interests
in the corporation;

(3) a relatively low corporate debt to equity ratio; 5°

44 See, ez, Farley Realty Corp. v. Comm'r, 219 F.2d 701 (2d Cir. 1960), and B. Bittker & J.
Eustice, Federal Income Taxation of rations and Shareholders, para. 4.03 (1979).

*% In John Kelley Co. v. Comm'r, 326 U.8. 489 (1943), the Supreme Court stated that “[tlhere is
no one characteristic, not even the exclusion from management, which can be said to be decisive
3; btgq’ determination of whether the obligations are risk investments in the corporations or

%2 In the forei area, the IRS has ruled that corporate obligations could be treated as debt
where, among other things, the amount borrowed by the obligor did not exceed five times its

Continued
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(4) the lack of convertibility into the stock of the corporation;

(56) independence between the holdings of the stock of the corpo-
ration and the holdings of the interest in question;

h(iﬁ) an intent of the parties to create a creditor-debtor relation-
shup;

(7) principal and interest payments that are not subject to the
risks of the corporation’s business;

(8) the existence of security to ensure the payment of interest
and principal, including sinking fund arrangements, if appropriate;

(9) the existence of rights of enforcement and default remedies;

(10) an expectation of repayment;

(11) the holder’s lack of voting and management rights (except in
the case of default or similar circumstances);

(12) the availabilitgg other credit sources at similar terms;

(13) the ability to ly transfer the interest;

(14) interest payments that are not contingent on or subject to
management or board of directors’ discretion; and

(15) the labelling and financial statement classification of the in-
strument as debt.

In 1969, in response to the increased level of corporate merger
activity and the increased use of debt for corporate acquisition pur-
poses, Congress enacted Code section 279 (disallowance of interest
deductions incurred to acquire certain stock or assets) 5! and sec-
tion 385 (treatment of certain interests in corporations as stock or
indebtedness).52 Section 385 granted the Secretary of the Treasury
the authority to prescribe such regulations as may be necessary or
appropriate to determine whether an interest in a corporation is to
be treated as stock or as indebtedness for Federal income tax pur-
poses. The regulations were to prescribe factors to be taken into ac-
count in determining, with respect to particular factual situations,
whether a debtor-creditor relationship or a corporation-shareholder
relationship existed. In addition, section 385 provided that the fac-
tors set forth in the regulations could include, among others, the
first five of the fifteen factors listed above.

Proposed regulations under section 385 were issued on March 20,
1980, and became final on December 29 of that year. The final reg-
ulations originally had an effective date of May 1, 1981, but this
date was subsequently postponed to January 1, 1982, and then to
July 1, 1982. New proposed regulations were issued on December
30, 1981. However, these tions never became effective and on
July 6, 1983, all section 385 regulations were withdrawn and to
date no additional regulations have been issued.53

aui capital. Rev. Rul. 63-377, 1969-2 C.B. 231; Rev. Rul. 69-501, 1969-2 CB. 283; Rev. Rul. 70-
5, 1970-2 C.B. 273; Rev. Rul. 73-110, 1978-1 CB. 4564. Debt-equity ratios of up to 25 to one
have been permitted in the foreign area for purg:eu of determining whether the jssuer will be
rew a8 a te entity. Section 6128 of the Technical and Miscellaneous Revenue Act of
1988, However, it clear that this permitted ratio would affect only a limited class
of outstanding transactions and was made to permit the affected U.S. companies to have maxi-
mum accees to certain capital. It was not intended to serve as precodent for the U.S. tax treat-
ment of other similar transactions invol tax treaties or domestic tax law. H.R. Rep. No. 795,
(lgtts‘!\) Cong., 2d Sess. 571-72 No. (1988); HLR. Rep. No. 1104 (Vol. I}, 100th Cong., 2d Sess. 185-88

51 See Part TLD.L of this pamy supre, for & discussion of sec. 279.
13;:41;‘5 Wn of the of section 885, see 5. Rep. No. 552, 91st Cong., 1st Sess.

83 See T.D. 7920, 1983-2 CB. 69 (1983).
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The section 385 regulations did not succeed in the attempt to de-
velop objective standards for distinguishing debt from equity. For
example, one feature of the regulations was the development of ob-
jective safe harbor tests which, if met, would classify an interest as
debt. The use of such mechanical tests would have allowed corpora-
tions to create instruments which would be considered to be debt
for Federal income tax purposes, but economically had many of the
characteristics of equity.5¢

F. Carrybacks of Net Operating Losses

A corporation that incurs net operating losses (NOLs) generally
can carry the NOLs back 3 taxable years and forward 15 taxable
years. Carrying the NOLs back against prior taxable income allows
a corporation to recognize currently the benefit of those losses by
obtaining a refund.

Net operating losses can be generated when a heavily debtfi-
nanced transaction such as a leveraged buyout is undertaken (due
to the substantial interest deductions).®® Limitations exist, howev-
er, with respect to the ability to carry back post-acquisition NOLs
to pre-acquisition taxable years of the target corporation. These
limitations generally apply where the NOLs have not been generat-
ed by the target corporation.’¢ If acquisitions are structured so
that these limitations do not apply (e.g., if acquisition debt is locat-
ed in the target corporation as opposed to the acquiring corpora-
tion), an acquiror may be able to obtain a refund of taxes paid in
previous years if interest deductions generate NOLs.

4 For an example of the type of interest that the proposed sec. 385 regulations would have
treated as debt, see Rev. Rul. 83-98, 1988-2 C.B. 40 (1983) (describing securities known as adjusta-
ble {ate convertible notes). The ruling held that the interests in question would be considersd
equity.

** If the interest deductions are so large as to create an NOL, however, a portion of the ac-
quired business may be sold subgequently in order to reduce the debt, possibly triggering taxable

gain,

_ ®* For example, assume a corporation acquires all of the stock of a profitable target eo?ora
tion and the corporations thereafter file a consolidated return. In general, the consolidated
group can carry back the group’s NOLs to a pre-acquisition year of target only if those NOLs
are attributable to target, e.g., if the acquisition debt that is generating the interest deductions
and the NOLs is a direct obligation of target. If target had been a member (but not the parent)
of another consolidated group before being acquired, the new group's post-acquisition NOLs can
be carried back to prior taxable years of target’s old group, but only if the NOLa are attributa-
ble to target and only to the extent of target's taxable income in the carryback year. If the ac-
quiror mbnequenﬂ{nmerges with or liquidates target, the group may, in certain circumstances,
be unable to carry back target’s post-acquisition NOLa to target's pre-acquisition years.



I11. EXAMPLES OF TRANSACTIONS THAT INCREASE DEBT
OR REDUCE EQUITY, AND TAX CONSEQUENCES

There are various transactions which can increase the debt of a
corporation or reduce its equity. The discussion below describes
broad categories of these transactions and uses examples to illus-
trate their tax consequences. The examples assume that no restric-
tions on interest deductions or other tax benefits stemming from
interest expenses apply.>” In many cases, however, such limitations
are applicable. For example, a taxpayer that pays foreign taxes in
excess of the relevant foreign tax credit limitation (i.e., a taxpayer
with excess foreign tax credits) will generally experience a net tax
reduction of less than 34 cents on every dollar of additional interest
expense; even th:‘lifh the interest is fully deductible, the foreign
tax credit rules will apportion a fraction of each additional dollar
of interest expense to foreign source groses income, further reducing
the taxpayer’s foreign tax credit limitation and hence its currently
usable amount of foreign tax credits.

Although there are significant tax reasons which may lead a cor-
poration to engage in these transactions, such transactions may
also be motivated by reasons apart from Federal income tax consid-
erations. For example, such transactions may be undertaken to in-
crease the value of a corporation’s stock, to enhance earnings per
share calculations, to concentrate common stock holdings, to create
treasury stock, as a defensive maneuver to ward off a takeover, or
for other reasons.

A, Extraordinary Distributions with Respect to Stock
Description

A corporation may distribute funds to shareholders with respect
to their stock. Such a distribution may be out of the accumulated
cash of the corporation, or the proceeds of a sale of assets, or the

corporation or the corporation may borrow funds to make the dis-
tribution.%®

Immediate tax consequences to shareholders

A distribution with respect to stock by a profitable corporation,
however financed, is generally a taxable transaction with respect
to the shareholders receiving the distribution. The precise tax
treatment of the distribution to shareholders depends on the exact

57 See part II. D. of this pamphlet, supra, for a discussion of some of the limitations placed on
the deductibility of interest in the Code.

5% Ag an aiternative to borrowing funds from an outside lender and distributing the proceeds
to shareholders, a corporation may issue debt (i.e., bonds) directly to its shareholders.

38



89

structure of the transaction as well as the tax attributes of the dis-
tributing corporation and its shareholders.5¢

If a distribution is made pro rata toc all shareholders, the distri-
bution will be treated as a dividend (taxed as ordinary income) to
the extent that the distribution does not exceed the current or ac-
cumulated earnings and profits of the distributing corporation. The
entire amount of a dividend distribution is subject to tax. Distribu-
tions in excess of eamixelgs and profits are treated as a tax-free
return of capital that reduces a shareholder’s basis in the stock
and distributions in excess of earnings and profits that exceed a
shareholder’s basis in the stock are taxed to the shareholder as
capital gain (currently taxed at ordinary income rates).5°

Alternatively, if the shareholders of the distributing corporation
exchange the shares they owned before the transaction for cash
and “new” shares of the distributing corporation, the transaction
may be classified as a tax-free reorganization. In such case, the
lesser of the cash received and the amount of gain realized on the
transaction will be subject to tax. If the distribution is character-
ized as a dividend, that portion of the distribution not in excess of
the corporation’s accumulated (not current) earnings and profits
will be taxed as ordinary dividend income, and the remainder as
capital gain (also currently taxed as ordinary income).

As a third possibility, if new shares are not issued in the transac-
tion but the interest of some shareholders in the distributing corpo-
ration is sufficiently reduced, those shareholders may be entitled to
treat the cash distribution as received in exchange for a portion of
their shares. In such case, those shareholders would be able to
offset the cash received by the basis of the shares exchanged, and
would be taxable only on any gain.

Immediate tax consequences to the distributing corporation

There are no immediate tax consequences to a corporation
making a distribution of cash or other non-appreciated property
with respect to its stock since the amount of the distribution is not
deductible and there is no tax on the distribution of non-appreciat-
ed property.

Long-term tax consequences

There are future tax effects resulting from a corporation making
a distribution with respect to stock.

. In the case where the distribution is financed out of the corpora-
tion’s earnings, the distribution reduces the total funds held by the
distributing corporation. The distributed funds will thus no longer
grogiuce: earnings subject to the corporate tax (assuming the distri-
bution is made to noncorporate shareholders and is not reinvested
in another corporation). All other facts being equal, the amount of
tax paid by the distributing corporation will be reduced.

In the case where the distribution is financed by borrowing,
there has been no reduction in the total funds of the corporation

% Of course, there will be no tax imposed on those shareholders that are not subject to U. 5.
income tax, ie, tax-exempt investors such as pension funds. See Partas I1.A.2.c. and d. of this
pamphlet, supra, for a fuller discussion.

#28ee Part I1.A.2 of this pamphlet, supro.
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but equity in the corporation has been replaced with debt.?! Earn-
ings of the corporation once available to be paid to shareholders as
non-deductible dividends are instead paid to debtholders as deducti-
ble interest. As a result of the interest deduction generated by the
borrowing in a sizable leveraged distribution, a_corporation may
have little, if any, taxable income in the years following the distr-
bution and may claim loses carrybacks producing a refund of taxes
paid prior to the distribution.®® Because the distributing company
pays little, if any, of its operating income as Federal income taxes,
the portion of the distributing corporation’s income that was once
being paid to the Federal government may instead be redirected to
increase investor (shareholder and debtholder) returns. To the
extent increased investor returns are paid to taxable shareholders
or debtholders, there may be an increase in investor-level taxes
paid. This is illustrated by the following example.

Example ITI-A

Company M has annual income of $1.5 million. It has 99,000
shares of stock outstanding and no debt. Company M pays Federal
income tax of $510,000 ($1.5 million times 34 percent), resulting in
net aftertax income of $990,000 ($1.5 million minus $510,000).
Earnings per share are $10 ($990,000 divided by 99,000 shares). The
gtocl)c sells on the market at about $80 per share (or 8 times earn-
ngs).

The ement of Company M- announces that the company
will borrow $11 million and distribute the proceeds pro rata among
its shareholders. Each share will receive approximately $111, or
almost 40 percent more than the price at which the stock had been
trading on the market. The distribution is, in general, a taxable
transaction with respect to those shareholders subject to tax.®3
Company M issues bonds for $11 million paying 12 percent interest
and distributes the proceeds to shareholders.

The distribution of the operating income of Company M before
and after the distribution is as follows:

Before After
Shareholders $990,000 $118,800
Bondholders 0 1,320,000
Corporate income taxes 510,000 61,200
Total operating income..........ccocsurverecenns 1,500,000 1,500,000
Earnings per share 10 1.20

“mntramaeﬁonismmﬁmesmlleda“hww%

82 Increased cash flow as a result of the reduction in the corporation’s Federal
income tax liability might be sufficient to enable the distributing corporation to cover much of
its debt service obligations with respect to the borrowed funds and rotive a portion of its debt
over a period of years (although the di ing corporation might also have to sell some of its

aspets to raise cash to assist it in i nﬂ’the!oan}.

¢ However, the amount of tax paid by shareholders as a result of the distribution depends on
the tax attributes of Companly and its shareholders, As discussed above, the full amount of
thed'istrihugim ﬂ&bahmbehchamhoﬁanua&videndon]ywﬂmuwntof&mmy M's
earnings and profi
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The leveraged distribution has redistributed the income stream
of Company M. The shareholders of Company M who used to get
$990,000 a year in dividends now get $118,800 per year after the
distribution. New bondholders receive interest of 12 percent on $11
million, or $1.32 million. This is one-third more than the entire
amount of Company M’s after-tax income before the distribution
even though the operating income of Company M is unchanged.
The shareholders of Company M receive the profit of $118,800 after
the distribution (the remainder of Company M’s income after taxes
and interest expense.)

Note that the taxable income of Company M has been reduced
from $1.5 million to $180,800 ($1.5 million minus $1.32 million) be-
cause most of the earnings of Company M are now paid to inves-
tors as deductible interest payments. The resulting reduction of
corporate Federal income taxes from $510,000 to $61,200 exactly
pays for the increased returns to the new bondholders and share-
holders. Depending on whether the increased returns are paid to
taxable bondholders and shareholders, there may be an increase in
investor-level Federal income taxes paid.

After the distribution, the earnings per share of Company M are
$1.20 ($118,800 divided by 99,000 shares outstanding). If the stock
will sell for 8 times its earnings after the distribution, the stock
price would be $9.60.84

Actual transactions

Holiday Corporation (the parent corporation of Holiday Inns) en-
gaged in a pro rata extraordinary distribution of the nature de-
scribed above in 1987. Holiday borrowed approximately $2.4 billion
in order to finance, among other things, a special distribution of
$65 per share (the shares had been trading at about $75 before an-
nouncement of the recapitalization). Notwithstanding the distribu-
tion, the shareholders retained 90 percent of their equity in the
corporation, Moreover, due to the limited amount of earnings and
profits of Holiday, only $20 per share was treated as a dividend.%®

In another recent example of this type of transaction, Quantum
Chemical Corp., a chemical producer, announced a $50 per share
dividend distribution to its shareholders. With 22.8 million shares
outstanding, the compoa:g' would distribute $1.14 billion. The distri-
bution would be financed by borrowing.%®

B. Stock Repurchases
Description

A stock repurchase refers to a corporation redeeming (or buying
back) its own shares from stockholders. A corporation may make a
tender offer for a certain percentage of its shares at an announced
price or a corporation may simply purchase its shares on the

#4 Thus, although it may have appeared that most if not all of the value of the stock would be
depleted as a result of the borrowing and distribution (hence the term “stub stock” to describe
the stock after such a transaction), & liffniﬁcant portion of the value of the stock in fact remains
intact because of the tax benefits that flow from the leveraged distribution.

# Soo Proxy Statement of Holiday tion (January 30, 1987).

%8 The Wall Street Journal, December 29, 1988, p. A2,
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market. A corporation may fund a stock repurchase out of cash the
corporation has on hand or it may borrow the funds.®?

Tax consequences

A stock repurchase, whether financed out of cash the corporation
has on hand or by borrowing, is generally a taxable transaction
with respect to the redeeming shareholders. Taxable shareholders
having their stock redeemed recognize any gain (i.e., the excess of
the amount received over basis) or loss on the redemption of their
shares.®® There are no immediate tax consequences of a stock re-
purchase to the redeeming corporation.

A stock repurchase has further tax consequences to the redeem-
ing corporation and to investors in the redeeming corporation over
time. If a stock repurchase is financed with cash, the primary tax
consequence is that the corporate assets of the redeeming corpora-
tion have been reduced. Corporate assets paid out to redeem share-
holders’ stock no longer Iproduce earnings which are subject to the
corporate income tax.®® If the stock repurchase is financed through
borrowing, the effect of the transaction is to replace the equity of
the corporation with debt. Earnings of the corporation once avail-
able to be paid to shareholders as non-deductible dividends are in-
stead paid to debtholders as deductible interest.”® Thus, a stock re-
demption using borrowed funds enables the redeeming corporation
to reduce its taxable income, or perhaps eliminate (or even gener-
?te dc\)n;z;ent tax losses which it could carry back to obtain tax re-

unds).

As indicated by the following example, the resulting reduction in
Federal income taxes pays for increased returns to investors. To
the extent increased investor returns are paid to taxable sharehold-
ers é)r debtholders, there may be an increase in investor-level taxes
paid.

Example 11I-B

Consider the same facts as in Example III-A above, except that
Company M announces it will repurchase up to $11 million of its
shares at a redemption price of 5120 per share, 50 percent more
than the price at which the stock has been trading on the market.
Taxable redeeming shareholders recognize gain or loss on the re-
demption of their shares.

At $120 per share, $11 million will purchase approximately 93
percent of Company M's outstanding shares. To finance the share

7 As an alternative to borrowing funds from an outside lender and using the proceeds to re-
g:xrchaae the stock of shareholders, a corporation may v:g\;rc}mu stock by 1ssuing debt directly

redeeming shareholders, This is sometimes called a "'debt-for-equity swap.”

. %% Of course, there will be no tax imposed on those shareholders that are not subject to US.
income tax on this income, i.e, certain foreign investors and tax-sxempt investors such es pen-
sion funds. See Parts I1.LA.2.c. and d. of thie ;hnlmphlet, supra, for a fuller discussion.

99 Ag discussed in Part IILA. of this pamphlet, supra, this is also the result when the earnings
of the distributing corporation are distributed to noncorporate shareholders in circumstances
other than in connection with a stock repurchase.

79 A leve stock repurchase has exactly the same tax consequences as a leve distri-
bution made by a corfx::ration with respect to its stock. See Part JILA.1. of this pamphlet, supra.
.. "1 A reduction in the redeeming corporation's Federal income tax liability could alsc increase
its cash flow significantly. That increased cash flow might be sufficient to enable the redeemi
corporation to cover most of i t service tions to the borrowed fu

tFort' of its deb ice obli with the borrowed funds
retire much of the debt over a period of years (although the redeeming company might also
have to sell some of its assets to raise cash to assist it in paying off the loan).
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repurchase, Company M issues bonds for $11 million paying 12 per-
cent interest. Approximately 93 percent of Company M’s outstand-
ing shares are redeemed.

The distribution of the operating income of Company M before
and after the stock repurchase is as follows:

Before After
Redeeming shareholders $920,700 0
Bondholders . $0  $1,320,000
Continuing shareholders 69,300 118,800
Corporate income taxes 510,000 61,200
Total operating income......coocecvievcrereennas 1,500,000 1,500,000
Earnings per share.. 10 16.20

The leveraged stock redemption has redistributed the income
stream of Company M in the same way that the leveraged distribu-
tion with respect to stock redistributed the income stream, except
that the continuing shareholders of Company M, rather than all
the shareholders of Company M, receive the profit of $118,800. The
redeeming shareholders of Company M who used to get $920,700 a
year in dividends before the redemption receive no part of the
income siream after the redemption. New bondholders receive in-
terest of 12 percent a year on $11 million, or $1.32 million. This is
one-third more than the entire amount of Company M’s after-tax
income before the stock repurchases even though the operating
income of Company M is unchanged. Continuing shareholders of
Company M receive the profit of $118,800 (the remainder of Compa-
ny M’s income after taxes and interest expense).

The taxable income of Company M has been reduced from $1.5
million to $180,000 ($1.5 million minus $1.32 million) because most
of the earnings of Company M are now paid out as deductible inter-
est payments. The resulting reduction of corporate Federal income
taxes from $510,000 to $61,200 exactly pays for the increased re-
turns to the new bondholders and the continuing shareholders. De-
pending on whether the increased returns are paid to taxable bond-
holders and shareholders, there may be an increase in investor-
level Federal income taxes paid.

Note also that the earnings per share of Company M have gone
up from $10 per share ($990,000 divided by 99,000 shares outstand-
ing) before the leveraged buyout to $16.20 per share ($118,800 divid-
ed by 7,333 shares outstanding) after the leveraged buyout. If the
stock will still sell for 8 times its earnings on the market after the
leveraged buyout, the stock price would rise from $80 to $129.60
($16.20 times B).

Taxpayers have also sought similar tax results in connection
with so-called “unbundled stock units.” On December 5, 1988, four
publicly traded companies—American Express Co., Dow Chemical
Co., Pfizer Inc. and Sara Lee Corp.—announced offers to their
shareholders to exchange a certain portion of their outstanding
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common stock for unbundled stock units comprised of three sepa-
rate securities:

(1) a 30-year deep-discount bond which will pay quarterly interest
in an amount equal to the current dividend of the common stock
exchanged;

(2) a share of preferred stock which will yield dividends equal to
any increase in the dividend yield of the company’s common stock;

and

(3) an “equity appreciation certificate’” which entitles the holder
to acquire one share of common stock for an amount equal to the
redemption value of the 30-year bond plus a share of the preferred
stock. The new bond in effect would convert what had been nonde-
ductible ordinary dividends into deductible interest payments, in
addition to providing corporate deductions for an element of origi-
nal issue discount.??

Actual transactions

Stock repurchases have become common corporate transactions.
A list of the largest stock repurchases during 1988 published by
The Wall Street Journal indicated that the largest 21 stock bg&i
back announcements of 1988 were intended to retire almost
million shares of stock worth approximately $23.8 billion. Ten
transactions were listed with a value in excess of $1 billion. The
largest transactions listed were the following: (1) UAL Corporation
buying back 35.5 million common shares with a value of $2.84 bil-
lion; (2) International Business Machines Corporation buying back
17.8 million common shares with a value of $2 billion; (8) CSX
Corp. buying back 60 million shares with a value of $1.86 billion;
and (4) Sears Roebuck buying back 40 million common shares with
a value of $1.75 billion.73

C. Acquisitions Including Leveraged Buyouts

The acquisition of one corporation by another corporation may
be structured in many different ways. An acquiring corporation
may acquire control of the “target” corporation or it may acquire a
small interest in the stock of another corporation as an investment.
The acquiring corporation may finance the acquisition with debt
(either by a new borrowing of t¥ne necessary funds or by keeping an
old borrowing outstanding), or with its own retained earnings, or
with funds contributed as new equity capital by investors.

An acquisition of the control of a target company may be a hos-
tile or friendly transaction. It may be structured as an acquisition
of the stock of the target company or an acquisition of the assets of
the target company. The target company may continue to operate
as an independent company in the same manner as before it was
acquired, or it may be absorbed ‘into the acquiring company or

7% The four companies currently plan to replace between 6.5 and 20 percent of their outstand-
ing common stock with unbundled stock units. It has been estimated that the four corporations
issuing unbundled stock units could save, in the aggregate, up to $5.9 billion in Federal income
taxes over the 20-year life of the bonds. Agxregnte tax savings in the first year after the ex-
chanﬁ)may be a8 much a8 $85 million, with annual tax savimmdﬂy rising through the 30-
year bond term. New York Times, Decemnber 7, 1988, p. D1 Internal Revenue Service has
not ruled on the tax treatment of unbundled stock units,

73 The Wall Street Journal, January 3, 1989, p. 8R.



45

other companies owned by the acquiring company, or it may cease
operations entirely and its assets be divided and sold.

1. Stock acquisitions out of retained earnings

A corporation may finance the acquisition of the stock of another
corporation with internally generated funds (i.e., its retained earn-
ings). The purchase of the stock has no tax consequences to the
shareholders of the purchasing corporation. Likewise, there are no
tax oonsegéxfnces to the acquired corporation as a result of the ac-
quisition. The taxable shareholders of the acquired corporation rec-
ognize any gain or loss on the sale of their shares.

There are generally no immediate tax consequences to the pur-
chasing corporation as a result of the transaction. However, the
total amount of funds in corporate solution, the earnings of which
are subject to a corporate-level tax, may be reduced by the amount
spent for the acquisition to the extent that shares are acquired by
the acquiring corporation from noncorporate shareholders. More-
over, no compensating additional corporate tax may arise when
earnings of the acquired corporation are distributed to the acquir-
ing corporation. This is because earnings of the target compan
which are distributed to the acquiring corporation as dividends will
either be nontaxable under the consolidated return rules, or, if the
corporations do not file a consolidated return, will be eligible for
the dividends received deduction.?3*

2. Debt-financed stock acquisitions including leveraged buyouts

A corporation may finance the acquisition of another corpora-
tion’s stock by borrowing. The acquiring corporation may borrow
using its own assets as security for the loan or it may borrow using
the assets of the target company as security for the loan. In either
case, debt has been substituted for equity at the oor,porate level.
When the debt is secured by the acquired corporation’s assets, the
transaction is more likely to be called a “leveraged buyout.”
Description

A leveraged buyout refers to a particular type of debt-financed
acquisition of a ‘“target” corporation.’® The purchasers borrow
most of the purchase price of the target company, using the assets
of the target company as security for the loan. After the acquisi-
tion, the target corporation may ge able to service the debt obliga-
tion out of its cash flow from operations or the purchaser may sell
ghle)tassets of the target company and use the proceeds to retire the

ebt.

A leveraged buyout may occur in many different contexts and
may be used by many different types of purchasers. The leveraged
buyout, also sometimes called a bootstrap acquisition, has long
been used to acquire private (i.e., closely held) corporations.” More

73 See Part ILLA.2.b. of this pamphlet for a discussion of the dividends received deduction.
¢ In what is called a “reverse leveraged buyout,” public companies which had been converted
to private companies in a_leveuﬁe‘:r:‘\:yout me public companies again, with their shares
e ¥ ior a escription of coriamm teanaactions. that may be fully or partially financed b
'or a description of ce; ons ma, or i nan col
rate borrowing, see Rev. Rul. 63-608, 1969-2 C.B. 42. Y pe Y Y corpe
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recently, leveraged buyouts have been used to acquire large public
companies. A public company may be “taken private” through a le-
veraged buyout if the purchasers of the target public corporation
are a relatively small group of investors. If the purchasers of the
target corporation in a leveraged buyout include the current man-
agement of the target company, the transaction is sometimes called
a “management buyout.” A division or a subsidiary of a company
also may be purchased through a leveraged buyout.

A leveraged buyout of a target company is usually accomplished
by a debt-financed tender offer by the existing corporation for its
outstanding publicly held stock, or, alternatively, by a tender offer
for the target corporation’s stock by a largely debt-financed shell
corporation established for this purpose. The target corporation
will repurchase its stock from its shareholders or the shell corpora-
tion will buy all the stock of the target corporation.”® If a shell cor-
poration is used, the target corporation and the shell corporation
will typically merge immediately after the acquisition.

