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INTRODUCTION

This pamphlet! is prepared by the staff of the Joint Committee
on Taxation for the House Committee on Ways and Means and
Senate Committee on Finance in connection with the respective
committee review of comprehensive tax reform proposals. This
pamphlet is one of a series of tax reform proposal pamphlets. It de-
scribes and analyzes tax provisions and proposals relating to corpo-
rate taxation.

The pamphlet describes present law tax provisions and the tax
reform proposal made by President Reagan (“The President’s Tax
Proposals to the Congress for Fairness, Growth, and Simplicity,”
May 1985, referred to as the “Administration Proposal”), the 1984
Treasury Department report to the President (“Tax Reform for
Fairness, Simplicity, and Economic Growth,” November 1984, re-
ferred to as the ‘“Treasury Report”), Congressional proposals (iden-
tified by the primary sponsors), and other related proposals. Each
part of the pamphlet includes an analysis of the tax-related issues.

The first part of the pamphlet is a discussion of corporate tax
rates. Part two discusses the two-tier tax on distributed income and
certain exceptions. Part three discusses distributions and liquidat-
ing sales of appreciated assets and the General Utilities doctrine.
Part four discusses entity classification, and part five discusses cer-
tain other corporate issues.

Additional corporate tax proposals relating to mergers and acqui-
sitions are discussed in two Joint Committee on Taxation staff
pamphlets Federal Income Tax Aspects of Mergers and Acquisitions
(JCS 6-85), March 29, 1985; and Federal Income Tax Aspects of Hos-
tile Takeovers and Other Corporate Mergers and Acquisitions (and
S. 420, S. 476 and S. 632) (JCS 9-85), April 19, 1985. Proposals relat-
ing to corporate net operating loss carryovers are discussed in a
Joint Committee on Taxation staff pamphlet, Special Limitations
on the Use of Net Operating Loss Carryovers and Other Tax At-
tributes of Corporations (JCS 16-85), May 21, 1985.

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Tax Reform Proposals:
Corporate Taxation (JCS-40-85), September 19, 1985.
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I. CORPORATE TAX RATES

Present Law and Background

Corporate taxable income is subject to tax under a five-step grad-
uated tax rate structure. The top corporate tax rate is 46 percent
on taxable income over $100,000.

The corporate taxable income brackets and tax rates are present-
ed in the following table:

Taxable income Tax rate
Not over $25,000..........cccceveeerreereerrerreecreesnnersesnnesssessaesnessansns 15
Over $25,000 but not over $50,000 ......c.ccceevveevreerrrrerrrveernnen. 18
Over $50,000 but not over $75,000 ......c.ccccevvvervrervercrrerennnnen. 30
Over $75,000 but not over $100,000 .........ccoceevvevvvevecrrrcneen. 40
OVer $100,000........cccueeerueereereerrresrnresrreerneessessseesessssrssesssseessessns 46

This schedule of corporate tax rates, which reduced the previous-
ly applicable rates for up to $50,000 of taxable income, was enacted
in the Economic Recovery Tax Act of 1981 (ERTA), effective for
1983 and later years. For 1982, the applicable rates were 16 percent
for taxable income not over $25,000, and 19 percent for taxable
income over $25,000 but not over $50,000. For taxable years after
1979 and before 1982, the rates were 17 percent and 20 percent, re-
spectively.

An additional 5-percent corporate tax is imposed on a corpora-
tion’s taxable income in excess of $1 million. However, the maxi-
mum additional tax is $20,250. Thus, the benefit of the graduated
rates is eliminated for corporations with income in excess of
$1,405,000. This provision was enacted in the Deficit Reduction Act
of 1984, effective for taxable years beginning after 1983.

Rules are provided to prevent the proliferation of the benefits of
the graduated rates through the use of commonly controlled multi-
ple corporations (secs. 1551, 1561-1564).

Other statutory provisions attempt to limit the use of corpora-
tions to avoid the individual tax rates. These are principally the ac-
cumulated earnings tax (secs. 531 et. seq.), the personal holding
company tax (secs. 541 et. seq.), and certain personal service corpo-
ration provisions (sec. 269A).

