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ERRATA 

The following changes should be made to Federal Income 
!.!!. Aspects of Cor~rate Financial Structures, published by 
the staff of the Jo nt Committee on Taxation on January 18, 
1989, as JCS-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 billion1 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. 



-2-

(5) 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 Nonfinanclal 
Corporations, 1969-1988 - Continued 

Ratio of 
Net Interest to 

Ratio of Capital Income 

Year 
Net Interest

1 to Cash Flow 
Plus Economi2 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: Division 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Unpublished data from the Federal Reserve indicates that the 
(weighted) 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 bas scheduled hearings on 

recent trends in corporate financial restructurings and increasing 
corporate debt, and the relationship of these trends to the tax law. 
The Finance Committee hearings are scheduled for January 24-26, 
1989. 

The House Committee on Ways and Means bas 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, 1 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 I of £he pamphlet is backa"round discussion of corporate re­
structurings that affect debt ancf equity and trends in corporate fi. 
nancial structures. Part II provides a description of present law tax 
rules related to corporate fmancing, 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 fmaneial 
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. 

1 Thia pamphlet may be cited as followa: Joint Committee on T&llation, Federal Income Tax 
11.sper:ta o{Corporata Fmanr.ial Structura (JCS-1·89), January 18, 1989. 
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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 acquisitiom, leveraged buyouts 
(LBOs), use of leveraged employee stock ownership plans (F.8()Ps), 
debt-equity exchanges, stock redemptions, and extraordinary divi­
dends. 

Various corporate fmancing 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 nonfmancial 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., pemion 
plans), no tax generally is imposed on the interest or dividend re­
ceived. In the case of foreign persons, reduced (or zero) rates may 
apply. 

(2) 
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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 restructuring& 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 providi~ 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 nearly 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. a AB this boom in merger 
activity has accelerated, correspondingly major, though less well 
publicized, changes in the role of debt, equity and corporate distri­
butions 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 
m&J' serve as an additional incentive for debt finance. 

The 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 pattern and 
focuses m nt attention on the long-term goals of production 
and profitabi ity. The ch.mutes in financing behavior cause some 
people to conclude that the 0.S. 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. 3 Many of these transactions in-

1 Although "merger" is 11 term of art under the Internal Revenue Code, it generally will be 
uaed In this sect.ion of the pamphlet in the nontechnical aenee to refer to 11D acqwaition or take­
over of one corporation by ilDOther corporation or group of inveatora. 

• See Part B of thia sect.ion, infro, for a dUIC'll.l!llllon of the quantitative trends. 

(5) 
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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 
the more complex maneuverings that have generated so much pub­
licity. 

LefJeraged 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
ing& by the leveraged company, for the private company eventually 
to go public agilin, sometimes with a new infusion of equity. 3 

• 

Leveraged EBOPs.-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 numero\;18 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 swaps.-A corporation may exchange new debt for 
existing equity in the company. This transaction increases the 
degree of leverage of the corporation . 

.. For a more detailed deeeription of leveraged buyout.a, - Part JII.C.2. of thill pamphlet, 
in~ 

' See Part 11.C.8 of thlll pamphlet for a deacription of thNe benefit.a. 
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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 restructu:rings 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 $7 5 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 1-A.-Sources of External Funds for the Nonfinancial 
Corporate Business Sector, 1978-1987 1 

[Billions of dollars] 

Gross Gro111 equity Year equity retire-issues menta 

1978 ................ N.A. N.A. 
1979 ................ N.A. N.A. 
1980 ................ 21.1 8.2 
1981 ................ 21.5 33.0 
1982 ................ 28.9 22.5 
1983 ................ 40.0 16.5 
1984 ................ 18.0 92.5 
1985 ................ 25.0 106.5 
1986 ................ 37.8 118.6 
1987 ................ 35.5 112.0 
Averages: 

1978-83 8 ... 27.9 20.1 
1984-87 ...... 29.1 107.4 

1 Excludes farming corporations. 
1 Excludes trade debt. 

Net new 
equity 
luues 
(iuues 
minus 
retire-
ment) 

-0.1 
-7.8 
12.9 

-11.5 
6.4 

23.5 
-74.5 
-81.5 
-80.8 
-76.5 

3.9 
-78.3 

Net new 
borrow-

ing• 

71.0 
68.0 
57.8 

102.1 
43.4 
54.4 

170.3 
132.4 
173.8 
136.8 

66.1 
153.3 

Total net 
fun411 

ral&ed in 
market 

70.9 
60.l 
70.7 
90.7 
49.8 
77.9 
95.8 
50.9 
93.1 
60.3 

70.0 
75.0 

a F.quity issues and retirements are averaged over the period 1980-1983. 
Source: Board of Governors of the Federal Reserve System, "Flow of Funds 

Accounts, Third Quarter, 1988," December 1988, and unpublished Federal Reserve 
data. 
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Funds can be disbursed from the corporate sect.or 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. 11 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 1-B, these 
two methods for distributing corporate funds have grown rapidly 
over the last ten years, particularly after 1984. Between 1977 and 
1986, dividends pw witli a relatively constant pattern by about 65 
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 
percent of cash distributions by these corporations; by 1986, they 
had fallen to under 40 percent. 8 

Table 1-B.-Cash Distributions to Shareholders, 1977-1986 

Year 

Bllllona of Nominal Dollars: 
1977 .......................................... .. 
1978 ........................................... . 
1979 .......................................... .. 
1980 .......................................... .. 
1981 .......................................... .. 
1982 ........................................... . 
1983 ........................................... . 
1984 ........................................... . 
1985 ........................................... . 
1986 .......................................... .. 

Bllliou of 1986 Dollars: a 
1977 .......................................... .. 
1978 .......................................... .. 
1979 ........................................... . 
1980 ........................................... . 

Cull 
via 

acqui­
sitions 

4.3 
7.2 

16.9 
13.1 
29.3 
26.2 
21.2 
64.2 
70.0 
74.5 

7.2 
11.4 
24.5 
17.4 

Dlvldencll 1 

29.4 
32.8 
38.3 
42.6 
46.8 
50.9 
54.9 
60.3 
67.6 
77.1 

50.0 
51.9 
55'.6 
56.7 

Share 
repurchaaes 

3.4 
3.6 
4.6 
4.9 
3.9 
8.1 
7.7 

27.4 
41.3 
41.6 

5.7 
5.6 
6.5 
6.6 

• "Dividends" is uaed here in its nontechnical eenee to refer distributlo111 made with reepect to 
holdeni of stock. 

• Laurie Bagwell and John Shoven, "Cash Distribution• to Shareholdeni: Alternatives to Divi­
dends," Journal of Economic Perspecti1.1«1, forthcoming. Th- data cover an expanlive 111U11ple of 
most large public corporation,. See Table 1-B for more detail. Privat.e tabulation• by the invest­
ment banking firm or Salomon Brotheni 1uggeet that mare repurch- In 1987 were 1ignificant­
ly higher than in 1986. 
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Table 1-B.-Cash Distributions to Shareholders, 1977-1986-
Continued 

Cash 
Year via Dlvldends 1 

Share 
acgui- repurchasea 
1itlon1 

1981 ............................................ 35.6 56.8 4.8 
1982 ............................................ 29.9 58.1 9.2 
1983 ............................................ 23.3 60.3 8.5 
1984 ............................................ 68.1 63.8 29.1 
1986 ............................................ 71.8 69.8 42.4 
1986 ............................................ 74.5 77.1 41.5 

Percentage of Tolal Dlstrlbu-
tio1111: 

1977 ................. , ........................... 11.6 79.2 9.2 
1978 ............................................ 16.6 75.4· 8.0 
1979 ............................................ 28.3 64.2 7.5 
1980 ............................................ 21.6 70.3 8.1 
1981 ............................................ 36.6 58.5 4.9 
1982 ............................................ 30.8 59.7 9.5 
1983 ............................................ 25.3 65.5 9.2 
1984 ............................................ 42.3 39.7 18.0 
1985 ............................................ 39.1 37.8 23.1 
1986 ............................................ 38.6 39.9 21.5 

1 "Dividends" is used in its nontechnical sense to refer to distributions to 
misting shareholders without a redemption of shares. 

1 The GNP detlator wa& used to adjust current dollar values to constant dollar. 
Source: Laurie Simon ~ell and John Shoven, "Cash Distributions to Shar. 

holders: Alternatives to Dividends, "Journal of Economic Perspectives, forthcoming. 
Values were compiled by the authors from 2,445 firma from the Compustat 
Primary, Sueplementary and Tertiary Industrial Files. The aample includes most 
major publicly traded firms which account for the great majority of dividends in 
the economy. 

The most publicized. trend in corporate restructuring& has been 
the growth of corporate mergers, including, particularly, leveraged 
buyouts. Table I-C documents the growth in number and even more 
rapid growth in value of mergers and leveraged buyouts. The nomi­
nal 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, u measured by the Implicit GNP price deflator, 1- than doubled 
during the same period. 
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Table 1-C.-Number and Value of Mergen and Leveraged 
Buyouts, 1975-1987 

[Dollar values in bilJions of do1lars] 

To1al mergen and Leveraged buyouts LBOvalue 
acquisltlons asa 

Year Number of percentage 
Number of To1al dollar transac• To1al dollar of all 

transac- value merger 
tions value dona value 

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 84.2 N.A. N.A. N.A. 
1979 ...... 2,128 48.5 N.A. N.A. N.A. 
1980 ...... 1,889 44.8 N.A. N.A. N.A. 
1981 ...... 2,895 82.6 99 8.1 8.8 
1982 ...•.. 2,846 58.8 164 8.5 6.5 
1988 ...... 2,588 78.1 280 4.5 6.2 
1984 ...... 2,548 122.2 258 18.8 15.4 
1985 ...... 8,001 179.7 254 19.6 10.9 
1986 ...... 8,886 178.1 881 46.4 26.8 
1987 ...... 2,082 168.7 259 85.6 21.7 

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 th0118 deals where a dollar value was available. LB0 information is 
based on completed transactions.. The LBO and merger information are not exactly 
comparable for these and other reasons. 

Table 1-D.-Corporate Debt, Household Debt, and Federal Debt, as 
a Percentage of Gross National Product (GNP), 1967-1987 

Year 

1967 ....................................... .. 
1968 ........................................ . 
1969 ........................................ . 
1970 ........................................ . 
1971 ....................................... .. 
1972 ........................................ . 
1978 ........................................ . 
1974 ........................................ . 
1975 ........................................ . 
1976 ........................................ . 
1977 ........................................ . 
1978 ........................................ . 
1979 ........................................ . 
1980 ....................................... .. 
1981 ........................................ . 

Corporate 
debt 1 as a 
percent of 

GNP 

82.8 
88.0 
88.6 
84.7 
84.8 
88.7 
84.4 
85.2 
88.4 
82.0 
82.1 
31.4 
80.9 
80.8 
80.8 

Household 
debt• asa 
percent of 

GNP 

46.8 
46.5 
46.6 
46.5 
46.9 
47.7 
48.1 
47.8 
46.9 
47.0 
48.9 
50.6 
52.2 
52.8 
50.7 

Federal debt " 
as a~rcent 

ofGNP 

84.2 
82.8 
80.0 
29.7 
29.6 
28.1 
25.7 
24.5 
27.9 
28.9 
·28.8 
27.8 
26.4 
27.2 
27.2 
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Table 1-D.-Corporate Debt, Household Debt, and Federal Debt, as 
a Percentage of Gross National Product (GNP), 1967-1987-
Continued 

Year 

1982 ........................................ . 
1983 ........................................ . 
1984 ........................................ . 
1985 ........................................ . 
1986 ....................................... .. 
1987 ........................................ . 

Corporate 
debt' 811 a 
percent of 

GNP 

30.5 
30.0 
31.7 
33.2 
35.5 
36.8 

Household 
debt 2 aaa 
percent of 

GNP 

51.4 
53.2 
54.0 
57.6 
61.2 
62.7 

Federal debt a 
811 a percent 

of GNP 

31.3 
34.6 
36.5 
39.9 
42.8 
43.3 

1 Corporate debt of nonfmancial corporations excluding farms. 
2 Household debt includes debt of personal trusts and nonprofit organizations. 
3 Federal debt excludes Federal debt held by Federal agency trust funds. 
Source: Division of research and statistics, Federal Reserve Board 

T'rendB in corporate debt 
The above trends would seem to imply large changes in levels of 

corporate debt. In fact, as Table I-D shows, since 1983 corporate 
debt has increased faster than gross national product and, as a per­
centage of GNP, is now slightly higher than its previous peak in 
197 4. 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 19708. 

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. 8 For example, the percentage 
of cash flow devoted to net interest payments by nonfinancial cor­
porations has risen from an aver~e of 13 percent in 1971 through 
1975, to an average of 15 percent m 1976 through 1980, and to an 
average of 19 percent in 1981 through 1985. (See Table IV-0.) 

International comparison of corporate kverage 
It is difficult to draw comparisons among countries regarding the 

:financial structure of corporations. Different legal, economic, and 
ownership structures affect both the measured debt-equity ratios of 
corporations and the implications these ratios have for tax policy 
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 IV.C be)- 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 26.8 per­
cent for the United Kingdom and 76.9 percent for West ~rmany.9 

The debt-equity ratio for manufacturing companies in Japan, calcu­
lated in the same manner, was 66.2 percent.to 

Ownership of corporate bonds and equities 
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. t 1 Foreign investors, pension 
funds, and the life insurance sector, entities which may receive fa­
vorable Federal income tax treatment, held 81 percent of outstand­
ing equities at the end of 1987 .1 2 In 1967, 82 percent of equity was 
held by households; 11 percent by foreign investors, pension funds, 
and the life insurance sector. (See Table I.E.) 

The pattern of ownership for corporate bonds is completely dif­
ferent.1 a 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 foreign investors 
owned an additional 18 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 
heavily concentrated among pension funds and institutional inves­
tors.14 

9 Valuee derived from Mervyn King and Don Fullerton, eds., ~ 7bxation of lncorrut from 
Capital: A Comparatiw Study of the United Stata, the Umt«l Ki111J(k»n. Sweden, and. West Ger­
man,,, Chicago: University of Chicago Press, 1984. 

10 John Shoven and Toehiaki Tachibanald, "The Tu:ation of Income from Capital in Japan." 
Oowmment Policies Thwards lnd.uatry in the U.S.A. and. .Tapon, Cambridge Univenity Pra, 
forthcoming. 

11 The hoW18hold sector consists of individuals, charitable organimtions, foundations, and pri­
vate trusts. The Federal Reeerve has estimated, for 1982 yearend, that 8S percent of equity held 
by the hoWl8hold sector w1111 owned by individuals, and that 68 percent of corporate bonde held 
by the household sector w1111 owned by individuals; the remainder was held by charitable organi­
zati.on1, foundations, and private truats. Sector deflnitiona and valuee obtained from "Flow of 
Funds Accounts: Financial A.met.& and Liabilltiee Year End, 1964-1987", Federal Reeerve 
System, Board of Governors. 1988. · 

u The life ineurance eector, as defined in the Flow of Funds accounts, includee pension funde 
admlnlstend by life insurance companiee. Over half of the liabilities of life insurance companies 
an1 accounted by pension reaervee. Omitting life insurance companies, the corporate equities 
held by Foreign inveeton and pension Funde would be 28 percent of the aggregate. (See Table 
1-E.l 

13 Bonda rep~nt over a third of the credit market debt of the nonfinancial corporate sector. 
Liabllitiea aN! compoeed of bonds, bank loans and 108.llll from other financial intermediaries, 
mortgagee, trade debt, and other millcellaneous debt. 