As mentioned above, most of the funds for a leveraged buyout
transaction are borrowed, with the purchasers contributing only a
small amount of their own funds as equity. Lenders for these trans-
actions have been banks, investment banks, insurance companies,
pension funds, and pools of investors. Debt terms reflect the degree
of leverage and the loan security involved. Some of the debt in-
gunzdesd frequently is below investment grade, i.e., so-called “junk”

onds.

Tax consequences

A leveraged buyout is generally a taxable transaction with re-
sgct to the shareholders of the target corporation.’” Taxable
shareholders selling their stock recognize gain or loss on the sale of
their shares.”® There are no immediate tax consequences of a le-
veraged buyout at the corporate level since generally neither the
repurchase by the target corporation of its own shares nor the pur-
chase of the target corporation’s shares by a shell corporation fol-
lowed by the merger of the target and shell corporation is a tax-
able transactions.

The primary tax consequences of a leveraged buyout to the
target corporation arise from the fact that the equity of the corpo-
ration has been replaced by debt. Income of the target corporation
once paid to investors as nondeductible dividends on stock is in-
stead paid to creditors as tax-deductible interest on debt.’® As a
result of the interest deductions generated by the borrowing in a
leveraged buyout, the target corporation may have little, if any,
taxable income in the years following a leveraged buyout and may

74 Shareholders of the company typically receive a premium for their stock above the
price at which the stock has been trading on the market.

. "7 Of course, there will be no tax imposed on those shareholders that are not subject to U.S.
income tax on their income, i.e., certain foreign investors and tax-exempt investors such as pen-
sion funds. See Parts I.A.2.c. and d. of this pamphlet, supra, for a fuller discussion. .

78 Taxable shareholders will generally recognize gain (i.e., the excess of the amount received
over their basis in the stock) because acquirors typically pay a substantial premium for stock in
a leveraged buyout transaction.

™A leveraad buyout has exactly the same tax effect as a leveraged distribution made b{na
corporation with respect to its stock and a leveraged stock redemption. See parts ITLA.1, and 111
B. of this pamphlet, supra.
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claim loss carrybacks producing a refund of taxes paid prior to the
acquisition.®° use the target corporation pays little, if any, of
its operating income as Federal income taxes, the portion of the
target corporation’s income that was once being paid to the Federal
government as Federal income taxes may instead be redirected to
increase investor returns. However, to the extent increased inves-
tor returns are paid to taxable shareholders or holders of debt,
thgge may be an increase in investor-level Federal income taxes
paid.
Example III-C

Consider the same facts as in Example III-A. Rather than the
management of Company M announcing a distribution with respect
to its stock, Company M is acquired in a leveraged buyout. The ac-
quirors pay $120 per share of stock, or 50 percent more than the
price at which the stock has been tradin%:;l the market, for a total
price of $11.88 million. Taxable selling shareholders recognize gain
or loss on the sale of their shares.

The acquirors put up $880,000 of their own funds and raise the
remaining $11 million of the purchase price by issuing notes
K:ying 12 percent interest to be secured by the assets of Company

. The aexzinual income of Company M after the leveraged buyout is

The distribution of the operating income of Company M before
and after the leveraged buyout is as follows:

Before After
Company M shareholders $990,000 0
Bondholders 0 $1,320,000
Acquirors... 0 118,800
Corporate income taxes - 510,000 61,200
Total operating income........coevrrerrirene 1,500,000 1,500,000

The leveraged buyout has redistributed the income stream of
Company M in the same way that the leveraged distribution with
respect to stock, and the leveraged stock redemption, redistributed
the income stream of Company M. However, the acquirors of Com-
pany M, rather than all the shareholders (in the case of a distribu-
tion with respect to stock) or the continuing shareholders of Com-
gang' M (in the case of a stock redemption) receive the profit of

118,800. Company M shareholders who before the transaction re-
ceived $990,000 a year in dividends now receive no distributions.
New bondholders receive interest of 12 E:;cent on $11 million, or
$1.32 million. This is one third more t the entire amount of
Company M’s after-tax income before the leveraged buyout, even
though the operating income of Company M is the same before and
after the leveraged buyout.

80 Indeed, the target corporation may be able to service its debt obligations out of a cash flow
not reduced (or reduced lmy taxes. d “ *
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The taxable income of Company M has, however, been reduced
from $1.5 million to $180,000 ($1.5 million minus §1.32 million) be-
cause most of the income of the company is paid out to investors as
interest rather than dividends. Federal income taxes are thereby
reduced from $510,000 to $61,200. Acquirors make an after-tax
profit of $118,800 (pre-tax profit of $180,000 reduced by Federal
income tax of $61,200), a 13.4 percent return on their $880,000
equity investment. The income tax reduction of $448,800 exactly
pays for the increased returns to investors (bondholders and the ac-
quirors) as a result of the leveraged buyout. Depending on whether
the increased investor returns are paid to taxable shareholders or
holders of debt, there may be an increase in investor-level Federal
income taxes paid.

Actual transactions

Leveraged buyouts of public companies have greatly increased in
recent years, and the amounts involved in such transactions have
risen dramatically. (See the discussion in part I.B. of this pamphlet,
supra.) The largest leveraged buyout transaction to date is the pro-
posed acquisition of RJR Nabisco by the investment firm of Kohl-
berg Kravis Roberts & Co. (“KKR”) for nearly $25 billion. It is ex-
pected that this acquisition will be completed by February 1989,
Other large leveraged buyout transactions include the uisition
of Beatrice Companies by KKR for $6.25 billion in April 1986, and
the management buyout of R. H. Macy & Co., Inc. for $3.5 billion
in July 1986,

Newspaper reports indicate that out of the approximately $25
billion needed for the RJR Nabisco acquisition, more than $22.5 bil-
lion will be borrowed. Secured bank debt will account for approxi-
mately $17.5 billion of the borrowing, with most of the remainder
being provided by investment banking firms. A pool of investors or-
ganized by KKR will put up $1.5 billion as an equity investment. It
has been reported that KK% will contribute approximately $15 mil-
lion of its own funds as equity.8* RJR Nabisco shareholders will be
paid $109 for each share of common stock. This is almost twice the
price at which the stock was trading immediately prior to the an-
nouncement of the possible sale of the company.®2 It has been re-
ported that due to increased interest deductions, RJR Nabisco
could save up to $682 million annually in Federal and state income
taxes and be able to seek the refund of additional amounts of taxes
paid in prior years due to the carryback of net operating loses.’?
Other reports have projected the annual savings at $370 million.54

In the Beatrice transaction, each common shareholder received
$50 per share ($40 in cash). This price of $50 per share was 45 per-
cent higher than the market value of the stock one month prior to
the announcement date of the first offer. Financing for the Bea-

81 The Washington Post, December 8, 1988, p. F1; The Washington Puost, December 4, 1988, p.
:ﬁ; The Washington Post, Decomber 8, 1988, p. D1; The Washington Post, Decomber 2, 1988, p.
Mﬂ" The Washington Post, December 2, 1988, p. Al; The Washington Post, December 1, 1988, p.

53 Sep, Saunders, “How the Government Subsidizes Leveraged Takeovers,” Forbes, Novemnber

28, 1988, p. 192,
ae Soe.%'he Wall Street Journal, December 12, 1988, p. A10.
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trice leveraged buyout included $6.5 billion in debt and $1.35 bil-
lion in equity capital.®4* Four billion dollars of the debt was lent by
banks and $2.5 billion came from a new issue of high yield bonds.
The equity came from two sources. Six hundred million came from
a buyout fund organized by KKR and subscribed to by institutional
investors and $750 million came from converting existing common
stock to a new issue of preferred stock.8®

In the Macy transaction, each common share of stock outstand-
ing received $68 in cash. This price of $68 per share was 55 percent
higher than the market value of the stock one month prior to the
announcement date of the first offer. On completion of the Macy
leveraged buyout, the management group held 20 percent of the
new company stock and an additional 20 percent was held by Gen-
eral Electric Co.’s credit union. Financing for the Macy leveraged
buyout totalled approximately $3.7 billion.2® Out of this amount,
almost $3.2 billion was debt: $770 million was lent from banks,
$1.625 billion came from new issues of high yield bonds, and $800
million came from notes secured by mo%ages. The remaining $500
million of the financing consisted of $200 million of excess cash of
Macy’s gxd $300 million was equity capital contributed by the ac-
quirors.

D. Role of Overfunded Pension Plans and ESOPs in Leveraged
Buyouts

1. Overfunded pension plans

In the case of a leveraged buyout, the assets in the overfunded
pension plan of the target company may represent a source of cap-
ital to help finance the acquisition. An overfunded pension plan
represents a pool of assets that may make a company a target for a
taﬁeover. Conversely, this pool of assets may be used by the compa-
ny to ward off a hostile takeover. In recent years, some companies
with significantly overfunded pension plans have been acquired by
other companies. After the acquisition, the acquiring company ter-
minated the overfunded pension plan and used the excess assets
partially to finance the takeover. An overfunded plan represents
an attractive source of cash even if the value of the assets are in-
cluded in the purchase price.

Another posgsibility is that a company will itself terminate an
overfunded pension plan to assist its efforts to thwart a hostile
takeover attempt.

Consider the following example:

54" The total financing exceeded the value of the offer because the purchaser assumed Bea-
trice debt that it expected to refinance,
8% Carolyn Kay Brancato and Kevin F. Winch, "“Leveraged Buyouts and the Pot of Gold:
Trends, Public Policy, and Cese Studies,” Congressional Research Service, The Library of Con-
, (88-156E) (September 15, 1987) pp. 80-89 (originally published as Committee Print 100-R,
y the Subcommittee on Oversight and Investigations of the House Committee on Energy and
Commegm) describing the facts of the Beatrice transaction.
8 This amount is in excess of the total purchase price of $3.5 billion because funds were used
to pay transaction costs and to buy out the rights of holders of Macy stock options.
#7 Id. at pp. 95-101, describing the facts of Macy transaction.
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Example HHI-D

Corporation K is a widely held public corporation. K maintains a
qualified defined benefit pension plan for the exclusive benefit of
its employees. The trust is currently overfunded by approximately
$100 million on a termination basis. That is, if the trust is termi-
nated, its assets would exceed the present value of the benefits ac-
crued under the plan by K employees up to the date of plan termi-
nation. LBO Fund (L) wants to acquire K.

Under almost any form of acquisition, L, subject to some limita-
tions, could cause K to terminate its pension plan. The termination
would enable L, directly or indirectly, to obtain the $100 million. It
could be used to assist L in paying for the acquisition, for general
corporate purposes, or for any other purpose. While the $100 mil-
lion would be included in the gross income of K upon termination
of the plan, any net operating losses and loss carryovers of K could
be used to offset that income. A nondeductible 15-percent excise tax
would also apply to the reversion.

If K's current management wanted to prevent an acquisition, it
might terminate the plan itself and make use of the proceeds. K
might be a less attractive takeover candidate in that event, for it
would not have $100 million in readily available cash as an induce-
ment to a potential acquiror.

This utilization of excess pension assets is not peculiar to a lever-
aged buyout, but is potentially available in any takeover or merger
transaction, In addition, any pool of liquid assets, not just excess
pension assets, would be attractive to potential acquirors.

2. Employee stock ownership plans (ESOPs)

A leveraged ESOP can be used by an emFloyer as a technique of
finance to obtain funds for working capital or plant expansion, or
as a means of financing a leveraged buyout. Use of this financing
technique can result in a lower cost of borrowing than would be
available if conventional debt or equity financing were used. In a
typical transaction, the employer enters into a contract with the

P to sell the ESOP a specified number of shares of its stock.
The ESOP borrows the funds needed to purchase the shares from a
bank or other lender and pays them to the employer in exchange
for the stock. In subsequent years, the employer makes tax-deducti-
ble cash contributions to the ESOP in the amount necessary to am-
ortize the loan principal and interest payments thereon.

A leveraged ESOP may be used not only to provide the companir
with working capital but also to finance an acquisition of the stoc
or assets of another corporation. In a typical case, a leveraged
ESOP maintained by the acquiring corporation or its subsidiary
borrows funds in an amount equal to the amount needed to acquire
the target corporation. The proceeds of the loan are used to pur-
chase employer securities from the employer. The employer (or the
subsidiary) then uses the proceeds of the sale to purchase the stock
or assets of the taox;get company.

One variation of this leveraged-ESOP financing technitﬁre is for
the employer to purchase target stock, either directly or through a
subsidiary, using funds borrowed from a financial institution or
other lender. Once the acquisition has been completed, the newly
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acquired subsidiary establishes a leveraged ESOP. The ESOP bor-
rows money and purchases stock in the subsidiary from the subsidi-
ary (or from the acquirinfg corporation). The acquiring corporation
then uses the proceeds of this sale to pay off the original acquisi-
tion loan. The subsidiary makes annual, deductible contributions
sufficient to amortize the ESOP loan and pay interest.

Recently, leveraged ESOPs have been used in some situations to
thwart hostile corporate takeover attempts. Leveraged ESOPs have
also been used to accomplish leveraged buyouts by persons desiring
to take the company private.

The establishment of an employee stock ownership plan (ESOP)
may reduce the costs of financing a leveraged buyout, as evidenced
by the following example.

Example ITI-E

Partnership R purchases Target Company X for $3.0 billion, fi-
nanced by $2.4 billion of debt and $600 million of %1313' capital. As
part of t{e buyout ment, X establishes an ] for its em-
ployees. X borrows $250 million from a commercial lender and se-
cures the loan by mortgages and asset pledges. X then lends $250
million to the P on substantially the same terms as the terms
of X’s loan from the commercial lender. The ESOP uses the loan

to purchase $250 million of X’s stock.

The ESOP pays off the loan with contributions made by X in sub-
se%uent years. Such contributions will equal the annual principal
and interest payments required by the P on the loan from X.
As the ESOP makes such loan payments, X uses the pagments to
satisfy its repayment requirements to the commercial lender.

Under present law, the contributions of X to the ESOP, which
equal the principal and interest payments on X’s loan to the ESOP,
generally are deductible under the rules governing deductions for
contributions to q)tialiﬁed pension plans. Consequently, if an ESOP
is established by X, X may deduct both the principal and interest
payments on its loan. This result can be illustrated by comparing

the following 2 cases:

Cage 1 .——ﬁ borrows $250 million from lender A. Only the interest
on X's payments to A are deductible.

Case 2—X establishes an ESOP, which borrows $250 million
from lender A and uses the proceeds to purchase capital stock from
X. X’s payments to the ESOP equal the principal and interest pay-
ﬁents on the ESOP’s loan from A. X’s payments are fully deducti-

e

In case 2, X has, in effect, borrowed $250 million from a lender
and gets the benefit of a full deduction for its loan repayments. A
further advantage of the use of an ESOP in the buyout of X is the
special interest exclusion allowed under present law (sec. 133). The
commercial lender who loans $250 million to X is entitled to ex-
clude from gross income 50 percent of the interest it receives on
the loan. Typically, this tax benefit is passed on partially to the
borrower in the form of a reduced cost of borrowing (i.e., a lower
interest rate on the loan).

A potential disadvantage of the use of an ESOP in this case is
that the employees of X will receive an equity interest in X. As the
ESOP loan is repaid, the stock of X purchased by the ESOP will be
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allocated to the accounts of the ESOP participants. Thus, the own-
ership of the shares acquired through the ESOP ultimately will be
transferred to the ESOP participants. The advantages of using the
ESOP to finance a leveraged buyout or other transaction may not
onlxtweigh the disadvantage of transferring equity interests to em-
ployees.

Actual transactions

Leveraged ESOPs have been used in a variety of corporate fi-
nancing transactions. For example, the Proctor and Gamble Com-
pany plans to add $1 billion (financed by debt) to its existing ESOP
(thereby giving the ESOP a 20-percent interest in the company’s
common stock) in a transaction designed to provide substantial tax
benefits and to offer a shield against a threat of hostile takeover.
Similarly, the recent establishment of the J.C. Penney Company
ESOP is widely viewed as an effort to deter a hostile takeover.

Leveraged ESOPs have also been used to accomplish leveraged
buyouts by persons desiring to take a company private. The lever-
aged ESOP of Parsons Corporation accomplished such a result.

A more complete description of some of these transactions is con-
tained in Part I1.C. of this pamphlet.



IV. POLICY ISSUES

The recent wave of debt-financed mergers and acquisitions, both
friendly and hostile, and the significant changes in patterns of cor-
porate financing and distributions raise a number of public policy
issues, including: (1) does the tax system encourage corporate debt
financing relative to equity financing; (2) do leveraged buyouts in-
crease economic efficiency or do they merely transfer wealth; (3)
does the growth in corporate debt finance threaten macroeconomic
stabili:r, (4) does increasing leverage place additional demands on
Federal guarantees of the financial system; and (5) does the role of
ESOPs and tax-exempt institutions in these transactions reflect
sound social policy?

A. Tax Advantage of Debt Versus Equity

The total effect of the tax system on the incentives for corpora-
tions to use debt or equity depends on the interaction between the
tax treatment at the shareholder and corporate levels.

The case of no income taxes.—In a simple world without taxes or
additional costs in times of financial distress, economic theory sug-
gests that the value of a corporation, as measured by the total
value of the outstanding debt and equity, would be unchanged by
the degree of leverage of the firm.8® This conclusion explicitly rec-

izes that debt issued by the corporation represents an owner-
ship right to future income of the corporation in a fasghion similar
to that of equity. In this simple world there would be no advantage
to debt or to equity and the debt-equity ratio of the firm would not
affect the cost of financing investment.

Effect of corporate income tax

Tax advantages

Taxes greatly complicate this analysis. Since the interest expense
on debt is deductible for computing the corporate income tax while
the return to equity is not, the tax at the corporate level provides a
strong incentive for debt rather than equity finance.

The advantages of debt financing can be illustrated by comparing
two corporations with $1,000 of assets that are identical except for
financial structure: the first is entirely equity financed; while the
second is 50-percent debt financed. Both corporations earn $150 of
operating income. The all-equity corporation pays $51 in corporate
tax and retains or distributes $99 of after-tax income ($150 less

** Franco Modigliani and Merton Miller, “The Coet of Ca&tal, Corporation Finance, and the
Theory of Investment,” American Economic Review, June 1958, pp. 261-297. Updated versions of
AR 2, e B i e e e, Lot et
P o en “Comment on igliani-Miller ions,”
Jogzal of Economic Perspectives, Fall 1988, pp. 127-183, for a nontechnical di of
PO

(63)
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$51). Thus, as shown in Table IV-A, the return on equity is 9.9 per-
cent ($99 divided by $1,000).

Table IV-A.—~Effect of Debt Financing on Returns to Equity

Investment
50-percent
All-equity
Ttem corporation  debl-financed
Beginning Balance Sheet:
Total assets... . $1,000 $1,000
Debt 0 500
Shareholders’ equity .......cccovnnerervrinnenne 1,000 500
Income Statement:
Operating INCOME ....curveverreerrerrecrnrrrrensons 150 150
Interest eXpense.........ovrvcrercerirnenerveons 0 50
Taxable InCome.......cccervermrrerrerrrearecerarsons 150 100
Income tax .....ccocverencvnnenne . 51 34
Income after corporate tax.........eeeerrene 99 66’
Return on Equity * (percent)...........cooevrvninas 9.9 13.2

!Return on equily is computed as income after corporate fax divided by
beginning shareholders’ equity.

The leveraged corporation is financed by $500 of debt and $500 of
stock. If the interest rate is 10 1percem:, then interest expense is $50
(10 percent times $500). Taxable income is $100 after deducting in-
terest expense. The leveraged corporation is liable for $34 in corpo-
rate tax (34 percent times $100) and distributes or retains $66 of
after-tax income ($100 less $34), Cons%qhuently, the return on equity
is 13.2 percent ($66 divided by $500), Thus, as shown in Table IV-A,
increasing the debt ratio from zero to 50 percent increases the rate
of return on equity from 9.9 to 13.2 percent.

This arithmetic demonstrates that a leveraged corporation can
generate a higher return on equity (net of corporate income tax)
than an unleveraged company or, equivalently, that an unlever-
aged company needs to earn a higher profit before corporate tax to
provide investors the same return net of corporate tax as could be
obtained with an unleveraged company. More generally, the return
on equity rises with increasing debt capitalization so long as the in-
terest rate is less than the pre-tax rate of return on corporaie
assets. This suggests that the e creates an incentive to raise the
debt-equity ratio to the point where the corporate income tax (or
outstanding equity) is eliminated.

Costs of financial distress

With higher levels of debt the possibility of financial distress in-
creases, as do the expected costs to the firm which occur with such
distress. These additional costs include such items as the increase
in the costs of debt funds; constraints on credit, expenditure or op-
erating decisions; and the direct costs of being in bankru%tcy.
These expected costs of financial distress may, at sufficiently high
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debt-equity ratios, offset the corporate tax advantage to additional
debt finance.

Effect of shareholder income tax

The above analysis focuses solely on the effect of interest deduct-
ibility at the corporate level. Shareholder-level income taxation
may offset to some degree the corporate tax incentive for corporate
debt relative to equity.

Shareholder treatment of debt and equity

The conclusion that debt is tax favored relative to equity re-
mains unchanged if interest on corporate debt and returns on
equity are taxed at the same effective rate to investors. In this
case, the returns to investors on both debt and equi\:,iy are reduced
groportionately by the income tax; the advantage to debt presented

y corporate tax deductibility remains. One noteworthy exception
exists if the marginal investments on both debt and equity are ef-
fectively tax-exempt.?® Given the previously documen impor-
tance of tax-exempt pension funds in the bond and ‘equity markets,
thhlls tt):ase may be of some importance (See Part L.B. of this pam-
phlet).

Shareholder level tax treatment of equily

In general, returns to shareholders and debtholders are not taxed
the same. Although dividends, like interest income, are taxed cur-
rently, equity income in other forms may reduce the effective in-
vestor-level tax on equity below that on debt. First, the firm may
retain earnings and not pay dividends currently. In general, the ac-
cumulation of earnings by the firm will cause the value of the
firm’s shares to rise.?® Rather than being taxed currently on corpo-
rate earnings, a shareholder will be able to defer the taxation on
the value of the retained earnings reflected in the price of the
stock until the shareholder sells the stock. Thus, even though the
tax rates on interest, dividends, and capital gains are the same, the
ability to defer the tax on returns from equity reduces the effective
rate of individual tax on equity investment below that on income
from interest on corporate debt.??

. Other aspects of capital gain taxation serve to reduce further the
individual income tax on equity. Since tax on capital gain is nor-
mally triggered after a voluntary recognition event (e.g., the sale of
stock), the taxpayer can time the realization of capital gain income
when the effective rate of tax is low. The rate of tax could be low if

8¢ Merton Miller and Myron Scholes (“Dividends and Taxes,” Journal of Financial Economics,
1978, pp. 833-3684) augyt that certain nuances of the Tax Code may render otherwise taxable
investors untaxed on the in between interest and equity. For example, if & taxpayer has
investment interest expense that cannot be deducted because it e current investment
income to the taxpayer, any additional dividends is effectively sheltered from tax by additional
interest deductions, Daniel eenbe%&‘Does the Investment Interest Limitation Explain the Ex-
istence of Dividends? Journal of Financial Economics, 1981) presents evidence that this argu.
ment was unlikely to be iroportant for most individual investors. However, the reduction in the
dedu:ubﬂlty of consumer interest by the 1386 Act may increase the plausibility of this argu-
ment.

* Alan Auerbach (“Wealth Maximization and the Cost of Capital,”” Quarterly Journal of Eco-
nomics, 1979, pp. 488-500) argues that, for mature firms, that a dollar of retained earnings will
cause the value of the firm to increase by less than a dollar.

°! Before the 1986 Act, the 60-percent capital gain exclusion caused a further reduction in the
effective rate of tax on equity investment.



56

the taxpayer is in a low or zero tax bracket because other income
is abnormally low, if other capital losses shelter the capital gain, or
if changes in the tax law cause the statutory rate on capital gains
to be low. Perhaps most important, the step up in the adjusted tax
basis of the stock upon the death of the shareholder may permit
the shareholder’s heirs to avoid tax completely on capital gains.
For all these reasons, the effective rate of tax on undistributed
earnings may be already quite low.

Corporations can distribute their earnings to owners of equity in
forms that generally result in less tax to shareholders than do divi-
dend distributions. Share repurchases have become an important
method of distributing corporate earnings to equity holders. When
employed by large publicly traded firms, repurchases of the corpo-
ration’s own shares permit the shareholders to treat the distribu-
tion as a sale of stock (i.e., to obtain capital gain treatment, and
recover the basis in the stock without tax).?2 The remaining share-
holders may benefit because they have rights to a larger fraction of
the firm and may see a corresponding increase in the value of their
shares.?8 Thus, less individual tax will generally be imposed on a
$100 repurchase of stock than on $100 of dividends. In addition,
share repurchases allow shareholders to choose whether to receive
corporate distributions by choosing whether to sell or retain shares,
so as to minimize tax liability, ?+

Acquisitions of the stock of one corporation for cash or property
of another corporation provides a similar method for distributing
corporate earnings out of corporate solution with less shareholder
tax than through a dividend. The target shareholders generally
treat the acquisition as a sale and recover their basis free of tax.
For purposes of analyzing the individual tax effect of corporate
earnings disbursements, this transaction can be thought of as
equivalent to a stock merger of the target with the acquiror fol-
lowed by the repurchase of the target shareholders’ shares by the
resulting merged firm. The result is similar to the case of a share
repurchase in that cash is distributed to shareholders with less
than the full dividend tax, except that two firms are involved in-
stead of one.

Since dividends typically are subject to more tax than other
methods for providing returns to shareholders, the puzzle of why
firms pay dividends remains. Because dividends are paid at the dis-
cretion of the firm, it appears that firms cause their shareholders
to pay more tax on equity income than is strictly necessary.®®

** Sec. 302 m the treatment of stock redemptions and may cause some repurcheses to be
treated as div 5

*21f a dollar of repurchases by the firm reduces the value of the equity by one dollar, the
remaining sharcholders are no worse off; if the re hase reduces the value by less than a
dollar (perhaps because the normally higher sharenolder tax on dividends is avoided) the re-
maining shareholders are made better off, See, Auerbach, supra.

_?¢ Bome have proposed that the taxation of share repurchases follow the taxation of dividend
digtributions at the investor level. One method by which this could be done is to treat the repur-
chase a8 a pro rata dividend to all shareholders followed by a pro rata sale of shares of the
selling shareholders to the remaining shareholders. See, Chirelstein, “Optional Redemptions and
8 txso)nal Dividends: Taxing the Repurchase of Common Shares,” 78 Yale Law Journal 739

93 The trends outlined in Part LA demonstrate that corporations are shifting away from divi-
dends as the predominant method for distributing income.
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Until a better understanding of corporate distribution policy exists,
the role of dividend taxation on equity financing decisions remain
uncertain.

To summarize, although the current taxation of dividends to in-
vestors is clearly significant, there are numerous reasons why the
overall individual tax on equity investments may be less than that
on interest income from debt. Since the effective shareholder tax
on returns from equity may be less than that on debt holdings, the
shareholder tax may offset some or all of the advantage to debt at
the corporate level.

Interaction of corporate and shareholder taxation

With shareholders in different income tax brackets, high tax rate
taxpayers will tend to concentrate their wealth in the form of
equity and low tax rate taxpayers will tend fo concentrate their
wealth in the form of debt. The distribution of wealth among inves-
tors with different marginal tax rates affects the demand for in-
vestments in the form of debt or equity. The interaction between
the demand of investors, and the supply provided by corporations,
determines the aggregate amount of corporate debt and equity in
the economy.

At some aggregate mix between debt and equity, the difference
in the investor-level tax on income from equity and debt may be
sufficient to offset completely, at the margin, the apparent advan-
tage of debt at the corporate level. Even if the difference in inves-
tor tax treatment of debt and equity is not sufficient to offset com-
pletely the corporate tax advantage, the advantage to debt may be
less than the corporate-level tax treatment alone would provide.