An alternative tax rate of 28 percent applies to a corporation’s
net capital gain (the excess of net long-term capital gain over net
short-term capital loss) if the tax computed using that rate is lower
than the corporation’s regular tax (sec. 1201).

(2



3
Administration Proposal

Under the Administration proposal, tax would be imposed on cor-
porations under the following schedule:

Taxable income Tax rate
Not over $25,000 ........cccceerverrerrrrerruenseerreesseessuesssesseeasessssessnns 15

. Over $25,000 but not over $50,000 .........cccceevvrvrrrerrrrrreinnens 18

. Over $50,000 but not over $75,000 .........ccceeveerrenrverrrerrecrrennnes 25
OVEL $T5,000 .....ccueeuieeeieereieririsresreereieeeseeeessessssessssssessossesssens 33

The graduated rates would be phased out for corporations with
taxable income over $140,000. Corporations with taxable income of
$360,000 or more would pay, in effect, a flat tax at the 33 percent
rate.

The alternative tax for net capital gains of corporations would
remain at 28 percent.

The proposed tax rates would be effective July 1, 1986. Thus, the
rate schedule for taxable years including July 1, 1986 would reflect
ll)é()anded rates based on the new rates effective on such date (see sec.

Other Proposals

1984 Treasury Report

The 1984 Treasury Report would replace the present graduated
corporate rate schedule with a single 33 percent rate on corporate
income. The Treasury Report would repeal the current provisions
concerning multiple related corporations and domestic personal
holding companies.

S. 409 and H.R. 800 (Bradley-Gephardt)

The Bradley-Gephardt bill would replace the present law rate
schedule with a single 30 percent rate on corporate income (the
same as the top individual rate). This bill would repeal the current
provisions concerning multiple related corporations, personal hold-
ing companies, personal service corporations, and the accumulated
earnings tax. The bill would repeal the preferential rates for net
capital gain.

H.R. 2222 and S. 1006 (Kemp-Kasten)

Under the Kemp-Kasten bill, income of large corporations gener-
ally would be taxed at a 35 percent rate. However, for corporate
income under $100,000, graduated rates would apply. The first
$50,000 of corporate income would be taxed at a 15 percent rate,
and the second $50,000 would be taxed at a 25 percent rate. This
rate reduction would save corporations with $100,000 of taxable
income a total of $15,000 of tax (i.e., the difference between $35,000,
the tax liability at a 35 percent rate, and $20,000, the tax liability
at the proposed graduated rates). The benefit of graduated rates
would not be phased out as under present law. For corporations
electing capital gains treatment (rather than ordinary income
treatment with basis indexed for inflation) the corporate capital
gains rate would be 20 percent.
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Analysis

The Administration proposal would retain a graduated rate
structure for lower income corporations. The proposal states that
adoption of a flat corporate rate (as proposed in the 1984 Treasury
Report) would result in a substantial tax increase for low income
corporations even though large corporations would .benefit from a
rate cut.”* The proposal seeks to retain some rate cut benefit for
smaller as well as larger corporations.

The present law graduated rates for lower income corporations
are intended to encourage growth in small business by easing the
tax burden on such businesses.

Some argue that there is no economic rationale for retaining
lower rates for low-income corporations. They contend that the
ability-to-pay concept underlying the progressive individual rates is
not applicable to corporations because corporate income is used for
reinvestment or payment of dividends rather than for direct indi-
vidual consumption needs. They also argue that the graduated rate
structure may discourage mergers of small corporations that poten-
tially could exploit economies of scale and raise productivity. Some
also contend that owners of small corporations are in many cases
relatively affluent individuals who may be better off having income
taxed at lower corporate rates than at their regular individual
rates, and that small corporations with 35 shareholders or less may
elect to be taxed as an S corporation, in which case there is no cor-
porate-level income tax and corporate income is taxed directly to
the shareholders at their tax rates.