1 • there may be regulatory restrictions requiring aome of th- inveaton to avoid equity and 
to hold bonde. 
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Table 1-E.-Holdinp of Corporate Equity and Bonds, 1987 
[Dollars in billions] 

Seetor 

Corporate equities (excluding mutual 

Year-end 
balance, 

1987 
Percent of 

total 

funds)................................................................ $2,853.2 100.0 -~~------
Ho use hold sector 1 ....................................... 1,697.8 59.5 
Foreign investors......................................... 178.4 6.1 
Mutual savings banks................................. 7.0 0.2 
Insurance and pension funds..................... 782. 7 27.4 ---------

Life insurance companies................... 88.2 2.9 
Private pension funds......................... 460.6 16.1 
State and local government retire-

ment funds ........................................ 172.6 6.0 
Other insurance companies ............... 66.8 2.8 

Mutual funds 2 ............................................. 181.7 6.4 
Brokers.and dealers.................................... 10.7 0.4 

Corporate bonds 8 ............................................... 1,180.9 100.0 ---'-'--------
Ho use hold sector 1....................................... 92.9 7.9 
Foreign investors......................................... 157.6 18.8 
Commercial banks....................................... 71.8 6.0 
Savings and loans........................................ 87.6 8.2 
Mutual savings banks................................. 14.5 1.2 
Insurance and pension funds..................... 784. 7 62.2 ---------

Life insurance companies................... 888.8 82.9 
Private pension funds ......................... 157 .4 18.8 
State and local government retire-

ment funds........................................ 185.2 11.4 
Other insurance companieJI ............... 58.9 4.6 

Mutual funds 2 ............................................. 54.2 4.6 
Brokers and dealers .................................... 18.8 1.6 

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

11 The great majority of mutual fund shares are owned by the household sector. 
3 Corporate bonds include bonds issued by foreigners held by U.S. persons. Other 

types of debt, for example, trade debt, mortgages, and bank 108118, are excluded. 
Source: Board of Governors of the Federal Reserve System "Flow Funds 

Account.a: 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.14 • 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. 115 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. lndioldual8 
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 generilly 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.1 e 

• • • Corporations which are tued at the corporate level are frequently refemid to 8ll "C c:orpo, 
rations." The tu treatment of such corporations is governed by Subchapter C of the Code. 

15 See Part n. D. of this pamphlet, infra, for exceptions to this general rule. 
15 This diacuuion ignores the additional 5-percent tu rate relating to the phaseout of the 15-

percent rate and personal exemptions (Bee. l(g)). 

(15} 
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The full amount of a dividend distribution is subject to the indi­
vidual-level tax. 1ea 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 Jain (i.e., 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. 11 

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.1 s 

6. U.S. 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., dividend 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 
ownership of the distributing corporation by the corporate share­
holder. Under present law, corporations owning less than the port­
folio threshold of 20 percent of the stock of a distributing corpora­
tion (by 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 SO-percent deduction and corporations owning 80 percent or 

'• • A distribution ii treated 118 a dividend to the extent it dolllJ not u.ceed the cummt or aocu-­
mulated earninp and profibl of the diatri~ corporation. 

1 ' Such ~tion might give riae to Federal estate and ldft tu. ln many lnatances. Jiowev. 
er, oPPOrtumtiee for deferral and the rate structure under tlie Federal eatate and gift tu: may 
resulf In llioificantly 1- tu: than would be im~ under the income tu. 'ftie value of stoclt 
held at death would 'be included in the decedent I groae estate and. if not pal8iDg to a IIUl'Viving 
epo1111e or to charity, the ~t'B taxable estate 118 well. 

'ftie eztent to which such inclusion gives rile to Federal estate and gift tu: depends on the 
value of the dececlMi.t'a taxable tranllfera. 'ftie Federal estate and gift tu: rates belrin at 18 per­
cent on the fil'llt $10,000 of tauble tranaf'en and N&Ch 56 percent (50 percent 1or dec:edente 
dying after 1992) on taxable tranafen over $3 million. A unified credit in effect uempte the fll'llt 
$600;000 from estate and ldft tu. The graduated rates and wufled credit are phaaed out for 
eatatea In e:icam of $10 milllon. 

18 A. In the cue of stock, auch appreciation may be subject to the Federal eatate and gift tu:. 
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more may be entitled to a !~percent deduction.19 Because the 
maximum rate of tax on income received by a corporation is 34 
percent, 20 the maximum rate of tax on dividends received by a 
corporation is generally 10.2 percent (30 percent of the amount of 
the dividend times 34 percent). 21 

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). ' 

c. Treatment of uempt organlzatlona 

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. 211 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 it.a tax­
exempt functions. 

11 The 70 and 80-pen:ent dividends received deductions diacuaed above a1eo apply to dividends 
received from certain IO.percent or more owned foreign corporation.a to the extent the dividenda 
are paid out of certain U.S. eanunp. The 100.perc:ent dividends recehwi deduction a1eo applies 
to certain dividends from wholly-owned foreign corporations. w~ only income is effectively 
connected with the conduct of a U.S. trade or busin-. 

•• Thie diecWlllion ignorea the additional 6-peramt tu rate relath:lg to the phaseout of the 16 
and 26-percent ,raduat.ed rat.M for corporatione (sec. ll(b)). 

111 In the caN of certain "eirtraonlinary dividends," the effective rate of tu may be as high as 
the maximum corporate rate of 84 percent, lmpoeed at the time of the ule or dia)IOlition of the 
underlying at.ock (aec. 1059). 

Al with individual ahereholdera, cliatributione with reapect to atock that exceed the dilltribut­
ing corporation'• earnlnp and proflta, and thll8 are not dividend&, are treat.ell aa a tu.free 
return of capital that .reducea the shareholder's basis in the at.ock. Diatributiona in a- of the 
dbltributing corporation'• earninp and proflta that eKceed a ahereholder'• baala in the atock are 
treat.ell aa amounta received in exchange for the atock and accordingly are tued to the ahare, 
holder as capital gain (currently tued at the aame rate aa ordinary income). 

aa Certain U.S. inetrumentalitiea c:reat.ed and made tu-ezempt by a apec:ljw Act of Congn. 
are not aubject to the UBIT. State instrumentalities are exempt from tu on income derived 
from llll7 eeaential gavernmental function (sec. 115), but certain State colleaea and unlWll"llitiea 
are aubject to the UBIT (aec. 5l1(a)(2)(B)). 

11 The UBIT la generall)' levied at the corporate tu rate&; in the caae of charitable truata, it 
la impoeed at the individual tu rates Caeca. 511(8)(1) and 5ll(b)). 



18 

&eluded 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 
stock by the exempt organization generally is excluded from the 
UBIT. 

lnterest.-When an exempt organization purchases bonds issued 
by a taxable corporation, the interest income paid to the exempt 
organization (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. 24 

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 payee exempt organization. 

Partnership investments.-lf 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 and thus may be sub­
ject to the UBIT. 26 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 tlie 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 
the gross income and deductions of the partnership from that unre­
lated trade or business. 

Debt-fi,nanced 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 property" 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 purpose, acquisition indebtedness includes 
the following: debt incurred upon acquisition; debt incurred prior 

14 Interwt paid to an ezempt organization by an SO.percent-owned entity la subject to the 
UBIT in proportion t.o the income of the controlled entity that would have 1-n sulijeet to the 
UBIT if derived directl;, by the con~ nempt orgam,ation C-. 5lal>Xl3)). 

H An ezempt ~tlon'1 llbare of tlie BJ'l1B8 income of a "wbllely traded partnenhip" (that 
ii not othenriae treated ae a corporation) is subject to the UBIT C-. 512(c)(2)). 
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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. 26 

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 general, dividends and interest derived by nonresident alien 
individuals and foreign corporations from sources within the 
United States (other than interest paid to certain foreign persons 
with respect to certain portfolio debt investments) are subject to 
gross-basis tax (i.e .• the tax is imposed on gross income without al­
lowance of deductions) at a flat rate of 30 r,ercent, if the interest 
and dividends are not "effectively connected ' with the conduct of a 
U.S. trade or business of the recipient. 27 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 • 

ExceptioM 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-

11 Acquleition indebtedn11111 doee not Include indebtedneN n~ incurred by an exempt 
o~tion u an inherent part. of the performance of its exempt fl1nctlon (lee. 514(c)(4)). For 
exam~e, the IRS hu ruled that borrowing by a leverqed ESOP ln order to purchue employer 
&eCllntiea d- not coaailtl.lte acquisition Indebteclnt,a for purpoaee, of the UBlT (Bev. Bui. 79-
122, 1979,.1 C.B. 204). However, income from securitiea plJZ'Cbll8tld on margin bz.. a ,ua)if'ied 
profit-ehariruz plan la 1.1Drelated debt-financed income. &e Elliot Kmtlllflar Profit 8ll4l'i1lll Plan 
v. Comm 7:t 7I T.C. '166 (1979), aff'd, 614 F .2d M'I (1980). 

n If U.c,. aource dividend or-lntenist Income of a foreign pel'IIOll is effectivet.i~ with 
that penon's conduct of a U.S. trade or ~ that income is tuad on a net at the -
ratell that would apply to a domestic penion. 

n •Treu. Reg. f.1441.a(b)(l); Rev. Rul. 'lz.8'1, 1972-1 C.B. 2'14. 
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ed if there is an income tax treaty between the United States and 
the country in which the recipient resides. 28 

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. 29 

Investment instruments that have equity features may, in some 
circumstanc~, be treated as debt. (Examples include instruments 
providing for payments contingent on an increase in value of an 
asset ("~uity 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 
defme treaty-protected interest as income from 0 debt-claims . . . 
whether or not carrying 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 gaiTUJ 
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. ao 

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 ~me applica­
ble to C corporations. In general, ·owners of interests m 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. 

"' Where the ultimate beneficial owner of the income rmid.CWI in a country that does not have 
a tax treaty with the United St.ates providing for a zero or reduced raw of withholding on U.S. 
eource intere.t income of itll reaidente, pouilrilitles rnay exilt for taking advantage of an e:r.i.ting 
treaty by "tn,aty ahopping" (that ia, b1 ~ving the ultimate beneficial owner hold an intereet in 
U.S. debt through a lep). entity organized under the laws of the tn,aty country}, unleu prevent. 
ed by anti-treaty ahoplling provision• in U.S. tu: treatiea. 

ao As in the eue of treaty reductions of withholding taxea on intareat, reduced rates on divi­
dends would be effectively available to third-country reaidentB uni- precluded by anti-treaty 
shopping provisio1111. 

00 Were there aueh provisions in the Code, a foreign penon might be subject to U.S. tax on 
domestic stock gains whether or not the foreign pel'IIOll w• a treaty-<)ountry 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)).3t 

Entity c~suication 
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), generally 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 
questions that arise in attempting to distinguish between corporate 
debt 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. u 

Treatment of partnership debt 

A partner's distributive share of partnership loss for a taxable 
year is deductible only t.o 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).33 Characterization of funds received 

' 1 Privatel_y-ofl'ered partnenhips are becoming more commonly ueed as investment vehicles 
ror leveraged buyollt tl'BIUlllctions. For eumple, potential inveeton in a leverapd buyout of cor­
porate stock mey pool their financial l1lllOUl'C88 in a e!lrtnenhip that can ai:quire the Btoclt on 
behalf of the inveeton while preeerving their anonymity. See "Private partnenhlpa pick up due ~J.Y to LBO deals," TM Wall St. Journal, November 3, 1988, p. Al. 

' See Hambuechen u. Commiaioner, 43 T.C. 90 (1964). 
n By contraat, entity-level debt or other pasethrough entitiee (for example, S corporations) ia 

not included in the inveetor's basis for bill interest in the entity. Similarly, debt of a C corpora­
tion ia not included in the abareholder's basia for hia stock or aecuritlee of the corporation. 
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by a partnership as a liabili~ (rather than, for example, an equit1 
investment in the partnership) thus can increase the basis of all 
partners in their partnership interests. 

2. S corporations 

In general 
S corporations generally are treated as conduits. Taxable income 

of an S COr{)Ol.'ation generally 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. 84 

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. 

Entitg claslllcation 
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. 
1362(d)). 35 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 

34 See B. Rept. No. 1988, 85th Cong., Z.d Sees., 87 0958}. 
n This rule ill intended to prevent a regular C corp4>ration from electing B status and convert, 

ing, eaentially, into a holding company, rather than liquidating and incurring tax at the share­
holder level on liquidation proceed.a from the period of operation 1111 a C corporation. 
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from certain real estat.e and real estat.e-related sources. Conduit 
treatment similar to that granted to RElTs is also provided to regu­
lated investment companies (RICe). 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 distribut.e at least 90 percent of its income to its share­
holders annually. Other passthrough entities that are subject to re­
strictive limitations on business activity, distributions and struc­
ture include real estat.e mortgage investment conduits (REMICe) 
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 J!!i8iifies under 
the tax laws ("qualified pension _plan"), a trust hol · 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 partici~ts in the plan, however, are not 
taxed on plan benefits until the benefits are distributed (sec. 
402(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 SecreUU1, of the Treasury. An ESOP that borrows to 
acquire employer securities is referred to as a leveraged ESOP. 

Certain present-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 (8) the special rules relat­
ing to ES0Ps. 

1. Fiduciary requirements appllcable to pension plans 
In general 

The Employee Retirement Income Security Act of 197 4 (ERISA) 
contains rules governing the conduct of fiduciaries of employee 
benefit plans. ERISA has general rules relating to the standard of 
conduct of plan fiduciaries, and also specific rules prohibiting cer· 
tain transactions between a plan and parties in int.erest 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 fiduciary duty. A 
court may also impose what.ever equitable or remedial relief it 
deems 1:1ppropriat.e for a violation of the fiduciary standards. 

The Code does not contain ext.ensive fidu(?iary 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. 

Exclu,lve purpo,e rule; prudence 1tandard 
The general 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 riskier 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 ~uity 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 & Fe~r 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
nr,. 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. 

Dlver,lfkatlon 
ERISA also requires that plan fiduciaries diversify the invest­

ments of the plan so as to minimize the risk of large losses, unless 

"Coffee, Shareholders 1JeTBU11 Mana{IIITB: The Swi1111 in the Web, 86 Mich. L. Reu. 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 9.ualifying 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 emplo)'8r 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
versif,)" 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
ployees 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-~_rcent limitation on holdings of em­
ployer securities provided to ESOPs and other eligible individual 
account plans enables such plans to acquire a siKni.ficant 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 rule, 

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
ployee organization any of whose members are covered by the plan, 
and certain persons related to such disqualified 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) th~ furnishing of goods, services, or facili­
ties between the plan and a disqualified ~rson, or (4) the transfer 
to, or use 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-

17 ERJSA contains prohibited transaction provisions that are ve!l' _similar, although not iden­
tical to the prohibited trall88ction rules or the Code. In addition, ER1SA prohibits the acquiaition 
of any employer security or emplo;rer real property that ill not a qualifymg employer security or 
9.uallfyin, real property or that vtolates the 10-percent limitation on acquillltion of such securi• 
ties and property. 

92-815 O - 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. 