Some believe that, because the top personal tax rate was reduced
below the top corporate tax rate in the 1986 Act and because the
share of wealth held by tax-exempt entities is substantial, the tax
advantage of debt at the corporate level outweighs its disadvan-
tages to investors.?® They would argue that changes in tax law
have provided the motive force in the drive toward higher leverage.
However, given that the observed changes in corporate financial
behavior began well before 1986, the changes due to the 1986 Act
may be of relatively little importance in determining changes in le-
verag:: and acquisition behavior. The individual rate reductions in
the Economic Recovery Tax Act of 1981, some respond, started the
shift toward more debt in corporate structures and the 1986 Act
merely provided another push in that direction.

Implications for policy

The analysis above suggests that any policy change designed to
reduce the tax incentive for debt must consider the interaction of
both corporate and shareholder taxes. For example, proposals to
change the income tax rates for individuals or corporations will
change the incentive for corporate debt. Likewise, proposals to

¢ Merton Miller, “The Modigliani-Miller Propositions After Thirty Years,” Journal of Eco-
nomic Perspectives, Fall 1988, pp. 99-120. Also see the discussion of corporate integration in part
V.A.l of this pamphlet, infra, for a numerical analysis of various poesible total tax effects and
the effect of Tax Reform Act of 1986.
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change the tax treatment of tax-exempt entities may alter the ag-
gregate mix and distribution of debt and equity.

In addition, proposals to reduce the bias toward debt over equity,
for example, by reducing the total tax on dividends, must confront
the somewhat voluntary nature of the dividend tax. Since the pay-
ment of dividends by corporations generally is discretionary and
other means exist for providing value to shareholders with less tax,
corporations can affect the level of shareholder level tax incurred.
Until a better understanding of the determinants of corporate dis-
tribution behavior exists, the total impact of policies designed to
reduce the bias between debt and equity are uncertain.

B. Corporate Restructurings and Economic Efficiency

While the actions of those involved in leveraged buyouts and
other dramatic restructurings have generated much publicity, the
economic impact of the transactions is more difficult to evaluate
and quantify. One thing appears clear in leveraged buyouts: the
target shareholders receive a premium, often substantial, above the
price of the company’s shares which prevailed previously in the
market.®? The source of this increase in value is important in eval-
uating the social desirability of these types of corporate restructur-
ings.

1. Sources of value in leveraged buyouts and structurings

a. Taxes

One explanation for at least part of the increase in the value of
corporations involved in leveraged buyouts appears to be the reduc-
tion in future corporate taxes arising from the increased amount of
deductible interest. Other sources of tax benefits include, for exam-
gle, those obtained through contributions to ESOPs and increased

epreciation deductions.

e evidence suggests that firms that have undergone a lever-
aged buyout pay very little corporate tax, at least for some period,
after the buyout. The present value of the corporate tax savings
may account for a substantial portion of the premium paid by the
acquiror. One study of 76 management buyouts in the 1980’s, esti-
mated that the present value of corporate tax savings obtained
through increased interest deductions accounted for nearly all of
the buyout premium (on average) if the level of debt were main-
tained permanently, and over a third of the premium (on average)
if the debt were repaid over an 8-year period.?® Another study of
93 buyouts between 1982 and 1986 estimated that the median value
of the corporate tax savings due to increased interest deductions
ranged between 50 percent to 90 percent of the premium paid in
the buyout.®® In addition, nearly half of firms in the first and

*7 A typical premium is more than 40 percent of the existing stock price. See Steven Kaplan,
“Management Buyouts: Efficiency Gains or Value Transfors,” Center for Research in Security
Prices, Graduate School of Business, University of Chicago, Working Pa&er #244, 1988,

%8 Steven Kaplan, “Management Buyouts: nce on Taxes as a Source of Value,” Center
fl';:r Ru;a&%h 11388 Security Prices, Graduate School of Business, University of Chicago, Working

aper . X
¥ Katherine Schipper and Abble Smith, “Corporate Income Tax Effects of Management
Buyouts,” University of Chicago, unpublished, 1988,
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second full years after the buyout, in one study, paid no corporate
tax, compared to less than 15 percent of the firms before the
buyout.19° Also, the average ratio of Federal taxes to a broadly de-
fined measure of operating income was substantially less after the
buyout than before. This evidence suggests that corporate tax sav-
ings may account for a large part of the observed premium paid in
leveraged buyouts.

As discussed above (Part IV.A), increases in taxes at the share-
holder level are likely to offset, at least in part, the reductions in
taxes at the corporate level, to the extent taxes on interest pay-
ments may be greater than taxes on dividends and ongoiniecapital

ains of tﬁe displaced equity. Also, capital gains tax may be owed

y shareholders in the buyout transaction which initially may
offset a portion of the value of the corporate tax savings. Both the
changes in shareholder-level tax and the reductions in the cor
rate-level tax may be reflected in the value of the firm. Thus, dis-
entangling the total effects of taxes on firm values may be difficult.

b. Transfers of wealth

Other sources of value may be generated in buyout transactions
by transferring wealth from other stakeholders in the firm. Some
argue that pre-buyout debtholders have a portion of the value of
their assets taken by the acquiror and existing shareholders be-
cause the debt they hold is less creditworthy after the buyout than
before. The existing bondholders in the RJR/Nabisco leveraged
buyout have filed a lawsuit based on this argument.!°! However,
one study found little evidence that a substantial amount of value,
relative to the premium amount or the value of the debt, is trans-
ferred from old bondholders in a typical buyout.!°2

Similar arguments can be made concerning the employees of a
firm. If the acquiror of a company can successfully reduce compen-
sation to employees, then gains reflected in the premium paid to
shareholders merely represent transfers from the employees,1°?
Ways in which this can be done include renegotiating contracts;
firing redundant layers of management; deunionizing a workplace;
reneging on implicit promises to pay retiree health benefits; and by
cashing out overfunded pension plans the assets of which may have
gone to pay higher pensions to employees in the future.

Management buyouts, in particular, raise the possibility that
managers might use detailed information about the firm in order
to approlyriate gains for themselves in the resulting buyout compa-
ny.1%% Under this hypothesis, the market has undervalued the

160 Kaplan, “Management Buyouts: Bvidence on Taxes as a Source of Value,” supra.

191 The $5 billion of RJR Nabisco bonds outstanding lost around 20% of value during the
b}:ﬁ:)z: battle. Metropolitan Life and other bondholders have sued the ma ment for damages.
“ Greed, Good Business—or. Both?” Fortune, January 2, 1989, pp.

102 Marais, Schli})per. and Smith, “Wealth of Private on Senior Securities,”
Working Paper, University of Chicago, 1988. The largest that an announcement of a
buyout on traded bonds had in their sample waa a 7 percent decline in value of the bonds. In
terms of the jum in a typical buyout, this would imply s maximum effect of approximately
3 percent of refmminm.

102 See Andrei Shleifer and Lawrence Summers, “Breach of Trust in Hostile Takeovers,” in
Alan Auerbach, ed., Co;ﬁmte Tukeovers: Causes and Consequences, Chicago: University of Chi-
cago Press, 1988, pp. 33-56.
°‘51§ Lowenstein, “No More Cozy Management Buyouts,” Horvard Business Review, 1986, pp.
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stock of the existing firm. Management, with superior information,
arranges a buyout to exploit this undervaluation, passing some of
the value to existing shareholders through the takeover premium,
and obtaining control of the corporate assets for less than their
true value. Others suggest that, once the bid becomes public, there
is very little useful information available to the management that
is not available to other potential acquirors. Thus, the management
is unable to appropriate the value of the firm for themselves.

¢. Efficiency gains of leveraged capital structures

Managerial incentives.—Some argue that buyouts and other caF-
ital restructurings generate real efficiency gains instead of mere
transferring value from the Federal Treasury or other stakehold-
ers. One way this could occur is if the buyout more closely aligns
the incentives of the managers with those of shareholders. The
larger the share of equity which managers control after the
buyout, the greater the financial incentive for management to act
in the best interests of all shareholders. Also, because there are
fewer shareholders, shareholders and the board of directors are
better able to monitor the actions of management to assure that
they maximize shareholder value. Under this view, leveraged
buyouts provide an exceptionally effective method for aligning the
interests of management with the long-term interests of the firm
and its shareholders.

A related argument is that management often squanders the full
value of the firm through “pet projects,” inefficient investment,
and management perquisites. High levels of interest payments bind
the management to pay out correspondingly high levels of operat-
ing income and thereby reduce the ability of management to
squander the free cash flow generated by the firm.

A highly leveraged capital structure may force management to
sell off underperforming divisions to those who can operate them
more efficiently or cut back on unprofitable capital or research ex-
penditures.?°5 This reasoning provides a justification for the exten-
sive divestitures which occur after some leveraged buyouts; the ex-
isting management team or corporate structure is unable to maxi-
mize the value of existing assets and must sell them to firms which
can utilize the assets more effectively. Critics of leveraged buyouts
argue instead that highly leveraged firms are forced to conduct a
fire sale of their more valuable assets in order to meet the interest
payments to their creditors. Others argue that firms are more valu-
able broken apart either because management is unable to manage
the various assets effectively or because the market is unable to
recognize the value of the individual parts. Some leveraged
buyouts, under this view, are able to recognize the full value in the
corporate assets by selling off the various corporate parts.

e direct evidence on whether leveraged buyouts increase oper-
ating efficiency is limited. One study of leveraged buyouts finds in-
creases in measures of operating income and net cash flows after

198 Allen Jacobs (“The Agency Cost of Corporate Control: The Petroleum Industry”, Massa-
chusetts Institute of Technology, 1986) presents evidence for the application of this tfreory to
restructurings in the petroleum industry in the early 1980s.
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the leveraged buyouts.}°® In contrast, another study finds no evi-
dence of increased profitability in acquired businesses. However,
this last study is based on older data which did not include lever-
aged buyouts, 107

Research and capital expenditures.—~Many analysts argue that
highly leveraged firms become preoccupied with meeting debt serv-
ice payments and sacrifice long-term growth for short-term savings.
For example, debt-laden firms may reduce their research and de-
vel:fment and capital expenditures since such reductions have
small adverse effects on current revenues and free up current cash
flow for interest payments. Critics of leveraged buyouts argue that
reductions in research and capital expenditures will lead to lower
productivity igrowt.h in the economy. Indeed, if long-term projects
provide benefits which are not appropriable to the firm, it may be
socially desirable for even unprofitable projects to be retained.

Proponents argue that leveraged buyouts may increase efficiency
in the corporate sector even if highly leveraged firms reduce cap-
ital and research expenditures. Leveraged buyouts channel excess
cash out of mature industries with relatively few investment oppor-
tunities, via interest payments, to other sectors of the economy
with more productive investment opportunities. Furthermore, ex-
penditures on capital and research in highly leveraged companies,
although perhaps at lower levels, may be more efficient. Thus, even
if firms involved in leveraged buyouts reduce research and capital
spending, the level and efficiency of aggregate research and invest-
ment may increase as a result of leveraged buyouts.

In general, the managers of a highly leveraged corporation ma;
have the incentive to engage in risky investments, such as researc
activities, because the risk of failure will fall on the debtholders
while the equity holders obtain large benefits if the project is suc-
cessful. Proponents of leveraged buyouts generally contend that
this incentive is lacking in a typical buyout company because the
goals of creditors and shareholders are more closely aligned than
with other highly leveraged corporate structures.

While there are examples of highly leveraged firms which have
reduced research efforts, the evidence of the effects on the economy
are less clear.!°® One study of leveraged buyouts finds reduced cap-
ital expenditures by the firms involved after a leveraged buyout.*°?
A study of over 300 acquisitions (but no leveraged buyouts) con-
cludes that the results provide “very little evidence that acquisi-
tions cause a reduction in R&D spending. In the aggregate the
firms involved in mergers were in no way different in their pre-
and postmerger R&D performance from those not so involved.” 110

. 1o¢ Kaplan, "Mnna?ement Buyouts: Efficiency Gains or Values Transfers?”’ supra. All such
indicators, like those for capital expenditures, are often difficult to interpret because of account-
:ng chatr'lges and the major asset restructurings that may be involved during or after these
ransactions.

197 David Ravenscraft and F.M. Scherer, Mergers, Sell-offs, and Economic Efficiency, Wuhinﬁ-
ton: Brookings Institute, 1987. The interpretation of aoeountinf data in oomparilﬁlthe profitabil-
ity of a business before and after an acquisition is difficult and potentially misle ’ngW

108 See, for an example, “Impact on R&D is Newest Worry About LBOs,” The Washington
Post, December 12, 1988, p. H1.

199 Kaplan, “Management Buyouts: Efficiency Gains or Value Transfers?”’ supra.

110 Bron H. Hall, “The Effects of Takeover Activity on Corporate Research and Develop-
ment,” in Alan J, Auerbach, ed., Corporate Takeovers: Causes and Consequences, University of
Chicago Press, 1988, p. 93.
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None of these studies address the impact on the aggregate level or
e soct of hagh leveroge.—The ts about rial ef
effect of hi ve e nts about manage ef-
ficiency suggest ‘tiat h:grla)f; leverag“cr:;:ital structures provide a
tighter alignment of managerial and shareholders interests that
creates efficiency gains to the firm and the economy. There ap-
pears little reason, however, for deductible interest payments to be
a prerequisite for achieving these outcomes. Presumably, capital
structures that obtain the same reported efficiency gains as found
in a leveraged buyout could be developed using similar forms of
equity, such as cumulative g_referred stock, instead of debt, in order
to encourage these more efficient capital structures. Nevertheless,
if the efficiency gains are large, it may be desirable to permit the
use of debt, even if tax deductible, to encourage these transactions.
Conversely, these same arguments suggest that, where the com-
position of the shareholders is not much changed or debt and
equity are not concentrated in the hands of those who can provide
managerial oversight, the efficiency gains for restructuring may be
limited. This argument implies restructurings less extensive
those which occur in most leveraged buyouts (e.g., extraordinary
distributions or share repurchases discussed in Parts IILA. and B.)
may have less potential to generate efficiency gains, and any bene-
fits to the firm are more likely to come purely from tax effects.

2. Effects on firms not directly involved in buyouts

The growth in leveraged buyouts and hi%hly leveraged capital
structures may have impacts on firms which are not actively in-
volved in these transactions. The development of highly leveraged
firms may shift the allocation of ca;iital toward firms which can be
more cheaply and easily leveraged. It is often assumed that desira-
ble leveraged buyout candidates are stable firms with a reliable
cash flow available to meet the uired interest payments. As
funds shift toward these firms, capital may be allocated aweag from
riskier investments. Indeed, if debt is truly tax advantaged, then
the cost of funds may be reduced for industries which can support
high leverage. Less stable industries then would face a relatively
higher cost of capital.

veraged buyouts, and other restructurings, may benefit other
corporations by releasing investment funds for their use. If these
restructurings occur in mature industries with few investment op-
portunities, they may discourage investment and research in these
industries. Other, more dynamic industries would now find a great-
er supply of funds available for their investment projects.

The ih:g to use high levels of debt has made it ible for rel-
atively s organizations and groups to bid for and acquire larger
firms. This may serve to encourage the existing management of po-
tential ets to manage more effectively in order to avoid being
acquired. existence of potential acquirors may act as a disc1-
plining device on all management for the efficient administration
of corporate assets. This argument provides that acquisitions, par-
ticularly hostile ones, or at least the potential threat of takeovers,
can increase operating efficiency in the economy. )

Others believe that the existence of these potential acquirors has
forced management to ignore long-term goals in order to please the
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short-term demands of investors. The ability of potential acquirors
to borrow large sums to mount an acquisition attempt, it ig argued,
has forced managers to engage in unproductive defensive behavior
of which the primary goal 18 fo avoid being acquired.?!!

C. Risks of Excessive Corporate Debt

1. Implication of excessive debt for financial stability and eco.
nomic growth

Overview

Increased corporate indebtedness potentially has significant im-
plications for the financial health of investors and issuers of the

ebt as well as for the economy as a whole. Corporate issuers with
increased indebtedness must devote larger proportions of earnings
and cash flow to interest payments. If leverage ratios are high, and
if sales decline or expenses increase, firms may be forced to sell
assets, reduce wage costs, or reduce capital and research expendi-
tures. If such actions are insufficient to restore liquidity, debt re-
structuring or bankrugtcy can result. Furthermore, losses incurred
by investors holding the corporate debt of troubled firms could ad-
versely affect their own balance sheets. If bankruptcies and debt
restructurings are greater than expected, the negative effects could
extend beyond distressed lenders and borrowers and reduce em-
ployment, income and growth in the economy as a whole. However,
increased corporate indebtedness and even increased rigk are not
necessarily adverse developments, and there is by no means con-
sensus among experts about the significance of increased debt.
Some consider it an impending crisis; others consider it to be just
one more aspect of financial innovation; yet others consider it as
ultimately improving economic efficiency.

Recent concern with rising levels of corporate debt

Like household and Federal debt, debt of nonfinancial corporate
business has Tﬁrm faster than gross national product in each year
since 1984. The growth of corperate debt has been highlighted by
the highly visible rise in takeover-related debt, even though debt
used in takeovers has been a small fraction of so-called “junk”

-bonds, and an even smaller portion of total cormte issues. 112
her corporate leverage is noted by the Federal rve Board in
both of its 1988 Monetary Reports to Congress:

The nonfinancial corporate sector remained highly lever-
:ged and thus potentially vuinerable to adverse changes in
e economic and financial environment.118 |, .

111 Gregg Jarrell, James Brickglseg. and Jeffrey Netter (“The Market for Corporate Control:
The Empirical Evidence Since 1980, Journal of Economic Perspectives, Fall 1 gﬁi 49-68),
however, summarize evidence which s that defensive actions which limit the ability to be

nired wi older intervention reduce the value
ae?red'thoutshamhlde'te tion reduce the value of firm.

12 Bacause of differences in definitions of debt related to mergers and leveraged buyouta, esti-
mates of the percentageu of %unk bonds related to mergers and leveraged bufouu vary. For 1884,
estimates range from 11 to 21 percent, and for 1985, estimates range from 19 to 31 percent. The
Federal Reserve Board estimates that in 1984, 41 percent of all i‘unk bonds were related to merg-
ers and acquisitions in some way. See Robert A, Taggert, ‘"Junk’ Bond Market's Role In Financ-

ers,” in Alan J. Auerbach, ed. Mergers and Acquisitions, University of Chicago Press,

1988,
113 Federal Reserve Board, “Monetary Policy Report to Congress,” Federal Reserve Bulletin,
Vol. 74, No. 8, August 1988, p. 581. i i
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[Blusinesses have added g;eatly to their leverage in recent
years. Many companies have dramatically increased their
leverage through debt-financed merger, buyout, and share

retirement activity. . . . A downturn in earnings would
place serious debtservicing strains on many individual
firmsg, 114

Debt-equity ratios

Notwithstanding the rise in the absolute level of corporate debt,
debt-equity ratios do not provide a clear indication of increased fi-
nancial stress or bankruptcy risk in the corporate sector. As shown
in the second column of Table IV-B, the ratio of the book value of
outstanding debt to the book value of equity has increased steadily
throughout the 1980s. This ratio is now at a level exceeding its pre-
vious peak in the early 1970s. However, book values of equity do
not embody expectations about future profitability, and therefore
do not take into account the stock market’s evaluation of the corpo-
rate sector’s ability to repay debt.

114 Federal Reserve Board, “Monetary Policy Report to Congress,” Federal Reserve Bulletin,
Vol. 74, No. 3, March 1088, p. 162. PO
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Table IV-B.—Debt-to-Equity Ratios of Nonfinancial Corporations,

1962-1988
[Percent]
Ratlo of debt  Ratio of debt
End of period to equitir to equity
(book) (market) *

1962t avaereesssrsssassssorsssssesses 38.0 42.1
LOB4.....ocrevevrrvrevrereresercesemsarnassssrssrsssesassrssnseyases 40.1 318
1966....c..coccrmmercrvenees cvrrenreerareasraes 42.7 32.2
1968......oocercrrrercercncrrerrssecreracres rerrvressaseneiesterens 45.2 35.4
1970 ceceeeerrneracanns rereeraverresraneassessensrarsarsesaree 45.9 477
1971 cviverrcersreermrserassereessstsnvasssasssssossasnsessarass 45.1 46.5
LGT2 e ceeerrnecrcerennrsseesssresnereereneseranas 44.8 45.2
TOTB.cc e crerernressnetirennscessrsemesessmssessasrorsnsssnses . 45.7 62.6
1974............ rereneresesnsssernsnans vrrerarseraresaransesassnssanntes 39.6 88.9
1975, rcvirenresssinne imssssssraseaseerarae esrensaenrrestraens 36.5 69.8
1976.......... verversesastsassrresssanessaaerenens vernevsnaesreeares 35.4 1.0
1977.......... revereenerasaserneartans 35.9 815
L1978 ccrrrerrrres et ssibs s sssrssssssasvasrerenss 843 83.8
1979 evcnes ebeenvrnsersseneshsvarrereasene 32.17 725
1980 cicrrevvresernrernstestraresssararesensessosersassrns 30.5 54.0
1981..ecreeriernrrserenrvossereressens veeerrerereeensensaraeraaran 30.3 63.0
1982t s snsnsas 304 63.4
1983 e eveererserassssonases 31.3 56.5
1984 e ersesersesnanes 35.2 67.2
1985, creeeiecerrmrssrsinrerssrsessrasssesseseessssrsesnssorasens 38.5 62.5
1986.......cc.e.... . 428 61.7
1987 ..o enessessaansasaveess resnesienaene 46.0 65.3
1988-Q8....... reteserresnesnesrasas . N.A 69.6

Averages:
1OTITE cciicrvrisvssnsrvrsrreerssersoscrnsesssessannss 42.3 62.6
1976-80 ...oovrvrcrecerreercensrernisinnes . 33.8 72.5
1981-85..... vrores 33.1 682.5
198888 .....ooomreerrnresstesesnrenrensssessrserens 44.4 65.5

! Debt is valued at book, and equity is balance sheet net worth with tangible
assets valued at replacement cost. All annual values are end-of-year.

*The market value of debt is an estimate based on par value and ratios of
market to par values of New York Stock Exchange bonds; equity value is based on
market prices of outstanding shares. All annual values are end-of-year.

Source: Division of Research and Statistice, Federal Reserve Board.
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Another measure of leverage is the ratio of the market value of
debt to the market value of equity, shown in the third column of
Table IV-B.114* The ratio of market-valued debt to equity has re-
mained relatively stable because the recent increase in the market
value of stock has paralleled the incresse in corporate debt issu-
ance. Such measures provide some comfort for those concerned
about the increase in corporate debt, but only to the extent it is
believed the stock market is a reliable predictor of future ability to
repay debt, 1140

Interest coverage ratios

A messure of corporate leverage that stresses liquidity is the
ratio of interest payments to cash flow. This measure is used by
bond analysts to evaluate the risk of bankruptcy. The interest cov-
erage ratio indicates the ability of firms to meet interest payments
with current cash flows, A high interest coverage ratio suggests a
decreased ability to weather a downturn in sales due to a recession
or a rise in costs due, for example, to an increase in interest rates.
Although there is no one standard definition of an interest cover-
age ratio, most measures display similar trends. Two interest cover-
age ratios are presented in Table IV-C. Both measures indicate that
current levels of interest coverage are higher than in the past, es-
pecially for a period of economic expansion with relatively low
rates of interest. This may explain why, unlike in other expan-
sions, bankruptcies and defaults are increasing.

Table IV~C,—Interest Coverage Ratios of Nonfinancial
Corporations, 1969-1988

Ratio of net
interest to
Ratio of net capital
Year interest to income plus
cash flow ! economic
deprecia-
tion *
1969....rreererrnrnanrernnrenns 0.12 0.10
1970..cevicenens 0.14 0.14
1971 0.13 0.13
1972 0,12 0.12
B 24 T OO 0.12 0.13
1974 sas e rearassessessessaens 0.13 0.16

1142 The &rticular debt-equity ratios presented in Table IV-B are re ntative of a wide
variety of uity ratios used by economists and financial analysts. One series, the market
value of debt to replacement coet of tangible capital, displays trends similar to the ratio of
market-value debt to market-value equity presented in Table IV-B, Like the market-value debt-
equity ratio presented in the table, this ratio peaks in the 1970s, declines in the early 1980s, and
recently has returned to levels comparable to the 1970s. While neither series has achieved its
previous high level, the market value of debt to the replacement cost of tangible capital is much
closer to its pravious pesk, since growth in the replacement cost of tangible assets has not kept
pace with the rise in the stock market. Market prices, when available, are indicative of firm
vajues and be more accurate than replacement cost estimates,

t345The values presented in table IV-B are end-of-period values. Given the volatility of
market prices, the ratio of aversge debt to average equity might be more representative of the
debt to equity ratio over the year.
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Table IV-C.—Interest Coverage Ratios of Nonfinancial
Corporations, 1969-1988--Continued

Ratlo of net
interest to
Ratio of net capital
Year interest to income plus
cash flow ! economic
deprecia-
tion 2

0.15 0.14
0.14 0.11
0.14 0.11
0.14 0.11
0.14 0.11
0.18 0.13
0.21 0.16
0.18 0.15
0.22 0.19
0.18 0.15
0.18 0.15
0.20 0.15
N.A. 0.16
N.A. 0.17
Averages:
1GTT-TE.....cvrrrercrennesrcencresessersseseenessesvonsevees 0.13 0.14
1976-80.....crreomricrrrrrescnrnnersrsssseressissesesssnessens 0.15 0.11
1981-85...ocriiviiierermennnnensssnmnsissassasssessnessssssenns 0.19 0.15
1986-88......comiemmemrrmrirnncssrsnensaraseseresns NA. 0.15

! Bource: Ben S. Bernanke and John Y. Camg’hell, “Is There a Corporate Debt
Crisis?” Brookings Papers on Economic Activity, No, 1, 1988, pp. 83-125,
2 Source: Division of Research and Statistics, Federal Reserve Board.
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Credit quality

There has been a general decline in the quality of corporate
credit over the last decade. Table IV-D shows that in each year
from 1977 through 1988, the number of downgradings of rate
debt has exceeded upgradings. The average annual net number of
downgradings during the last three (nonrecession) years of 92 ex-
ceeds the previous peak of 88 net downgradings reached during the
1982 recession. Unpublished data from the Federal Reserve indi-
cates that the (unweighted) average rating on outstanding corpo-
rate bonds has steadily declined from a Standard & Poor’s rating of
A+ to a rating of A- during the 1978-1988 period.

Table IV-D.—Ratings Changes on Corporate Securities, 1976-1988

Year Upgradings D°‘{n"g°"' Net

upgradings
1976........ . 19 35 —16
TOTT corermrrersennssrnsinessossossosssenns 30 43 -13
1978 29 34 -5
1979 31 41 —~16
1980 81 69 —38
1981 41 75 —~34
1982....ccoeerirrerraserssosessmsronnes - 48 136 —88
1983 56 109 -53
1984.......ccovvvrimrerensaressreensnessrnsen 86 94 -8
1985, ciiecricennseeresnnssssanerans 72 145 -T3
1986 - 69 176 -107
1. ¥ 66 148 —82
T9BB 1.....cviircnenrensaseenesnsaonens 95 183 —88

! Annual figures estimated from three quarters of data,
Source: Division of Research and Statistics, Federal Reserve Board.