The availability of the graduated corporate rates and of a top
corporate rate lower than the top individual rate has made it nec-
essary to provide complex rules to prevent the proliferation of low
tax brackets through the use of commonly controlled multiple cor-
porations and to maintain certain sets of rules aimed at preventing
the use of corporations to avoid the individual tax rates. These
latter provisions, especially the personal holding company tax,
were originally enacted in large part to prevent individuals from
avoiding the individual rates at a time when the top individual
rates were substantially higher than the corporate rates. Under
present law, the top individual rate is 50 percent and the top corpo-
rate rate is 46 percent. Under the Administration proposal, the top
individual rate is 35 percent and the top corporate rate is 33 per-
cent. Use of the graduated corporate rates by individuals in the top
income tax bracket could produce additional tax savings to the
extent of undistributed corporate income. A main function of provi-
sions such as the personal holding company tax under the Admin-
istration proposal would be to limit such use of the graduated cor-
porate rates.

The 1984 Treasury Report would have contained the same two
point differential in the top individual and corporate rates as does
the Administration proposal, but did not provide graduated corpo-

s Under the 1984 Treasury proposal, the tax rate applicable to corporations with taxable
income below $155,770 would increase, while the tax rate applicable to corporations with income
equal to or greater than $155,770 would decrease.
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rate rates and would have repealed the personal holding company
tax.

Some have suggested providing a top corporate rate equal to the
top individual rate. Others contend that a lower top corporate rate
is appropriate to relieve double taxation of corporate income (see
Part II, infra). Some suggest that the benefit of favorable corporate
rates could be used as an incentive to certain goals. For example,
proponents of broader employee ownership of corporations have
suggested favorable lower rates for corporations with a specified
percentage of employee ownership, or with progressively increasing
employee ownership, as one of several possible incentives.2

2 See separate Joint Committee on Taxation staff pamphlet, Tax Reform Proposals: Tax Treat-
ment of Employee Stock Ownership Plans (ESOPs) September 1985.



II. THE TWO-TIER TAX ON DISTRIBUTED INCOME AND
CERTAIN EXCEPTIONS—PROPOSALS REGARDING
DIVIDEND DEDUCTIONS

Present Law and Background

In general

Under present law, corporations and their shareholders general-
ly are separate taxable entities. A corporation’s taxable income is
subject to a corporate income tax at graduated rates with a maxi-
mum 46 percent rate for taxable income exceeding $100,000. Distri-
butions by a corporation to its individual shareholders, to the
extent of the corporation’s current and accumulated earnings and
profits,® generally are taxable as ordinary income to the sharehold-
ers, at graduated rates up to 50 percent.? Thus, corporate income
t}flat is distributed to shareholders generally is subject to two tiers
of tax.

In contrast, corporate income that is not distributed to share-
holders is subject to current tax at the corporate level only. To the
extent that income retained at the corporate level is reflected in an
increased share value, the shareholder may be taxed at favorable
capital gains rates upon sale or exchange (including certain re-
demptions) of the stock or upon liquidation of the corporation. If an
individual shareholder retains stock until death, the appreciation
can pass to the heirs free of income tax (sec. 1014).5

Various deductions and credits can reduce or eliminate the cor-
porate level tax. Corporate income distributed as interest payments
to creditors rather than as dividends to shareholders is not taxed
at the corporate level, since the corporation generally may deduct
interest payments (but not dividend payments) from its taxable
income.

The deductibility (within reasonable limits) of funds paid as sala-
ries to shareholders who are also employees, reduces corporate tax
and involves current taxation of the payment to the shareholder.®

3 Earnings and profits (sec. 312) are a measure of a corporation’s economic income that fre-
%’ueptl exceeds a corporation’s taxable income. See discussion of earnings and profits in Part

5 wmjra.

4 Distributions with respect to stock that exceed corporate earnings and profits are not taxed
as dividend income to shareholders but are treated as a tax-free return of capital that reduces
the shareholder’s basis in the stock. Distributions in excess of corporate earnings and profits
that exceed a shareholder’s basis in the stock are treated as amounts received in exchange for
the stock and accordingly may be taxed to the shareholder at capital gains rates.

5 In addition, in the case of certain corporate distributions in liquidation or in certain redemp-
tions, unrealized appreciation in corporate assets can escape corporate tax entirely (apart from
the recapture of specified items, such as certain prior depreciation deductions). In such cases,
only a capital gains tax at the shareholder level may be imposed on the appreciation when the
assets are distributed to the shareholders or sold to a third party and the proceeds distributed.
gle absence of taxation at the corporate level in these circumstances is discussed in Part IIT,

ow.