&emptions from prohibited transaction rule 
The Code and ERISA contain a number of statutory exemptions 

to the prohibited transaction rules. These rules permit the Secre­
tary of the Treasury and the Secretary of Labor, respectively, to 
grant exemptions from the prohibited transaction rules on a ease­
by-ease basis. The prohibited transaction exemption pl"ogram under 
both the Code and ERISA generally is administered by the Seere­
ta!'Y of Labor.as 

The acquisition of the securities of the employer maintain~ a 
pension plan would be a violation of the prohibited transaction 
rules. However, a statutory exemption permits such plans to ac­
quire quali~ 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 ESOP 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 p!an assets are invested or if a 
group of investors joins with an ESOP in a leveraged buyout of the 
ESOP'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 qualified plan, no part of the assets of the 
plan may be used for or diverted to purposes other than for the ex­
clusive benetlt of the employees covered by the plan and their 
beneficiaries (sec. 401(aX2)). This provision prohibits all objects or 
aims not solely desjgn.ed 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 is 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. 

Fldut:la111 standard, for retirement plans maintained bg State 
and local governnu?nts 

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 

.. This authorit.7 waa transferred to the Secretary of Labor puniuant to Reorganization Plan 
No. 4, which dividee the administrative reeponsibility for enforcement of the overlapping proyj. 
lliona 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 January 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 Etl'!ployees 
($262 million), New York State and Local Retirement Systems 
($218 million), Wisconsin Investment Board ($144 million), and 
Michigan State ($110 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,39 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). C,ertain 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 age. 
Thus, at any time, the plan may have assets that exceed the 
present value of the liabilities to employees for previously-accrued 
benefits. 

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 amorti7.ed 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 period has expired. For years after 1988, the amortization 
period has been shortened to 5 years, with the result that overfund­
ing could decrease. 

If a qualified pension plan is terminated, the rights of employees 
to benefits accrued up to the date of the plan termination must be 
nonforf eitable (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 

... The Wall Street Journal, November 29, 1988, p. C-21. 
30 A det"med benefit pension plan is a plan under which an employee accrues ("earns") a spec­

ified retirement benefit aet forth in the plan that is not related to the amount of 111111eta 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 employer is required to include 
the recouped amounts in gross income for the year in which the 
amounts are received. Other deductions or credits (including loss 
~overs) 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 pool of assets that may 
make a company a target for a takeover. Conversely, this pool of 
assets may be used by the compan1, 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 used 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 fmancial 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 possibility is that a compan:r itself will terminate an 
overfunded pension ~Ian to assist its efforts to thwart a hostile 
takeover attempt. This can be accomplished in one of several ways. 
For example, the compan1, can invest the excess assets in plant 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 stoek ownership plans 
lngenen,.I 

An ESOP is a qualified stock bonus plan 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, emplo:r­
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 ca1>ital requirements or their trans­
fers of ownership in such a way that employees have anJ>pportuni­
ty to gain an equity interest 1n their employer. Thus, ESOPs 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 ESOP 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 
ES0Ps 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 • 0 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). 

•
0 In addition, ellecutora eligible under Code aec. 6166 to make deferred payments of estate 

tues may be relieved of liability to the elltent that qualified employer aecurities are acq_ajred 
from a decedent by an ESOP, pa1111 from a decedent to an ESOP, or an, transferred to an ESOP 
by the decedent's ellecutor if the ESOP ill required to ~Y the liability (aec. 2210(c)). Further, a 
deduction from the gross estate of a decedent ill _pernutted for 50 percent of the qualified pro­
ceeds from a qualifieil sale of emplQYer aecurities by an ellecutor or trust to an ESOP (Bee. 2057). 
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Role of leve1'fl(Jed ESOPs In corporate finance 
A leveraged ESOP can be used by an employer to obtain funds 

for working capit.al or plant expansion, or as a means of fmancing 
an acquisition of the assets or stock of another corporation, includ­
ing a leveraged buyout. Use of this fmancing t.echnique can result 
in a lower cost of borrowing than would be available if convention­
al debt or equity fmancing were used. In a typical transaction, the 
employer enters into a contract with the F.SOP 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. 41 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 J>!t.yments thereon. 41 

Because leveraged F.SOPs 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 t.echnique is for 
the employer to purchase target stock, either directly or through a 
subsidiary, using funds borrowed from a fmancial institution or 
other lender. Once the acquisition has been completed, the newly­
acquired subsidiary establishes a leveraged ESOP. The ESOP bor­
rows money and purchases either newly issued stock of the subsidi­
ary (or stock of the subsidiary from the acquiring corporation); the 
acquiring corporation then uses the proceeds of this sale to pay off 
the original acquisition loan. The subsidiary makes annual, deduct­
ible contributions sufficient to amortize the ESOP loan and pay in­
t.erest.48 

41 The lender UBUally require11 either that the employer guarantee the loan or that the stock 
purchued with the loan proceeds be pledged 1111 collateral. Becawie of the 50-percent interest 
exelUBion available to the lender, it ma;v be able to lend to the ESOP at a lower rate than it 
lends to it.II replar customers not utilizing ESOP fUlBllcing techniques (or other tax-favored fi. 
naneing techniques). 

41 Alternatively, the employer may take out the loan iteelf and 1181.1 it.II stock to the ESOP in 
exchan&e for the ESOP's installment note. The employer will make (deductible) contributions to 
the ESOP in future years that will enable the ESOI> to pa,y off the note. These payments will be 
wied_b.1 the employer to repay its lender. 

41 If the manageinent and shareholders of the target company cooperate in the acquisition, it 
is poeeible that a portion of the proceeds of the sale of target lltock by original target sharehold· 
era would qualify for tax-free rollover under sec. 1042. Thus, the acq~· · corporation and the 
target shareholders could agree in advance that a portion (enough to q the ESOP as a 30-
percent shareholder) of their ahare11 would be purclial!ed by a leveraged ES0 e11tablished by the 
target and the balance by the acquiring corporation. The proceeds of the sale to the ESOP might 
qualify for tax-free reinVeBtment under aec. 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. 44 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.45 

By selli~ 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). Management generally may use pro­
ceeds of a sale of stock to an ESOP for any corporate purpose. 
Moreover, a sale of stock to the ESOP will not necessarily dilute 
management'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 197 4. 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 

•• The New Yor.fl Times, January 12, 1989, p. D-1. 
•• The Wall Strwt Journal, December 12, 19SS. p. A-1. 
••• The Wall StnMlt Journal, January 29, 1985, p. A-4. 
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over 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 Jenerally reduces the 70 and BO-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 debt-financed. 46 Stock is considered to be debt-ft­
nanced if the indebtedness is directly attributable to investment in 
the stock. 

0 The reduction or the dividends received deduction may be viewed as a surrogate for limit­
ing the intereet 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, t.o 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 
t.o an interest deduction limitation for the purpose of preventing 
noncorporate taxpayers from sheltering or reducing tax on unrelat­
ed income. Section 16S(d) provides that the deduction for invest­
ment interest is limited t.o the amount of net investment income. 
Investment interest is defmed 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 paid or incurred during the production period of certain 
types of property, and that is allocable t.o the production of the 
property, must be capitalized. Interest is allocable t.o the produc­
tion of property for these purposes if it is interest on debt that can 
be specifically traced t.o production expenditures. If production ex­
penditures exceed the amount of the specifically traceable debt, 
then other interest expense that the taxpa1,er would have avoided 
if amounts incurred for production expenditures instead had been 
used t.o repay that debt also is treated as allocable t.o the produc­
tion of property (the "avoided cost" method of allocating interest). 

6. Allocation of interest for foreign tax credit purposes 
In addition t.o limitations on interest deductions, rules for allocat­

ing interest between U.S. and foreign source income affect the tax 
benefits t.o 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 t.o a foreign government. In order t.o prevent foreign taxes 
from offsetting taxes on U.S. source taxable income, however, the 
Code limits the credit t.o the amount of U.S. tax that would have 
been payable on the foreign source taxable income. A taxpayer 
thus may be able t.o increase its currently usable foreign tax credit 
t.o 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 t.o U.S. source income may increase the 
currently usable foreign tax credit. ua 

The Treasury has broad regulat.ory authority t.o promulgate rules 
governing the allocation of expenses for this purpose. In the case of 

48
" Such allocations and reallocations have no effect on tu liability, however, unleaa either 

the tupa,er hu paid (or is deemed to have paid) foreign ta.us in e1ceaa of the taxpayer's rele­
vant foreign tu credit limitation, or the re«>un:ing or reallocation of income and deductions 
reaults in lowering the foreign tu credit limitation below the relevant foreign income ta.us 
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 am.ended by the 1986 Act) provides that the 
taxable income of an affiliat.ed 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 recogDu.e 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 
savinge equal to a full 84 percent of the interest expense incurred. 

7. Deduction of interest from grou 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 U.S. taxable income, provided those expenses are con­
nected to the taxpayer,s effectively connected income. The Treas­
ury has broad authority to pro~ulgate rules for the allocation and 
apportionment of interest and other expenses for this purpose (sec. 
882(c)(l)(A)). The current regulations allocate a foreign corporate 
taxpayers 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 88 a whole within one or more "currency 
pools,, or those incurred by the U.S. operations of the corpora­
tion).47 

8. Allocation nales 
Present law, 88 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 upense 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
er there is a connection between interest expense and a particular 
activity. 

• • The conference report on the OmmDWI Budpt. Reconciliation Act of 1987 stated that the 
com'ereN a:peeted the ~ to tab stepa to amend niculationa that determine which of a 
corporation'• financial Uahilitiaa are attributable to a U.S. trade or buain- (which re,ulatione 
include TreM. nw. aec. 1.882-ID, inacJfar aa their tbm.cummt l)1'8Ctical effect was to permit for­
eign corporatioua to 811-te ummive amountia of debt and e.-ive amounts of interest ez. 
penae toward reduciDc their U.S. elfectively connected income. H.R. Rep. No. 100-495, 100th 
Cong., lllt S-. tM-85 (11117). 
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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 '18nerally 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
est in a corporation will be considered to be debt or equity, as so 
desired. 

There is presently no defmition in the Code or the regulations 
which can be used to determine whether an interest in a corpora• 
tion constitutes debt or equit7 for tax purposes. Su~h a determina· 
tion must be made under prmciples 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.'18 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 analyziruc and weighing the relevant 
facts and circumstances of each case. 49 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
ported debt IS held by the corporation's shareholders on a pro rata 
basis, 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
sideration 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; 60 

•• See, e.g., Farley Realty Carp. v. Comm'r, 279 F.2d 701 (2d Cir. 1960), and B. Bittker &: J. 
Eustice, Federal Income '.llu:ation of ComoratioM arid Shareholders, l!IU'a, 4.08 (1979). 

n In John Kelley Qi. v. Comm 'r, 826 U.S. 489 (1948), the Supreme Court at.at.eel. that "[t]here is 
no one characteristic, not even the exclusion from man~ent, which can be said to be decisive 
in the determination of whether the obligations are rwk investments in the corporations or 
debts!' 

JO In the foreign area, the IRS has ruled that corporate obligatiol18 couJd be treated aa debt 
where, among other thinp, the amount borrowed by the obligor did not exceed five times ita 

Continued 
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(4) the lack of convertibility into the stock of the corporation; 
(5) independence between the holdings of the stock of the corpo­

ration and the holdings of the interest in question; 
(6) an intent of the parties to create a creditor-debtor relation­

ship; 
(7) principal and interest payments that are not subject to the 

risks of the corporation's busmess; 
(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 availability of other credit sources at similar terms; 
(13) the ability to freely 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) 111 and sec­
tion 385 (treatment of certain interests in corporations as stock or 
indebtedness). 58 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 386 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 386 were issued on March 20, 
1980, and became final on December 29 of that year. The fmal 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 l, 1982. New proposed regulations were issued on December 
30, 1981. However, these regulations never became effective and on 
July 6, 1983, all section 385 regulations were withdrawn and to 
date no additional regulations have been issued. 53 

equity capital. Rev. Rul. 69-877, 1969-2 C.B. 231; Rev. Rul. 69-601, 1969-2 C.B. 233; Rev. Rul. 70-
646, 1970-2 c.B. 273; Rev. KuL 73-110, 1973-1 C.B. 4M. Debt-equity ratios of up to 25 to one 
have l>Nn permitted in the foreign area for pUIJlOllllll or determining whether the i11SUer will be 
respected aa a ll!Jllll'llte 8::%; Sec:tiou 6128 or the Technical and Millcellaneoua Revenue Act of 
19S:S. However, Coner- it clear that this permitted ratio would affect only a limited cia. 
or outatanding tnmeac:tion8 and Wll8 made to permit the affect.ad U.S. eompaniee to have maxi­
mum .- to certain capital. It Wll8 not intended to Ben"e a& p~t for tha U.S. tu: treat­
ment of other aimilar tramaction8 inwlving tu: treaties or domatic tu: 1-. H.R. Rep. No. 796, 
100th Cong~ 2d S-. 6'11-72 No. (1988); ILi[ Rep. No. 1104 (Vol ID, 100th Cong., 2d Sela. 185-86 
(1988). 

51 See Pari ll.D.L or tbia pamphlet, ·~ for a diacwJsion or .c. 279. 
n For a cliacuaaion or the hackground or aection 885, - S. Rep. No. 662, 91st Cong., lat Besa. 

137-44 (1969). 
n S. T .D. 7920, 1983-2 c.B. 69 (1983). 



37 

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. H 

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 debt-fi­
nanced transaction such as a leveraged buyout is undertaken (due 
to the substantial interest deductions). ss 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. tl6 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. 

5• For an example of the type or interest that the proposed sec. 385 regulatior11 would have 
treated aa debt, - Rev. Rul. 83-98, 1983-2 C.B. 40 (1983) (dellcribing aecurities known aa adjUllta· 
ble rate convertible not.es). The ruling held that the interests in question would be considered 
equity. 

n If the interest deductiOrll are so large aa to create an NOL, however, a portion of the ac­
q~ b~ may be sold suheequently in order to reduce the debt, pouibly triggering tuable 
gam. 

11 For emmple, 888Ume a corporation acquires all o( the &tock or a profitable target corpora­
tion and the corporations thereafter file a consolidated return. In general, the consolidated 
group can cany back the group's NOLa to a pre-acquisition year or target only i( thoae NOLa 
are attributable to target, e.g., if the acquisition debt that ia generating the interest deductions 
and the NOLa ia a direct obligation or target. I( target had been a member (but not the parent) 
or another consolidated group before being acquired, the new group's i-t,acquisition NOLa can 
be carried back to prior taxable years of target's old group, but only i( the NOLa are attributa­
ble to target and only to the extent of target's taxable income in the canyback year. If the ac­
quiror 11ubeequently merges with or liquidates target. the frOUJ> may, in certain cl.rcumstancea, 
be unable to carry back target•, pogt.acquisition NOLa to target s pre-acquisition years. 



UL 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. 67 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 though the interest is fully deductible, the foreign 
tax credit rules will apportion a fraction of each additional dollar 
of interest expense to foreign source gross 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. u 

Immediate Ila eo,...,_,u:n to sl&arelaolaen 
A distribution with respect to stock by a profitable corporation, 

however financed, is generally a taxable transaction with respect 
to the shareholders receiving the distn"bution. The precise tax 
treatment of the distribution to shareholders depends on the exact 

07 See part Il. D. of this pamphlet, supra, for a diacuaion of a>me of the limitations placed on 
the deductibility or intensl in the Code. 

•• A.a an alt.emative to borrowing funds from an outaide lender and distributing the proceeds 
to shareholders, a corporation may imue debt (i.e., boncla) dinctly to its shareholders. 