Table IV-E shows percentages of new public issues of below-in-
vestment-grade debt to total new public issues of debt.2?® These
percentages are measures of the credit quality of newly issued debt.
Over the 1983-88 period, the percentage of below investment-grade
issues averaged 19 percent. During the previous ten%ciar period,
this percentage was consistently below 10 percent.!!® The percent-
:laggﬁ (;i;‘_‘low-quality bond issues has averaged 24 percent since

315 The term below-investment-grade refers to bonds that are rated BB or lower by Standard
and foobx;s d«:‘ Ba or lower by Moody's, Such bonds are popularly known as “high-yield” or
Njun 2] n

118 Frederick H. Jensen, “Recent Developments in Corporate Finance,” Federal Reserve Bulle-
tin, Vol. 72, No. 11, November 19886, p. 748,

317 Some analysts note that bond rating standards may not be comparable over long periods.
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i  Table IV-E.—Ratio of Below-Investment-Grade to Total New
Public Offerings of Corporate Debt, 1983-1988

[In percent]
Below-
reo i,
offerings
1983, savsrsnsarasanes 14.9
1984, 20.8
1985......... 16.6
1986 23.8
1987.... 24.5
1985- VS
L e creveerresresrrseresvesveeraes .
1985-Q2.....ccvcrvernrrrencrvinrnens 16.2
1985-Q3 17.0
JOBE—QA ... cmsrersnsessesssas s snassasessanssssss s sssnnesesaassanens 17.9
19BB-QL.....coerrerrererernererserersssmssnosseessrosarsssossssasssassssssasarsssasssaens 17.2
198B6-Q2.....covtvrrvrcrrremresmssissssresssersssasssessisessssseasssasssssssesassesens 279
1986-QB ... vcrerrrrerrenrnssis s sasssss e eesasssassasssreseseees 21.0
1986-QU .......oovvirrererernrensnsesisivsaresssisessessssssssssasesasssreseneses 239
198T-QLo..eeeereesessssmesssssssesssssnssnsnssssssssaosssnensosssssssssasasassens 22.7
198T=QR.....e e sesesertasersassrassersasssesssevesasassesrers 28.9
198T-QB ..ot rersasreresssssesers e saeraresasaens 33.6
T9BTQU ...t rasssrsssaresseses e s ssasessssnsasasssne 13.0
1988-Q1...... 10.9
1988-Q2........ 214
1988-Q8 ....covrverrrnrereereseeren 30.7
198B-QU4 1 .....ooernemeomeeermmemsomssesseneessssmsesssemmenseesensenereneeecresereeesee 417

! Preliminary, as of November 80, 1988.
Source: Division of Research and Statistics, Federal Reserve Board.

Potential bankrupicies and financial distress

These data, except for the ratios of market value of debt to the
market value of equity, indicate that corporations may have great-
er risk of experiencing financial stress than in the past. A recent
study reports results of historical simulations which show how over
600 large corporations, levera%ed as they were in 1986, would have
fared in the 1974-75 and 1981-82 recessions.!?8 In the 1974-75 reces-
sion, stock market values plummeted. Simulations show that a
similar recession would decrease the value of assets to a point that
would threaten the solvency of 10 percent of the firms that did not
have similar financial distress in actual 1974-75 recession. In the
1981-82 recession, stock prices remained stable but interest rates
rose substantially. Simulations of this recession on over 1000 large
firms show that highly leveraged firms might have more financial

1% Ben 8. Bernanke and John Y. Campbel], “Is There a Corporate Debt Crisis?" Brookings
Papere on Economic Activity, No. 1, 1988, pp. 83-125,
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difficulty than they did in the actual 1981-82 recession. In such
cases, illiquidity might force firms into bankruptcy. These simula-
tions are only suggestive, and there is some evidence that high
levels of debt primarily have been incurred in leveraged buyouts in
industries better able to weather business downturns.!1? However,
the simulations do indicate that in the event of a recession, more
corporations than usual would be unable to meet their contractual
debt obligations.

The costs of bankruptcy and financial distress

An unexpectedly large number of bankruptcies could result in
real costs to the economy. These costs cannot be attributed to de-
clines in asset values since assets formerly held by the bankrupt
corporations would still exist and presumably move to other pro-
ductive uses. Instead, bankruptcies impose other direct and indirect
costs. Direct costs are attributable to administrative and legal ex-
penses. However, it is widely believed that these costs are only a
small component of the total cost of bankruptcy. Indirect costs in-
clude difficulty in refinancing debt, cancellation of trade credit, dis-
traction of management, and disruption in operations. Recent stud-
ies indicate that the indirect costs of financial stress and bankrupt-
cy are significant.2¢ One study reports estimates of bankruptcy
costs which on average range from 11 percent to 17 percent of pre-
bankruptcy stock value, 121

Some commentators suggest that financial stress is less likely to
result in bankruptcy for debt associated with leveraged buyouts
since debtor-creditor relationships are less formal. It is argued that,
because these corporations are no longer publicly-owned, negotia-
tions surrounding restructuring would proceed more smoothly.
Therefore, financial stress is less likely to result in direct and indi-
rect costs of bankruptcy. Investors in risky debt may fully expect to
renegotiate terms in the event of a business downturn. As one
practitioner has noted: “It may be that what these institutions are
now buying in leveraged buyouts is equity 'in drag’.” 22 Due to
these changes in institutional relationships, risks of bankruptcy
may not have risen along with the increase in leverage. It is fre-
quently maintained that substantially higher debt-equity ratios in
Europe and Japan may be sustained without increased bankruptcy
I;isk t;ecfuae of the close ties between lenders and debt-issuing

irms, 12

119 Stephen R. Waite and Martin S, Frisdan, “The Credit Quality of Leveraged Buyouts,”
High Performance, Morgan Stanley, January, 1389,

130 See, for example, Michelle J. White, “Bankruptcy and the New Bankruptcy Code,” Jour-
nal of Finance, Vol. 38, No. 2, May 1983, pp. 477-488; and David M. Cutler and Lawrence H.
Summers, "“The Cost of Conflict Resolution and Financial Distress: Evidence from the Texaco-
Pennzoil Litigation,” Rand Journal of Fconomics, Vol. 19, No. 2, Summer 1988, pp. 157-172.

123 Bdward L. Altman, “A Further Empirical Investigation of the Bankruptey Cost Question,”
Journal of Finance, Vol. 39, No. 4, September 1984, pp. 1067-1089.

122 David Schulte et. al., A Discussion of Corporate Restructuring,” University of Rochester
School of Management, Reprint Series No. MERC-R-84, 1984, p. 51.

133 See, for example, Albert Ando and Alan Auerbach, “The Cost of Capital In the U.S. and
Japen: A Comparison,” University of Pennsylvania, January 1988,
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2. Implications of financial instability for the Federal Govern-
ment

Financial institutions

The Competitive Equality Banking Act of 1987 reaffirmed “the
sense of the Congress” that deposits in federally insured deposit in-
stitutions are backed by the full faith and credit of the United
States. There is little doubt that the Federal government stands
behind depositors to the extent the Federal Deposit Insurance Cor-
poration’s and the Federal Savings and Loan Insurance Corpora-
tion’s resources should ever be insufficient to meet their insurance
obligations. To the extent takeover related loans increase the rigki-
ness of the assets of insured banks and thrifts, the potential liabil-
ity of the Federal government as the ultimate insurer of bank de-
posits also increases.

As the takeover-related “junk” bond market has grown, banks
and thrift institutions have increased their holdings of below-in-
vestment-grade corporate bonds. This has been a significant devel-
ogment in commercial bank lending and, to a lesser extent, in
thrift lending, but this does not necessarily pose any special risk
different from the other risky lending activities.

Typically, large banks underwrite lever buyout loans and
then syndicate major portions of leveraged buyout loans to other
banks, insurance companies, and pension funds. These loans are
usually collateralized and have senior status, and banks usually di-
versify their holdings across a large number of leveraged buyout
deals. However, a few banks retain most or all of the leveraged
buyout loans that they originate, and not all risk can be eliminated
by diversification. A recent report by Standard and Poor’s suggests
that increased debt associated with buyouts and restructurings will
likely lead to an increase in loan losses of commercial banks in a
recession.!?¢* However, this bond rating agenc¥ has not downgrad-
ed the credit rating of any bank as a result of any leveraged
buyout financing. In December 1988, Federal bank ators urged
caution by the ks and more scrutiny by bank examiners with
re%zrd to loans for leveraged buyouts. 128

mpared to banks, thrifts are relatively minor participants in
the leve buyout loan market. Data is not available on thrifts’
holdings of leveraged buyout debt specifically, but only on their
holdings of all below-investment-grade bonds. Even though low-
quality bond holdings of thrifts have more than doubled since 1985,
onlg a small fraction of the 3,400 FSLIC-insured institutions in the
U.S. holds low-quality bonds. Although below-investment-grade
bonds are only a small fraction of total assets held by FSLIC-in-
sured institutions, the concentration of large amounts of below-in-

beug ﬁgggaw g{ Aran, “LLBOs Raise Banks' Risks,” Standard and Poor’s Credit Week, Decem-
T O, y P. 21.

138 Although increased loan loss reserves or capital might eventually be required of banke en-
gﬁod in large amounts of risky takeover-related debt, restrictions on such lending by commer-
cial banks seems unlikely. Comptroller of the Currency Robert C. Clarke has commented that

in general, the financing of highly leveraged transactions is a legitimate banking activity, as
long as a bank’s board of directors and management follow prudent banlunﬁ principles to guard
nst unnecessary credit and legal risks.” Clarke was quoted by Robert E. Taylor, * cies

y Pb?lmm Risky LBOs to Build Reserves, Raise Capital Levels,” Wail Street Journal,
Decsm .
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vestment-grade bond holdings among relatively few thrift institu-
tions may be a potential problem.!28

Potential assistance to large corporgtions

The obligations of the Federal Government are less well defined
in the case of failing non-Federally insured corporations. The di-
verse constituencies of shareholders, creditors, suppliers, and em-
ployees of a large corporation can bring considerable pressure on
the Federal Government to avert bankruptcy. Such assistance was
provided to the Chrysler Corporation in the 1970’s. As the size of
targets for leveraged buyouts becomes increasingly large, the per-
ceived necessity of Federal assistance, if bankruptcy occurs, also
may increase. If recent increases in nonfinancial corporate lever-
age .increase the risk of bankruptcy, potential government liabil-
ities may have increased.

Implications of increased leverage for macroeconomic policy

Beyond any potential direct assistance provided to.avert distress
resulting from excess debt, the Federal Government’s concern with
excessive corporate debt will be manifested in its macroeconomic
policy. Higher levels of corporate leverage leave the economy more
vulnerable to small contractions in business activity. Recession
could result in cash flows insufficient to 1pay interest on debt, and
cause levels of bankruptcies and unemployment above those nor-
mally experienced in a downturn. This could put pressure on the
Federal Reserve to increase monetary growth, If the Federal Re-
serve is indeed more likely to ease monetary policy as a result of
increased leverage, avoidance of bankruptcies may come at the
price of inflation.

D. Issues Related to the Use of Pension Plan Assets
Qualified pension plan assets typically play a role in the financ-

ing of leveraged buyout transactions in three basic ways: (1)
through the use of an ESOP; (2) by using the excess assets of a de-
fined benefit pension plan; and (3) as a general investment by the
plan, such as investing in a leveraged buyout fund. Qualified plan
assets can be used by both management of the target and the pur-
chaser; for example, they can be used to finance a takeover and
also can be used as part of defensive tactics to prevent a hostile
takeover. The use of qualified plan assets in leveraged buyouts
raises tax as well as retirement policy questions. In addition, the
security of a defined benefit pension plan maintained by a compa-
?ﬁ' tll)xat h? been involved in a leveraged buyout may be affected by
e buyout.

1. Employee stock ownership plans

General tax issues

The Code contains numerous tax incentives designed to encour-
age the acquisition of employer securities by ESOPs, particularly if
a leveraged ESOP is utilized. Those who favor the special tax bene-

138 Robert A. Taggert, ‘“Junk’ Bond Market’s Role In Financing Takeovers,” in Alan J. Auer-
bach, ed. Mergers and Acquisitions, University of Chicago Press, 1
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fits available to ESOPs generally argue that ESOPs serve to
expand capital ownership to workers. Some would also argue that
worker ownership, in turn, increases worker productivity and prof-
itability of the company. Proponents of the tax benefit for Ps
argue that leveraging is an integral part of the transfer of owner-
ship process, because borrowing is often the only way that an
E}SSP can obtain the funds to acquire a significant block of employ-
er securities. The 1983eé>urchase of Weirton Steel Corporation by
emglgyees is often cited as a successful leveraged buyout by an

The tax benefits afforded ESOPs make them particularly attrac-
tive in leveraged buyout transactions. Because both principal and
interest payments on an ESOP loan are deductible, use of an ESOP
can result in a lower cost of borrowing than if conventional debt
were used. In addition, the partial interest exclusion under section
133 permits lenders to charge a lower interest rate to ESOPs than
to other lenders, further lowering the cost of acquiring employer
securities through an ESOP. Anecdotal evidence indicates that the
subsidy provided by the exclusion of interest under section 133
typically results in an interest rate for ESOP loans that is 10 to 20
percent less than the rate charged with respect to other loans. This
rate reduction can result in significant interest savings over the
term of the loan and reduce flow,

The tax incentives for sales of stock to an ESOP may be used in
a leven:ged buyout and may also reduce acquisition costs. For ex-
ample, the ability to roll over gain on the sale of stock to an ESOP
(sec. 1042) creates an incentive for significant shareholders to
transfer their stock to an ESOP. Part of the tax benefits available
to the sellers are tigically passed on to the ESOP in the form of a
lower price for the shares.

_The si%éﬁcant savin sible because of the tax benefits pro-
vided to ESOPs make Ps more attractive than other forms of
financing. In addition, because the saving can be so attractive, the
incentives may also serve to increase the overall level of leverag-

m?t is not clear what percentage of leveraged btu;outs involw
ESOPs. However, some evidence indicates that ESOPs are used in
a relatively small number of transactions. This could be true for a
number of reasons. The tax savings gosaible through an ESOP are
not likely to cause a company to establish an ESOP unless it is oth-
erwise economically feasible to do s0. In some cases, the need for
tax benefits may be outweighed by the requirement that the stock
is to be transferred to the emplogeees participating in the ESOP as
the ESOP is repaid. It also may be that companies that have other
ways to shelter income from tax do not find ESOPs as attractive as
othelr leveraging devices because of the transfer of ownership to
employees.

e tax benefits provided for ESOPs raise the question of wheth-
er those benefits in fact accomplish the purpose for the tax benefits
the egansion of stock ownership to employees. Some would
that ESOPs do not accomplish the goal of the tax benefits, ie.,
cause present law does not require that ESOP participants enjoy
the full benefits of stock ownership and also because the benefits of
stock ownership are deferred.
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For example, in a leveraged ESOP, shares are allocated to par-
tici}mnts’ accounts over time as the loan is repaid, which may take
as long as 10 years. Unallocated shares are held in a suspense ac-
count. While the shares are held in the suspense account they do
not have to be voted by ESOP participants and are typically voted
by representatives of management. As the loan is repaid and
shares are allocated, the participants will have full voting rights if
the stock is publicly traded. However, ESOPs are often used by pri-
vately held companies, and in such cases %articipants are entitled
to vote only on major corporate issues, such as mergers and acqui-
sitions, and thus may have little opportunity to influence operation
of the company.

The economic benefits of stock ownership may also be deferred in
an ESOP. For example, employees generally do not have a right to
receive a distribution of the employer securities until separation
from service and any realization of the apglreciation of the stock is
deferred until the time of distribution. addition, because the
stock may be subject to vesting requirements, some participants
will tonly receive a fraction of the shares allocated to their ac-
counts.

The General Accounting Office (GAO) 127 reviewed ESOPs in a
series of reports. Their findings were summarized in the fourth and
final report. In general, the GAO found that ESQOPs have broad-
ened stock ownership among plan participants, but that the effect
of ESOPs on the overall distribution of stock ownership has been
limited. GAO also found that a relatively small percentage of
ESOPs are leveraged, and of those that are leveraged, most used
the funds to buy out existing owners. GAO also stated that ESOP
ownership does not imply extensive employee control over manage-
ment of a company, and found little evidence to substantiate asser-
tions that ESOPs result in increased productivity and profitability.

As indicated by the GAO in its report, the overall impact of

Ps is not yet clear. There is still not very much information on
ESOPs. One of the reasons why the GAO may have found limited
impact is that it may be that ESOPs have more of a long-term,
rather than short-term, effect. In addition, the effects of recent
changes in the tax incentives for ESOPs have not yet been thor-
oughly a%zed These changes may have increased the establish-
men{. of Ps resulting in greater transfer of stock ownership to
employees.

Employee equity and retirement policy issues

As discussed above (in Part II.C. of this pamphlet), the Employee
Retirement Income Security Act (ERISA) requires that the P
receive adequate consideration for its investment and that sales of
stock to an ESOP satisfy the general fiduci rules. The Depart-
ment of Labor (DOL) has authority to review P transactions to
determine if these requirements are satisfied, and failure to satisfy
them is a violation of ERISA’s fiduciary rules.

Fiduciary issues and the issue of adequate consideration can
arise in a number of contexts. For example, some argue that the

11 Stock Ownership Plans: Little Evidence of Effects on Corporate Performance
(GAOML October 1987}19 of B g
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ESOP should not receive as high a return on its investment as
other investors because the em lcger may be obligated to repay the
loan. Thus, they argue, the E&) 's interest is more in the nature
of debt than equity. Or, the ESOP may have paid a premium for
the stock because, immediately after the transaction, it owned a
substantial portion of the company. However, it is common for
other investors to receive options, with the result that the interest
of the ESOP may be diluted over time, and therefore the value of
the ESOP’s stock will decrease. Whether or not the adequate con-
sideration requirement is met is such a case may depend on wheth-
er the price paid by the ESOP adequately reflects the ible
future dilution. The limitations placed on the terms of ESOP trans-
actions under the adequate consideration rule and the fiduciary
rules may be one reason why, despite the attractive tax benefits,
the parties to a transaction may decide not to use an ESOP. These
rules may require a greater portion of the equity to be transferred
to employees than the parties to the transaction require.

It is often difficult to determine whether an P receives ade-
quate consideration and is in fact advantageous from the point of
view of the employees in general, particularly because the ESOP
may not be in ependentlly represented in the transaction. While
the DOL has been involved in some cases, the DOL does not
become involved in every ESOP transaction for several reasons.
For example, the parties to the transaction may not ask the DOL
for its opinion that the transaction meets ERISA’s requirements,
the transaction may not otherwise come to the attention of the
DOL (e.g., by way of emplotyees), or DOL resource limitations may
preclude more extensive enforcement activity.

From a retirement policy perspective, there is also concern that
the tax incentives for leveraged ESOPs encourage the establish-
ment of ESOPs over the establishment of other types of tax-quali-
fied retirement plans, and even encourage the conversion of pen-
sion plans into ESOPs. ERISA’s diversification requirement for
pension plan assets is designed to ensure that pension benefits are
funded with assets the value of which is independent of the value
of the employer. If an ESOP is a company’s only or main retire-
ment plan, then the goal of diversification as a means of assuring
retirement security may not be accomplished. If retirement securi-
ty is reduced, ultimately the social security system may be forced
to provide a greater share of retirement benefits.

2. Use of excess defined benefit pension plan assets

Under ﬁresent law, if a companiy terminates a defined benefit
pension plan, any assets in excess of the assets necessary to provide
for employees’ accrued benefits may be returned to the employer if
the plan has provided for such reversion for 5 years before the re-
version. In general, any such reversion is includible in income and
is subject to a 15-percent excise tax. There are no restrictions on
the employer’s use of the excess assets.

use excess assets are a ready source of cash, the existence of
excess assets in a defined benefit pension plan may make a compa-
ny attractive as a target, and some transactions have involved the
termination of a defined benefit pension plan in order to help fi-
nance the acquisition. In addition, existing management may ter-



76

minate the plan and recover the excess assets as part of takeover
activity, for example, in order to make the company a less attrac-
ziv:' target, or to use the funds offensively in its own takeover ini-
iatives.

When a pension plan terminates, benefits accrued up to the date
of termination are protected. The employer has to acquire annu-
ities to provide for those benefits. The right to any future benefits,
and thus whether or not employees are better or worse off follow-
ing a plan termination, depends on what type of plan, if any, the
employer maintains following the termination. If the employer
maintains a comparable plan, then the employees may be in just as
good a position after the termination as before, If, however, the em-
ployer does not adopt another plan, or establishes a less generous
or a less diversified plan such as an ESOP, then the retirement se-
curity of the participants may have been impaired.

The question of what to do with excess pension assets may
become less important over time. The number and amount of re-
versions generally has been decreasing. In addition, the Revenue
Act of 1987 added a new limitation on the maximum deduction for
contributions made to defined benefit pension plans which is based
on the amount of benefits that must be provided on plan termina-
tion. This new limit will tend to reduce the incidence of overfund-
ing. In addition, an excise tax is imposed on nondeductible contri-
butions to a qualified pension plan, which further discourages ex-
cessive funding of qualified plans.

3. Investment by pension plans

The aspect of qualified plan involvement in leveraged buyouts
that has received attention most recently is the participation by
pension plans as an investor. Such investments generally raise two
issues (1) whether such investments are too risky and therefore
jeopardize the solvency of the pension plan, and (2) whether the
availability of pension plan assets increases the level of leveraging.

With respect to the first issue, there is little evidence that lever-
agu}f investments are any more risky than other investments
available to gnsion plans. Indeed, such transactions are often very
profitable. long as the ERISA fiduciary and diversification
standards are met with respect to the investment, then leveraged
buyout investments may present little risk of overall loss to a pen-
sion plan.

With respect to the second issue, the concern is that if too much
leveraging is not beneficial to the economy, then perhaps pension
plans (which have significant amounts of assets) should not be per-
mitted to invest in leveraging transactions. Such concerns led New
York Governor Cuomo to call for a freeze on leve buyout in-
vestments by the state’s $39 billion public employee pension
fund.127s

This issue is not a pension issue, but rather involves the broader
allzestlon of whether there is an excessive level of leveraging. If so,

en there are more direct ways to deal with the problem than lim-
iting the types of investments that can be made by pension plans.

137% The Wall Street Journal, November 29, 1988, p. C-21.
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4. Effect on pension plans of leveraged companies

Leveraged buyout transactions may affect the solvency of defined
benefit pension plans and increase the risk to the Pension Benefit
Guaranty Corporation (PBGC), which guarantees a portion of the
benefits under such plans, and the risk to plan participants. First,
a company that has undergone a leveraged buyout may be short on
cash and therefore may have difficulty satisfying its funding obli-
%aﬁ:d to the plan, with the result that the plan becomes under-
u .

If a company with an underfunded pension plan is in financial
distress, the company may terminate the plan, and the PBGC pays
guaranteed benefits to plan participants to the extent such benefits
cannot be paid from plan assets. The PBGC attempts to recoup at
least a portion of its benefit payments from the company. If a com-
pany is highly leveraged and has used the leveraging to make dis-
tributions to shareholders, then the level of assets in the company
may be depleted so that there are insufficient assets to paf all
creditors. In that case, the PBGC will generally not be able to
recoup its benefit payments and will suffer a loss which is borne by
the Federal government.

There is fyet little, if any, evidence linking leveraging with under-
funded defined benefit pension plans. As a result, the extent to
which leveraging increases the risk to PBGC is not yet clear.

E. The Role of Interest Deductions in Taxing Economic Income
1. Theories of interest deductibility with a single level tax

Measuring economic income

An accurate measurement of an individual’s economic income
would provide for an appropriate deduction for real (as opposed to
nominal) interest payments.?2® Real interest expense represents an
appropriate measure of one of the costs of earning income or fi-
nancing the consumption of individuals. In a simplified world with
a single rate of tax on all economic income, there would be no need
to be concerned about disallowing interest. Moreover, there would
be no need to distinguish between payments which were debt or,
for example, payments which reflect an equity interest in business
income. This result occurs because all income is taxed identically
only once to the person who receives it.

If the effective rate of tax on some forms of economic income is
less than the norm, then it may not be appropriate to permit de-
ductions for all interest. For example, if the value of consumption
services grovided by consumer durables (e.g., an automobile) owned
by an individual is not subject to tax, then it may be inappropriate
to permit a deduction for interest on debt used to obtain such
assets. An example in present law is the restriction on interest de-
ductions used to obtain income from tax-exempt bonds (Sec. 265).

The treatment of nominal versus real interest poses problems in
the measurement of economic income. The deduction (inclusion) of
nominal interest in an inflationary period would be appropriate

%8 More precisely, it would permit a deduction for accruals of real interest owed.
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only if, at the same time, decreases in the value of the remaining
principal owed (due) were recognized in income.

For exam‘fle, suppose a taxpayer owed $1,000, inflation were 10
percent, and the real interest rate was 5 percent. The nominal in-
terest rate of 15 percent would generate an annual deduction of
$150. However, after one year, the value of the principal owed by
such a debtor would fall in real terms by 10 percent due to infla-
tion, so that the real liability would fall by $100 (10 percent times
$1,000). If this $100 decline in the real value of the liability were
simultaneously recognized as income, then the real interest cost
would be $50 (5 percent times $1,000 equals $150 minus $100). As
this example shows, the measurement of real interest deductions
(and real interest income) would require periodic revaluations of
assets and liabilities which is a theoretically sound but administra-
tively infeasible system.

Multiple tax rates and tax arbitrage

With different effective income tax rates applying to different
taxpayers, as under the current tax system, the deduction of inter-
est becomes a problem for the integrity of the tax system. Prefer-
ences and exclusions that apply to certain activities may cause the
calculated taxable income to differ from the act economic
income from such activities. Thus, some forms of investment ma
be effectively subject to less tax than other forms of investments. If
not all economic income is taxed the same, then high effective rate
taxpayers have an incentive to invest in assets which are effective-
ly less taxed, and low-rate taxpayers, accordingly, would invest rel-
atively more in assets which bear more tax,

Debt makes easier the process of specializing in assets with dif-
ferent tax characteristics by taxpayers with different tax rates.
High-rate taxpayers can borrow funds and obtain ownership of
greater amounts of the asset taxed less; the low-rate taxpayers
would generally be willing to lend the funds required because they
will pay relatively little tax on the interest income. If the high-rate
taxpayers can leverage heavily enough, they may be able to obtain
the same economic income as before without paying tax; the inter-
est deductions shelter their income from the tax-preferred assets.
This shifting of income inclusions to low-rate taxpayers while de-
ductions are taken by tatxredpayers with higher effective marginal
rates in a manner that reduces total taxes paid is known as ‘‘tax
arbitrage.” Thus, debt assists in tax arbitrage by easing the trans-
fer of low effective rate assets to high-rate taxpayers.}?? Viewed in
another way, if interest is deducted by taxpayers with higher mar-
ginal tax rates than those who receive the interest income, then
the tax system subsidizes the creation of debt.

_Tax arbi rovides one explanation for why tax-exempt orga-
nizations (i udgng nsion funds) hold large quantities of debt
while taxable individuals hold relative&g more equity which tends
to be subject to lower levels of tax. With a large tax-exempt sector
and highly efficient tax arbitrage methods, theoretically the tax on

13% Deduction and inclusion of nominal instead of real interest during an inflationary period
aggravates this problem, because the value of the overstated deductions to high-rate taxpaysrs
would be greater than the detriment of overstated inclusions would be to low-rate taxpeyers.
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all income could be eliminated; clearly, tax arbitrage does not work
that efficiently in the real world. However, as this description dem-
onstrates, tax arbitrage is a problem even without a separate cor-
porate income tax. This problem has led to the enactment of many
tax provisions that attempt to limit interest deductions on specific
activities or assets that yield taxable income less than economic
income. The effectiveness of these provisions vary.

The ability to engage in tax arbitrage places pressure on the defi-
nition of debt and equity. Because interest on debt is deductible
currently, high-rate taxpayers have the incentive to characterize
funds obtained from low-rate taxpayers as debt in order to concen-
trate legal ownership of tax-preferred streams of economic income
in their own hands. To the extent the tax m subsidizes debt-
financed activities and the subsidy is viewed as undesirable, more
general restrictions on interest deductibility may be appropriate,
especially for high-bracket taxpayers. In order to avoid incentives
for shifting activities among different classes of taxpayers (e.g., be-
tween corporate and noncorporate business, or between owner-occu-
pied housing and business investment), these restrictions could
apply uniformly to all debt.