8 It is possible that salaries of some shareholder-employees may be inflated to some extent
within a range of asserted reasonableness, leaving little or no reported taxable income at the
corporate level.

©
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Other provisions that may affect corporate taxable income in-
clude preferential accounting methods and tax preferences under
the Code that are intended as investment incentives, such as the
investment tax credit, accelerated depreciation, and the exemption
of interest on State and local obligations. Utilization of such provi-
sions can reduce or eliminate the corporate level tax without re-
quiring distributions to shareholders or otherwise resulting in cur-
rent recognition of the income at the shareholder level. Corpora-
tions are subject to an “add-on” minimum tax on certain tax pref-
erences.’?

Certain Code provisions are designed to prevent unreasonable ac-
cumulations of corporate earnings (sec. 531 et seq.) or to cause the
distribution of corporate earnings of “personal holding companies”
to shareholders (sec. 541 et seq.). However, the provisions relating
to unreasonable accumulations generally depend upon taxable
income (with certain adjustments) and thus do not affect accumula-
tions when a corporation is able to reduce its taxable income with
certain preference items such as accelerated depreciation. The pro-
visions intended to cause distributions of personal holding company
earnings also generally depend upon taxable income and further
apply only to certain closely held corporations that derive a sub-
stantial portion of their income from generally passive investments
or certain personal services provided by shareholders.®

Exceptions

There are several departures in present law from this general
scheme of corporation and shareholder taxation. Certain corpora-
tions are given direct relief from the corporate tax. Relief from tax-
ation at the shareholder level is given in certain circumstances.

Relief from the corporate level tax

In general, direct relief fronmxr the corporate income tax is given to
income earned by corporations electing under subchapter S (“S
Corporations”), regulated investment companies (“RICs”) (such as
mutual funds), and real estate investment trusts (“REITs”).®
Income earned by an S corporation is allocated among and taxed
directly to its shareholders regardless of whether such income is
distributed. Income earned by a RIC or a REIT is subject to a tax
at the corporate level, but both RICs and REITs are permitted de-
ductions for dividends paid, in effect eliminating the corporate tax
on earnings that are distributed. Moreover, in order to maintain

7 The corporate minimum tax is discussed in a separate pamphlet, Joint Committee on Tax-
ation, Tax Reform Proposals: Tax Shelters and Minimum Tax (JCS-34-85),. August 7, 1985.

8 The Internal Revenue Service has ruled that certain corporate income from shareholder per-
sonal services is not subject to personal holding company tax, even though the client or custom-
er may expect only the shareholder to perform the service, if someone else might theoretically
be called upon to perform it. See Rev. Rul. 75-67, 1975-1 C.B. 169; Rev. Rul. 75-250, 1975-1 C.B.
172. A corporation earning only such income from the performance of services by its sharehold-
ers (for example, a professional corporation whose business consists of a shareholder performin,
medical services) could earn income subject to the graduated corporate rates and generally coul
accumulate a total of at least $150,000 without being subject to the accumulated earnings tax.

?S corporations are corporations that meet restrictions on the number of shareholders and
certain other requirements and that also elect special treatment under Subchapter S. RICs and
REITs are entities that derive a substantial portion of their income from essentially passive in-
vestments and that absent special provisions in the Code would otherwise be taxed as ordinary
corporations. These entities are discussed further in Part IV below.
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their status as a RIC or a REIT, such entities are required to dis-
tribute most of their income currently.

Direct relief from the corporate tax is also granted to coopera-
tives subject to subchapter T of the Code. In general, such coopera-
tives are also subject to tax at the corporate level but are given de-
ductions for dividends paid out of profits derived from transactions
with their members. Additionally, a cooperative may exclude
income attributable to qualified per-unit retain allocations and re-
demptions of nonqualified per-unit retain certificates.

Only amounts paid within 8-1/2 months of the close of the coop-
erative’s taxable year are entitled to this special treatment. As a
result, cooperatives generally pay corporate tax only on profits that
are not distributed, and on profits not derived from transactions
with members.1° Cooperative members who receive dividends will
treat the dividends as income, reduction of basis, or some other
characterization that is appropriate based on the nature of the
members’ transactions with the cooperative.!?!