(38) 
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structure of the transaction as well as the tax attributes of the dis­
tributing corporation and its shareholders.159 

If a distribution is made pro rata to 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 earnings 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). so 

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 com,eqaences to the diltrlbuting 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 com,eqaences 
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 
produce 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' counie, there will be no tu imposed on those shareholdera that are not eubject to U. S. 
income tu, i.e., ta:a:-a:empt investors auch as pension funda. See Part.a Il.A.2.c. and d. of thia 
pam11hlet, auprrs, f'or a fuller diacuaBion. 

IO See P8J't fi.A.2 Of thia pamphlet, aupru. 
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but equity in the corporation has been replaced with debt. s 1 :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 generat.ed by the 
borrowing in a su.able leveraged distnoution, a corporation ma;v 
have little, if any, taxable income in the years followmg the distri­
bution and may claim loss carrybacks producing a refund of taxes 
paid prior to the distribution. 81 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. 

Emm,le HI-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 after-tax income of $990,000 ($1.5 million minus $510,000). 
Earnings per share are $10 ($990,000 divided by 99,000 shares). The 
stock sells on the market at about $80 per share (or 8 times earn­
ings). 

The management of Company M · announces that the company 
will borrow $11 million and distnoute the proceeds pro rata among 
its shareholders. :Each share will receive approximat.ely $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 thoee shareholders subject to tax. n 
Company M issues bonds for $11 million paying 12 percent interest 
and distribut.es 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 
Corporat.e income taxes.................................. 510,000 61,200 ---'-----~-

Total operating income........................... 1,500,000 1,500,000 

Earnings per share.......................................... 10 1.20 

11 Thia t1'8nllaction is eometimes called a "le~ reatructurinfr." 
11 lnCNlllllll!d caah flow aa a n,ault of the reduct.ion in the diatr:lbutiDg corporation's Federal 

Income tu: liability might be eufficient to enable the distributing corporation to cover much of 
Its debt service obligati01111 with respect to the borrowed funds and retire a portion of ita debt 
over a period of yean (although the diatributiJw corporation might aliio have to aell aome of ita 
aaeta to raiae cash to a.ist it in ilw off the Toan}. 

ea However, the amount of tu ~.1. ahareholdera as a -it of the distribution depends on 
the tu attributes of Com~)' )( and 1ta ahareholden. All dillcu-'I above, the full amount of 
the distribution will be tas:able to ahareholden as a dividend only to the extent of Company M's 
eaminga and profits. 
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The leveraged distribution has redistribut.ed. 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 · a special distribution of 
$65 per share (the shares had been t at about $7 5 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 limit.ed. amount of earnings and 
profits of Holiday, only $20 per share was treat.ed. as a dividend.66 

In another recent example of this t~ 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 company would distribute $1.14 billion. The distri­
bution would be financed by borrowing. 88 

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 

84 Thus, although it may have appean,d that moet 11' not all of the value of the stock would be 
depleted as a reeult of the borrowing IUld distribution (hence the tem1 "stub stock" to deacribe 
the stock after such a tr1U1saction), a aianificant portion of the value of the stock in fact remains 
intact because of the tu benefits that t'low from the leverapd distribution . 

.. See Proxr Statement of Holiday Conioration (January 80, 1987). 
H The Wal Strttt Journal, December 29, 1988, p, A.2. 
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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. 8 7 

Ta.r com,equences 
A stock repurchase, whether fmanced 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. 88 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 fmanced 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. produce earnings which are subject to the 
corporate income tax. 89 If the stock repurchase is fmanced 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. 70 Thus, a stock re­
demption using borrowed funds enables the redeeming corporation 
to reduce its taxable income, or perhaps eliminate (or even gener­
ate current tax losses which it could carry back to obtain tax re­
funds). 71 

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 or debtholders, there may be an increase in investor-level taxes 
paid. 

Exampk III-B 
Consider the same facts as in Example ID-A above, except that 

Company M announces it will repurchase up to $11 million of its 
shares at a redemption price of $120 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 fmance the share 

n As an alternative to borrowing funds from an outside lender and Ullin~ the proceeds to re, 
purchase the stock of shareholders, a corporation may repurchue stock by 1111uing debt directly 
to redeeming shareholders. Thia is sometimes called a "debt-fol'.:4'1luit1 swap." 

0 Of course. there will be no tax impoaed on th~ shaNholders that are not subject to U.S. 
income tax on th.is income, i.e., certain foreign inveeton and tu-exempt investors such as pen­
sion funds. See Parts Il.A.2.c. and d. of this pamphlet, 1111FG, for a fuller discuselon. 

0 As diaclllllled in Part III.A. of th.is pamphlet, ,upru, th.is ill aleo the result when the earnings 
of the distributing corporation are distributed to noncorporate shareholders in cireumstanc:es 
other than in connection with a stock repurchase. 

10 A leveraged stock repurchase baa exact11 the BB111e tax conseguencee as a leveraged distri­
bution made 6y a corporation with respect to ita stock. See Part III.A.I. of th.is pamphlet, supra. 

11 A reduction in the redeeming corporation's Federal Income tu liability could aleo increase 
!ta cash flow significantly. That increased cash flow might be Bllff'lcient to enable the redeeming 
corporation to cover moat of its debt service obligations with respect to the borrowed funds and 
retire much of the debt over a period of years (although the redeeming company might aleo 
have to sell some of ita assets to raise cash to 8lllli8t 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 ............................... . 
Bondholders ..................................................... . 
Continuing shareholders .............................. .. 
Corporate income taxes ................................ .. ___ ...._ __ 

$920,700 0 
$0 $1,320,000 

69,800 118,800 
510,000 61,200 

Total operating income .......................... . 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 redistribut.ed 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 
mcome stream after the redemption. New bondholders receive in­
terest of 12 percent a year on $11 million, or $1.82 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 $1.82 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 contmuing 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 bu,out to $16.20 per share ($118,800 divid­
ed by 7,833 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 8). 

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 C,orp.-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 ordina17 dividends into deductible interest payments, in 
addition to providing corporate deductions for an element of origi­
nal issue discount. n 

ActualtransactionB 
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 buy­
back announcements of 1988 were intended to retire almost 500 
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 Coiporation 
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; (S) 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 the 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 tar_get company or an acquisition of the assets of 
the target company. The target company may continue to oP,erate 
as an independent company in the same manner as before 1t was 
acquired, or it may be absorbed -into the acquiring company or 

n The four companies currently plan to replace between 6,5 and 20 percent of their out.stand­
ing common etoclr. with unbundled atoclr. units. It 1w been aetimated that the four corporationa 
issuing unbundled atoclr. unita could save, in the aggregate, up t.o $5.9 billion in Fedenil income 
taxes over the 20-year life of the bond& Amrretmte tax savings in the flnt year after the ex­
change may be 1111 much 1111 $85 million, witn annual tax savings steadily rishig through the 30-
year bond term, New York Ttmu, December 7, 1988, p. Dl. The Intenial Revenue Service 1w 
not ruled on the tax treatment of unbundled atoclr. units. 

n The Wall Street .Touma.I, January 3, 1989, p. 8R. 
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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 consequences 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 company 
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. 738 

2. Debt-financed stock acquisitions including leveraged buyouts 
A corporation may fmance 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 cor'-'rate 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-fmanced 

acquisition of a "target" corporation. 74 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 be able to service the debt obliga­
tion out of its cash flow from operations or the purchaser may sell 
the assets of the target company and use the proceeds to retire the 
debt. 

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. 76 More 

1 •• See Part 11.A.2.b. of this pamphlet for a dillcuasion of the dividends received deduction. 
u In what ill called a "reverse leveraged buyout," public companies which had been converted 

to private companies in a leveraaed buyout become public companies again, with their ahare11 
being sold in a public offering to shareholders. 

75 For a description of certain tranaactions that may be fully or partially financed by corpo­
rate borrowing, aee Rev. Ru). 69-608, 1969-2 C.B. 42. 
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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.18 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
curred frequently is below investment grade, i.e., so-called "junk" 
bonds. 

Tax con.,equences 
A leveraged buyout is generally a taxable transaction with re­

spect to the shareholders of the target corporation. 11 Taxable 
shareholders selling their stock recognize gain or loss on the sale of 
their shares.18 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 ta)[ 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, 1 9 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 

n Shareholdere of the target company typically receive a premium for their stock above the 
price at whieh the stock baa been tradllll on the market. 

" Of coune, there will be no tu: i.mpoeed on thOlle ehareholdere that are not eubjec;t to U.S. 
income tu: on their income, i.e., certain foreign inveetore and tu-exempt invelilton such ae pen­
sion fund&. See Parts ll.A.2.c. and d. of this pamphlet, aupr'Cl, for a fuller discUl&ion. 

" Tazable shareholdere will generally recognize gain (i.e., the ucesa of the amount received 
over their buie in the stock) because acquirore typically pay a aubetantial premium for stock in 
a leverqed buyout traneaction. 

71 A Jeverapd buyout baa exactly the same tu effect ae a leveraged distribution made by a 
corporation with re11pect to its stock and a leverqed stock redemption. See parts m.A.1. and m. 
B. of thie pamphlet, supra. 
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claim loss carrybacks producing a refund of taxes paid prior to the 
acquisition. 80 Because 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, 
there may be an increase in investor-level Federal income taxes 
paid. 

Example 111-C 
Consider the same facts as in Example ill-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 trading on 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 
~ 12 percent interest to be secured by the assets of Company 
M. The annual income of Company M after the leveraged buyout is 
unchanged. 

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

Before After 

Company M shareholders ............................. . 
Bondholders ..................................................... . 
Acquirors ......................................................... . 

$990,000 0 
0 $1,320,000 
0 118,800 

Corporate income taxes ................................ .. 510,000 ___ ,___ __ 61,200 
Total operating income ...................... . 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
~y 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 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 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 aervice it& debt obligations out of a cash flow 
not reduced (or reduced 1-) by tazea. 
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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 (prewtax 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 
~veraged 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 acquisition 
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 _1~p $1.5 billion as an equit;Y investment. It 
has been reported that KKR will contribute approximately $15 mil­
lion of its own funds as equity.8 1 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.88 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. 83 

Other reports have projected the annual savings at $870 million. 84 

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 Waahi,igton l'ollt, December 8, 1988, p. Fl: The Waahi,igton l'ollt, December 4, 1988, p. 
Al; The WCJBhi,igton l'ollt, December 8, 1988, p. Dl; The Waahi,igton Post, December 2, 1988, p. 
Al. 

81 The Waahi,igton Post, December 2, 1988, p. Al; The Washington Post, December 1, 1988, p. 
Al. 

88 See, Saunders, "How the Govemment Subsidizes Lewniged Takeovers," Fcrrba, November 
28. 1988, p__. 192. 

84 See, The Wall Street Journal, December 12, 1988, p. AlO. 
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trice leveraged buyout included $6.5 billion in debt and $1.35 bil­
lion in equity capital. H• 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. 85 

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 flrst 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. 86 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 mortgages. The remaining $500 
million of the financing consisted of $200 million of excess cash of 
Macy's and $300 million was equity capital contributed by the ac­
quirors. 87 

D. Role of Overfunded Pension Plans and ES0Ps 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 
takeover. 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 asset.a 
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 poBS1bility 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: 

80 The total imam:ing n:c:eeded the value of the offer beca1111e the pun:haller 888umed Bea­
trice debt that it npeet.ed to refinance . 

.. Carolyn Kay Brancato and Kevin F. Winch. "Leveraged Buyouts and the Pot of Gold: 
Trends, Public Polley, and Cue Studies," Co~onal Resean:h Service, The Library or Con· 
grea, (88-156E) (September 16, 1987) pp. 80,89 (originally published 1111 Committee Print 100.R, 
by the Subcommittee on Ovenlght and Investigations of the House Committee on Energy and 
Cominerce) deacribirtg the facta of the Beatrice tranaaction. 

"' This amount ii in - of the total purchase price or $3.6 billion because funds were ulled 
to pay transaction casta and to buy out the n,hta of holden of Macy stock optiona. 

81 Id. at pp. 96-101, deaiblng the facts of the Macy transaction. 
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Example 111-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-pereent 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 emrloyer as a technique of 
finance to obtain funds for working capita or plant expansion, or 
as a means of fmancing 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 
~ypical transa · the employer enters into a contract with the 
ESOP to sell the P 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 company 
with working capital but also to fmance an acquisition of the stock 
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 target company. 

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 
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acquired subsidiary establishes a leveraged ESOP. The ESOP bor­
rows money and purchases st.oek in the subsidiary from the subsidi­
ary (or from the acquiring 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 am.ortir.e 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 fmanc1ng a leveraged buyout, as evidenced 
by the following example. 

Ezample 111-E 
Partnership R purchases Target Company X for $8.0 billion, fi­

nanced by $2.4 billion of debt and $600 million of equity capital. As 
part of the buyout ~ment, X establishes an ESOP for its em­
ployees. X borrows $250 million from a commercial lender and se­
cures the loan J>y _ mortgages and asset pledges. X then lends $250 
million to the ESOP on substantially the same terms as the terms 
of X's loan from the commercial lender. The ESOP uses the loan 
proceeds to purchase $250 million of X's stock. 

The ESOP pays off the loan with contributions made by X in sub­
sequent years. Such contributions will eq_lJ!ll the annual principal 
and interest payments required by the ESOP on the loan from X. 
As the ESOP makes such loan payments, X uses the payments 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 qualified 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: 

Case 1.-X 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
ments on the F.SOP's loan from A. X's payments are fully deducti­
ble. 

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. 183). 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 18 repaid, the st.oek 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 
outweigh the disadvantage of transferring equity interests to em­
ployees. 

Actual tranBaCtlons 
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 Il.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 
st.ability; (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 oi 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 f'mancial distress, economic theory sug­
gests that the value of a corporation, as measured by the total 
value of the outstanding debt and eq_uity, would be unchanged by 
the degree of leverage of the firm. 88 This conclusion explicitly rec­
ognizes that debt issued by the corporation represents an owner­
ship right to future income of the corporation in a fashion 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 lneome 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 5()..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 

11 Franco Modigliani and Merton Miller, "The Cost of Capital, Corporation Finance, and the 
Theory of Invwtment," American Economu: &11M1w, June 1958, pp. 261-297. Updat.ed versions of 
this argument require only that market pricee adjwrt ao that there remain no available, unex• 
P-loit.ed arbitrap profibt. &e St.ephen a-, "Comment on the Modigliani-Miller ProPOllitiona," 
'JoUl'?UU of EcoMmic Penpediua, Fall 1988, pp. 127-133, for a nontec:hnical diac:ulaon of thia 
point. 

(53) 
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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.-Eff ect of Debt Financing on Returns to Equity 
Investment 

Item All-equity 50-pen:ent 
debt-financed corporation corporation 

Beginning Balance Sheet: 
Total assets .............................................. . $1,000 $1,000 
Debt .......................................................... .. 0 500 
Shareholders' equity ............................. .. 

Income Statement: 
1,000 500 

Operating income .................................. .. 
Interest expense ..................................... .. 
Taxable income ....................................... . 