2. Separate corporate income taxation

The above discussion assumes that there is only one level of tax.
The introduction of a separate income tax on corporations that is
not perfectly integrated with the individual income tax complicates
the analysis. Because the total tax on the returns to capital held by
the corporation may be taxed twice (once at the corporate level and
again at the individual level), there may be an incentive to avoid
tax by characterizing capital contributed to the corporation as debt.
Thus, the corporation has incentives similar to the high-rate tax-
payer in the analysis above. If income of corporations is not effec-
tively taxed at a high rate by both levels of tax (see the discussion
in Part IV.A), then the tax incentive to displace debt with equity
may not be significant.

Under one view, the corporation earns income not for the benefit
of its own consumption but for the benefit of its owners. In such a
case, it is not clear what the appropriate calculation of income is
for the separate corporate entity or how interest should enter into
it. Indeed, much of modern corporate financial analysis is based on
the tﬂrelmsc:; that debt and equity both represent ownership claims
on the future earnings and assets of the corporation. Within this
framework it may be mor«:dplausible to treat corporate debt just
like equity and permit no deduction at the corporate level for inter-
est. Yet such treatment would create additional distortions be-
tween corporate and noncorporate forms of business and among
various investment activities that may be viewed as more undesir-
able than the problems caused by debt finance.

. This same type of analysis, however, leads one to question the
Justification for a separate, unintegrated tax on corporate income;
the corporation could be viewed as a partnership between all debt
and equity holders. Some believe, however, that the large corporate
enterprise often possesses significant economic resources and acts,
to some degree, for its own benefit and not necessarily for the bene-
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fit of its creditors or shareholders. They would argue, therefore,
that a separate corporate level tax is appropriate.

F. Revenue Considerations

In the four years following 1983, domestic nonfinancial corpora-
tions have retired $313 billion of net eequity while increasing net
indebtedness by $613 billion.?3¢ This rise in corporate debt finance
has contributed to the growth of corporate interest deductions. In
1985, corporate interest expense shielded almost half of corporate
income (before the interest deduction) from tax, up from less than
one-quarter in 1976 (gsee Table IV-F, below). In other words, all
other things equal, if the share of corporate income shielded by in-
terest deductions had stayed at its 1976 level, the tax base of nonfi-
nancial corporations in 1985 would have been almost 50 percent
larger (76 percent, as compared with 53 percent, of corporate
income before interest).!3! In this sense, the increase in debt fi-
nance may be said to have eroded the corporate tax base.

Table IV-F.—Interest Expense of Nonfinancial Corporations,

1976~1985
lnteresttasf
Interest Taxable a percent o

Tax year expense (3§, income (8, ::::;l:

billions) billions) before

interest
1976.... ceresressenesressrsarsusree 52.7 166.9 24.01
b 1 U 59.5 191.2 23.73
B 5 SO 78.6 209.6 25.96
1979 crereerenecrereersrerisressrserserns 97.1 251.2 27.88
19B0...covrrerierieeecseerserernnssosesasssones 1254 222.3 36.07
1981 crceesnseseersnsensennes 162.9 219.6 42.59
1982, saorssaone 174.0 185.2 48.44
1988..evrcrnrereeneereisreresrssnssrenss 164.7 196.2 45.64
1984.......oveeirnem s resenssenssenins 188.6 231.8 44.86
1985.....oecerecrrrrerrenesnmsnensssnnessassons 205.6 231.4 47.05

Source: Dept. of the Treasury, Statistics of Income, Corporation Income Tax
Returns, various years.

The corporate revenue loss (if an ﬂy) attributable to the growth in
debt finance may, however, be ofiset by revenue increases from
other taxpayers. or exam le, the holders of this debt may be sub-
ject to U.S. income tax. This would not be the case for pension
funds, tax-exempt organizations, or foreign bondholders.

130 Boe Table I-A in Part LB, of this pamY hlet, Supra.

!31 Interest expenge as a pereent of taxable ixwome reﬂects the proportion of debt finance, as
well as the level of interest rates and of income excluded from tax (as a result of tax preferences
nuch as accelerated depreciation). The effect of tax prefarences be corrected for, st least in

companng interest expeme to cash flow (rather tnxab!e income). For nonfinancial
anom, xncreaaed from an average of 18 percent in
1 ~76 to 19 pement xn 1981-85 (Saa'l‘able IV-Cin Part IV.C.1, of this pamphlet, supra).
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Mergers and acquisitions, leveraged buyouts, redemptions, and
debt-for-equity swaps typically result in a shareholder-level tax on
capital gain which otherwise might not be recognized until some
time in the future, if at all. These capital gains are magnified by
the increase in share value that frequently occurs during takeover
contests. Of course, no tax liability on this gain would be incurred
by tax-exempt or foreign shareholders.

Care must be exercised in analyzing the net revenue effect of the
growth in corporate debt finance because the revenue loss attribut-
able to interest deductions must be balanced against the revenue
gain associated with interest and capital gains income. Other fac-
tors also may be relevant. For example, rising interest deductions
might cause corporations to reduce tax-preferred investments (be-
cause there is less income to shelter from tax). Moreover, the bid-
ding up of target stock may be accompanied by a decline in the
share value of corporations whose characteristics (such as volatile
cash flow) make them poor leveraged buyout candidates.

The recent trends in debt and equity finance also may have a
number of macroeconomic effects. For example, to the extent debt-
financed corporate acquisitions increase the target corporation’s
productivity, income tax revenues may be enhanced. As another
example, the increase in corporate debt issues may boost interest
rates throughout the economy.



V. POSSIBLE OPTIONS AND RELATED POLICY
CONSIDERATIONS

A. Eliminate or Reduce the Distinction Between Debt and Equity
by Integrating the Corporate and Individual Income Tax Systems

1. Background

The two-tier tax

Under present law, C corporations and their shareholders gener-
ally are separate taxable entities. By contrast, income from capital
invested in small business corporations (“S corporations”) is allo-
cated among and taxed directly to its shareholders, regardless of
whether such income is distributed, under rules that are similar to
the taxation of partnershi& income. Under a fully integrated
income tax regime, such as the S corporation rules, there is no tax
detriment (or benefit) to operating in corporate form.

Table V-A shows the additional tax burden attributable to oper-
ating a business in corporate versus noncorporate form, under the
1986 and 1988 tax law. For a corporation and shareholder in the
top tax brackets in 1986, the two-tier tax on $100 of distributed cor-
porate income amounted to $73 ($46 of corporate tax plus $27 of
shareholder tax on the $54 distribution). If the $100 had been
earned by a partnership, the total income tax burden would have
been $50; consequently, the excess tax burden from operating in
corporate form was $28 in 1986 ($73 minus $50). In 1988, after the
1986 Act, the tax penalty from (:Eerating in corporate form in-
creased to $24.48 on $100 of fully distributed income, even though
the total burden of operating in either corporate or partnership
form was lowered.

The excess tax burden attributable to operating in corporate
form also may be determined for corporate earnings that are not
distributed, under the assumption that $1 of undistributed corpo-
rate income increases share value by $1.132 In Table V-A, the
maximum and minimum shareholder taxes on this gain are deter-
mined assuming, respectively, that (1) gain is realized after 6
Enonths, or ()2) gain is deferred indefinitely or excluded at death

i.e., zero tax).

113 Under some models of share valuation, the stock market value of the firm may increase
less than dollar for dollar of undistributed income because shareholders take into account future
tax liability upon distribution or realization of gain. See David Bradford, “The Incidence and
Allocation Effects of Tax on Corporate Distributions,” Journal of Public Economics, vol. 15, no.
1, (February 1981), pp. 1-22.
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Table V~-A.—Example of Two-Tier Tax on Corporate Income Under 1986 and 1988 Law
{Corporation and shareholder in top income tax bracket)

1986 law 1988 law
Item Income Income Income Income
distributed retained distributed retained
Corporation level: .
Taxable income $100 $100 $100 $100
Income tax ? : 46 46 34 34
Dividend distribution 54 0 66 0
Shareholder level: ” 66
Ordinary inCome .......ccooonvnscmssnssrssrnssseissssssnsmsissensssssenssenss M wcetsssiineens 80 i
Tax on ordinary income 2..........eeeercrecerscrsencaserase 2T s 1848 ..eeenrcenes
Capital gain * . B rrereennneransans 66
Maximum tax on gain 4 10.80 .oeereerreeenenes 18.48
Minimum tax on 5 0 eereerenene 0
Total two-tier tax b :
Maximum tax on gain 78 56.80 52.48 52.48
Minimum tax on gain 3 46 ) 52.48 34
Tax under full integration . 50 50 28 28
Excess tax burden: ¢ :
Maximum tax on gain 23 6.80 24.48 24.48
Minimum tax on gain 23 —4 24.48 6
! Top corporate tax bracket is 46 percent in 1986 and 34 percent after 1987,
% To mdeual income tax bracket is 50 percent in f‘:gSG and 28 percent after 1987 ($100 dividend exclusion available in 1986 is

. dis

Assumes share price increases by full amount of retentions.
4 Top individual tax rate on capital gains is 20 percent in 1986 and 28 percent after 1987. The maximum tax on capital gain is computed

assurning realization after 6 montha.
® The minimum tax on capital gains is computed assuming indefinite deferral or step-up of basis at death.

8 Difference between two-tier tax burden and single-tier tax under full integration.
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If the maximum tax on capital gains applied, in 1986 the two-tier
tax on $100 of undistributed corporate income amounted to $56.80,
as compared to $50 per $100 of income earned by a noncorporate
business (see table, above). Thus, the tax penalty for operating in
corporate form was $6.80 per $100 of retained income in 1986
($56.80 minus $50), In 1988, the excess tax liability for operating in
corporate form had increased to $24.48 per $100 of retained
income—an increase of $17.68 ($24.48 minus $6.80) from 1986.

If the lowest possible (i.e., zero) tax on capital gains applied, in
1986 there was a tax advantage to operating in corporate form of
$4 per $100 of retained earnings ($46 of tax per $100 of undistrib-
uted corporate income as compared to $50 per $100 of noncorporate
income). By 1988, the $4 tax advantage to operating in corporate
form had changed to a tax disadvantage of $6 ($34 of tax per $100
of undistributed corporate income as compared to $28 per $100 of
partnership income).

Criticisms of the tio-tier income tax system

Advocates of integration contend that the relationship of the sep-
arate corporate and individual income taxes tends to create certain
distortions in economic decisions that should be alleviated by pro-
viding some form of relief from the two-tier tax.13% Such advocates
generally contend that the tax system should seek to provide (1)
neutrality between corporate and noncorporate investment, (2) neu-
trality between debt and equity financing at the corporate level,
and (3) neutrality between retention and distribution of corporate
earnings.

Corporate vs. noncorporate investment.—The two-tier tax may dis-
courage some from deciding to carry on business in corporate form
in situations where nontax considerations indicate that corporate
operations would be preferable. (The S corporation rules were de-
veloped to address this concern.) The extent to which this may
occur depends in large part upon where the corporate tax ultimate-
ly falls: whether it is passed on to consumers, employees, or others,
or borne by the owners of the corporation’s stock.

Debt vs. equity finance.—The two-tier tax in its present form
tends to encourage financing corporate investment with debt
rather than new equity, because deductible interest payments on
corporate debt reduce corporate taxes while nondeductible divi-
dends do not.

Accordingly, there may be an incentive for corporations to fi-
nance investment in excess of retained earnings with new debt
rather than equity. To the extent that there is a bias in favor of
debt financing, the risk of bankruptcy is increased for corporations,
particularly those in cyclical industries.

Some investors, however, may prefer equity to debt. The corpo-
rate dividends received deduction !34 provides an incentive for a

133 For an analysis of the various possible effects of the two-tier tax, see, James Poterba and
Lawrence Summers, “The Economic Effects of Dividend Taxation,” Harvard Institute of Eco-
nomic Research, Discussion Paper Number 1064 (May 1984); and Alvin Warren, “The Relation
and Integration of Individual and Corporate Income Taxes,” 94 Harv, L. Rev. 719, 721738 (1981).

424 See Part 11.A.2.b., supra, for a description of the dividends received deduction.
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corporation to invest in stock rather than debt of another corpora-
tion. In addition, an issuing corporation with tax losses, or an in-
ability to utilize fully interest deductions for other reasons, may
issue preferred stock with characteristics very similar to debt—ef-
fectively passing through some of the benefit of its losses to corpo-
rate shareholders. Foreign shareholders may prefer dividend or in-
terest income depending on the tax treatment in their country of
residence.

Retention vs. distribution of corporate income.—A further issue is
whether the two-tier tax distorts decisions to retain or to distribute
corporate earnings. Where shareholders are better able than the
corporation to put capital to its most productive use, a tax-based
disincentive to distribute earnings creates economic inefficiency.

The two-tier tax on dividend distributions can make it more de-
sirable for a corporation to use retained earnings rather than new
equity for its investments. Shareholders can find such earnings re-
tention attractive (subject to the accumulated earnings tax and per-
sonal holding company rules) where the shareholder expects to
defer tax on capital gains for a substantial period, or intends to
hold stock until death (so that appreciation can be passed to his
heirs free of individual income tax).

There also may be an incentive under present law to retain earn-
ings if the corporation’s effective tax rate on reinvestment is lower
than the shareholder tax rate on distributed earnings.!3% By con-
trast, where the shareholder’s tax rate is significantly lower than
the corporation’s effective tax rate—for example, if the shareholder
is a tax-exempt entity or is a corporation entitled to a dividends
received deduction—there may be a tax incentive to distribute
earnings.

Under the 1988 law, the top corporate tax rate exceeds the top
individual tax rate, unlike the rate structure under the 1986 law.
This reversal of the tax rates and the elimination of the preferen-
tial capital gains tax rate, provided in the 1986 Act, have increased
the extra tax burden of operating in corporate as compared to non-
corporate form (see Table V-A). These tax changes may have cre-
ated (or increased) a tax incentive to move income out of the corpo-
rate sector, particularly in industries which are unable to take ad-
vantages of tax preferences, such as accelerated depreciation.

After the 1986 Act, Congress became aware of the shifting of
assets out of the corporate sector into widely-held publicly-traded
partnerships (so-called “master limited partnerships”) subject to a
single-tier tax. To limit this potential corporate tax revenue drain,
the Revenue Act of 1987 imposes a corporate level tax on certain
publicly-traded partnerships.

A rationale for integration

. In the 1984-1987 period, domestic nonfinancial corporations re-
tired $313 billion of net e?uity, while increasing net indebtedness
by $613 billion (see Table I~A). Billion dollar mergers, acquisitions,
and leveraged buyouts are perhaps the most visible transactions fa-
cilitating the flow of equity out of corporate solution; however,

138 A. Atkinson and J. Stiglitz, Lectures on Public Economics, Chapter 5, (1980).
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equity contraction also may be accomplished by redemption, debt-
for-equity swaps (including unbundled stock units), and extraordi-
nary distributions. Many commentators have concluded that the
unintegrated two-tier income tax encourages these transactions.

To the extent that corporate restructurings are influenced by tax
rather than efficiency considerations, the unintegrated income tax
may be causing a waste of resources. Rising corporate debt levels
also may increase the risk of corporate insolvency and the associat-
ed costs of bankruptcy. Some economists have suggested that Con-

amend the Code to provide partial or full integration of the
Income tax:

The government needs to reconsider the double taxation
of dividends (at both the corporate and individual levels), a
prime reason why debt is preferred to equity by many
companies. Other countries have faced this problem and
have developed reasonable compromises to eliminate or
greatly reduce the imbalance in tax treatment. It is time
our government did so as well.23¢

Others argue that relief from the two-tier tax would require sub-
stantial tax increases to ensure revenue neutrality.!3? Thus, the
economic benefits of integration (if any) would need to be weighed
against the economic costs of revenue balancing taxes.

A further consideration in the decision to provide relief from
double taxation is the uncertainty about the extent to which the
two-tier tax in fact distorts corporate financial decisions. While
income taxes generally are considered to provide a disincentive to
savings and investment, there is little agreement concerning the
effect of the two-tier tax on economic activity. One source of the
uncertainty is the widely varying circumstances of corporations
and their shareholders; such as, differing effective tax rates, need
for external funds to finance investment, and ability to pass on cor-
porate taxes to consumers or workers.'®® This uncertainty raises
the possibility that measures to relieve double taxation may not
have the intended results.

2. Forms of integration

There are two broad categories of integration: (1) complete inte-
tion, and (2) dividend relief. Complete integration eliminates
ouble taxation of both dividends and retained corporate earnings.
S corporations are taxed under a regime of complete integration
since earnings of an S corporation, whether retained or distributed,
are treated as income of the shareholders for tax purposes.
Dividend relief, unlike complete integration, reduces the double
taxation on distributed earnings, with no change in the taxation of
retained earnings. Dividend relief may be accomplished by reduc-
ing tax at either the corporate or shareholder level. At the corpo-
rate level, the tax burden on distributed earnings can be alleviated
by means of a dividends paid deduction or a lower corporate

3¢ Henry Kaufman, Washington Fost, (January 1, 1989), p. B4.
¥37 The revenue coet of the provision included in the '&eemry'n 1984 tax reform ‘f;ropoeal.
which would have allowed rations to deduct half of dividends paid to shareholders, was

estimated 'h'eamrg at $31 billion for fiscal year 1980,
198 See ggterba and Summers, op. cit. ye
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income tax on distributed versus retained income (i.e., a split-rate
corporate income tax). At the shareholder level, the tax burden on
dividends may be reduced by exemption or by crediting sharehold-
ers }v:';i(;ll)l tax paid by the corporate distributee (i.e., the imputation
met .

Complete integration

Relief from the two-tier tax can be achieved by eliminating the
corporate tax and including undistributed, as well as distributed,
earnings in shareholders’ gross income. Under this approach, a cor-
poration’s undistributed earnings would be deemed to have been
distributed to and reinvested by the sharcholders each year. Tax
could be collected at the corporate level (in effect using the corpo-
ration as a withholding agent for shareholders), or tax could be col-
lected solely at the shareholder level without withholding. Share-
holders would be subject to income tax on their allocated earnings
and would adjust basis in their shares accordingly.

In one form of this mechanism, all corporations would be treated
in a manner similar to either partnerships or S corporations; this
treatment would include the passing through of its and losses
as well as the character (ordinary or capital gain) and source (do-
mestic or foreign) of income. Other versions would provide for the
pass through of net income but not losses in excess of income, as is
the case with real estate investment trusts.

The burden on both distributed and retained corporate earnings
also could be relieved, in part, by reducing the corporate income
tax rate. Reducing the corporate tax rate to zero, however, would
turn corporations into the equivalent of nondeductible individual
retirement accounts, since retained earnings and reinvestment
income would accumulate tax free within the corporation.

Dividend relief at the corporate level

The double taxation of dividends could be alleviated at the cor
rate level by allowing a deduction for dividends paid to sharehold-
ers. A portion of the double tax on dividends could be eliminated
by means of a partial dividends paid deduction, which reduces the
corporate tax on distributed as compared to retained corporate
income. In 1985, the Administration proposed a deduction of 10 per-
cent of the dividends paid from earnings of a domestic corporation
that have borne the regular corporate tax. A similar proposal was
included in the House-passed version of the 1986 Act.

Dividend relief at the shareholder level

One method for relieving the tax burden on dividends at the
shareholder level would be to exclude a portion of dividends from
gross income.'3® This alternative has been criticized as reducing
the progressivity of the income tax, since the tax benefit of exemp-
tion is greatest for shareholders in the highest tax bracket. Share-
holders might be required to reduce stock basis, to the extent of tax
exempt dividends, to (&revent deduction of capital losses associated
with untaxed dividends.

;';J‘red lW Peel, “A Proposal for Eliminating Double Taxation of Dividends,” Tax Lawyer,
vol. 39, no. 1.
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An alternative to a shareholder exemption is to give sharehold-
ers an income tax credit to reflect all or a portion of the corporate
level tax paid with respect to dividends. The amount of the credit
could be adjusted based on the degree to which partial relief from
the two-tier tax is desired. Under such a system, shareholders who
receive dividends would be required to “gross up” the dividend by
the amount of the credit for corporate taxes paid, and include the
grossed-up amount in income, while using the credit as an offset to
their tax liability. The gross-up and credit mechanism is analogous
to the credit for taxes withheld on wages under present law.

Gross-up and credit systems, also known as ‘“imputation” sys-
tems, are used by several foreign countries including West Germa-
ny, France, Canada, and the United Kingdom. A number of these
countries grant the shareholder credit only to the extent that the
corporation actually has paid tax on dividends (this is accomplished
by & corporate minimum tax on distributions). West Germang has
a “hybrid” system, with a reduced income tax rate on distributed
income at the corporate level, and a gross-up and credit at the
shareholder level,

Legislative history

Congress has been concerned about the double taxation of divi-
dends for more than 40 years, and it has tried various methods of
alleviating double taxation.

In 1936, Congress enacted a split rate corporate income tax—one
with a lower rate for distributed income than for retained earn-
ings. Under this split rate system, corporate income was taxed at
normal tax rates of between 8 and 15 percent, and there was a
surtax on retained earnings. The intent of Congress in enacting the
undistributed profits surtax appears to have been the desire to en-
courage dividend payouts in cases where corporations were retain-
ing earnings to avoid the individual income tax on dividends. The
rate of the undistributed profits surtax increased from 7 to 27 per-
cent as the fraction of income paid out as dividends declined. In
1938, the surtax was repealed because Congress was concerned that
it discouraged business expansion through earnings retention and
created a hardship for companies which had to retain earnings be-
cause of the nature of their financial situation.

In 1954, as part of the Internal Revenue Code of 1954, Congress
enacted an exclusion from adjusted gross income for $50 in divi-
dends received by any individual. us, a married couple could
have received an exclusion of $100 if each spouse received at least
$50 in dividends.) Also, the 1954 Code included a 4-percent tax
credit for dividends in excess of the exclusion. Both of these provi-
sions were intended to be modest starts toward the elimination of
double taxation of dividends.

In 1962, President Kennedy recommended repeal of both the divi-
dend credit and the exclusion. In the Revenue Act of 1964, Con-
gress repealed the 4-percent dividend credit, but it doubled the
maximum dividend exclusion to $100. The $100 dividend exclusion
was repealed by the 1986 Act.

On February 2, 1978, Mr. Ullman (the former Chairman of the
Committee on Ways and Means) proposed a refundable shareholder
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credit on certain cash dividends received on corporate stock,!4® Mr.
Ullman modified this proposal on March 22, 1978.14! This proposal
was not adopted by the Committee on Ways and Means. .

The President’s 1985 tax reform proposals included a provision
which would have allowed corporations to deduct 10 percent of
dividends paid, subject to certain limitations.14? The House subse-
quently passed HI% 3838 which contained a similar proposal.!43
The dividend paid deduction provision was dropped in the confer-
ence on the 1986 Act.

3. Foreign experience with dividend relief

Summary of foreign integration systems 44

Many of our trading partners have eliminated part or all of the
double tax on dividends. West Germany has eliminated all double
taxation; Canada has eliminated more than half of double taxation;
France and the United Kingdom have eliminated half of double
taxation; and Japan has eliminated a smaller fraction of double
taxation,

In West Germany, the corporate tax rate on distributed earnings
is 36 percent, compared to a 56-percent rate on retained earnings.
Shareholders are given a tax credit for the full 36-percent corpo-
rate tax on dividends, and they must include the credit in their
taxable income.

France and the United Kingdom use a similar shareholder credit
to eliminate about one-half of the double tax on dividends. Both
these countries and West Germany allow the shareholder credit
only to the extent that corporations have actually paid tax on the
distributed income.

Canada allows its shareholders a credit of 50 percent of dividends
which eliminates as much as 75 percent of double taxation. The Ca-
nadian credit is available without regard to whether the corpora-
tion actually paid corporate tax on the income.

At present, Japan has a split corporate rate of 32 percent on divi-
dends and 42 percent on retained earnings. The recently adopted
tax reform proposal will replace the split rate with a single corpo-
rate income tax rate of 37.5 percent for 1990 and beyond. Japan
also allows its shareholders a credit of 10 percent of dividends,
phased down to 5 percent at higher income levels.

Results of foreign integration systems

. If the two-tier tax in fact contributes to a bias against new equity
issues and against dividend distributions, one might expect that the
adoption of partial integration systems would result in increased
equity issues and dividend payments. The data, although difficult
to interpret, do not appear to confirm such predictions.

149 Cong. Rec. 640 {Feb. 2, 1978).
141 . Rec. 2337 (March 22, 1978).
142 The White House, The President’s Tax Proposals to the Congress for Fairness, Growth, and

»iplicity CMasy 1985),
! l‘sggction 11 of H.R. 3838 (the Tax Reform Act of 1985), passed by the House on December
144 This & reflects foreign tax law as of 1983, as reported in Sijbren Cnossen, “Corpo-

ration Taxes in O Member Countries,” Bulletin for International Fiscal Documentation,
Nov. 1984, pp. 483-496.

Si
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A survey of the European experience concludes: 145

The experience of France, Germany and the United
Kingdom with their respective tax integration schemes
suggests that partial tax integration may not be an effec-
tive mechanism for increasing the rate of capital accumu-
lation by business. In France and the United Kingdom div-
idend rates were not increased, and in Germany, although
the dividend rate seemingly was increased, the propertion
of corporate capital financed by sales of corporate stock ac-
tually decreased. It is true that in the United Kingdom fpo—
tential dividend increases were held back by external fac-
tors, i.e, the government’s anti-inflation policy, rather
than any intrinsic flaw in the imputation system itself.
But the British experience indicates that a policy to in-
crease dividends may be viewed as inflationary or, at any
rate, as incompatible with an anti-inflation policy.

Given this evidence, and the extremely high debt to equity ratios
reported in Japan (which has a split-rate system) and West Germa-
ny (which fully relieve the double tax on dividends), 148 adoption of
dividend relief in the United States may not achieve the objectives
espoused by some proponents, ie., to reduce corporate debt to
equity ratios and debt-financed acquisitions.

4. Recent legislative proposals

a. Dividends paid deduction (Administration’s 1985 tax
gefiygr;ns)proposal and H.R. 3838 as passed by the House
n

In general

Under the Administration’s 1985 tax reform proposal, a domestic
corporation would have been entitled to a deduction equal to 10
percent of the dividends paid from earnings that have borne the
regular corporate tax. (The 1984 Treasury Report on tax reform
wad similar to the Administration proposg, except that 50 percent
of dividends paid would have been eligible for the deduction.) The
deduction would not have been available to corporations that are
subject to pass-through tax regimes, e.g., regulated investment com-
panies and real estate investment trusts.

Distributions that are not treated as dividends would not have
been eligible for the deduction. However, distributions that are not
dividends in form but are so treated for income tax pu (e.g.,
certain pro rata stock redemptions) would have been ?i;’e}fle or
the deduction. In addition, the dividends received deduction for cor-
porations would have been ¢ to 90 or 100 percent, based on
whether or not the payer is entitled to the dividends paid deduc-
tion (without regard to the degree of stock ownership).

Under the 1985 Administration proposal, the dividends paid de-
duction would have been treated like an ordinary business deduc-
tion for the purpose of determining the corporation’s income tax li-

4% Harry G. Gourevitch, “Co te Tax Integration: the European Experience,” Tax Lawyer,
Vol. 31, No, 1, (Fall 1977 p. 82-88, Pe
140 Soe discassion in Part LB, above.
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ability, including the liability for estimated tax ents. Net o
erating losses attributable to the dividends paid deduction would
have been available to be carried back and forward to the extent
permitted by present law.

The qualified dividend account

Dividends would have been eligible for the dividends paid deduc-
tion only to the extent that such dividends did not exceed the
amount of a Qualified Dividend Account (“QDA”). Generally, the
QDA consists of the amount of corporate earnings that have been
subject to the corporate tax for taxable years after the effective
date. Accordingly, each year a corporation would have added to its
QDA its taxable income (i.e.,, gross income less deductible ex-
penses), subject to certain adjustments. For this purpose, taxable
income would not have included amounts on which no corporate
tax was paid as a result of any available credit (including the for-
eign tax credit). The amount of dividends paid in a taxable year
would have been deductible from the balance of the QDA as of the
end of the taxable year, except to the extent that the balance in
the QDA would be reduced below zero. Dividends in excess of the
QDA as of the end of the taxable year in which the dividends were
paid would not have been deductible. Such “excess dividends”
could not be carried forward and deducted in subsequent years.