Additionally, certain dividends paid with respect to stock held in
an employee stock ownership plan and distributed to plan partici-
pants are deductible by the corporation (sec. 404(k).12

Common to these areas of direct relief from the corporate income
tax generally is a concept of current taxation at the shareholder
(or member) level of income that is not taxed to the corporation.

Relief from the shareholder level tax

Individual shareholders.—Under present law, the first $100 of
qualified dividends received by an individual shareholder ($200 by
a married couple filing jointly) from domestic corporations is ex-
cluded from income (sec. 116). Thus, to this limited extent, distrib-
u::ﬂed corporate earnings are subject to tax at the corporate level
only.

The dividends exclusion for individuals does not apply to divi-
dends received from a tax-exempt organization (under section 501),
a farmer’s cooperative, a REIT, or a mutual savings bank (that re-
ceived a deduction for the dividend under section 591), or to an
ESOP dividend for which the corporation received a deduction. The
exclusion is limited with respect to dividends received from a RIC.

Under the Economic Recovery Tax Act of 1981, a limited amount
of dividends in the form of stock of certain public utility corpora-
tions, paid prior to January 1, 1986, are exempt from shareholder
tax; absent this special rule, such dividends would otherwise be
taxable because the shareholder has elected to receive the stock in-

10 In addition, tax-exempt farmers’ cooperatives qualifying under section 521(b) of the Code
may may receive additional relief from the corporate level tax since they may deduct patronage
dividends paid to the full extent of their net income and also may deduct, to a limited extent,
dividends on common stock.

11 In some instances, cooperatives may operate on a “federated” basis, i.e., local cooperatives
are patrons of other cooperatives operating on a regional or national basis. These cooperatives
(and their individual patrons) may have different taxable years. This fact combined with the
rule permitting patronage dividends to be deducted if paid within 8-1/2 months after close of a
cooperative’s taxable year can result in patronage earnings being distributed to a lower-tier co-
operative and subsequently to an individual patron (generally the only party who is taxed on
the income) in a taxable year subsequent to the year in which the income is earned.

12 Employee stock ownership plans are discussed in a separate pamphlet prepared by the staff
of the Joint Committe on Taxation.
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stead of other property (sec. 305(e)). In effect, such amounts are not
subject to shareholder tax if reinvested in the corporation.!?®

Corporate shareholders.—Under present law, subject to certain
exceptions, corporate shareholders receiving dividends generally
are entitled to a deduction of 85 percent of the dividends received
(sec. 243). Under the present 46 percent maximum regular corpo-
rate tax rate, the deduction means that the maximum corporate
rate on dividends received from another corporation is 6.9 percent
(.46 x (1-.85)). Dividends received from certain members of an affili-
ated group are eligible for a 100 percent dividends received deduc-
tion. In addition, pursuant to Treasury regulations, dividends re-
ceived by one member of an affiliated group filing a consolidated
return from another member of the group are not taxed currently
to the recipient.

However, dividends received from another member of a consoli-
dated group from pre-affiliation earnings and profits (deemed re-
flected in basis) or from post-consolidation earnings and profits
that have increased the basis of the parent corporation’s stock in
the subsidiary, reduce the basis of the recipient corporation’s stock
in the payor subsidiary. (Treas. Reg. sec. 1.1502-32.)

In addition, any corporate shareholder’s basis in shares with re-
spect to which an “extraordinary dividend” was received may be
reduced by the amount of the dividend that was not taxed unless
the stock has been held for more than one year (sec. 1059). An “ex-
traordinary dividend” is a dividend exceeding 10 percent of the
basis of such common stock with respect to which the dividend was
paid, or 5 percent of the basis of such preferred stock. Certain divi-
dends are aggregated for this purpose.

The dividends received deduction is available whether or not the
dividends represent earnings that were taxed to the the distribut-
ing corporation.

The dividends received deduction does not apply to certain divi-
dends, including dividends received from a REIT, and the availabil-
ity of the dividends received deduction is limited with respect to
dividends received from a RIC.