150 150 
0 50 

150 100 
Income tax .............................................. .. 51 34 
Income after corporate tax ................... . 99 66' 

Return on Equity 1 (percent) ....................... .. 9.9 13.2 

1 Return on equity is computed es income after corporate tax divided by 
beginning shareholders' equity. 

The leveraged corporation is imanced by $500 of debt and $500 of 
stock. If the interest rate is 10 percent, 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 $84). Consequently, 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 ,enerally, the return 
on equity rises with increasing debt capitalization so long as the in­
terest rate is less than the pr~-tax rate of return on corporate 
assets. This suggests that the Code 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 distre88 
With higher levels of debt the possibility of financial distress in­

creases, as do the ex~ 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 bankruptcy. 
These expected costs of imancial distress may, at sufficiently high 
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debt-equity ratios, offset the corporate tax advantage to additional 
debt finance. 

Effect of Bhareholder 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 equity are reduced 
proportionately by the income tax; the advantage to debt presented 
by co~rate tax deductibility remains. One noteworthy exception 
exists 1f the marginal investments on both debt and equity are ef­
fectively tax-exempt. 89 Given the previously documented impor­
tance of tax-exempt pension funds in the bond and ·equity markets, 
this case may be of some importance (See Part I.B. of this pam­
phlet). 

Shareholder level ta% treatment of equity 
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.90 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.91 

Other aseects of capital gain taxation serve to reduce further the 
individual mcome 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 

88 Merton Miller and Myron Scholes ("Dividends and Tues,'' Journal of FinanciQl Economics, 
1978, pp. 833-364) sugg1!18t that certain nuances of the Tu Qide may render otherwise taxable 
investors untlmild on-the margin between interest and equity. For uample, if a tu:psyer has 
investment interest upense that cannot be deducted becawie it ezceeds current investment 
income to the tu:payer, any additional dividends ls effectively sheltered from tu by additional 
interest deduetions. Daniel Feenberx (''Doell the Investment InteN!llt Limitation Ea:plain the E:a:· 
istence of Dividends?" Journal of Financial Economica, 1981) preaenta evidence that this &rgu• 
ment was unlikely to be important for most individual investors. However, the reduct.ion in the 
deductibility of consumer interest by the 1986 Act may inc,- the p)a11Bibility of this argu­
ment. 

90 Alan Auerbach ("Wealth Maxlmbation and the COllt of Capital," Quartllrly Journal of Ea,. 
nom~\ 1979, pp. 488--500) argues that, for mature firms, that a dollar of retained earnings will 
cawie t.ne value of the firm to increaN by le1111 than a dollar. 

• 1 Before the 1986 Act, the 60-percent capital gain e:a:cluaion caused a further reduct.ion in the 
effective rate of tax on equity investment. 
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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). 92 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. 911 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. 94 

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.95 

11 See. 302 i(M!mll the treatment of &tock redemptions and may cauae 10me repurchases to be 
treated u dividends. 

98 lf a dollar of repurchases by the firm reduces the value of the equity by one dollar, the 
remaining shareholders are no WOl'lle off; if the repun:haae reduce& the value by Ie1111 than a 
dollar (perhaps because tha normally higher shareholder tax on dividends ii avoided) the re­
maining shareholders are made better oft'. See, Auerbach, supra. 

94 Soine have proposed that the taxation or share repurcha&N follow the taxation of dividend 
distributions at the investor level. One method by which thia could be done is to treat the repur­
chaae 1111 a pro rata dividend to all shareholders followed by a pro rata sale of share& of the 
selling shareholders to the remaining shareholders. See, Chirelstem, "Optional Redemptions and 
Optional Dividends: Taxing the Repurchaae of Common Share&," 78 Yale Law Journal 789 
(1969). 

91 The trend.II outlined in Part I.A demonstrate that corporations are shifting away from divi­
dend.II u tha predominant method for diatributinf 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 

ln:teraction of corporate and ,hareholder 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 to 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. 9 8 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
verage 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. 
Implication, 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 

H Merton Miller, "The Modigliani-Miller Propositions After Thirty Years," Journal of F,co. 
nomic PersJ)ff:tilJefl, Fall 1988, pp. 99-120. Also see the discusBion of corporate integration in part 
V.A.l of tliia _pamphlet, infro, for a numerical analysis of various J)OIISible total tax eft'ecta and 
the effect of the 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. 97 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 structurlnp 

a. Ta.:cea 
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
ple, those obtained through contributions to ES0Ps and increased 
depreciation deductions. 

The 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. 98 Another study of 
98 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. 99 In addition, nearly half of firms in the first and 

., A typical premium ill more than 40 percent of the existing &tock price. &e Steven Kaplan, 
"Management Buyouts: Efficiency Gains or Value Tramfers," Center for Raearch in Security 
Prices, Graduate School ofBusin-. Umvenity ofCJuca,o. Working Pa_per #244, 1988. 

"Steven Kal)l!m. "~ment Buyouts: Evidence on Tallee as a Source of Value.'' Center 
for R.earch in Security Prices, Graduate School of B~ Univenity of Chicago, Working 
Par.:; #245, 1988. 

• Katherine Sehipper and Abbie Smith, "Corporate Income Tu Effects of Manapment 
Buyouta.'' Univenity 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. 100 Also, the average ratio of Federal taxes to a broadly de­
fined measu1" 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 ongoing capital 
gains of the displaced equity. Also, capital gains tax may be owed 
by 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 corpo­
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. Transfer, 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 R.JR/Nabisco leveraged 
buyout have filed a lawsuit based on this argument. 101 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.102 

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.103 
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 appl"()priate gains for themselves in the resulting buyout compa­
ny.104 Under this hypothesis, the market has undervalued the 

100 Kaplan, "Management Buyouta: Evidence on T- u a Source of Value," 11upra. 
101 The $5 billion of &JR Nabisco bonda out.standing loet around 20% of value during the 

b!izo~t battle. Metropolitan Life and other bondholdeni &ave 9Ued the meinapment for dlunagee. 
"LBOB: Greed, Good BwlinelM-or Both?" Fortu!!,f,_January 2, 1989, pP- 66-68. 

10• Maraia, !3cl!ipper, and Smith, "Wealth Effect.II of Going Priveite on Senior Becuritlee," 
Working Paper, lJnivenity of Chicago, 1988, The largeBt effect that an announcement of Iii 
buyout on traded bonda had in their eample wu a 7 percent decline in value of the bond& In 
terms of the premium in • typical buyaut, th.la -uld imply a maximum effect of approximately 
3 pel'llllnt of the pmmium. 

101 See Andrei Shleifer and Lawrence Summera, "Breach of Trust in Hoatile Takeove1'11," in 
Alan Auerbac!t.{ ed., Coniomte 1buovel'B: Qiusa alld Ol1&11eqU1111CC!11, Chicago: Univenity of Chi­
CllfO Pre., 19!ffl, pp. 33-M. 

04 L. Lowe11Stein, "No More Cozy Management Buyout.a," Harvard Busi.naa Revkw, 1986, pp. 
148-156. 
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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. 

c. Efficiency ,abu of leveraged capital ,trucmru 
Managerial incentives.-Some argue that buyouts and other cap­

ital restructuring& generate real efficiency gains instead of merely 
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.1011 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. 

The 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 

ioa Allen Jacobs ("The Agency Cost of Corporate Control: The Petrolemn Industry" Maaa· 
chwietta lnatitute of TechnoloSY, 1986) preaent.s evidence for the application of thla t~ry to 
n,etructurinp in the petroleum indllltry in the early 1980a. 
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the leveraged buyouts. 108 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
velopment and capital expenditures since such reductions have 
small adverse effects on current revenues and free up current cash 
flow for interest paYJ!lents. Critics of leveraged buyouts argue that 
reductions in research and capital expenditures will lead to lower 
productivity growth 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. Lever~ed 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 may 
have the incentive to engage in risky investments, such as research 
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 t_ypical 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. 108 One study of leveraged buyouts finds reduced cap­
ital expenditures by the firms involved after a leveraged buyout. 1 09 

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 ~gate the 
firms involved in mergers were in no way different in their pre­
and postmerger R&D performance from those not so involved." 110 

10 • Kaplan, "Management Buyouts: Efficiency Gains or Values Transfers?" supra. All such 
indicators, like thoae for capital expenditures, are often difficult to interpret becauae of account­
ing changes and the major B1111et restructuring& that may be involved during or after these 
transactions. 

101 David Ravenscraft and F.M. Scherer, Mergers, Sell-offs, and Economic Efficiency, Washing. 
ton: Brookings Institute, 1987. The interpretation of accounting data in comparing the profitabil­
ity of a business before and after an acquisition is difficult and potentially misleading. 

10• See, for an example, "Impact on R&D is Newest Worry About LBOs," The Washi"8fon 
Post, December 12, 1988, p. Hl. 

10
• Kaplan, "Management Buyouts: Efficiency Gains or Value Tranafers?" supra. 

110 Bronwyn R Hall, "The Effects of Takeover Activi!y on Corporate Reaearch and Develop­
ment," in Alan J. Auerbach, ed., Corporate 7bkeovers: Ca1111es 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 
efficienCY._ of research expenditures. 

The effect of high leveroge.-The arguments about managerial ef­
ficiency suggest that highly leveraged capital 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 paY!Dents to be 
a prerequisite for achieving these outcomes. Presumably, capital 
structures that obtain the same reported efficiency gains as found 
in a lever~ buyout could be developed using similar forms of 
equity, such as cumulative P!8ferred 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 eftlciency gains for restructuring may be 
limited. This argument implies restructurings less extensive than 
those which occur in most leveraged buyouts (e.g., extraordinary 
distributions or share repurchases discussed in Parts m.A. 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 highly 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~ital 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 required interest payments. As 
funds shift toward these firms, capital may be allocated away 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. 

Leveraged buyouts, and other restructurings. ma1 benefit other 
corporations by releasing investment funds for thell' use. If these 
restructurings occur in mature industries with few investment op­
portunities, they may discourar 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 ab:aii to use h~h levels of debt has made it possible 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 targets to manage more effectively in order to avoid beinJ 
acquired. The existence of potential acquirors may act as a disci­
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 is argued, 
has forced managers to enP¥e in unproductive defensive behavior 
of which the primary goal 1s to avoid being acquired.111 

C. Risks of Excessive Corporate Debt 

I. Implication of excessive debt for fmancial stability and eco• 
nomic growth 

OoervielD 
Increased corporate indebtedness J)Otentially has significant im­

plications for the financial health of investors and issuers of the 
debt 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 w~e costs, or reduce capital and research expendi­
tures. If such actions are insufficient to restore liquidity, debt re­
structuring or bankruptcy 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 risk 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 impendinJ crisis; others consider it to be just 
one more aspect of financial mnovation; yet others consider it as 
ultimately improving economic efficiency. 

Recent coneem IDith rising levelB of corpora.le debt 
Like household and Federal debt, debt of nonfmancial corporate 

business has grown 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 corporate issues.112 

Higher corporate leverage is noted by the Federal Reserve Board in 
both of its 1988 Monetary Reports to Congress: 

The nonfmancial corporate sector remained highly lever­
aged and thus potentially vulnerable to adverse changes in 
the economic and financial environment. 11 a • • . 

111 G~ Jarrell. James Brickley, 1111d Jefm,y Netter ("The Market for Co~I4te Control: 
The Emptrical Evidence Since 1980," Journal of Economic Pmlpectiva, Fall 19811, pp. 49-68), 
however, ll1lilllllllrbe evidence which euaesta that defeneive actioll8 which limit the ability to be 
Bajuired without ehareholder intervention reduce the value of firm. 

11 Becauee of differences in defmitione of debt related to mergera and leveraged buyout.a, eeti· 
matea of the pen:entages of junk bonde related to mergers and leveraged buyout.a vary. For 1984, 
eetimatee range from 11 to 21 percent, and for 1985, eetimatee range from 19 to 31 percent. The 
Federal Reeerve Board eetimatee that in 1984, 41 percent of all junk bonde were related to merg. 
ers and aoquieitione in IIO!lle way. See Robert A. Taggert, "'Junk' Bond Market'e Role ht Financ­
ing Takeovers," in Alan J. Auerbach, ed. Mergers cmd AcquisitioM, Univereity of Chicago P~. 
1988. 

113 Federal Reeerve Board, "Monetary Policy Report to Congresa," Feckt"Ql Reurw Bulletin, 
Vol. 74, No. 8, August 1988, p. 531. 
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[B]usinesses have added greatly 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 debt-servicing strains on many individual 
fll'DlS. 114 

Debt-equltg ratio• 
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 
out.st.anding 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 sectorJs ability to repay debt. 

114 Federal 8-rve Board, "Moneauy Policy Report to Congrea," Fetkra.l Raerw Bulktin, 
Vol. '74, No. S, Mareh 1988, p. 162. 
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Table IV-8.-Debt-to-Equity Ratios ofNonflnancial Corporations, 
1962-1988 

[Percent] 

Ratio of debt Ratio of debt 
End of period to equitr to equity 

(book) (market) 8 

1962 ................................................................... . 38.0 42.1 
1964 ................................................................... . 40.1 87.8 
1966 ................................................................... . 42.7 82.2 
1968 ................................................................... . 45.2 85.4 
1970 .................................................................. .. 45.9 47.7 
1971 .................................................................. .. 45.1 46.5 
1972 ................................................................... . 44.8 45.2 
1978 .................................................................. .. 45.7 62.6 
1974 .................................................................. .. 89.6 88.9 
1975 ................................................................... . 86.5 69.8 
1976 ................................................................... . 35.4 71.0 
1977 ................................................................... . 85.9 81.5 
1978 ................................................................... . 84.8 83.8 
1979 ................................................................... . 32.7 72.5 
1980 ................................................................... . 30.5 54.0 
1981 ................................................................... . 30.3 63.0 
1982 ................................................................... . 30.4 68.4 
1988 ................................................................... . 31.8 56.5 
1984 ................................................................... . 35.2 67.2 
1985 ................................................................... . 38.5 62.5 
1986 ................................................................... . 42.8 61.7 
1987 ................................................................... . 46.0 65.8 
1988-QS ............................................................ . N.A. 69.6 
Averages: 

1971-75 ..................................................... . 42.3 62.6 
1976-80 ..................................................... . 38.8 72.5 
1981-85 .................................................... .. 38.1 62.5 
1986-88 ..................................................... . 44.4 65.5 

1 Debt is valued at book, and equity is balance sheet net worth with tangible 
aseets 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 Statistics, 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 increase 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.11 4 b 

lnte'f'f!1t coverage ratio& 
A measure 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 def'mition 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 

Year 

1969 ................................................................... . 
1970 ................................................................... . 
1971 ...................................................................... . 
1972 ................................................................... . 
1973., .................................................................. . 
1974 ................................................................... . 

Ratio of net 
intereat to 
cash ftow I 

0.12 
0.14 
0.13 
0.12 
0.12 
0.13 

Ratio of net 
Interest to 

capital 
Income plua 

economic 
deprecia­

tion• 

0.10 
0.14 
0.13 
0.12 
0.13 
0.16 

•mTbe particular debt-equity ratios presented in Table IV-Bare re~ntative of a wide 
variety of debt-equity ratios used by economist.a and ftnancial anal11ta. One lleriea, the market 
value of debt to the replacement coat of tangible capital, dieplaya trenda 11ilnilar to the ratio of 
market-value debt to market-value equity presented in Table IV-B. Like the market-value debt,. 
equity ratio preNnted ln the table, this ratio peaks In the 1970.. decline11 in the early 1980&, and 
recently hu returned to level.e comparable to the 1970.. While neither aeries hu achieved it& 
previo1111 high level, the market value of debt to the replacement coat of tan,ible capital is much 
cloeer to it& previOIIII ~. since growth in the replacement cost of tangible a.eta hu not kept 
pace with the rile In the stock market. Market prices, when available, are indicative of firm 
valuea and ~ be more accurate than 11Jplacement cost eatimates. 