Nondividend distributions

. Whenever a transaction is treated as a dividend for Federal
income tax purposes, the corporation would generally have been
entitled to a deduction and required to adjust the QDA to the same
extent as if an actual dividend distribution were made. To be per-
mitted to take the deduction, however, the corporation would have
been required to treat the distribution as a dividend for informa-
tion reporting purposes. In the case of complete liquidations, the
QDA would have been eliminated.!*? In the case of redemptions
and partial liquidations, the QDA would have been reduced propor-
tionately with the amount of stock redeemed or the portion of the
stock liquidated, but not in excess of the amount of redemption or
liquidation proceeds distributed to shareholders.148

Treatment of intercorporate distributions
A corporation generally would have been taxed on only 10 per-

cent of the dividends it receives; however, it would have increased .

its QDA by the full amount of any such dividends. Thus, on redis-
tribution of that amount to its shareholders, it would in turn be
entitled to the 10-percent dividends paid deduction, Where a co:

rate shareholder receives a dividendp with res to which no divi-
dends paid deduction was available (because the distributing corpo-
ration did not pay any corporate tax on the distributed earnings),
such shareholder would have been entitled to a 100-percent divi-

. '*7 The 1985 Administration proposal did not discuss whether this treatment would npplgstzp

liquidations of controlled subsidiarice qmﬁ?ing for nonrecognition treastment under section 332,

In this situation, a corporation’s SDA could be treated as a “tax attribute” that ig carried over

e s e iogo o 1he T o oresent, law of the carnings and profita account
analogous ment u w earni

upon redemption or partial liquidation. e

L N
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dends received deduction.!4® Thus corporate earnings would have
been taxed no more than once prior to distribution to noncorporate
shareholders.

To implement these rules, the payer corporation would have
been required to report to its corporate shareholders the amount of
the dividends paid to such shareholders with respect to which a
dividends paid deduction was allowed to the corporation.

Treatment of foreign corporations and shareholders

A U.S, corporation would have been entitled to the dividends
paid deduction without regard to whether the dividends were paid
to domestic or foreign shareholders. However, an additional with-
holding tax would have been imposed on dividends paid to foreign
shareholders equal to the benefit received by the U.S. corporation
on account of the dividends paid deduction. Initialg, the additional
withholding tax would not have been imposed on dividends paid to
foreign shareholders entitled to the benefits of a bilateral tax
treaty. However, authority would have been reserved for the Treas-
ury Department to impose the compensatory withholding tax on
dividends paid to shareholders resident in any treaty country that
grants relief from a domestic two-tier tax to its national sharehold-
ers but not to U.S, shareholders.

The dividends paid deduction would have been allocated between
U.S. and foreign source income in proportion to the amount of
earnings in the QDA from U.S. and foreign sources.

A foreign corporation would not have been entitled to the divi-
dends paid deduction under the 1985 Administration proposal.

H.R. 3838 as passed by the House in 1985

A 10-percent dividends paid deduction was contained in H.R.
8838 as passed by the House in 1985.13¢ This provision was dropped
in conference. The House bill generally followed the 1985 Adminis-
tration proposal, with several modifications.

First, the House bill allowed an increase in the QDA for an
a{)ni)gnt; 6elqual to the taxable income equivalent of minimum tax li-
ability.

Second, the House bill permitted foreign corporations to take the
dividends paid deduction in certain circumstances. Foreign corpora-
tions, at least 50 percent of whose income is effectively connected
with a U.S. trade or business, would have been permitted to receive
the dividends paid deduction. The deduction would have been avail-
able for that portion of the dividend which bears the same ratio to
the dividends paid as the corporation’s income effectively connect-
ed with a U.S. trade or business bears to its total income as com-
puted for ﬁurposes of section 245(a).

Third, the House bill would have imposed a compensatory tax on
dividends paid to foreign shareholders even where a treaty provid-
ed a limit on the amount of tax to which the foreign shareholder

149 Pragsumably, the QDA would not have been mcmaasduc!g the amount of dividends received
that are eligible for the 100-percent dividends received deduction.
?‘;';ggction 311 of HR. (the Tax Reform Act of 1985), passed by the House on Decoember

181 Since the to corporate tax rate in the House bill was 36 percent, the gross-up for purposes
of the QDA wouldp havebeeana‘SSthsoft}wmmimumhxlhgielity. plore
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may have been subject, unless the Secretary of the Treasury certi-
fied that: (1) such treaty prevented treaty shopping; and (2) if such
country had a two-tier tax on corporate income and granted relief
to national shareholders, that it also granted relief to U.S. share-
holders equivalent to the dividends paid deduction.

Fourth, the House bill treated as “unrelated business income”
(subject to tax under sec. 511) a portion of dividends paid to certain
tax-exempt entities. This tax would have applied to organizations
exempt from tax under section 501, where the organization owned

5 percent or more of the stock of the dividend-paying corporation.
- Fifth, a portion of policyholder dividends paid by a mutual life
insurance company would have been eligible for the 10-percent
dividends paid deduction.

Sixth, the dividends paid deduction would have been phased by 1
percentage point per year over 10 years.

Finally, the dividends received deduction for dividends eligible
for the 85-percent deduction under 1986 law would have been re-
duced to 70 percent (the deduction initially would have been re-
duced to 79 percent and thereafter decreased by 1 percentage point
per year over 10 years). Thus, intercorporate dividends potentially
would have continued to be subject to multiple corporate level tax.

b. Imputation system (1978 Ullman hill)
In general

On February 2, 1978, Mr. Ullman (the former Chairman of the
Committee on Ways and Means) made a proposal to grant share-
holders a refundable credit on certain cash dividends they received
<2>r21 %rrzpéoll'%ge stock.152 Mr. Ullman modified this proposal on March

Shareholder credit

Under the proposal, shareholders would have received a tax
credit equal to 20 percent of their cash dividends (10 percent in
1979 and 1980, phased up by 2 percent per year). This credit, in
effect, would refund to eligible shareholders a portion of the corpo-
rate income tax associated with corporate earnings from which the
dividend was paid, and in that way it would eliminate a portion of
the double tax on dividends.

_ Credits allowable would be limited to a portion of the Federal
income taxes actually paid by the corporation. Whenever allowable
credits would otherwise exceed this limitation, corporations would
be given the choice of either paying a “shortfall” tax or of electing
a lower rate of shareholder credit for their shareholders, and
shareholders would be notified of the amount of the shareholder
credit along with their dividend payments.

) Shareholders receiving dividends would include in their gross
income the amount of any cash dividend received plus the amount
of their shareholder credit. They would be allowed to treat the
amount of the shareholder credit as a payment against their Feder-

152 Cong. Rec. 640 (Feb. 2, 1978).
183 Cong. Rec. 2337 (March 22, 1978).
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al income tax liability. In effect, the shareholder credit would be
refundable,

Shareholder credit account

Under the proposal, each corporation would maintain a “share-
holder credit account” on its books. At the close of each taxable
year, a corporation would add a certain percentage of its Federal
income tax liability (net of all allowable tax credits) to its share-
holder credit account. The percentage would be 100 percent in 1979
and 1980, and phased down by 10 percentage points per year to 30
percent in 1987.

At the close of each taxable year, the corporation would subtract
from its shareholder credit account the total amount of the share-
holder credits it declared for the benefit of its shareholders for the
year. Unless the corporation elected a lower rate, this would ini-
tially be 10 percent of cash dividends paid. Any amount remainin,
in the account after these adjustments would be accumulated an
carried forward to future taxable years.

The percen of corporate tax added to the shareholder credit
account would have been greater than what was necessary to sup-
port the maximum allowable credit without the imposition of a
shortfall tax (assuming all income were paid out as dividends). This
was done for two reasons. First, it gave corporations time to adjust
to the new integrated system. Second, it would permit corporations
to integrate a small amount of tax preferences, but only if they
Eaid some corporate tax. When fully phased in, the proposal would

ave permitted a corporation distributing one-half of its earnings
to receive the full benefit of the proposal go long as it had an effec-
tive co;;l:orate income tax rate at least equal to 25 percent of its
financial income.

Foreign tax credit

No foreign tax credit would be added to the shareholder account
of U.S. corporations with respect to the foreign corporate taxes
which they pay. However, the Yrofposal contemplated that under
negotiated agreements, reasonable foreign withholding taxes would
be added to the shareholder credit account and be available for dis-
tribution to domestic shareholders. The amount, if any, of foreign
withholding tax which would be allowed as a credit would be deter-
mined through bilateral negotiations,

Foreign shareholders

The United States would provide no shareholder credit or refund
by statute for foreign shareholders in U.S. corporations. Bilateral
negotiations would provide a forum for the United States to reduce
its withholding tax or to grant a shareholder credit to foreign
shareholders.

Shortfall tax

Under the proposal, a corporation would be uired to pay a
shortfall tax whenever allowable shareholder its exceed the
balance in the shareholder credit account at the end of any taxable
year. The amount of the shortfall tax would equal the excess of the
shareholder credits declared for the year over the balance in the
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account as of the end of the year. The shortfall tax would be pay-
able when the corporation is required to file its Federal income tax
return for the year. In addition, the corporation would be required
to pay any estimated shortfall tax on a quarterly basis in the same
manner as the current estimated income tax.

The shortfall tax would apply to a corporation if the carryback of
a net operating loss against an earlier year’s taxable income result-
ed in a negative balance in its shareholder credit account.

Tax-exempt organizations

Under the proposal, tax exempt organizations (including pension
:amcz1 profit-sharing plans) would not be eligible for the shareholder
credit.

Intercorporate dividends

Under the proposal, the dividends received deduction would be
retained; however, corporations would not be entitled to claim the
shareholder credit on dividends received from other corporations.
Instead, corporate shareholders would be permitted to add to their
own shareholder credit account the shareholder credit related to
the dividends.

5. Issues regarding integration options
Method of granting relief
Full integration

Full integration generally is considered to be the most theoreti-
cally desirable method of providing relief from the two-tier tax,
since all income earned at the corporate level would be taxed di-
rectly and currently to the shareholders, leaving none of the possi-
ble distortions described above.

However, such a system is also considered to be difficult to im-
plement. One traditional objection to this form of relief is the con-
cern that imposition of tax at individual rates on allocated corpo-
rate income (that is not actually distributed) may result in liquidity
problems, particularly for shareholders whose marginal rates
exceed the rate of tax collected at the corporate level; however, this
concern has been diminished by the reduction of the top individual
tax rate below the top corporate rate provided in the 1986 Act.

Considerable administrative difficulties are inherent in a system
of full integration. For example, the need to allocate a corpora-
tion’s tax attributes among all its shareholders (where share own-
ership changes and tax attribute adjustments are common), as well
as the resulting need for individuals to account for potentially com-
plex items (such as foreign tax credits, intangible drilling costs and
the like), pose what many consider to be insurmountable obstacles
to the general implementation of this system.!5¢

3¢ A proposal for complete integration is presented in Dept. of the Treasury, Blueprints for
Basic Tax Reform, (January 17, 1977).
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Lowering corporate tax rates

Lowering corporate taxes would reduce the extent of double tax-
ation of corporate earnings., This method of providing relief from
the two-tier tax could reduce concerns about incentives for debt fi-
nancing and inadequate investment in the corporate sector. Howev-
er, such concerns would not be eliminated so long as the corporate
tax rate exceeds zero. Moreover, the lower the corporate effective
tax rate relative to the individual effective tax rate, the greater the
incentive will be for a corporation to retain rather than distribute
eayneidngs. As an alternative, individual income tax rates could be
raised.

Dividends paid deduction vs. shareholder credit

The dividends paid deduction (e.g., the provision passed by the
House in 1985) and the shareholder credit (e.g., Mr. Ullman’s 1978
proposal) generally are considered the two most feasible methods of
implementing some relief from the two-tier tax and in many re-
spects are considered economic equivalents. They operate to pro-
vide relief only with respect to distributed income. The main eco-
nomic distinction between the two methods (assuming the credit is
refundable) is that the dividends paid deduction initially puts cash
generated by the tax relief in the hands of the corporation, while
an imputation system puts the cash in the hands of the sharehold-

ers.

The 1985 Administration proposal states that the dividends paid
deduction was chosen primarily because the Administration consid-
ered it somewhat easier than an imputation system to implement.
A dividends paid deduction requires no additional accounting by in-
dividual recipients of dividends, though it would impose some addi-
tional accounting and reporting requirements on a corporation
paying dividends. A corporate recipient of dividends also would
.h.a:ve accounting requirements that might prove difficult to admin-
ister.

An imputation system would impose accounting and reporting
requirements similar to those required for the dividends paid de-
duction on corporations paying and receiving dividends. It also
would require individual shareholders to account for dividends dif-
ferently, not simply by including them in income, but by using the
gross-up and credit calculation. Nevertheless, an imputation system
may offer some advantages over the dividends paid deduction if it
is considered desirable to limit the relief in the case of dividends
paid to certain shareholders—for example, foreign or tax-exempt
shareholders. These advantages may outweigh the additional com-
plexity of the imputation method if relief from the two-tier tax is
to be implemented (see discussion below).

Dividend exclusion for individuals

A dividend exclusion can be provided for shareholders. Such an
exclusion tends to benefit high-bracket taxpayers more than low-
bracket taxpayers. A dividend credit system, as described above,
could provide more progressive benefits. Moreover, if the dividend
exclusion is limited to a dollar amount, as under prior law, it will
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not encourage additional equity investment for shareholders receiv-
ing dividends in excess of the exclusion.

Treatment of tax preference items

The treatment of tax preference items, such as certain exclusions
from income, credits against income tax, or tax deductions that
exceed economic expense, must be examined in the context of pro-
posals for relief from the two-tier tax on income earned by corpora-
tions. The purpose of this examination is to consider whether and
to what extent preference items available to a corporation should
be passed through to shareholders (reducing tax at both the corpo-
rate and shareholder levels).155

In general, a system of relief that passes through tax preferences
not only allows the preference to reduce the tax of the corporation
engaging in the activity for which the incentive is granted, but also
directly or indirectly allows preference items attributable to that
activity to reduce the shareholder income tax liability on distribu-
tions from the corporation.

If the purpose of granting relief from the two-tier tax is to elimi-
nate corporate level tax entirely and to treat corporate income as
earned directly by shareholders, it could be argued that all prefer-
ence items ofy a corporation should be attributed directly to its
shareholders, regardless of whether they are individuals or other
corporations. Alternatively, it may be argued that any integration
proposal should ensure that income arising from corporate activi-
ties is, at a minimum, subject to full tax at one level.

Any mechanism for passing through preferences to shareholders
would vary depending upon the method chosen to provide relief
from the two-tier tax (i.e., shareholder credit system, dividends
paid deduction, etc.) and whether the preference item takes the
form of an exclusion, a credit or an accelerated deduction.%® Simi-
larly, any mechanism for denying the passthrough of preferences
to shareholders would depend on the type of system employed.!57?

If relief from the two-tier tax is 1S;ranwd with respect to distribut-
ed income only (as is the case with either a dividends paid deduc-
tion or a shareholder credit system), a determination must be made

135 See Charles McLure, Must Corporate Income Be Taxed Twice? Brookings Inst., 1979, pp. 82-
143, for a comprehensive discussion of the treatment of tax preferences in the context of grant-
in% relief from the two-tier tax.

3% For example, if a shareholder credit system were to pass through tax credits, the proper
grose-up and credit amount would equal actual corporate income taxes paid rlua allowable cred-
its. (Credits that could not be used to reduce corporate income taxes could either be passed
through to the shareholders or remain with the corporation.) To pass through excludible income
or accelerated deductions, distributions in excess of the tion’s taxable income would
either have to be excludible by the shareholders, or the shareholders would have to be given a
lat;ﬁer credit. If a dividends paid deduction were chosen instead, excludible income and acceler-
ated deductions could be passed th:otﬁ:x by excluding from the shareholder's income distribu-
tions in excess of the corporation’s taxable income. Credits could be through by excluding
from shareholders' income distributions in excess of the corporation’s taxable income reduced by
the amount of income, the tax on which is offset by the available credits. With either a share-
holder credit system or a dividends paid deduction, where the passed-through preference is an
accelerated deduction, adequate provision must be made to assure that the tax deferral that
such deductions are intended to provide does not result in complete exclusion.

137 In a shareholder credit system, the through of credits, accelerated deductions, or un-
taxed income may be denied by limiting the gross-up and credit to actual taxes paid. Alterna-
tively, if a uniform credit were desired, & compensatory tax could be imposed on a corporation to
the extent that the credit avallable to its shareholders with respect to dividends paid exceeds
the amount of tax paid by the corporation,



98

whether the distribution has been from taxed or untaxed earnings.
Three different approaches are possible.

The first approach treats dividends as paid pro rata from taxed
and untaxed corporate income. Thus, if a dividends paid deduction
were used, for example, a corporation that has $100 of economic
income but only $50 of taxable income would treat one-half (i.e.,
$50 divided by $100) of its dividends paid as eligible for the divi-
dends paid deduction.

The second approach treats dividends as paid first out of income
that has not been taxed and denies any dividends paid deduction
unless distributions exceed a corporation’s nontaxable income.

The third approach—which is the approach adopted by the Ad-
ministration 1985 proposal—treats dividends as paid first out of
income that has borne corporate tax. This approach might be
viewed as permitting some amount of corporate tax incentives to
be applied to reduce the double tax on distributions of earnings
that did not bear corporate tax. To this extent, it might be seen as
permitting an indirect additional benefit to all shareholders from
corporate level preferences. However, this approach is significantly
simpler to implement than either of the others.

nder the 1985 Administration proposal, all corporate income
that was subject to tax would be added to the QDA in full even if
the tax were imposed at less than the top corporate rate. This
would include, for example, income taxed at marginal rates lower
than the rates against which the dividends-paid deduction is taken.
For example, corporate income tax may be paid in one year at a 15-
percent rate, and dividends paid out of this income may give rise to
a 10-percent dividends paid deduction that offsets income in the top
34-percent corporate income tax bracket.!58

International aspects

Foreign shareholders

A significant international tax issue raised by proposals for relief
from the two-tier tax on corporate income is whether such relief
should be granted with respect to shares in a U.S. corporation
owned by foreign shareholders and, if so, to what extent. If either
denial or limitation of the relief is desired, a related issue is the
manner in which the relief may be denied or limited consistent
with present U.S, treaty obligations.

Denial of relief where there are foreign shareholders is arguably
inconsistent, in certain cases, with the goals of avoiding some of
the distortions of the two-tier tax; these distortions may arise irre-
spective of the nationality of the shareholder or the country that
receives the shareholder level tax. On the other hand, the relief ar-
g‘uably is not intended to lessen the U.S. taxation of income earned

y foreigners through U.S. corporations, particularly where, under
an existing income tax treaty, such foreign shareholders pay little
tax on dividends received from U.S. corporations. Under interna-
tional norms, the primary tax jurisdiction over business income is

158 The contrary result also could occur. If this were perceived as a problem, the benefit of a
deduction arising from the distribution of income taxed at & different rate could be adjusted to
reflect the amount of tax paid on such income, though this could involve complex tracing.
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in the country where the operations are located. In addition, most
other countries that have adopted some form of relief from a two-
tier tax generally do not extend the relief to foreign shareholders
unilaterally; some countries, however, provide relief for foreign
shareholders through bilateral treaties. .

If relief from the two-tier tax is implemented through a divi-
dends paid deduction, such relief can be denied where there are
foreign shareholders, either by denying the deduction to the corpo-
ration for dividends paid to foreign shareholders or by imposing a
compensatory withholding tax (in addition to any other withhold-
ing tax) equal to the tax benefit received by the corporation on the
dividends paid to foreign shareholders.

Although disallowance of the dividends paid deduction would ac-
complish the goal of collecting tax on income earned in the United
States, it may be considered unfair and undesirable for the value of
the U.S. shareholders’ shares to be affected by the fact that other
shareholders are foreign. Accordingly, apart from treaty consider-
ations discussed below, a compensatory withholding method may be
preferable since the benefit of the relief is, in effect, “paid back”
directly by foreign shareholders rather than proportionately by all
shareholders. ) .

If an imputation system, rather than a dividends paid deduction,
were used to implement the relief, the relief could be denied entire-
ly to foreign sﬁareholders by not permitting the gross-up and
credit, or could be denied in part by not permitting a refund of any
unused credit. Where the degree of relief contemplated is relatively
small, however, as was true of the Administration proposal, nonre-
fundability may have no impact on foreign shareholders because
the appropriate credit may be less than the precredit U.S. with-
holding tax on the dividend, even where such tax is reduced pursu-
ant to a treaty. B

If relief from the two-tier tax is to be denied to foreign share-
holders who are entitled to a reduced rate of tax on dividends pur-
suant to a treaty, the method chosen to deny relief may have a
bearing on whether the denial can be viewed as a violation of the
treaty in question. In particular, the imposition of a compensatory
withholding tax in conjunction with a dividends paid deduction
might be considered a technical violation of treaties that provide a

uced withholding rate on dividends. This is so despite the fact
that the compensatory withholding tax is a substitute for the col-
lection of additional corporate tax, which would not violate these
treaties. By contrast, if a shareholder credit sirstem were adopted
and the credit were denied to foreign shareholders, the same sub-
:}:antive result would be reached wit?out any arguable treaty viola-
ion.
. As discussed above, the 1985 Administration proposal would have
imposed a compensatory withholding tax on dividends paid to for-
eign shareholders who are not entitled to treaty benefits but, at
least initially, would not ienépose the additional withholding on
shareholders who are entitled to treaty benefits. The proposal re-
tained authority for the Treasury to impose the additional with-
holding as leverage in negotiating reciprocal relief for U.S. share-
holders of foreign corporations where the foreign corporation’s na-
tional shareholders are afforded relief from a two-tier tax. If Treas-
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ury did not impose such withholding, this approach could have the
effect of permanently lowering, without compensation, the U.S. tax
on income earned by corporations to the extent such corporations
have shareholders in any of the many countries that offer no relief
from {wo-tier taxation to U.S. investors.

Foreign corporations

Under the 1985 Administration proposal, a foreign corporation
would not have been entitled to the dividends paid deduction even
with respect to dividends paid from earnings that were subject to
U.S. tax. Certain treaties arguably may provide, however, that for-
eign persons (including corporations) are entitled to the same U.S,
income tax treatment as a similarly situated U.S. person. Accord-
ingly, as under the 1985 House bill, consideration could be given to
extending the deduction to foreign corporations entitled to such
treatment under a treaty, where dividends are paid to U.S. share-
holders from earnings subject to U.S. tax. Alternatively, such a for-
eign corporation could be given an election to be treated as a
United States corporation for all income tax purposes.1%9

Source rules

The 1985 Administration proposal indicated that the dividends
paid deduction should be allocated between U.S. and foreign source
income in proportion to the income out of which the dividends
were paid. No method was specified for determining the income
from which the dividends were paid. Where dividends paid could be
attributed to more than one year, the choice can have significant
practical impact. For example, if, in a year that a corporation has
excess foreign tax credits, it pays dividends with respect to which it
is entitled to a dividends paid deduction, the availability of the cor-
poration’s foreign tax credits may be further restricted if the divi-
dends paid are deemed to be paid out of earnings from a year in
which the corporation had a relatively high percentage of foreign
source income.

Treatment of foreign tax credit

As discussed above, the 1985 Administration (Froposal (and House
bill) generally would not have permitted a dividends paid deduction
at the corporate level to the extent dividends were paid out of
earnings that bore no corporate tax. The proposal treats corporate
income that did bear foreign tax, but that did not bear U.S, tax due
to the foreign tax credit, in the same manner as income that did
not bear U.S. tax for other reasons such as accelerated depreciation
or other tax preference items. Thus, income that does not bear U.S.
% Aiiue to the foreign tax credit would not have been added to the

There is controversy about whether the foreign tax credit proper-
ly should be treated in the same manner as a “preference’ item.

e credit is widely used by countries to reduce international
double taxation. It is tlig;enemlly available only where foreign taxes
are paid or accrued, thus reducing the amounts a corporation will

182 S0 sec. 8ITG).
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have available for distribution. On the other hand, foreign coun-
tries that have adopted some form of relief from corporate double
taxation generally do not treat foreign taxes paid by their domestic
corporations as taxes paid for purposes of a shareholder credit or
comparable provision.

Some may contend that the 1985 Administration proposal did not
provide equal treatment for U.S. and foreign investment by U.S.-
owned corporations (a violation of “capital export” neutrality), be-
cause the dividends paid deduction would have been allowed for
distributions of income that had borne only U.S. tax, but not for
income that had borne a comparable foreign tax. Others may con-
tend that a U.S. tax benefit has been derived from the foreign tax
credit, even though foreign taxes have also been paid. They also
may contend that the U.S. should not unilaterally grant relief
where other countries do not.

Treatment of tax-exempt shareholders

Where relief from the two-tier tax is granted, the treatment of
shareholders who are tax-exempt raises difficult issues. Denying
the relief could be viewed as inappropriately diminishing the rela-
tive advantage of tax exemption over ordinary taxable status. On
the other hand, granting the relief where a shareholder is a tax-
exempt entity could permit business income earned by a taxable
corporation and distributed to its tax-exempt shareholders to
eecapet tax entirely, simply because the shareholders are tax-
exempt.

As one example, if a taxable corporation owned entirely by a tax-
exempt entity distributed all its income, and if there were a 100
percent dividends paid deduction, the corporation would pay no
tax. This result would be inconsistent with the rules that tax unre-
lated business income of tax-exempt entities and generally do not
permit tax-exenggt entities to engage in regular business activities
free of tax on the business income. Although the Administration
proposed only a 10 percent (rather than 100 percent) dividends paid
deduction, the issue is inherent in the pro .

If it were considered desirable to deny the relief in the case of
distributions to tax-exemtﬁt shareholders, and a dividends paid de-
duction were chosen as the basic method of relief, the relief could
be denied by treating the deductible portion of dividends paid to
tax-exempt entities as unrelated business income (as under the
1985 House bill). This would require reporting of the deductible
portion of dividends paid to tax exempts (similar to the reporting
that would be required for dividends paid to corporations).

Such an approach would be similar to the compensatory with-
holding tax that the Administration uf)roposed for certain forei
shareholders; however, the tax would not be collected by the
paying corporation as a withholding agent. A withholding tax ap-
proach could be used if desired.

_ Another possibility would be to deny the dividends paid deduc-
tion to a corporation that is owned entirely, or to a specified
extent, by tax exempt entities. Where a corporation is owned both
by taxable persons as well as tax-exempt entities, however, denial
of the dividends paid deduction for dividends paid to tax-exempt
shareholders would impose an additional tax burden on the taxab?e
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shareholders. If an imputation credit system were used, the credit
simply could be denied (i.e., be made nonrefundable) in the case of
a tax-exempt shareholder.

Transition issues

Certain issues exist relating to the one-time effects of implement-
ing some measure of relief from the two-tier tax. One such issue is
whether the relief may give a windfall to present owners of corpo-
rate equity, whose shares may become more valuable because of
the lower corporate tax burden. The extent of this windfall is some-
what speculative. If present shareholders purchased their stock at
a discounted price due to the double tax on dividends, adoption of
dividend tax relief will be a windfall to present owners. By con-
trast, if the corporate tax burden is passed on to consumers or em-
ployees, its elimination would not necessarily provide a windfall to
shareholders, at least in the long run. If the possibility of a wind-
fall were perceived to be a }iroblem, one solution would be to phase
in dividend relief (as in the 1985 House bill). Another solution
would be to extend the relief only to equity issued after the relief
provisions generally become effective, as suggested by the 1982 ALI
Reporter’s study.18°

New equity integration

To prevent windfall gains to existing shareholders and limit rev-
enue loss, dividend tax relief could be granted only to newly issued
equity (i.e., equity issued after the effective date of the provision).