The dividends received deduction is also not available with re-
spect to dividends received on stock that is not held (with a sub-
stantial risk of loss) for a specified period, generally more than 45
days (90 days in the case of certain preferred stock)(sec. 246). The
deduction is also limited for dividends received on certain ‘“‘debt-fi-
nanced portfolio stock” (sec. 246A).

International aspects

Dividends paid by a U.S. corporation to foreign shareholders gen-
erally are subject to a 30-percent withholding tax (secs. 1441, 1442)
and may be subject to tax in the recipient’s country as well.13 Var-

122 However, stock received as an untaxed dividend under section 305(e) is treated as having a
zero basis. Moreover, a shareholder who disposes of any stock of the distributing corporation
within a year of the record date of such a distribution is treated as having disposed of the stock
received as a dividend and the disposition is ineligible for capital gains treatment.

13 Certain dividends from a U.S. corporation that earns less than 20 percent of its gross
income from U.S. sources (an “80-20 company’’) are not subject to U.S. tax when paid to foreign
shareholders (secs. 861(a)(2)(B), 871(a) and 881; Treas. Reg. sec. 1.881-2). The Administration pro-
posal would eliminate this rule. The foreign tax aspects of the Administration proposal are dis-

Continued
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ious income tax treaties substantially reduce the rate of the U.S.
withholding tax, however.

In the case of foreign investment in U.S. corporate equity, corpo-
rate income is taxed at the corporate level (by the United States)
and, on distribution, at the shareholder level (by the United States
and perhaps another country), thus generally producing a two-tier
tax on corporate income.

In general, dividends received by a U.S. corporation from a for-
eign corporation are not eligible for the dividends received deduc-
tion, even though the foreign corporation may have paid U.S. tax.
However, where at least 50 percent of a foreign corporation’s gross
income is effectively connected with a U.S. trade or business, a por-
tion of the dividends paid by such corporation to a U.S. corporate
shareholder is eligible for the dividends received deduction. That
portion generally is based on the percentage of the foreign corpora-
tion’s income that is effectively connected with its U.S. trade or
business (sec. 245).

Administration Proposal

In general

Under the Administration proposal, a domestic corporation
would be entitled to a deduction equal to 10 percent of the divi-
dends paid from earnings that have borne the regular corporate
tax. The deduction would not be available to corporations that oth-
erwise are subject to special tax regimes, e.g., regulated investment
companies and real estate investment trusts.

Distributions that are not treated as dividends would not be eligi-
ble for the deduction. However, distributions that are not dividends
in form but are so treated for income tax purposes (e.g., certain pro
rata stock redemptions) would be eligible for the deduction. In addi-
tion, the dividends received deduction for corporations would be
changed from the present law 85 percent or 100 percent based on
the degree of stock ownership, to 90 or 100 percent based on wheth-
er or not the payor is entitled to the dividends paid deduction
(without regard to the degree of stock ownership).

Under the Administration proposal, the dividends paid deduction
would be treated like an ordinary business deduction for the pur-
pose of determining the corporation’s income tax liability, includ-
ing the liability for estimated tax payments.'* Net operating losses
attributable to the dividends paid deduction would be available to
})e carried back and forward to the extent permitted by present

aw.

The qualified dividend account

Under the Administration proposal, which would generally be ef-
fective on January 1, 1987, dividends would be eligible for the divi-
dends paid deduction only to the extent that such dividends do not

cussed in a separate pamphlet, Joint Committee on Taxation, Tax Reform Proposals: Taxation of
Foreign Income and Foreign Taxpayers (JCS-25-85), July 18, 1985.

14 The Administration proposal does not discuss the effect of the dividends paid deduction on
a corporation’s earnings and profits. It would appear that the amount of the dividends paid de-
duction should not itself reduce earnings and profits, which would be reduced by the full
amount of a dividend, whether or not deductible.
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exceed the amount of a ‘“Qualified Dividend Account” (“QDA”).
Generally, the QDA consists of the amount of corporate earnings
that have been subject to the corporate tax for taxable years begin-
ning after 1986, less the amount of deductible dividends paid. Divi-
dends paid after 1986 in taxable years beginning before 1987 would
be treated for purposes of the deduction as having been paid during
the first taxable year beginning after 1986.142

Accordingly, each year a corporation would add to its QDA its
taxable income (i.e., gross income less deductible expenses), subject
to certain adjustments.!® For this purpose, taxable income would
not include amounts on which no corporate tax was paid as a
result of any available credit (including the foreign tax credit).