11 nThe value11 p~nted in table IV-B are end-of-period values. Given the volatility of 
market prical, the ratio of average debt to average equity might be more repre.ntative 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 

Year 

1975 ................................................................... . 
1976 ................................................................... . 
1977 ................................................................... . 
1978 ................................................................... . 
1979 ................................................................... . 
1980 ................................................................... . 
1981 .................................................................. .. 
1982 .................................................................. .. 
1983 ................................................................... . 
1984 ................................................................... . 
1985 ................................................................... . 
1986 ................................................................... . 
1987 ................................................................... . 
1988 ................................................................... . 
Averages: 
1971-75 ............................................................ .. 
1976-80 ............................................................. . 
1981-85 ............................................................ .. 
1986-88 ............................................................ .. 

Ratio of net 
Interest to 
cash now l 

0.15 
0.14 
0.14 
0.14 
0.14 
0.18 
0.21 
0.18 
0.22 
0.18 
0.18 
0.20 

N.A. 
N.A. 

0.13 
0.15 
0.19 

N.A. 

Ratio of net 
lnterelt to 

capital 
Income p)aa 

economic 
depreeia­

tlon 1 

0.14 
0.11 
0.11 
0.11 
0.11 
0.13 
0.16 
0.15 
0.19 
0.15 
0.15 
0.15 
0.16 
0.17 

0.14 
0.11 
0.15 
0.15 

1 Source: Ben S. Bernank.e and John Y. Campbell, "Is There a Corporate Debt 
Crisis?" Brookings Papers on Economic Activity, No. 1, 1988, pp. 88-125. 

11 Source: Division of Research and Statistics, Federal Reserve Board. 
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Credit quaUtg 

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 downgrading& of corporate 
debt has exceeded upgradings. The average annual net number of 
downgrading& 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.-Ratlngs Changes on Corporate Securities, 1976-1988 

Year UPl1'8dlnp Down,rad- Net 
lnp uppadlnp 

1976 ......................................... 19 35 -16 
1977 ......................................... 30 43 -13 
1978 ......................................... 29 34 -5 
1979 ......................................... 31 47 -16 
1980 ..................... , ................... 31 69 -38 
1981 ......................................... .41 75 -34 
1982 ............ , ............................ 48 136 -88 
1983 ......................................... 56 109 -53 
1984 ......................................... 86 94 -8 
1985 ......................................... 72 145 -73 
1986 ......................................... 69 176 -107 
1987 ......................................... 66 148 -82 
1988 1 ...................................... 95 183 -88 

1 Annual figures estimat.ed from three quarter& 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.116 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-J'ear period, 
this percentage was consistently below 10 percent.11 & The percent­
age of low-quality bond issues has averaged 24 percent since 
1986.111 

11 • The term below-investmen~ade refere to bonda that are rated BB or lower by Standard 
and Poor's or Ba or lower by Moody's. Such bonds are popularly known 1111 "high-yield" or 
"junk" bond.a. 

11• Frederick H. Je111Jen, "Recent Developments in Corporate Finance," Fedltral Raerve BulZ. 
tin., Vol. 72, No. 11, November 1986, p. 748. 

11 • Some anal)'llts not.e that bond rating standards may not be comparable over long periods. 
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Table IV-E.-Ratlo of Below-Investment-Grade to Total New 
Public Offerings of Corporate Debt, 1983-1988 

[In percent] 

Period 

1983 .......................................................................................... . 
1984 .......................................................................................... . 
1985 ......................................................................................... .. 
1986 .......................................................................................... . 
1987 ......................................................................................... .. 
1988 1 ....................................................................................... . 

1985-Ql ................................................................................... . 
1985-Q2 ...................................................................................... . 
1985-Q3 ................................................................................... . 
1985-Q4 .................................................................................. .. 
1986-Ql ................................................................................... . 
1986-Q2 ................................................................................... . 
1986-QS ................................................................................... . 
1986-Q4 ................................................................................... . 
1987-Ql ................................................................................... . 
1987-Q2 ................................................................................... . 
1987-Q3 ................................................................................... . 
1987-Q4 ................................................................................... . 
1988-Ql ................................................................................... . 
1988-Q2 ................................................. ; ................................ .. 
1988-QS ................................................................................... . 
1988-Q4 1 ............................................................................... .. 

1 Preliminary, as of November 30, 1988. 
Source; Division of Research and Statistics, Federal Reserve Board. 

Potential bankruptcle, and financial di8tre88 

Below• 
invabneni• 

,rade io toial 
offertnp 

14.9 
20.8 
16.6 
23.8 
24.5 
23.9 
14.8 
16.2 
17.0 
17.9 
17.2 
27.9 
27.0 
23.9 
22.7 
28.9 
33.6 
13.0 
10.9 
21.4 
30.7 
41.7 

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, leveraged as they were in 1986, would have 
fared in the 1974-75 and 1981-82 recessions.us 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 

11• Ben S. Bemanke and John Y. Campbell, "Is There a Corporate Debt Crisis?" Brookillll' 
Papers ori Ecorioniic 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. 11 e 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. 

TM coat• of bankrap'lcg and financial diatreu 
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· 
elude 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.120 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'." 122 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 
risk because of the close ties between lenders and debt-issuing 
firms.US 

',. Stephen R. Waite and Martin S. Friedan, "The Credit Quality of Leveraged Buyouts," 
High Perforrnt:t.nee, Morgan Stanley, January, 1989. 

' 80 See, for example, Michelle J, White, "Bankruptcy and the New Bankruptcy Code," Jour­
oot of Fina11et1, Vol. 38, No. 2, May 1988, pp. 477-488; and David M. Cutler and Lawrence H. 
Summers, "The C-Ost of ConDict Resolution and Financial Dia~ Evidence from the Tesaco­
Pennzoil Litigation," Rand JourMl of Eco,u,mica, Vol. 19, No. 2, Summer 1988, pp. 157-172. 

u' Edward L Altman, "A Further Empirical Investigation of the Bankruptcy C-Ost QU88tion," 
Journal of Fina-. Vol. 39, No. 4, September 1984, pp. 1067-1089. 

111 David Schulte et. al., "A DillcW111ion of Corporate Restructuring," University of Rochester 
School of Management, Reprint Seriee No. MERC-R-84, 1984, p. 51. 

tu See, for example, Albert Ando and Alan Auerbach, "The Coet of Capital In the U.S. and 
Japan: A Comparison," University of Pennsylvanle, January 1988. 
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2. Implications of financial Instability for the Federal Govern­
ment 

Financial institutions 
The Competitive ~uality 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 riski­
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
opment 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. 

Typicallf, large banks underwrite leveraged 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. 1H However, this bond rating agency has not downgrad­
ed the credit rating of any bank as a result of any leveraged 
buyout fmancing. In December 1988, Federal bank regulators urged 
caution by the banks and more scrutiny by bank examiners with 
regard to loans for leveraged buyouts. 1 u 

Compared to banks, thrifts are relatively minor participants in 
the leveraged buyout loan market. Data is not available on thrifts' 
holdings ol' 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, 
on!, a small fraction of the 3,400 FSLIC-insured institutions in the 
U.S. holds low-quality bonds. Although below-investment-grade 
bonds are onl.Y a small fraction of total assets held by FSLIC-in­
sured institutions, the concentration of large amounts of below-in-

114 Andrew M. Aran, "LBOs Raise Banks' Risks," Standard a,ul Poor 'B Credit Week, Decem­
ber 5, 1988, p. 21. 

ui Although increaeed loan 1088 reNrves or capital might eventually be required of banks en­
gaged In large amounts of risky takeover-related debt, n111trlctlons on such lending by commer­
cial banks -s unlikely. Comptroller of the Currency Robert C. Clarke has commented that 
"in general, the financing of highly leveraged tran8actiona is a legitimate bankina activity, u 
lol11J aa a bank' a board or directors and manag11ment follow prudent banking principlee to 8Ulll'd 
against un~ credit and legal risks." Clarke wu quoted by Robert E. Taylor, "Asrenci• 
May &.. Banks in Risky LBOs to Build &llerves, Raise Capitaf Levell,'' Wall Street .Toumal, 
December 16, 1988. 
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vestment-grade bond holdings among relatively few thrift institu­
tions may be a potential problem. 1 2 6 

Potential usiatance to large corporations 
The obligations of the Federal Govemment are less well defmed 

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 Govemment 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 govemment liabil­
ities may have increased. 

lmpllcatlona of increased leverage for macroeconomic pollcg 
Beyond any potential direct assistance provided to.avert distress 

resulting from excess debt, the Federal Govemment's concem 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 pay interest on debt, and 
cause levels of bankruptcies and unemployment above those nor­
mally experienced in a downtum. 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. l1Sues Related to the Use of Pension Plan Assets 
Qualified pension plan assets typically play a role in the fmanc­

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
fmed 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
ny that has been involved in a leveraged buyout may be affected by 
the buyout. 

1. Employee stock ownership plans 

General tax Issues 
The Code contains numerous tax incentives designed to encour­

age the acquisition of emplo_yer securities by ESOPs, particularly if 
a leveraged ESOP is utilized. Those who favor the special tax bene-

1 st Robert A. Tagert, "'Junk' Bond Market's Role In Financing_'fakeoven," in Alan J. Auer­
bach, ed. Merg,m and Acquiaition.9, University of Chicago Preu, 1988. 
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fits available to ESOPs generally al'g\le that ESOPs serve to 
expand capital ownership to. workers. Some would also ar~ that 
worker ownership, in turn, increases worker productivity and. _prof­
itability of the company. Proponents of the tax benefit for ESOPs 
~e that leveraging is an integral part of the transfer of owner­
~p process, because borrowing is often the only way that an 
ESOP can obtain the funds to acquire a significant block of employ­
er securities. The 1983 purchase of Weirton Steel Corporation by 
~J?ployees is often cited as a successful leveraged buyout by an 
ESOP. 

The tax benefits afforded ESOPs make them particularlf 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 casli flow. 

The tax incentives for sales of stock to an ESOP may be used in 
a leveraged buiout and may also reduce acquisition costs. For ex· 
ample, tlie 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 typically passed on to the ESOP in the form of a 
lower price for the -shares. 

The significant savin_S! _J>QBsible because of the tax benefits pro­
vided to ESOPs make ESOPs more attractive than other forms of 
fmancing. In addition, because the saving can be so attractive, the 
incentives may also serve to increase the overall level of leverag- , 

my-t is not clear what percentage of leveraged bu__youts involve 
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 J>9SSible through an ESOP are 
not likely to cause a com~y to establish an ESOP unless it is oth­
erwise economically feasible to do so. In some cases, the need for 
tax benefits may be outweighed by the requirement that the stock 
is to be transferred to the employees participating in the ESOP as 
the ESOP is repaid. It also may be that comp~ies that have other 
ways to shelter income from tax do not fmd ESOPs as attractive as 
other leveraging devices because of the transfer of ownership to 
employees. 

The tax benefits provided for ESOPs raise the question of wheth­
er those benefits in fact accomplish the purpose for the tax benefits 
the expansion of stock ownership to emplo:,:ees. Some would argue 
that ESOPs do not accomplish the goal of the tax benefits, i.e., be­
cause _present law doee 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
ticipants' 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 participants 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 realimtion of the appreciation of the stock is 
deferred until the time of distribution. In addition, because the 
stock may be subject to vesting requirements, some participants 
will only 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 ESOPs 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 
ESOPs 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 analY'Zed. These changes may have increased the establish­
ment of ESOPs resulting in greater transfer of stock ownership to 
employees. 

Emplogee equitg and T'etlrement policg ill1ues 
As discussed above (in Part II.C. of this pamphlet), the Empl<D'_ee 

Retirement Income Security Act (ERISA) requires that the ESOP 
receive adequate consideration for its investment and that sales of 
stock to an ESOP satisfy the general fiduciary_ rules. The Depart­
ment of Labor (OOL) has authority to review ESOP 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 ' Employee Stock Own11nihip PlaMi Little Evidenee of Effects on Corporate Performance 
(GAO/P~l. October 1987). 
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ESOP should not receive as high a return on its investment as 
other investors because the e!Jl_pJoyer may be obligated to repay the 
loan. Thus, they argue, the ESOP'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 possible 
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 ~uity to be transferred 
to employees than the parties to the transaction r13quire. 

It is often difficult to determine whether an ESOP 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 independentl_y 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 EmSA's requirements, 
the transaction may not otherwise come to the attention of the 
DOL (e.g., by way of employees), 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 encour&J.e 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 present law, if a company 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. 

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

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 
mruntains 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
aging investments are any more risky than other investments 
available to pension plans. Indeed, such transactions are often very 
profitable. As 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 leveraged buyout in­
vestments by the state's $39 billion public employee pension 
fund. 117& 

This issue is not a pension issue, but rather involves the broader 
question of whether there is an excessive level of leveraging. If so, 
then there are more direct ways to deal with the problem than lim· 
iting the types of investments that can be made by pension plans. 

1170 Tiu! Wall Street Journal, November 29, 1988, p. C-21. 
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4. Effect on pension plans of leveraged companies 
~veraged 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· 
gation to the plan, with the result that the plan becomes under­
funded. 

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 pay 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 yet little, if any, evidence linking leveraging with under­
funded deimed 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 

Metu1urlng 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.1118 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 provided 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. 266). 

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 

111 More precisely, it would pennit a deduction for accruals of reel 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 example, 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 
$160. 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 $60 (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 ra"' 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 actual economic 
income from such activities. Thus, some forms of investment ma_y 
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 taxpayel'8', 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 taxpayers 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 easin2 the trans­
fer of low effective rate assets to high-rate taxpayers.1119 Viewed in 
another way, if interest is deducted by taxpafers with higher mar· 
ginal tax rates than those who receive the mterest income, then 
the tax system subsidizes the creation of debt. 

Tax arbitrage £!:vides one explanation for why tax-exempt orga­
nizations (incfo _pension funds) hold large quantities of debt 
while taxable individuals hold relatively 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 

11• Deduction and inclwtion of nominal inet.ead of real intereet during an inflationary period 
aqravatea this prot>lem, beca\l.lll! the value of the ovenit.atecl deductioll8 to high-rat.e taJ.:payeni 
would be jp:eater than the detriment of ovenit.ated incluaioll8 would be to low-rate taJ.:payeni. 



79 

all income could be eliminated; clearly, tax arbitrage does not work 
that efficiently in the real world. However, as this description dem­
onstrat.es, 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 dedqctible 
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 syst.em 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 complicat.es 
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 analy!Jis 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 premise that debt and eqwty both represent ownership claims 
on the future earnings and assets of the corporation. Within this 
framework it may be more plausible 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 rmance. 

This same type of analysis, liowever, 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 it.s 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 nonfmancial corpora­
tions have retired $313 billion of net equity while increasing net 
indebtedness by $613 billion.180 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 (see 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 it.s 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).181 In this sense, the increase in debt fl. 
nance may be said to have eroded the corporate tax base. 

Table IV-F .-Interest Expense .of Nonfinaneial Col'P._orations, 
1976-1985 

Tax year 

1976 ................................................. . 
1977 ................................................. . 
1978 ................................................. . 
1979 ................................................. . 
1980 ................................................. . 
1981 ................................................. . 
1982 ................................................. . 
1988 ................................................. . 
1984 ................................................. . 
1985 ................................................. . 