New equity integration would create an incentive for corpora-

tions to convert old into new equity, unless a tax is imposed on
sgch transactions equal to the value of dividend tax savings on new
shares,
. Old equity could be converted by redeeming old shares and issu-
ing new shares. Alternatively, a corporation could make a pro rata
distribution of new equity to existing shareholders, and pay all
future dividends only with respect to the new shares (to take ad-
vantage of dividend tax relief). Another method for converting old
equity is for the existing corporation to contribute assets to a
newly-formed corporation in exchange for stock, and then to dis-
tribute this new stock to its shareholders.

Thus, new equity integration requires anti-abuse rules which
deny dividend tax relief to new equity which merely replaces exist-
ing stock. Alternatively, the tax benefit of conversions could be
eliminated by imposing a minimum tax on certain corporate distri-
butions (see Part V.D.1, below).

If dividend tax relief is provided through a shareholder credit
system, corporations might need to issue a separate class of stock
so that shareholders would be able to differentiate between divi-
dends paid on old as opposed to new shares. The new class of stock
probably would trade at a premium over old stock as a result of the
shareholder credit. This premium would transfer some or all of the
benefit of the credit to the owners of old stock.

145 The American Law Institute, Federal Income Tax Project, Subchapter C, Proposals on Cor-
porate Acquisitions and Dispositions (1982),
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New equity integration also could be accomplished by means of a
dividends paid deduction limited to new shares. In this case, new
and old shares would not be differentiated from the shareholders
perspective, and would be expected to trade at the same price. The
benefit of the tax savings (from the dividends paid deduction) pre-
sumably would acerue to both old and new shareholders .equally.

While limiting dividend tax relief to new equity has many attrac-
tive features, numerous difficult technical issues would need to be
resolved. Moreover, it should be noted that none of the countries
which have adopted dividend tax relief have limited such relief to
newly issued equity.

B. Eliminate or Reduce the Distinction Between Debt and Equity
by Limiting Interest Deductions

Interest disallowance proposals should be evaluated with refer-
ence to various policy issues. These issues include: the potential
erosion of the business tax base (including but not necessarily lim-
ited to the corporate tax base); the proper measurement of econom-
ic income; the non-tax economic impact of business leverage; and
whether certain specified types of transactions should be discour-
aged for various other non-tax economic reasons. In addition, ad-
ministrability and fairness issues may be raised.

Particular interest disallowance proposals may address one or
more of these issues. The proposals may be more or less compre-
hensive in treatment of the issues they do address. Because the
proposals differ widely in the nature of the issues they address, it
18 necessary to determine which policy issues are considered signifi-
c?.nt in order to evaluate the desirability of any particular propos-
al.

The following discussion first describes a number of interest dis-
allowance proposals and discusses the principal issues they address.
The discussion then describes certain additional issues common to
many of the proposals.

1. Broad interest disallowance proposals not dependent on par-
ticular types of corporate transactions

All interest deductions above a specified amount could be disal-
lowed. There are several variations of this approach, each of which
computes the amount of the disallowance based on different fac-
tors. The factors selected indicate the policy objectives of the pro-
posals.

a. Disallow a flat percentage of all interest deductions

Under this approach, the amount of nondeductible interest would
be a percentage of total interest expense. This approach principally
addresses concerns about erosion of the revenue base and about the
role of debt in facjlitating tax arbitrage. It does not address issues
of the proper measurement of income (either by trying to distin-
guish debt from equity, or by trying to limit interest deductions
where the debt supports activities that do not produce income tax-
able to the entity incurring the debt). It also is not limited to any
particular types of transactions that might be considered undesir-
able for non-tax reasons.
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While revenue concerns are the main basis for this particular ap-
proach, issues arise regarding its effectiveness. For example, if the
deduction denial is related only to a percentage of total interest ex-
pense, it might be possible for taxpayers in some circumstances to
increase the stated interest amount beyond the amount they might
have stated absent this provision, thus continuing to reap the bene-
fit of the deduction. Present law provides certain bright-line rules
designed to prevent the interest component of an obligation from
being understated; but it has no comparable rules designed to pre-
vent the overstatement of interest. Issues related to the design of
such rules are addressed below in connection with other proposals.

The impact of this proposal will vary dramatically from industry
to industry. For example, financial intermediaries, such as banks,
may see enormous increases in taxable income, even though their
loans may bear low interest rates, Likewise, this proposal will dis-
proportionately affect activities which support high degrees of le-
verage, such as real estate, even though the debt involved may not
be particularly risky.

5. Disallow interest deductions in excess of a specified rate of
return to investors

This approach would disallow interest deductions in excess of a
ified rate of return to investors. Deductions not in excess of
t rate still would be permitted. The rate could be determined by
reference to a rate deemed to represent that of a relatively risk-
free investment (for example, the rate on comparable-term Treas-
ury obligations issued at the time of the borrowing, or a few points
gboz:s that rate). The rate could fluctuate as the reference rate fluc-
uates.

As with the approach described above, this approach addresses
concerns about erosion of the tax base, but to the extent the rate
selected reflects a measurement of “rigk,” this approach also might
be described as an attempt to properly measure economic income.
If one accepts the premise that all interest on debt is properly de-
ductible without regard to whether the debt supports an asset that

roduces taxable income, and the further premise that the most
undamental basis for distinguis}ﬁnﬁﬁdebt from equity is the degree
of investor risk, this approach seeks to deny a deduction for the
“risk” element of stated interest on the theory it more nearly re-
sembles a dividend distribution, while continuing to permit the
non-rigk portion to be fully deductible.

A primary issue with rzfipect to this type of a%?roach is the se-
lection of the permitted deductible interest rate. To the extent the
rate is selected in an attenégt to identify excessive risk, questions
may be raised regarding the accuracy of a risk analysis based
solely on interest rate. On the other hand, to the extent the propos-
al is viewed as one of administrative convenience designed to ad-
dress revenue concerns and avoid the need to distinguish between
debt and equity, the accuracy of any risk analysis may be consid-
ered less important.

. Non-tax policy issues also may arise. For example, even though it
is arguable that a high degree of risk suggests an equity invest-
ment, and that a high interest rate suggests a high degree of risk,
the practical result of such an approach may be that certain start-
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up firms, or firms involved in inherently risky ventures, may be
more restricted in their ability to deduct all of the interest de-
manded by investors than other more established or stable firms.
Variations in the permitted rate might be adopted for such situa-
tions; however, arguments then may be raised that whichever tax-
payers are permitted the higher deductions may obtain a competi-
tive advantage over other ventures also involving risk, which may
have implications for neutrality of the tax system in this respect.

¢. Disallow interest deductions based on inflation: interest in-
dexing

This approach would disallow a portion of interest deductions
based on inflation. A corresponding portion of the recipient’s inter-
est income would be treated as nontaxable,

1984 Treasury proposal

The Treasury proposals in 1984 ested a plan which generally
would have rendered the same specified fraction of interest non-de-
ductible and non-includable.?®! Home mortgage interest and a de
minimis amount of other individual interest were exempt from
these provigions. The Treasury ﬁzoposal assumed a specified real
pre-tax interest rate and would have calculated a percentage each
year based on this assumed real rate relative to the sum of infla-
tion and the assumed real interest rate, The allowable interest de-
duction (and inclusion) each year would have been calculeted by
multiplying nominal interest payments (and receipts) by this per-
gpntage, which would be published periodically by the tax authori-

jes.

_As a method for indexing debt, the proposal was relatively
simple. Even so, it still had numerous difficulties. Because it ap-
plied a single fraction to all interest it did a poor job of coping with
debt of differing risk characteristics; in particular, it made too
large a percentage of interest on risky debt nondeductible and non-
includable. Also, if the fraction were applied to financial interme-
diaries (e.g., banks), their income could be very lightly taxed. As
pointed out by Treasury at the time, even with its problems, the
method was likely to provide a more appropriate measure of
income than the current method of deducting and including all
nominal interest.

Other proposals

Other methods of indexing may better measure real interest de-
ductions but at the cost of increased complexity. One proposal
would require the restatement of interest paid by subtracting out
the inflationary component of the interest rate. For example, if one
paid $100 of interest at a 10 percent nominal rate and the rate of
inflation were 7 percent, then one would calculate the inflationary
component of the interest paid at a 7 percent rate ($70) and sub-
tract that amount from the interest actually paid. The difference
($30) would be the allowed amount of deductible interest. Similar
calculations would be necessary for purposes of income inclusion.

¢! Department of the Treasury, Tax Reform for Fairness, Simplicity and Economic Growth,
November, 1984,
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This proposal, while having fewer distortions than the T‘reasdixfnt:y
proposal, is significantly more complex and administratively diffi-
cult. In general, proposals designed to measure the appropriate
amount of interest make a trade-off between simplicity and accura-
cy.

Issues generally applicable to indexing

A number of issues arise with respect to interest indexing. A
principal concern is determining the amount of correction to inter-
est expense or income that accurately reflects inflation. It may be
necessary to determine a “real” interest rate prior to risk consider-
ations. Even assuming a correct adjustment is identified, it may be
necessary for administrative convenience to afaply that a(}iustment
in a relatively rough manner that does not fully account for differ-
ent real interest rates over different periods of a year. It may be
difficult to provide an administrable adjustment that does not in-
volve windfalls to some taxpayers.

Indexing only interest but not other long-term arrangements
may put additional pressure on the determination as to whether an
instrument is properly characterized as debt. For example, depend-
ing on the relative tax situations of the parties, indexing only in-
terest may make it more desirable for a taxpayer with a relatively
high effective tax rate to hold an instrument characterized as debt
rather than equity. Similarly, it may be more desirable for an ar-
rangment to be characterized as a lending arrangement rather
than a lease. To the extent parties in different tax situations re-
characterized their arrangements to take advantage of tax arbi-
trage potential in this additional new disparity between the treat-
ment of debt and other arrangements, there could be a correspond-
ing revenue concern. On the other hand, it can be argued that fail-
ure to index may perpetuate a far greater revenue loss if the hold-
ers of debt instruments tend to be entities with a low effective tax
rate and borrowers tend to be taxpayers with a higher effective
rate who are obtaining an excessive interest deduction.

Exempting certain classes of debt, such as home mortgages, from
indexing proposals may cause large tax-induced distortions of asset
portfolios. Thus, excluding home mortgages would increase further
the tax incentives for owner-occupied housing.

Any proposal that reduces interest inclusions and deductions to
the same degree will generally reduce nominal interest rates. Be-
cause of the fall in nominal interest, the value of tax exemption to
pension funds and other tax-exempt institutions will be less than it
would be under a system without indexing.

d. Disallow interest deductions in excess of a specified per-
centage of taxable income (or earnings and profits) as
computed before the deductions

This approach would limit the interest deduction by reference to
taxable income (or alternatively, earnings and profits) determined
prior to the deduction. For example, one version of this approach
would limit the deduction to no more than 50 percent (or some
other specified percentage) of the taxable income of the corporation
computed without regard to the interest deduction. Such an ap-
proach was adopted in the 1986 Senate version of H.R. 3838 (the



107

Tax Reform Act of 1986) but was limited to situations where the
lender was related to the payor corporation by at least 50-percent
ownership and was a tax-exempt or foreign entity that would not
pay U.S. tax on interest received from the payor corporation
(Senate amendment to H.R. 3838, sec. 984 (1986)). One variation
would limit the deduction to no more than 50 percent (or some
other specified percentage) of the earnings and profits or the corpo-
ration computed without regard to the deduction. Another varia-
tion would apply the limitation only for minimum tax purposes.

This approach is principally addressed to revenue concerns and
attempts to provide a rough but practical alternative to complex
rules for distinguishing equity from debt, which assures that inter-
gst alone does not shelter taxable income to an unacceptable

egree.

The limitation to a specified percentage of taxable income {(or
earnings and profits) might arguably be viewed as reflecting con-
cerns about proper measurement of income, on the theory that
when interest deductions alone consume a significant proportion of
otherwise taxable income, this may suggest excessive risk to the
lender implying an equity interest. However, this particular ap-
proach is not a targeted method of identifying situations of risk.
This is because the ability to pay back indebtedness depends large-
ly on the capacity of the debtor to generate cash flow, either from
current operations or from sales of appreciated assets. Neither tax-
able income nor earnings and profits is an adequate measure of
such capacity. For example, an entity with significant cash flow po-
tential may have low taxable income because of other tax deduc-
tions that do not reflect economic losses (for example, accelerated
depreciation), or because assets are currently held for appreciation
and not for current income. The use of earnings and profits as a
limitation similarly does not take account of items such as unreal-
ized appreciation, which may be sufficient to avoid undue risk to
the debtholder.

This approach also raises an issue whether it is desirable to limit
interest deductions, thus increasing the effective tax rate, in times
of recession or when taxable income is otherwise small due to real
economic losses.

2. Disallow corporate interest deductions in transactions that
reduce the corporate equity base

A corporate interest deduction could be disallowed in transac-
tions where the underlying debt sugports a reduction in the cor-
porate equity base.1®1® This approach is directed to preservation of
the corporate revenue base. The approach also can be described as
one directed to the proper measurement of economic income at the
corporate level. The theory is that a corporate-level interest deduc-
tion should not be permitted for a borrowing used to support a dis-
tribution that will not produce any corporate-level income but, on
the contrary will reduce the corporate tax base.

Under this approach, if the borrowing supports a distribution of
existing equity out of corporate solution, so that future corporate-

1810 See footnote 172, infra.
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level income will no longer be generated by the distributed funds,
then interest deductions on the borrowing are denied. Certain dis-
tributions could be exempted from the provision (for example, “or-
dinary” dividends, defined in a manner intended to permit continu-
ing distributions of regular dividends to shareholders, would not
trigger interest cutbacks). However, the proposal would trigger dis-
allowance in the case of extraordinary distributions, including
large dividend distributions, stock repurchases, and acquisitions of
certain stock or assets of other corporations.82

Under one version of the proposal, corporate interest deductions
would not be limited at all if there is not a disqualifying distribu-
tion to shareholders. Under such an approach, for example, if a
corporation issued an instrument characterized as debt and did not
also distribute funds out of corporate solution to shareholders, no
disallowance of interest would result. This version would limit its
golicy objective to denying interest deductions that support distri-

utions out of corporate solution and would not attempt to reduce
the distinctions between debt and equity generally, or to limit de-
ductions to a relatively risk-free rate of return. Provisions would be
necessary to prevent avoidance of the rule by first making a dis-
qualifying distribution and subsequently borrowing to support the
distribution.

Variants of the ;‘);)oposal could address additional objectives. For
example, even if a borrowing supports bringing new funds or assets
into corporate solution where the income from such funds or assets
will be subject to corporate income tax, there might still be a limi-
tation on the interest deduction, based on a ‘‘reasonable” return to
investors. This approach would tend to make the treatment of debt
and eguity at the corporate level more equal.2®3 It also could be
viewed as an attempt to limit interest deductions to an amount re-
flecting a relatively risk-free interest rate,164

3. Disallow corporate interest deductions in more specified acqui-
sition or stock purchase situations

a. Limit corporate interest deductions in the case of certain
acguisitions where additional factors suggesting risk are
also present

H.R. 2476 (1985), introduced by Mr. Picklie, would deny the de-
duction for interest payments on certain debt used for the acquisi-,
tion of another corporation or the repurchase of a corporation’s
stock. To the extent the bill requires the existence of debt that sup-

162 For administrative reasons, a distinction could be made in the case of the acquisition of
stock of another corporation, depending upon the amount of stock that is acquired. The interest
disallowance might not be triggered if funds are used to acquire 8 relatively small interest in
another corporation’s stock; however, in such a case the dividends recsived deduction could be
denied as a compensating mechanism.

In addition, a borrowing that supports the acquisition of a significant part of the assets of
another corporation could also trigger the interest cutback, even though the payment for the
assels may remain in corporate solution in the hands of the selling corporation. The proposal
might trigger the interest cutback in this case because of concern that the selling corporation
may liquidate and distribute the funds out of corporate solution. However, if the selling corpora-
tion fo pay an additional tax on a distribution of the funds, the purchasing corporation
could be relieved of the interest cutback.

182 See Part V.C.1 of this pamphlet, infra, for a discussion of proposal to permit a deduction
for ragx‘:neents on new equity capital.

ise discussion, supra, of options to limit interest deductions to a specified rate.
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ports a distribution out of corporate solution, it shares the policy
objectives of the general proposal to disallow interest on debt that
displaces corporate equity.’®® However, under the bill, interest is
disallowed only if any one of four tests designed to identify risk is
met; in addition the disallowance only applies if the total debt is
more than $30 million (a limitation focused on revenue consider-
ations and intended to affect only relatively large transactions).
The four alternative tests indicating risk are:

(1) the instrument is subordinated to trade creditors or a substan-
tial amount of unsecured indebtedness of the corporation;

(2) the instrument has a non-investment grade rating and that
rating is at least two grades below the rating of other substantial
debt of the corporation;

() the yield to maturity is in excess of 135 percent of the applica-
ble Federal rate; or

(4) the total amount of the debt issue exceeds four times the net
value of the assets of the corporation.

Another proposal would deny the interest deduction based solely
on the corporation’s debt-equity ratio, for example, if the debt-
equity ratio exceeds a specified ratio (such as 4 to 1) or if it exceeds
such other ratio as is established to be the predominant debt-equity
ratio in a particular industry 168

Each of these options accepts the premise that it is appropriate
to distinguish corporate-level debt from equity in order to identify
deductions properly deductible against economic income of the
entity (viewed as the income ultimately available for distribution
to persons identified as equity holders of the corporation). The op-
tions also generally accept the premise that the degree of risk in-
volw;etad is the ultimate distinguishing factor between debt and
equity.

These proposals have typically addressed only certain acquisition
situations, although variants could be devised that would also
apply to other business contexts.

The proposals recognize the Treasury Department’s lack of suc-
cess in its various attempts to issue regnlatlens distinguishing cor-
porate debt from corporate e?uity under section 385.1¢7 They at-
tempt to tighten the present law rules that distinguish debt from
equity by denying the interest deduction if certain equity-like char-
acteristics are present.

A non-tax policy issue related to these approaches is the question
whether focusing solely on risk and tightening the interest disal-
lowance rules may have the effect of disadvantaging borrowings by
companies that engage in inherently risky ventures.

Another issue is whether the proposals adequately identify de-
grees of risk.

A major administrative concern is whether these types of propos-
als can accomplish their objectives, or whether instead they will
encounter the same difficulties that have prevented the issuance of
regulations under section 385. A principaf concern is that taxpay-

188 Sae Part V.B.2. of this pamphlet, infia.

166 See, 0.¢., Canellos,"The Over-Leveraged Af&uisiﬁnn" 39 Tax La 91, 115-119 (1985).
. 17 For a discussion of section 385 and the difficulties the Treasury Department encountered
in trying to write regulations under that section, see Part ILE. of this pamphlet, supra.
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ers will manage to avoid the particular specified bright-lines when
they desire interest deductions, but will vary other aspects of their
overall arrangements and continue to create equity-like interests
which generate interest deductions.

b. Limit interest deductions in certain transactions where
debt supports a distribution of corporate equity, unless
corporate-level tax is paid on corporate asset appreciation

The House- version of the Omnibus Budget Reconciliation
Act of 1987 (H.R. 3545, sec. 10138) would have limited interest de-
ductions in certain debt-financed acquisitions and redemptions
where appreciation on corporate assets is untaxed.

Under the 1987 House bill, interest in excess of $5 million per
year would be disallowed if it is incurred by a corporation with re-
spect to debt suEporting either (1) the acquisition of 50 percent or
more of the stock of another corporation or (2) the redemption by a
corporation of 50 percent or more of its own stock. All acquisitions
within a three-year period are aggregated in determining whether
one of these 50-percent thresholds is met. The interest disallowance
provision does not apply if a section 338 election has been made,
thus causing the recognition of corporate-level asset appreciation.

Under the 1987 House bill, debt would be deemed to support such
an acquisition if it can be directly traced to the acquisition, or if it
is indirectly allocable, determined under a formula based on the
ratio of the basis of the purchased stock to the basis of all the cor-
poration’s assets. However, in the case of indirectly allocable inter-
est, the limitation on deductions terminates five years after the
date of the acquisition,

Variants of this approach could be designed to apply in cases not
covered by the 1987 House bill—for example, where less than 50
percent of the stock of a corporation is acquired by others, or in a
stock buyback. In addition, different interest allocation rules could
be adopted.

Some might view the 1987 House bill as adopting the policy
premise that it is appropriate to disallow corporate-level interest
deductions when borrowed funds are distributed by a corporation.
In these cases, the funds will no longer groduce corporate-level
income. Under this approach, it is considered inappropriate to
allow an interest expense that supports a corporate-level expendi-
ture (the distributiongethat does not produce corporate-level income.

However, a more fundamental aspect of this option is a belief
that such borrowings and distributions fxﬁ&uently occur when a
corporation has appreciated assets that uce a steady income
stream, and that the borrowing and distribution enables the corpo-
ration to shelter its income from the appreciated assets (in effect,
to shelter its recognition of the appreciation) while diatributintia
part or all of the value of the appreciation to shareholders. For this
reason, interest deductions were not limited in the House bill if the
corporation had already recognized its full corporate-level gain on
appreciated assets.

me may argue that there is no logical relationship between the
denial of interest deductions and untaxed appreciation in corpo-
rate-level assets. A possible variation of this aﬁ:é)roach would not
limit interest deductions at all, but rather would require recogni-
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tion of corporate gain whenever corporate equity is distributed in
an acquisition or redemption.188
The 1987 House bill was limited to cases involving an acquisition
of 50 percent of the corporate stock within 3 years. It thus was di-
only to cases involving a very major restructuring of corpo-
rate ownership. To the extent that either the interest disallowance
or the gain recognition aspects of the House bill are considered ap-
propriate policy objectives, the House bill limitation to 50 percent
stock acquisitions limits the implementation of those objectives.
Corporations could still borrow against appreciation in their assets
and engage in major stock repurchases, or other substitutions of
debt for equity, without limitation. A variant of the 1987 House bill
approach could be devised that would apply to these situations.

¢. Limit interest deductions and/or require gain recognition in
the case of certain hostlle acquisitions

H.R. 2995 (1987), introduced by Mr. Dorgan, and the House-
passed version of the Omnibus Budget Reconciliation Act of 1987
(H.R. 3545, sec. 10144), would deny interest deductions on debt in-
curred or continued by a corporation to purchase 20 percent or
more of the stock of another corporation in a hostile tender offer,
or to purchase assets of such corporation following such a stock
purchase. A hostile offer is defined as one disre(\lpproved by a majori-
ty of the independent members of the board of directors of the
target corporation. H.R. 158, introduced by Mr. Dorgan in 1989,
contains the same provisions. In addition to interest disallowance,
these bills also woulid require the recognition of all corporate-level
gain through a mandatory section 338 election in the case of an ac-
quisition in which a significant portion of the stock was purchased
pursuant to a hostile tender offer.

This approach would affect only transactions that invelve “hos-
tile” offers. The principal purpose is to create a tax disincentive for
these transactions based on a non-tax policy assumption that corpo-
rate acquisitions that lack the consent (as defined) of the acquired
corporation are detrimental to the general economy as well as to
the welfare of the acquired corporation’s employees and the com-
munity in which it is located. It is argued that hostile transactions
are particularly distracting to management and that a hostile ac-
quiror may be more likely to impose a high degree of leverage on a
corporation than a friendly acquiror.

e tax effects of a substitution of debt for equity in ‘“hostile”
transactions are indistinguishable from those of a substitution of
debt for equity in a “friendly” acquisition or even in the case of a
corporation buying back its own stock. In addition to tax effects,
any non-tax economic risks of a high degree of leverage can be im-
posed in a “friendly” leveraged buyout just as readily as in a “hos-
tile” one. Thus, if tax consequences or risks of leverage are the
policy concern, a proposal limited to hostile transactions may be
too narrow.

Furthermore, there is an issue whether the definition of a “hos-
tile” transaction under this proposal adequately identifies any par-

188 See the discusaion of other options requiring the recognition of corporate-level gain under
parts IV.B.3.c. and IV.D.2 of this pamphleﬁufm.
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ticular features that might be considered undesirable even if the
policy reasons for discouraging *“‘hostile” acquisitions are accepted.
For example, an offer that is initially “hostile” might become
“friendly” if the price is raised or if other features of the offer
change. It is not clear that such changes (for example, a higher
price) necessarily make the offer any less distracting to manage-
fnenlt or any less likely to involve significant debt at the corporate-
evel,

Finally, there is an issue whether the proposal may entrench ex-
isting management in circumstances when a change of manage-
ment could be economically desirable.

4, Certain considerations common to all interest disallowance ap-
proaches or to specified categories of approaches

a. Dg,tingaishiag between the corporate sector and other sec-
rs

The various proposals limiting interest deductions because of
concern about the corporate tax base are of course limited to corpo-
rations that would otherwise be taxed at the corporate-level. There
are issues related to when a business entity should be classified as
such a corporation. Consideration should be given to the question
whether denying interest deductions only in the corporate context
without similar treatment in other contexts could create invest-
ment distortions.

To the extent that rules defining the tax treatment of C corpora-
tions and their investors are changed, parallel issues arise regard-
ing tax treatment of alternative entities. For example, restrictions
on the deductibility of interest on corporate debt, or changes in the
corporate tax treatment of distributions on equity, could make enti-
ties other than C corporations more attractive, by comparison, as
vehicles for business enterprise., At the same time, changes to the
treatment of debt of partnerships or S corporations would have to
take account of ramifications beyond the issue of deductibility,
such as the effect of debt on basis of partners and S corporation
shareholders. Similarly, changes in the tax law that would make C
corporations less attractive investment vehicles for currently tax-
favored investors (such as foreign persons and tax-exempt organiza-
tions) would stimulate utilization of alternative business entities.
Creating a motivation to substitute partnerships and S corpora-
tions for C corporations puts pressure on entity classification rules
for those organizations. Finally, proposals which would affect only
tax deductions for certain business interest but leave unchanged
deductions for housing interest or certain other nonbusiness inter-
est could have some effect of shifting debt and investment to sec-
tors such as owner-occupied housing which already are favored by
the tax system.

In addition, there may be a concern that the difficulty of distin-
guishing debt from equity under present law permits similar eco-
nomic arrangements to be taxed d;i’fferently, almost at the election
of the taxpayer. This gives rise to an ]gggortunity for tax arbitraﬁ
For example, instruments characteri as debt may tend to
issued by taxpagrers with relatively high effective tax rates, while
equity may tend to be held by taxpayers with relatively low effec-
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tive tax rates (including those with zero tax rates, such as tax-
exempt entities). Congideration should be given to limiting the tax
arbitrage potential of passthrough entities, if tax arbitrage is limit-
ed in the corporate sector.

b. Situations where borrowing may occur outside U.S. taxing
Jurisdiction

All of the interest disallowance proposals affect only transactions
in which an interest deduction is taken sagainst U.S. taxable
income. Critics of the 1987 House bill contended that the interest
deduction proposals would provide an advantage to a foreign ac-
quiror of a U.S. corporation that a U.S. acquiror did not have, as
long as the foreign acquiror’s interest e:(zipense was not effectively
connected with a trade or business conducted by the foreign ac-
quiror in the United States. They argued that a foreign acquiror
might continue to be able deduct its interest expense against tax
on fore'ifn income in the foreign jurisdiction.