For example, suppose a U.S. corporation had $200,000 of gross
income from operations, $100,000 of deductions, and $50,000 of tax-
exempt interest income. Some or all of the deductions may be at-
tributable to tax preference items that grant tax deductions in
excess of economic expense. The corporation’s initial tax liability
(assuming a flat 33 percent rate for ordinary income) would be
$33,000 (i.e., net taxable income of $100,000 times 33 percent).
Assume the amount of tax it ultimately pays is $17,000 after apply-
ing a $10,000 investment tax credit and a $6,000 foreign tax credit.
The corporation would add $51,515 to its QDA, an amount which is
equal to the $100,000 total of the corporation’s taxable income less
the amount that if granted to the corporation as a deduction would
yield the same tax benefit as the $16,000 in credits that the corpo-
ration used to reduce its tax liability (i.e., $16,000 divided by .33).

The amount of dividends paid in a taxable year would be deduct-
ed 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 tax-
able year in which the dividends were paid would not be deducti-
ble. Moreover, such ‘“excess dividends” could not be carried for-
ward and deducted after amounts were added to the QDA in subse-
quent years. Appropriate rules would provide for the treatment of
the QDA in merger or acquisition transactions.!6

Nondividend distributions

Whenever a transaction is treated as a dividend for Federal
income tax purposes, the corporation would generally be entitled to
a deduction and required to adjust the QDA to the same extent as
if an actual dividend distribution were made. Thus, for example,
for purposes of the dividends paid deduction, the corporation gener-
ally would be treated as having made dividend distributions to the
extent that certain redemptions (sec. 302), certain stock purchases

4= For example, if a corporation that uses a fiscal year deduction ending June 30 pays divi-
dends on January 1, 1987, dividends would be eligible for the dividends paid only to the extent
of income added to the QDA for corporation’s fiscal year ending June 30, 1988.

15 For this purpose, corporate income added to the QDA would be computed without regard to
the dividends paid deduction in order to reflect the earnings available for distribution. The
treatment of the dividends received deduction for this purpose is discussed under “Treatment of
intercorporate distributions”, infra. See n.19, infra regarding certain retroactive adjustments to
taxable income such as net operating loss carrybacks or audit adjustments.

16 The Administration proposal does not discuss such rules. Presumably, the QDA in this case
could be treated as a “tax attribute” that is carried over in accordance with the provisions of
section 381. It is unclear whether there would be a need for special limitations similar to those
of section 382 to prevent trafficking in QDA’s.
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by a related corporation (sec. 304), certain redemptions of preferred
stock (sec. 306), and certain distributions of boot in reorganizations
(sec. 356) are treated as dividends.

To be permitted to take the deduction, however, the corporation
must treat the distribution as a dividend for information reporting
purposes. Where any such transaction is not initially treated as a
dividend but is later so characterized, the Internal Revenue Service
would be authorized to allow the deduction, provided the corpora-
tion and the shareholder treated the deduction consistently.

Appropriate adjustment to the QDA would be made for certain
nondividend distributions. In the case of complete liquidations, the
QDA would be eliminated completely.!” In the case of redemptions
or partial liquidations, the QDA would be reduced proportionately
with the amount of stock redeemed or portion of the stock liquidat-
ed, but not in excess of the amount of redemption or liquidation
proceeds distributed to shareholders. This is analogous to the treat-
ment under present law of the earnings and profits account upon
redemptions or partial liquidations.

Treatment of intercorporate distributions

Under the Administration proposal, a corporation would be enti-
tled to the 10 percent dividends paid deduction without regard to
whether the shareholder-payee is an individual or a corporation.

Where a corporate shareholder receives a dividend with respect
to which the payor corporation is entitled to a dividends paid de-
duction, such shareholder would be entitled to a 90-percent divi-
dends received deduction. Although the corporate recipient gener-
ally would be taxed on only 10 percent of the dividends it receives,
it would increase its QDA by the full amount of any such divi-
dends. Thus, on redistribution of that amount to its shareholders, it
would in turn be entitled to the 10-percent dividends paid deduc-
tion.