Interest 
expen11e ($, 

billions) 

52.7 
59.5 
78.5 
97.l 

125.4 
162.9 
174.0 
164.7 
188.6 
205.6 

Tuable 
income($, 
billions) 

166.9 
191.2 
209.6 
251.2 
222.8 
219.6 
185.2 
196.2 
231.8 
281.4 

Interest as 
a percent of 

tuable 
income 
before 
interest 

24.01 
28.78 
25.96 
27.88 
86.07 
42.59 
48.44 
45.64 
44.86 
47.05 

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

The corporate revenue loss (if any) attributable to the growth in 
debt finance may, however, be offset by revenue increases from 
other tax~yers. For example, the holders of this debt may be sub­
ject to U .$. income tax. This would not be the case for pension 
funds, tax-exempt organizations, or foreign bondholders. 

1 •o See Table I-A in Part I.B., of thil pamphlet, Supra. 
111 Interest expell88 u a percent of taxable Income reflecta the proportion of debt finance, u 

well u the level of interest rates and of income excluded from tu (1111 a reault of tu preferences 
such as accelerated depreciation). The effect of tax preferences can be corrected for, at least in 
part, by comparing interest expellll8 t.o -\~:' itraUier than tuable income). For nonfinancial 
OOl]lOl'atione, inter.t expense as a llhan, of ow inc~ from 1111 average of 18 percent in 
1971-76 t.o 19 percent in 1981-86. (See Table IV-C in Part IV.C.1., ofthil pamphlet, ,u.pra). 



81 

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 recognir.ed 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 characte�tics (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 tu7o-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 partnership 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 coryoration 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 operating 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.U2 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 
months, or (2) gain is deferred indefmitely or excluded at death 
(i.e., zero tax). 

111 Under eome models or share valuation, the 8tock market value or the firm may lncreue 
1- than dollar for dollar of undiiltributed income becaUN shareholdera take Into account future 
tu liability upon dilltribution or realization or gain. See David Bradford, ''The Incidence and 
Allocation Effect.a of Tax on Corporate Dilltributions," Journal of Public Economici,, vol. lo, no. 
l, (February 1981), pp. l ·22. 

(82) 



Table V-A.-Example of Two-Tier Tax on Corporate Income Under 1986 and 1988 Law 
[Corporation and shareholder in t.op income tax bracket] 

1986 law 
11ent Income 

dl8tn1tuted 

Corporation level: 
Taxable income ......................................................................... $100 
Income tax 1 ............................................................................. ~. 46 
Dividend distribution ............................................................... 54 

Shareholder level: 

Income 
retained 

$100 
46 
0 

1988 law 

Income 
distributed 

$100 
84 
66 

Income 
retained 

$100 
84 
0 

Ordinary income ....................................................................... 54 ......................... 66 ...................... . 
Tax on ordinary income 2 ........................................................ 'l!T ......................... 18.48 ...................... . 
Capital gain 8 ...................................................................................................... 54 ......................... 66 oo 
Maximum tax on gain "....................................... ............................................. 10.80 .................... ..... 18.48 co 

Tota1Ml:~'!:;1::: b= a..................................................................................... 0 ......................... 0 
Maximum tax on gain.............................................................. 78 56.80 52.48 52.48 
Minimum tax on gain .............................................................. 78 46 52.48 84 

Tax under full integration .............................................................. 50 50 28 28 
Excess tax burden: 6 

Maximum tax on gain.............................................................. 28 6.80 24.48 24.48 
Minimum tax on gain.............................................................. 28 -4 24.48 6 

1 Top corporate tax bracket is 46 percent in 1986 and 34 percent after 1987. 
__a_'!'~f individual income tax bracket is 50 percent in 1986 and 28 percent after 1987 ($100 dividend exclusion available in 1986 is 

dis'?~ed). 
Aseumes share price increa&e11 by full amount of n!tentions. 

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 
assuming realization after 6 months. 

1 The mininium tax on capital gains is computed assuming indefinite deferral or step-up of basis at death. 
• 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, 
88 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 earning& ($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 88 compared to $28 per $100 of 
partnership income). 

Crltlciams of the two-tier Income tax 111item 
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. 188 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 (8) neutrality between retention and distribution of corporate 
earning&. 

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 fmancing 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 1 u provides an incentive for a 

1 aa For an analy.ia of the various J)Ollllible effects of the two-tier tu, -. Jamee Poterila and 
Lawrence Summera, "The :Economic Efl'ect.a of Dividend Tuation," Harvard lnlltitute of F.co­
nomic 8-an:h, DillcU88ion Paper Number 1064 (May 1984): and Alvin Warren, "The Relation 
and Int.egration of Individual and Corporate Income Twte11," 9' Harv. L. Re11. 719, 721-738 (1981). 

,u See Part ll.A.2.b., aupro., for a description of the dividenda 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 ~eir 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. 135 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 C011)0rations re­

tired $313 billion of net equity, 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, 

m A. Atkinson and J. Stiglitz, Lectu~ on Public &onomics, 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 enCOUr8fes these transactions. 

To the extent that corporate restructunngs 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
,ress amend the Code to provide partial or full integration of the 
mcome 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 wen.1 ae 

Others argue that relief from the two-tier tax would req11ire sub­
stantial tax increases to ensure revenue neutrality. 131 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 varyini circumstances of corporations 
and their shareholders; such as, differing effective tax rates, need 
for external funds to rmance investment, and ability to pass on cor­
porate taxes to consumers or workers.138 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
gration, and (2) dividend relief. Complete integration eliminates 
double 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 

tae Henry Kaufman, Washington Post, (January 1, 1989),_p. B4. 
tat The revenue Cllllt of the provision includeci in the Treuury's 1984 tax reform proposal, 

which would have allowed corporations to deduct half of dividenda paid to ehareholdeni, waa 
estimated by Treasurv at $31 billion for fiscal year 1990. 

ue See Poterba and Summeni, 9p. cit. 
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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 with tax paid by the corporate distributee (i.e., the imputation 
method). 

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 shareholders 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 baslS 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 credits 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. 

Dl11idend relief at the corporate leuel 
The double taxation of dividends could be alleviated at the corpo­

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. 

Dl11ldend rellel at the shareholder leuel 
One method for relieving the tax burden on dividends at the 

shareholder level would be to exclude a portion of dividends from 
gross income.189 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 prevent deduction of capital losses associated 
with untaxed dividends. 

'"'Fred W. Peel, "A Proposal for Eliminating Double Taxation of Dividenda," To:,; Lawye, 
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 usi1?¥. 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 a corporate minimum tax on distributions). West Germany 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 hiatorg 
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 1986, 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 
1988, 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. (Thus, 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 :Februaiy 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. 140 Mr. 
Ullman modified this proposal on March 22, 1978.141 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. 142 The House subse­
quently passed H.R. 3838 which contained a similar proposal. 143 

The dividend paid deduction provision was dropped in the confer­
ence on the 1986 Act. 
3. Foreign experience with dividend relief 

Summarg of foreign integration 111,te11111 144 

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 6 percent at higher income levels. 

ReaultB off oreign Integration a111tems 
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. 

140 Con(. Rec. 640 (Feb. 2, 1978). 
1u Conj. Rec. 2337 (March 22, 1978). 
140 The "\Vhite Houae, The Preaident'I Ttu: Proposau ea the Co,.,,,..a for Fatrne,,, Growth, and 

Si':'[',/icity (May 1985). 
1 • Section 811 of H.R. 8888 (the Tax Refonn Act of 1985), palllled by the HolllNI on ne-nber 

l'l, 1985. 
144 Thia &WlUllal"J' reflect.a foreign tu law 811 of 1988, 811 r:eported in SiJ°'bren Cn<aen, "Corpo. 

ration Taxa in OECD Member Countries," Bull~tin for International Fulcal Docunwntation, 
Nov. 1984, pp. 483-496. 



90 

A survey of the European experience concludes: 1415 

The experience of France, Germany and the United 
Kingdom with their respective tax jntegration schemes 
suggests that partial tax integration may not be an effec­
µve mechanism for increasing the rate of cae!?l 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 proportion 
of corporate capital financed by sales of corporate stock ac­
tually decreased. It is true that in the United Kingdom po­
tential dividend increases were held back by external fac­
t.ors, 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 sr,tem) and West Germa­
ny (which fully relieve the double tax on dividends), 10 adoption of 
dividend relief in the United States may not achieve the objectives 
espoused by some proponents, i.e., to reduce corporate debt to 
equity ratios and debt-financed acquisitions. 

4. Recent legislative proposals 

a. Dividends paid deduction (Administration's 1985 tax 
reform proposal and H.R. 3838 as passed by the House 
In 1985) 

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 bome the 
regular corporate tax. (The 1984 Treasury Report on tax reform 
wd similar to the Administration proposal, 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 trust.s. 

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 eligible for 
the deduction. In addition, the dividends received deduction for cor­
porations would have been c~ 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 P.roposal, 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 Ii-

146 Harry G. Oourevitch, "Q>rporate Tu Integration: the European Experience," Tax Lowyer, 
Vol. 81, No. l, (Fall 1977) p. 82-83. 

, .. See diacuaion in Part I.B., above. 
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abilityt including the liability for estimated ~Lyn:ients. Net op­
erating losses attributable to the dividends · · deduction would 
have been available to be carried back and orward 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"). Generallyt the 
QDA consists of the amount of corporate earnings that have been 
subject to the corporate tax for taxable years after the effective 
date. Accordinglyt 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 
mcome 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 arid deducted in subsequent years. 
Nondlvidend dt,trlbutlons 

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.1 4 1 In the case of redemptions 
and partial liquidations, the QDA would have been reduced proP,?r­
tionately with the amount of stock redeemed or the portion of the 
stock l~uidated, but not in excess of the amount of redemption or 
liquidation proceeds distributed to shareholders.148 

Treatment of tntereorporate dlatrlbutwn, 
A corporation generally would have been taxed on only 10 per­

cent of the dividends it receives; however, it would have mcreased 
its QDA by the full amount of an_y such dividends. Thus, on redis­
tribution of that amount to its shareholders, it would in tum be 
entitled to the 10-percent dividends _paid deduction. Where a co~ 
rate shareholder receives a dividend with respect to which no divi­
dends paid deduction was available (because tbe distributing corpo­
ration did not _pay any corporate tax on the distributed earn.), 
such shareholder would have been entitled to a 100-percent divi-

147 The 1985 Admlnlatration propoeal did not ditcua whether thia treatment would apply _to 
liquidations of controlled 1ubeidiariea qualifying for nonreeopition treatment under aection m. 
In thia aituat.lon, a corporation's QDA could be treated III a "tu attribute" that ie carried over 
to the ahareholder corporation under .ction 381. 

141 Thil ii analQIOll8 to the treatment under ~t law of the eaminp and profita account 
upon redemption or partial liquidation. 

~ ... ,,.: 
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dends received deduction. 149 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 corporatlona 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. co~ration 
on account of the dividends paid deduction. Initially, 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. 1818 u Jlll8sed 611 tl,e Houe ln 1985 
A 10-percent dividends paid deduction was contained in H.R. 

3838 as passed by the House in 1985.160 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 
amount equal to the taxable income equivalent of minimum tax li­
ability.1111 

Second, the House bill permitted foreign corporations to take the 
dividends paid deduction m certain circumstances. Foreign corpora­
tions, at least 60 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 purposes 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 

10 PNIIIUDl8bly, the QDA would not have been increaeed by tha amount or dividends received 
that are eligible for tha 100-pereent dividends received dedw:tlon. 

no Beetion Sll or H.R. 8838 (tha Tax Reform Aet of 1986), palled by the Ho1111e on December 
17, 1986. 

111 Since the ~p corporate tas rate in the HOWie bill WM S6 p,rcent, tha groa.up for pu~ 
of the QDA would have been 100/36the of tha minimum tas liability. 

• 
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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 blll) 

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 
on corporate stock. 152 Mr. Ullman modified this proposal on March 
22, 1978.1153 . 

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-

,n Cong. Rec. 640 (Feb. 2, 1978) . 
... Cong. Rec. 2337 (Man:h 22, 1978). 
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al income t;ax liability. In effect, the shareholder credit would be 
refundable. 

Shareholder credlt account 
Under the proposal, each corporation would maintain a "share­

holder credit account" on it.a books. At the close of each taxable 
year, a corporation would add a certain percentage of it.a Federal 
income t;ax liability (net of all allowable t;ax credit.a) to it.a share­
holder credit account. The percentage would be 100 percent in 1979 
and 1980, and phased down by 10 percentage point.a per year to 30 
percent in 1987. 

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

The percentage of corporate tax added to the shareholder credit 
account would nave been greater than what was necessary to sup­
port the maximum allowable credit without the imposition of a 
shortfall t;ax (assuming all income were paid out- as dividends). This 
was done for two reasons. First, it gave corporations time to a~ust 
to the new integrated system. Second, it would permit corporations 
to integrate a small amount of tax preferences, but only if they 
paid some corporate tax. When fullY, phased in, the proposal would 
have permitted a corporation distnbuting one-half of it.a earnings 
to receive the full benefit of the proposal so long as it had an effec­
tive corporate income t;ax rate at least equal to 25 percent of it.a 
financial income. 

Foreign tax credit 
No foreign t;ax credit would be added to the shareholder account 

of U.S. corporations with respect to the foreign corporate taxes 
which they pay. However, the proposal contemplated that under 
negotiated agreement.a, 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 t;ax which would be allowed as a credit would be deter­
mined through bilateral negotiations. 

Foreign 1hareholders 
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 
it.a withholding t;ax or to grant a shareholder credit to foreign 
shareholders. 
Shortfall tax 

Under the proposal, a corporation would be required to pay a 
shortfall tax whenever allowable shareholder credit.a exceed the 
balance in the shareholder credit account at the end of any taxable 
year. The amount of the shortfall t;ax would equal the excess of the 
shareholder credit.a 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-uempt organizations 
Under the proposal, tax exempt organizations (including pension 

and profit-sharing plans) would not be eligible for the shareholder 
credit. 

lntercorporat.e dividends 
Under the proposal, the dividends received deduction would be 

retained; however I 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 levelj 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. 154 

, .. A proposal for complete integration is presented in Dept. of the Treaaury, Blueprints for 
&Mic Tcu &form, (Januaey 17, 1977). 
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Lowering corporate tax rates 
Lowering corporat.e twces would reduce the ext.ent of double twc­

ation of corporat.e earnings. This method of providing relief from 
the two-tier tax could reduce concerns about incentives for debt fi­
nancing and inadequat.e investment in the corporate sector. Howev­
er, such concerns would not be eliminated so long as the corporat.e 
tax rat.e exceeds zero. Moreover, the lower the corporat.e effective 
taJc rate relative to the individual effective taJc rate, the great.er the 
incentive will be for a corporation to retain rather than distribute 
earnings. 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 1986) 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 taJc 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 1986 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 corporat.e recipient of dividends also would 
have accounting requirements that might prove difficult to admin­
ister. 

An imputation syst.em 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 syst.em 
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 describe~ 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 tu 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).11111 

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 of 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.166 Simi­
larly, any mechanism for denying the passthrough of preferences 
to shareholders would depend on the type of system employed.157 

If relief from the two-tier tax is granted 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 

m See Charles McLure, Must Corporate Income Be Tared Twice? Brooklnga lnst., 1979, pp. 92-
143, for a comprehensive discu1111ion of the treatment of tax preferences in the context of grant­
Inf relief from the two-tier tax . 