The U.S. tax system and the various foreiqn tax systems differ to
such an extent that it has proven impossible, despite mechanisms
such as tax treaties and foreign tax credits, to create rules that
would completely rationalize and coordinate all the tax conse-

uences of crogs-border investments and operations. This is partl

ue to the inherent difficulty of legislating and regulati;f wi
specific reference to the rules of each foreign taxing jurisdiction,
and partly due to the fact that each country enacts its tax law or
negotiates tax treaties as an independent sovereign. Among other
consequences of these realities, imperfect matching of U.S. and for-
eign rules may sometimes result in foreign persons receiving more
or less favorable tax treatment (depending on the domestic rules
under which they operate) on their U.S. income than do U.S. per-
sons. For example, as noted above in Part II, foreign persons gener-
ally do not pay tax on gains from sales, redemptions, or liquidating
distributions with respect to U.S. stock. Whether or not a foreign
%erson has a net tax advantage over U.S. persons on their sales of
J.S. stock, however, is in part a function of the tax laws and trea-
ties of the foreign person’s country of residence.

. One example of a difference between U.S. and foreign tax rules
involves respective rules for taxing domestic persons on their for-
eign income. The United States, for example, taxes domestic per-
sons on all worldwide income, and seeks to avoid double taxation of
foreign income by giving a credit for foreign taxes on foreign
source income. Some countries, on the other hand, alleviate inter-
national double taxation through an ‘‘exemption system”: that is,
they tax their own domestic persons generally only on domestic
income.

Under either a credit or exemption system, it is necessary to allo-
cate deductions between domestic and foreign source gross income
in order to determine the amount of foreign net income. Changes
made to the U.S. interest allocation rules in 1986 now make it less
likely than previously that a U.S. person will shelter domestic tax
on domestic income with foreign tax credits. To the extent that the
interest allocation rules of a Lp]articuha.r foreign country may be less
effective than the current U.S. rules in this regard, some may
argue that U.S. taxpayers already suffer greater limitations on tax
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. benefits from interest expenses than do residents of that foreig:
country. On the other hand, if a foreign country has rules that ade-
quately allocate interest between income from domestic and foreign
sources, there may be little tax advan to foreign acquirors even
if the U.S. acquiror suffers interest disallowances,16¢

Disparities may exist between the interest allocation or deduc-
tion rules applicable in a particular foreign country and those ap-
plicable in the United States. All other things being equal, a resi-
dent of that foreign country might derive a tax advantage, relative
to U.S. persons, from that disparity. However, other rules of that
country may neutralize that advantage. If not, the foreign system'’s
insufficient allocation of debt to U.S. assets or otherwise overl
generous interest deduction rules would represent a subsidy provid-
ed by the foreign government for investment abroad. In effect, any
advantage foreign acquirors have would come directly from the
revenues of the foreign government.

In general, the U.S. tax system does not attempt to match tax
incentives provided by foreign governments to their taxpayers. The
number of foreign jurisdictions and the myriad of tax incentives
preclude this possibility even if it were desirable. Presumably, in
order for foreign governments to finance specific tax incentives, the
foreign tax burden on other activities must be higher. The U.S. tax
system would generally not attempt to match these higher tax bur-
dens either.

It is also arguable that if U.S. revenue considerations are the pri-
mary policy objective, deductions against income taxable only in a
foreign jurisdiction are not a concern. If, however, it is determined
that any proposal restricting deductibility of interest by U.S. tax-
pagers must affect foreign borrowing by a foreign acquiror (in
order to eliminate any competitive advantage), consideration might
be given to combining or substituting additional proposals such as
the excise tax or minimum distribution tax approaches discussed in
the next section.

¢. Interest allocation issues and other deductions

In the case of those proposals that would disallow interest deduc-
tions based on whether the borrowing supports a particular use of
funds (for example, a distribution of corporate equity), it is neces-
sary to determine what allocation method will be used to identify
the troublesome borrowing.

A tracing method has limited effectiveness because money is fun-
gible. Therefore, a corporation with sufficient assets to borrow
under circumstances not directly traceable to disqualifging use (the
distribution, acquisition, etc.) would not be affected by a tracin
method, and would be advantaged over other corporations affec
by the tracing method.

Under an avoided cost method of allocation, which is based on
the conc«?)t that money is fungible, it is assumed that the corpora-
tion could have chosen to pay down its existing debt with the funds

102 1.8, and foreign investors would achieve strict parity with to the treatment of in-
terest expense if (i) the foreign allocation rules allocated debt to U.S, assets in the same way
that U.8. rules allocated debt to those activities or transactions resulting in nondeductibility of
allocable interest, and (ii) the foreign invesior were untaxed by its home country on its US.
investment {(either because of excess foreign tax credits or home country exemption system.)
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that were used for the disqualifying purpose (distribution, acquisi-
tion, etc.). Therefore, if any funds are used for that purpose instead
of to pay down the debt, existing debt is in effect supporting the
disqualiéving use.

The 1987 House bill provision for determining when interest is
incurred on debt that is ‘“allocable” to the targeted transactions
would not limit the allocation to a tracing method; but it also
would not require that all indebtedness be allocated first to the
equity distributed in the transaction in question. It is arguable that
this method would be too limited in its application.

Transactions other than borrowings (for example, leasing ar-
rangements) can provide deductions to a corporation or other
entity. In some situations, moreover, it is arguable that the eco-
nomic effect of such transactions may be similar to a borrowing,
Consideration should be given to the possibility that the impact of
any limitations imposed solely on interest deductions might be re-
duced to the extent such other transactions are unaffected.

d. Transition issues

Any attempt to impose interest disallowances will have major
implications to existing debt issuers and holders. First, it would be
necessary to determine whether outstanding debt will be grandfa-
thered.!7° If there is no grandfathering rule for existing debt, large
windfall wealth gains and losses will be generated in the economy.
Existing financing arrangements may have been structured assum-
ing that there would be no major cgange in the tax law (such as
widespread debt disallowance). A proposal similar to inflation in-
dexing, without a grandfather provision, would cause unexpected
windfall reductions in taxes to creditors and increases to debtors.
Although most tax changes generate similar patterns of windfall
gains and losses, the prominence of interest payments in economic
relations may make these wealth transfers larger and more wide-
spread than those caused by most tax law changes.

If grandfather rules are adopted, new complexities arise. For ex-
ample, if interest deductions are disallowed only with respect to
debt issued after the effective date of a proposal, new companies
may be disadvantaged relative to older companies which already
have debt outstanding because the new company will have a higher
cost of funds. In addition, it is unclear how such a rule would apply
in all cases. For example, lines of credit may be established before
the proposal becomes effective but borrowings under the line of
credit may be made after the effective date of the proposal.

Alternatively, a grandfather rule could disallow interest on a cor-
poration’s debt that was in excess of a debt ceiling which would
equal the amount of the corporation’s debt on a particular date (or
the average of amounts over a base period). Such a rule may be
perceived as unfair since the tax treatment of otherwise similar
corporations would depend upon the degree of leverage on a par-
ticular date (or over a base period). In addition, such a rule would
inhibit a corporation from growing since the average and marginal

170 The 1984 repeal of the 30-percent withholding tax on portfolio interest paid to foreigners
provided that interest on debt instruments issued before the effective date would still be subject
to the withholding tax.
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after-tax cost of borrowing would increase with growth. A special
rule could be provided for start-up corporations (that otherwise
under this rule would have a debt ceiling of zero) so as not to disad-
vantage these corporations relative to existing corporations.

Another grandfather rule could disallow interest only on debt in
excess of the debt that the corporation would have if its debt-equity
ratio were the same as the ratio on a particular date (or the aver-
age ratio over a base period). Such a rule would not penalize grow-
ing corporations if equity grew with debt. However, by increasing a
corporation’s cost of borrowing when debt-equity rations increased
above some historic level, the rule would prevent some corpora-
tions from increasing their leverage even though.it might be eco-
nomically efficient. This could give established corporations an ad-
vantage over new corporations,!?#

C. Combination Interest Disallowance and Dividend Relief
Options

1. Provide deductible rate of return for corporate-level equity and
limit interest deductions to the same rate

This option would grant a limited corporate-level dividends paid
deduction and conform the treatment of debt to that accorded
equity by limiting allowable interest deductions to the same rate.
The rate of return could be selected to approximate the rate an in-
vestor would demand for a relatively risk-free investment (e.g., the
rate on comparable-term Treasury obligations, or a rate several
points above that).'7°?

The major advantage of this proposal is that the treatment of
debt and equity would be more closely aligned since the cost of all
extemallﬁ-raised capital generally would be deductible to the same
extent. This could remove some of the importance of distinguishing
debt from equity.

In addition, the proposal might alleviate pressure for the issu-
ance of debt, and to this extent would address non-tax issues relat-
ed to concern about the economic consequences of leverage. This
proposal, standing alone, is not designed to address any issues re-
lated to the potential erosion of the tax base. Although the deduc-
tion with respect to debt would be limited, the new deduction for
equity might offset that limit in many cases. Depending upon the
rate selected and the transitional rules adopted, the total amount
of available deductions might be reduced for some corporations, but
might increase for others.

Moreover, the proposal does not address issues related to the re-
duction of the corporate tax base by debt-financed distributions or
by other distributions. However, it could be combined with other
proposals directed to such issues.

One issue with respect to this approach is the selection of the ap-
propriate deductible rate.!’! The selection of the effective date of

s8ee the discussion of transition issues in connection with integration proposals in Part
V.A.5 of this pamphlet, su

1100 Qae footnote 172, infra.

171 See discussion under Part V.B.1Lb. of this pamphlet, supra.
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the dpro involves additional issues. For example, granting a
dividends paid deduction for capital contributed prior to the effec-
tive date of the proposal could arguably provide a windfall for such
capital. Similarly, cutting back interest deductions for debt in-
curred prior to that debt could be viewed as undermining existing
expectations.

If the deduction for equity is granted only to “new” capital, rules
would have to be provided to prevent the retirement of existing
capital and its reissuance as “new’” capital eligible for the deduc-
tion. The minimum distributions tax proposal described below at
Part V.D.1. of this pamphlet, infra, might provide a method of en-
forcing such a limitation.

Providing a deduction only for “new” capital might also raise
questions whether new equity (or new corporations) might obtain
some advantage over old equity (and old corporations.) Such con-
cerns might be addressed by allowing the deduction for all capital
but phasing it in slowly, or by requiring the deduction for each in-
fusion of new capital to be phased out over some period of time.

2. Allow an investor credit for interest and dividends and deny
corporate interest deduction

This option would not permit a corporation to deduct any inter-
est. Instead, shareholders and debtholders would be allowed a
credit against taxes owed as a result of their receipt of dividends
and interest. The credit would be based, in some fashion, on corpo-
rate taxes paid with respect to the dividends and interest distribut-
ed by a corporation.

One advantage of this olx;tion is that the tax treatment of debt
and equity would be equalized. One issue raised by this option is
the effect it would have on other business entities (e.g., partner-
ships), depending on whether the option applied only to corpora-
tions or to a broader class of business entities. The other issues
raised by this option are similar to those discussed in connection
with integration proposals generally (see Part V.A. of this pam-
phlet, supra).

D. Other Options

1. Impose minimum tax on distributions

. A minimum tax could be imposed on certain corporate distribu-
tions (for example, extraordinary dividends, stock redemption dis-
tributions, and amounts distributed in corporate acquisitions) to
assure that the corporate revenue base is not reduced without pay-
ment of at least a minimum amount of tax,172

One approach would impose the tax at a rate equal to the rate
on dividends received by individuals (e.g. 28 percent). The tax could
be withheld from the dividend distribution by the distributing cor-

172 A variation of this approach was %gsted by Professor William D. Andrews in a Report-
er’s Study on Col te Distributions, pu ed as an Appendix to the American Law Institute’s
Federal Income Tax Project, Sabchag\ter C Pr?ggsak on Corporate Acquisitions and Dispositions
(1982). The Reporter’s Study made three speci pro?osa]s relating to the taxation of corporate
income. The proposals would (1) provide a deduction for dividends paid on new corporate equity,
(2) impose a compensatory tax on nondividend distributions, and (3) modify the tax treatment of
intercorporate investment and distributions. The proposals contained in the Reporter's Study
have not been adopted by the American Law Institute.
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poration and a credit provided to the shareholder against any
shareholder tax on the distribution.

This apgroach directly addresses the issue of the erosion of the
corporate base by focusing on the cause of the erosion, i.e., distribu-
tions out of corporate solution. The approach recognizes that the
erosion can occur whether or not debt 1s incurred and whether or
not an acquisition transaction such as a leveraged buyout is in-
volved. Its application to all major corporate distribution transac-
tions would ensure that a minimum tax would in fact be collected,
regardless of the nature of the distributee and of the specific tax
characterization of the distribution. At the shareholder level, any
bias in the tax law in favor of non-dividend distributions (treated
as sales) as opposed to dividend distributions would be eliminated.

One issue related to this approach is that certain arguably unfair
results may occur from the distributee’s standpoint because the
same tax is withheld from a distribution regardless of a sharehold-
er’s basis in the shares. In addition, the proposal would collect tax
with respect to certain distributions to tax-exempt investors that
are not currently taxed. This effect would be mitigated to the
extent that ordinary distributions (such as ordinary dividends)
might be exempted from the proposal.

tis arfuable that the proposal might subject corporate income
to multiple taxation if the corporation is taxed on earnings, a tax-
able selling shareholder is taxed on gain that is attributable to re-
tained earnings, and the purchasing shareholder is also taxed on
the distribution in redemption of his recently-acquired shares.
However, such multiple taxation would be mitigated to the extent
tax is deferred or eliminated either at the corporate or the share-
holder level. For example, the corporation might not pay current
tax on corporate earnings or appreciation that may underlie a sell-
ing shareholder’'s gein (because of corporate-level tax deductions
that do not reflect economic losses, or because appreciation has not
been recognized at the corporate level). Similarly, a selling share-
holder may obtain a deferral benefit by not recognizing gain until
his stock is sold. Also, such multiﬁ:g taxation would not occur to
the extent that the purchasing shareholder anticipates the new
minimum distributions tax (or anticipated a tax on distributions
under present law), and accordingly reduced the price paid to the
selling shareholder.

2. Require recognition of corporate-level gain to the extent corpo-
rate-level debt is incurred in excess of corporate-level under-
lying asset basis

A portion of corporate-level appreciation could be recognized
whenever debt is incurred in excess of underlying corporate-level
asset basis. This proposal could be limited to situations where the
debt supports a distribution out of corporate solution.

Under this approach, the distributing corporation is viewed as
having cashed out a portion of its asset appreciation, since it has
removed that value from corForate solution rather than using the
funds to pay down corporate-level debt supported in part by Ifiprre-
ciation in corporate assets. (See discussion of 1987 Act House-
passed bill, as Part V.B.3.b. of this pamphlet, supra.). The approach
addresses issues related to the erosion of the corporate revenue
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base and also issues related to the measurement of economic
income.

It is arguable that since the corporation is still liable for its debt,
it has not obtained any advantage from the borrowing and distribu-
tion and should not be required to accelerate recognition of corpo-
rate level gain. On the other hand, to the extent corporate asset
appreciation supported the borrowing, the funds have been re-
moved from corporate solution, and the remaining corporate assets
are the only source of repayment, it is arguable that the benefits of
the corporate appreciation have been realized at this point.

3. Impose excise tax on acquisition indebtedness

A nondeductible excise tax at a rate that would approximate
denial of a corporate level interest deduction could be imposed in
the case of certain distributions where debt is involved, This tax
could be designed to parallel any of the interest disallowance pro-
posals described above that address acquisitions or other types of
corporate distributions.

To the extent the tax depends upon identification of an amount
of indebtedness that supports a particular type of transaction, it
will involve the debt allocation issues discussed above in connection
with interest disallowance proposals (see Part V.B.4.c. of this pam-
phlet, supra).

To the extent the tax is imposed only on certain types of indebt-
edness (for example, where the interest rate or the debt-equity
ratio exceeds a certain amount), it raises the further issue whether
transactions could be structured to avoid the particular limitations
while varying other aspects of the transaction to produce similar
economic results. (See discussion of interest disallowance proposals
at Part V.B. of this pamphlet, supra.).

Finally, to the extent the tax is imposed only on certain types of

stock purchases (for example, purchases of 50 percent of the stock
of a corporation within a specified time), it will be limited in the
extent to which it addresses broader questions relating to erosion
of the corporate tax base or the proper matching of corporate-level
deductions with income.
. The principal issue such an excise tax would attempt to address
is the potential concern related to interest disallowance proposals
that foreign acquirors able to borrow abroad might be advantaged
over U.S. acquirors. (See discussion at Part 1.V.B.4.b. of this pam-
phlet, supra.). However, to the extent the excise tax is dependent
upon the identification of some amount of debt supporting the ac-
quisition, it may involve administrative issues since it may be diffi-
cult to identify the amount of foreign incurred debt supporting a
U.S. acquisition. A presumption might be established that all or a
specified percentage of a foreign acquiror’s purchase price was
debt-financed. Possibly foreign acquirors could lx;e given an opportu-
nity to rebut the presumption. However, it might be difficult for
the Internal Revenue Service to audit any such rebuttal state-
ments, which could require obtaining information about the enti-
ty’s foreign capital structure.
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4, Develop objective standards for distinguishing between debt
and equity

The possibility of issuing Treasury regulations under section 385
could be revisited.!?® Such an approach could attempt to develop
more objective standards for distinguishing between debt and
equity. Prior attempts to develop such standards have been unsuc-
cessful (see Parts ILE. and V.B.3, supra, of this pamphlet).

5. Proposals relating to employee stock ownership plans

To the extent that any proposal relating to the deductibility of
interest payments in connection with leveraged buyouts is adopted,
special consideration should be given to whether similar restric-
tions should be imposed on employer contributions to ESOPs that
are used to repay loans used to acquire employer securities. The
availability of the apecial rules for ESOP-related borrowing argu-
ably would perpetuate an advantage of debt over equity in ESOP
situations.

If the special tax incentives for leveraged ESOPS are retained,
some would propose a general review of the leveraging rules relat-
ing to ESOPs to determine if the rules can be modified to better
ensure that employees will benefit significantly from ESOP trans-
actions. They argue that even if the special tax benefits for lever-
aged ESOPs are appropriate, changes could be made to preserve
the incentives to establish ESOPs, but also provide better safe-
guards for employees. Examples of possible changes are modifica-
tions to the voting rules for ESOPs, or a requirement that an em-
ployer may not establish an ESOP unless it is supplemental to an-
other tax-qualified retirement plan.

Specific options that have been proposed relating to ESOPs are
discussed below.

a. Modify interest exclusion for loans to ESOPs

Reduce or eliminate interest exclusion

One option would be to eliminate or reduce the special interest
exclusion for loans to ESOPs (sec. 133). Proponents of this proposal
argue that, given the concern over leveraging transactions, it is ap-
propriate to limit or eliminate tax incentives that increase the in-
centive to finance capital acquisitions through borrowing. In addi-
tion, some would argue that it is appropriate to limit the special
tax benefits for ESOPs because there is evidence that the tax bene-
fits do not accomplish their stated objective. Finally, some would
argue that reducing the tax bias in favor of ESOPs is good retire-
ment policy because such reduction may induce fewer companies to
ai‘orl’); ESOPs as opposed to other types of tax-qualified retirement
plans.

Cpponents of such a proposal would argue that special tax incen-
tives for loans to ESOPs are appropriate because borrowing may be
the only way that an ESOP can obtain sufficient funds to acquire a
significant block of the employer’s stock. Without such benefits,

179 See The Washington Post, January 13, 1989, p. F1.
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they argue, it may be difficult for the transfer of capital ownership
to take place.

Excludable interest as tax preference item

H.R. 5170 (introduced by Mr. Stark in 1988) would provide that
the amount excludable from income under section 133 is treated as
a tax preference item. Thus, excludable interest income under sec-
tion 133 would have to be taken into account in calculating the
minimum tax. This proposal would reduce the tax benefits of using
an ESOP in a leveraging transaction and thus could make the use
of an ESOP in such a transaction less attractive. The arguments in
favor and against this proposal are basically the same as those dis-
cussed under the previous proposal.

b. Require passthrough voting requirements

H.R. 5170 would amend the voting rights applicable to stock allo-
cated to the accounts of ESOP participants by providing that each
plan participant is entitled to direct how to vote the shares allocat-
ed to his or her account if (1) the employer has a registration-type
class of securities, or (2) at least 35 percent of the stock of the em-
ployer sponsoring the plan (determined by vote or value) is held by
an ESOP or ESOPs. Similarly, S. 2078 and S. 2291 (introduced by
Senator Armstrong in 1988) would provide that the voting rights of
ESOP participants must be substantially similar to the voting
rights of other persons who hold the same class of securities or sub-
stantially similar securities. Under present law, if the employer
does not have a registration-type class of securities, voting rights
must be passed through to plan participants only in the event of
any corporate merger or consolidation, recapitalization, or and
similar transactions.

Proponents of such proposals argue that ESOP participants
should have the full benefits of stock ownership and thus should
have the same voting rights as other shareholders. Opponents of
such proposals argue that they make the establishment of an ESOP
less attractive in the case of non-publicly traded companies in
which the management wishes to retain control of the operation of
the company.

¢. Impose standards for valuation of employer securities

H.R. 5171 (introduced by Mr. Stark in 1988) would require that
the Securities and Exchange Commission prescribe regulations es-
tablishing standards for valuing stock in corporations in cases
where the stock is not readily tradable on an established securities
market, and that such standards be used in making valuations for
purposes of the provisions of the Code and ERISA that relate to
ESOPs. This proposal could be viewed as generally favorable to em-
ployees because it would establish independent means for deter-
mining the value of stock held by an ESOP. Some would argue that
such additional rules are not necessary because the Code already
requires that the value of stock that is not readily tradable in an
ESOP be determined by an independent appraiser.
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d. Require employee approval of the establishment of an
ESOoP

Several bills have been introduced that would require that a ma-
jority of the employees of an employer approve the establishment
of an ESOP in order for the ESOP to be a qualified plan, H.R. 4184
(introduced by Mr. Rostenkowski in 1988) would provide that such
arproval is required if (1) the ESOP is proposed or agreed to by em-
ployees represented by a collective bargaining unit in a corporation
with more than 1 such units, (2) at least 30 percent of the employ-
ees of the corporation are not represented by a collective bargain-
ing unit, and (3) assets from a defined benefit plan will be trans-
ferred to the ESOP.

S. 2078 and 8. 2291 would require that any ESOP is not a quali-
fied plan unless a majority of the employees approve the establish-
ment of the ESOP.

These pro s generally expand the influence that employees
have over the establishment of an ESOP, and therefore can be
viewed as favorable to employees. The establishment of an ESOP
can have a direct effect on the current compensation and retire-
ment income of employees, Xarticularly if the ESOP regléawe a de-
fined benefit pension plan. ably, employees should be involved
in such a decision. Requiring that the employees approve the trans-
action is also a measure of whether the employees significantly
benefit from the ESOP.

Whether the proposals would have any effect on the rate of es-
tablishment of ESOPB is difficult to determine, In some cases, the
required approval could be obtained, in which case the requirement
would have no effect. Where there is no approval, there may or
may not be a reduction in the number of Ps established; it may
be that approval is eventually obtained after modifications are
made to the transaction. Whether or not approval is obtained, such
proposals may reduce the willingness of an employer to establish
an ESOP or use an ESOP in a leveraged buyout because the need
to obtain approval increases administrative burdens and may mean
t}lmtte the transaction is more costly or requires more time to com-
plete.

Any of these proposals would be a significant change from
present law, which permits employers (together with collective bar-
ﬁa.mmg representatives, if an{) to determine whether and what

inds of retirement plans should be established. Opponents of such
proposals argue that an em&l:yee approval requirement is an un-
warranted intrusion into decision-making of the employer.
They would argue that such employee involvement is proper only
in a collective bargaining context.

e. Modify fiduciary rules

There has been some concern that the present-law rules relating
to investment of pension plan assets are not sufficient to prevent
risky investments, particularly given the tremendous activity in
the leveraged buyout area. Thus some would argue that the rules
should be reviewed, and that specific restrictions on investing in le-
ver:&ed buyouts should be enacted. Some would also question
whether the level of enforcement of the existing rules is sufficient,
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and would argue that more specific rules regarding particular
types of transactions would be easier to enforce.

On the other hand, some would argue that the general approach
taken by the present-law rules is the most administrable way to
regulate pension plan investments. Defining particular transac-
tions that are impermissible investments may be difficult. Such
prohibitions could be effectively meaningless if the marketplace de-
velops new types of transactions that do not fit within the letter of
the law. Some would also argue that no additional restrictions are
necessary because leveraged buyout transactions do not increase
the overall riskiness of pension plan funds as long as the fiduciary
and diversification rules are satisfied.

Some would also argue that, even if the existing fiduciary rules
are sufficient, they should be expanded to include all pension
plans, particularly governmental plans. Indeed, recent reports indi-
cate that much of the pension investment in leveraged buyouts is
by public plans not subject to ERISA’s fiduciary rules. Opponents
of such an extension argue that state law adequately protects par-
ticipants in state pension plans, and that, in any case, such an ex-
tension would be an unwarranted extension of the Federal govern-
ment into state affairs.

Some would also propose limiting gension plan investment in le-
veraged buyouts as a means of curbing such transactions. Oppo-
nents of such proposals argue that if leveraging is a problem, it
would be more appropriate to deal with the issue directly.

6. Impose unrelated business income tax in certain transactions

(1) All interest income received by a tax-exempt organization
from debt that supports a leveraged buy-out or other transaction
which reduces the corporate equity base could be subjected to the
UBIT. This approach would ensure that there is at least one level
of tax on corporate income in cases where a tax-exempt organiza-
tion lends funds (which may have been accumulated with the bene-
fit of favorable tax treatment to the organization) to a corporation
and the borrowing supports a reduction in the taxable corporate
revenue base,

Under this approach, if an exempt organization purchased bonds
which were issued by a corporation to acquire the stock of another
corporation or to finance a redemption of its own stock, then inter-
est paid to the exempt organization (which reduces the payor cor-
poration’s tax) would be subject to the UBIT when received by the
exempt organization. In contrast, interest paid to an exempt orga-
nization from borrowing that is not used to reduce the corporate
tax base (e.g., the corporation uses the borrowing to purchase
assets generating additional income taxable at the corporate level)
would continue to be exempt from the UBIT, as would dividend
payments to an exempt organization.

A variant of this proposal could provide that interest received by
an exempt organization could be subject to the UBIT in certain
debt-financed acquisitions and redemptions where the interest rate
exceeds a specific rate or other factors exist indicating excessive
risk (see Parts V.B.1.b. and V.B.3.a. of this phlet, supro).

To the extent that imposition of the UBIT on interest income
was dependent upon whether indebtedness supports a particular
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type of transaction, debt allocation issues (discussed at Part
V.B4.c. of this pamphlet) would arise. In addition, reporting re-
quirements may need to be adopted so that corporations paying in-
terest to tax-exempt organizations report to those organizations
and the Internal Revenue Service whether the underlying indebt-
edness supports a particular type of transaction.

(2) The UBIT rules could be expanded to provide that, if an
exempt organization receives an interest payment from an entity
which is 50-percent or more owned or controlled by the exempt or-
ganization, then such interest income would be subject to the
UBIT. Such a change would be justified by the fact that the
present-law 809% threshold for determining whether an entity is
“controlled” by an exempt organization is easily circumvented.
Consequently, an exempt organization presently may receive tax-
free part of the income from an unrelated business activity that is
paid out in the form of interest from a taxable entity which it ef-
fectively controls (through at least 50-percent but less than 80-per-
cent ownership). Adoption of a control test with a 50-percent
threshold, however, would preclude what, in essence, is a parent-
subsidiary group from being able to shield from taxation a portion
of the earnings of a business which is unrelated to a tax-exempt
function.

The proposal could further provide that, to prevent an exempt
organization from circumventing the “control” test by arranging
for an affiliated organization to hold ownership interests in a sub-
sidiary entity, ownership attribution rules be adopted, and owner-
ship interests of two or more tax-exempt organizations acting to-
gether be aggregated for purposes of determining whether interest
ﬁfid{?ﬁrl % controlled entity to an exempt organization is subject to

e .

0]