.. For example, if a shareholder credit system were to P8llll through tax credits, the proper 
~up and credit amount would equal actual corporate income taxes paid pl111 allowable creel· 
its. (Credits that could not be used to reduce corporate income taxes could either be puaed 
through to the shareholders or remain with the corporation.) To pus through excludible income 
or accelerated deductions, distributions in 11xceas of the corporation's taxable income would 
either have to be excludible by the shareholders, or the shareholders would have to be given a 
la!'ller credit. If a dividends paid deduction were chosen instead, excludible income and acceler· 
ated deductions could be paased through by excluding from the shareholder's income distribu­
tions in exceaa of the corporation'11 taxable income. Credits could be~ through by excluding 
from shareholders' income distributions in esceas of the corporation II taxable income reduced by 
the amount of income, the tax on which ill offiiet. by the available credits. With either a 11hare­
holder credit system or a dividends paid deduction, where the paiNd•through preference ie an 
accelerated deduction, adequate provision mWJt be made to assure that the tax deferral that 
such deductiona are intended to provide doee not result in comelete exclusion. 

11' In a shareholder credit system, the pasethrough of credits, accelerated deductione, or un­
taxed income may be denied by limiting the g?Q18-Up and credit to actual tuea paid. Alterna· 
tively, if a uniform credit were desired, a compensatory tax could be im~ on a corporation to 
the extent that the credit available to its shareholders with respect to dividends paid exceeds 
the amount of tax paid by the corporation. 
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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. 

Under 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 
84-percent corporate income tax bracket. 115s 

International upects 

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
guably is not intended to lessen the U.S. taxation of income earned 
by 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 

111 The contrary result alllO could occur. If this were perceived as a problem. the benefit of a 
deduction ariaing from the distribution of income tued at a different rate could be adjW1ted to 
reflect the amount of tu paid on euch ineome, though this eould involve complez 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 withhol (in addition to any other withhold-
ing tax) equal to the tax efit 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 b_y 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 shareholders 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 pre-credit U.S. with­
holding tax on the dividend, even where such tax is reduced pursu-
ant to a treaty. .. 

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 
reduced 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 system were adopted 
and the credit were denied to foreign shareholders, the same sub­
stantive result would be reached without any arguable treaty viola­
tion. 

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 impose the additional withholding on 
shareholders who are entitled to trea benefits. The proposal re-
tained authority for the Treasury to the additional with-
holding as leverage in negotiating r al relief for U.S. share-
holders of foreign corporations where 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 tw~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. ue 

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 proposal (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. 
tax due to the foreign tax credit would not have been added to the 
QDA. 

There is controversy about whether the foreign tax credit r,roper­
ly should be treated in the same manner as a "preference ' item. 
The credit is widely used by countries to reduce international 
double taxation. It is generally available only where foreign taxes 
are paid or accrued, thus reducing the amounts a corporation will 

1 •• See sec. 897(i). 
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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 sluzrelwlders 
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 it.s tax-exempt shareholders to 
escape 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 it.s 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-exempt entities to engage in regular business activities 
free of tax on the business income. Although the Administration 
propased only a 10 percent (rather than 100 percent) dividends paid 
deduction, the issue is inherent in the proposal. 

If it were considered desirable to deny the relief in the case of 
distributions to tax-exempt 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 al)proach would be similar to the compensatory with­
holding tax that the Administration proposed for certain foreign 
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 taxable 
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shareholders. If an imputation credit syst;em were used, the credit 
simply could be denied (i.e., be made nonrefundable) in the case of 
a tax-exempt shareholder. 

Transition taauu 
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 problem, 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. 160 

Neu, equttg 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 
such 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 reliet). 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 minim.um tax on certain corporate distri­
butions (see Part V.D.l, 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. 

iao The American Law Institute, Federal Income Tax Project, Subchapter C, Pro~ls on Cor­
porate Acquiaitions and Dirl(l06itiona (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 accrue 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 ref er­
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 
JS necessary to determine which policy issues are considered signifi­
cant 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 facilitating 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 br_i.i~t-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 propasals. 

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. 

b. Disallow interest deductions in excess of a speclfled mte of 
return to investors 

This approach would disallow interest deductions in excess of a 
specified rate of return to investors. Deductions not in excess of 
that 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 
above that rate). The rate could fluctuate as the reference rate fluc­
tuates. 

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 "risk," 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 
produces taxable income, and the further premise that the most 
fundamental basis for distinguishing debt 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-risk portion to be fully deductible. 

A primary issue with respect to this type of approach is these­
lection of the permitted deductible interest rate. To the extent the 
rate is-selected in an attem_pt 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. 

c. 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 suggested a plan which generally 

would have rendered the same specified fraction of interest non-de­
ductible and non-includable. 16 1 Home mortgage interest and a de 
minimis amount of other individual interest were exempt from 
these provisions. The Treasury proposal 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 calculated by 
multiplying nominal interest payments (and receipts) by this per­
centage, which would be published periodically by the tax authori­
ties. 

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 
($80) would be the allowed amount of deductible interest. Similar 
calculations would be necessary for purposes of income inclusion. 

••• Department of the Treasury, Tl.l.t' Reform for Faimas, Simplicity and Economic Growth, 
November, 1984. 
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This proposal, while having fewer distortions than the Treasury 
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 ana accura­
cy. 

Issues generally applicable to indexing 
A number of issues arise with respect to interest indexing. A 

principal concem is determining the amount of correction to inter­
est expense or income that accurately reflects inflation. It ma1 be 
necessa!"Y 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 apply that adjustment 
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 concem. 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 tax~yers with a higher effective 
rate who are obtaining an excessive mterest deduction. 

Exempting certain classes of debt, such as home mortgages, from 
indexing proposals may cause large tax-induced distortions of asset 
portfolios. Tfius, 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 deductiom, in exceBB of a specified per• 
centage of taxable income ( or earnings and prolita) as 
computed before the deductions 

This approach would limit the interest deduction by reference to 
taxable mcome (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. 8838, 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 COI'J)(r 
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
est alone does not shelter taxable income to an unacceptable 
degree. 

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 underl!ing debt supports a reduction in the cor­
porate equity base.18 1& This 11_pproach 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-

ll H See footnote 1 '12. 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, defmed 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. 162 

Under one version of the ?,roposal, corporate interest deductions 
would not be limited at all 1f 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 
policy objective to denying interest deductions that support distri­
butions 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 proposal 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 equity at the corporate level more equal.163 It also could be 
viewed as an attempt to limit interest deductions to an amount re­
flecting a relatively risk-free interest rate. 1 u 

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

a. Limit corporate interest deduetion, in the ca,e of certain 
acquiBition, UJhere additional factor, su.gge1ttng ri,k are 
al,o present 

H.R. 2476 (1985}, introduced by Mr. Pickle, 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-

181 For administrative reaaons, a distinction could be made in the case of the acquisition of 
stock of another corporation, depending UPQn the amount of stock that is acguired. The interest 
disallowance might not be triggered if funds are used to acquire a relatively small int.erest in 
another corporation's stock; however, In such a cue the dividends received deduction could be 
denied as a comwruratin, mechanism. 

In addition, a bo?TOW1ng that supports the acquisition of a significant part of the 88Bets of 
another corporation could also trigger the int.erest cutback., even though the payment for the 
asaets may remain in corporate solution in the hands of the selling corporation. The proposal 
might triaer the interest cutback in this case because of concern that the aelling_ corporation 
may liquiaat.e and distribute the funds out of corporate eolution. However, if the selling corpora­
tion agreed to pay an additional tax on a distribution of the funds, the purchasing corporation 
could lie relieved of the interest cutback. 

113 See Part V.C.1 of this pamphlet, infra, for a discussion of proposal to permit a deduction 
for r.,yments on new equity capital. 

1 • See discussion, supra, of options to limit lnt.erest deductions to a speciried rat.e. 
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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.166 However. under the bill, interest is 
disallowed only if any one of four tests · to identify risk is 
met; in addition the disallowance only 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; 

(3) 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 generalI1 accept the premise that the degree of risk in­
volved 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 regulations distinguishing cor­
porate debt from corporate equity under section 885.187 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 principal concern is that taxpay-

111 See Part V.B.2. of this pamphlet, infra. 
111 See, e.g., Canellos,"The Over-Leveraged Acquisition" 39 7b.:i: Law:r? 91, 116-119 (1985). 
117 For a discll88ion of section 385 and the difficulties the Treasury Department encountered 

in trying to write regulations under that section, - Part JI.E. of this pamphlet, supro. 
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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 deduction, in certain transaction, where 
debt support. a diltributton of corpomte equltg, unleBB 
corpomfe.level tax Is paid on corpomte asset appreciation 

The Hou&&passed version of the Omnibus Budget Reconciliation 
Act of 1987 (H.R. 3545, sec. 10138) would have limited interest d~ 
ductions in certain debt-financed ~uisitions and redemptions 
where appreciation on corporate assets JS 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 ~ 
spect to debt supporting 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 ac9uisition 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 produce corporate-level 
income. Under this approach, it is considered inappropriate to 
allow an interest expense that supports a corporate-level expendi­
ture (the distribution) that does not produce corporate-level income. 

However. a more fundamental aspect of this option is a belief 
that such borrowings and distributions frequently occur when a 
corporation has appreciated assets that proouce 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 distributing a 
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. 

Some 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 approach 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.1es 

The 1987 House bill was limited to cases involving an acquisition 
of 50 percent of the corporate stock within 8 years. It thus was di­
rected 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. 

c. Limit intere,t deduction• and/or require gain recognition In 
the cue of certain hostile acqui,itlon, 

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 disapproved 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 would 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. 

Th~ approach would affect only transactions that involve "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 
COl])Oration than a friendly acquiror. 

The 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 f>uyout 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-

181 See the dillcusaion of other options ~uiring the recognition of corporate-level gain under 
parts IV.B.3.c. and IV.D.2 of this pamphlet, infra. 
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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
ment or any less likely to involve significant debt at the corporate­
level. 

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
proaehea or to apeelfied eategoriea of approaehea 

a. DIBtingu'8hlng between the corporate sector and other 1ec­
tor1 

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 defming 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 mar. be a concern that the difficulty of distin­
guishing debt from equity under pr~nt law permits similar eco­
nomic arrangements to be taxed differently, almost at the election 
of the taxpayer. This gives rise to an opportunity for tax arbitrage. 
For example, instruments characterized as debt may tend to be 
issued by taxpayers 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 88 tax­
exempt entities). Consideration should be given to limiting the tax 
arbitrage potential of p88sthrough entities, if tax arbitrage is limit­
ed in the corporate sector. 

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

All of the interest disallowance proposals affect only transactions 
in which an interest deduction is taken against 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 88 the foreign acquiror's interest expense 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 forejgn income in the foreign jurisdiction. 

The U.S. tax system and the various foreign 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
quences of cross-border investments and operations. This is partly 
due to the inherent difficulty of legislating and regulating with 
specific reference to the rules of each foreign taxinJ. jurisdiction, 
and partly due to the fact that each country enacts its tax law or 
negotiates tax treaties 88 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 
~rson has a net tax advantage over U.S. persons on their sales of 
U.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 particular 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 expe~es than. do residents of that foreign 
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 advantage to forei,m acquirors even 
if the U.S. acquiror suffers interest disaflowances. re& 

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 overly 
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
mar, policr 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
payers must affect foreign borrowing by a foreign acquiror (in 
order to eliminate any competitive advant.age), 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. 

c. Interest alloca'tlon issues a,u;l other deduc'tlons 
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 disqualifying use (the 
distribution, acquisition, etc.) would not be affected by a tracing 
method, and would be advantaged over other corporations affected 
by the tracing method. 

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

• 0 U.S. and foreign investors would achieve strict parity with regard to the treatment of in­
terest experu,e if (i) the foreign allocation rulee allocated debt to U.S. assetll in the IIIIJlle way 
that U.S. rules allocated debt to thoee activities or transactions resulting in nondeductibility of 
allocable interest, and (ii) the foreign investor were untaxed by itll home country on its U.S. 
inveetment (either because of exceBl!I foreign tax credit, Ol' home country exemption eyatem.) 
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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 paZJdown the debt, existing debt is in effect supporting the 
disquali ·ng use. 

The 1 87 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. 17 0 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 change 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 

uo The 1984 repeal of the SO-percent withholding tu on portfolio interest paid to foreignen 
provided that interest on debt instruments iaaued before the effective date would still be subject 
to the withholding tu. 
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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 rero) 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.17° • 

C. Combination Interest Disallowance and Dividend Rellef 
Options 

I. 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). 170 b 

The major advantage of this proposal is that the treatment of 
debt and equity would be more closely aligned since the cost of all 
externally-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. 171 The selection of the effective date of 

""' See the diacuasion or transition i&suea in connection with integration proposals in Part 
V.A.5 of th.is pamphlet, ,upra. 

noSee footnote 172, infra. 
111 See diacllll8ion under Part V.B.1.b. of this pamphlet, supra. 
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the proPOSal involves additional issues. For example, granting a 
dividends paid deduction for capital contributed pnor 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 efJ.Uity 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 option is that the tax treatment of debt 
and eguity 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 conn~ion 
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 redem~tion 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. 1 12 

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-
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poration and a credit provided to the shareholder against any 
shareholder tax on the distribution. 

This approach 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 JS 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. 

It is arguable that the proposal might subject corporate income 
to multiple taxation if the corporation is taxed on earnings, a tax­
able selhng 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 gain (because of corporate-level tax deductions 
that do not reflect economic losses, or because appreciation has not 
been Yeeognized 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 multiple 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 underlfing corporate-level 
asset basis. This proposal could be limited to situations where the 
debt supports a dJStribution 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 corporate solution rather than using the 
funds to pay down corporate-level debt SUJ.>ported in part by -a.ppre­
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 I.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 be 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. 17 3 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 11.E. and V.B.3, supro., 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 special 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 ES0Ps 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 exclU8ion for loans to ES0Ps 

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 
adopt ESOPs as opposed to other types of tax-qualified retirement 
plans. 

Opponents 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, 

" 3 See The Washill§ton Post, January 13, 1989, p. Fl. 
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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 pa1Bthrough 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. 

c. 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 
ES0Ps. 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. RetJulre emplogee approval of tie e,tablis/ament of an 
ESOP 

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 o:rder for the ESOP to be a qualified plan. H.R. 4184 
(introduced by Mr. Rostenkowski in 1988) would provide that such 
approval 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 defmed benefit plan will be trans­
ferred to the ESOP. 

S. 2078 and S. 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 proPOSals 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, particularly if the ESOP replaces a de­
fmed benefit pension plan. Arguably, 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 ESOPs 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 n<>_ __approval, there may or 
may not be a reduction in the number of ESOPs established; it may 
be that approval is eventually obtained after modifications are 
made to the transaction. Whether or not approval is obtained, such 
proposa~ 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 
that 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
gaining representatives, if any) to determine whether and what 
kinds of retirement plans should be established. Opponents of such 
proposals argue that an employee approval requirement is an un­
warranted intrusion into the decision-making of the employer. 
They would argue that such employee involvement is proper only 
in a collective bargaining context. 

e. Modifil ruluciarg rule, 
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
veraged 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 ~neral approach 
taken by the present-law rules is the most admmistrable way to 
regulate pension plan investments. Defming 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 pension 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-fmanced 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 i:,at'!lphlet, supra). 

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.B.4.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 80% 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 SO-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 
paid by a controlled entity to an exempt organization is subject to 
the UBIT. 
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