Where a corporate shareholder receives a dividend with respect
to which no dividends paid deduction was available (because the
distributing corporation did not pay any corporate tax on the dis-
tributed earnings), such shareholder would be entitled to a 100-per-
cent dividends received deduction.!8

The extent of the shareholder’s ownership of the distributing cor-
poration would not affect the amount of the dividends received de-
duction as it does under present law.

Under the Administration proposal, corporate earnings would be
taxed no more than once prior to distribution to non-corporate
shareholders.

To implement these rules, the payor corporation would be re-
quired to report to its corporate shareholders the amount of the

17 The Administration proposal does not discuss whether this treatment would apply to liqui-
dations of controlled subsidiaries qualifying for nonrecognition treatment under section 332. A
corporation’s QDA in this situation could be treated as a “‘tax attribute” that is carried over to
the shareholder corporation under section 381. See n.16, supra.

18 The Administration proposal does not directly address the treatment of the recipient corpo-
ration’s QDA in the case of dividends eligible for the 100 percent dividends receive§ deduction.
It would appear that there should be no adjustment to the recipient’s QDA on account of such
dividends paid out of untaxed income (i.e., neither the dividend nor the deduction should be re-
flected in the QDA). Otherwise, the recipient would build up its QDA with respect to amounts
that have borne no corporate tax at any level.
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dividends paid to such shareholders with respect to which a divi-
dends paid deduction was allowed to the payor corporation.!®

The Administration proposal would not alter any of the provi-
sions of current law that deny the dividends received deduction in
certain circumstances (e.g., sec. 246). Accordingly, in such circum-
stances, the full amount of the dividend would be taken into ac-
count in computing the recipient corporate shareholder’s taxable
income, no dividends received deduction would be allowed to the
shareholder and no special rules would be used to compute the
shareholder’s QDA. The payor corporation, if otherwise eligible,
could obtain the 10 percent deduction for the dividend paid.

Treatment of foreign corporations and foreign shareholders

Under the Administration proposal, a U.S. corporation would be
entitled to the dividends paid deduction without regard to whether
the dividends were paid to domestic or foreign shareholders. How-
ever, those foreign shareholders who do not benefit from a treaty
entitling them to a limitation on the U.S. dividend withholding
rate would be subject to an additional withholding tax on dividends
from a U.S. corporation. The additional tax would equal the benefit
received by the U.S. corporation on account of the dividends paid
deduction. Thus, there would be imposed an additional withholding
tax equal to 3.3 percent of the amount of dividends with respect to
which a dividends paid deduction was allowed.2°

At least initially, the additional withholding tax would not be
imposed on dividends paid to foreign shareholders entitled to a
maximum withholding rate on dividends under a treaty. All U.S.
income tax treaties presently in force establish such a maximum
rate of tax. However, authority would be reserved for the Treasury
Department to impose the compensatory withholding tax on divi-
dends paid to shareholders in any treaty country that grants relief
from a domestic two-tier tax to its national shareholders but not to
U.S. shareholders.

Under the Administration proposal, the dividends paid deduction
would be allocated between U.S. and foreign source income. The
proposal states that the allocation to a particular source would be
proportionate to the amount of earnings from the particular source
in the QDA out of which the dividend was paid.

A foreign corporation would not be entitled to the dividends paid
deduction under the Administration proposal. However, the divi-
dends received deduction allowable under present law with respect
to dividends received by a domestic corporation from a foreign cor-
poration’s earnings subject to U.S. corporate income tax would be
increased to 100 percent of such dividends received.

19 The Administration proposal does not discuss the effect of net operating loss carrybacks or
other subsequent year adjustments (such as audit adjustments) that may retroactively reduce (or
increase) the QDA and eliminate (or create) a payor corporation’s dividends paid deduction.
Such adjustments could retroactively affect a recipient corporation’s dividends received deduc-
tion. Appropriate rules would have to be developed to address this situation, taking into account
administrative difficulties that may arise if payor corporation adjustments would require adjust-
ments to the tax liability of all recipient corporations.

20 The benefit of the deduction to the corporation equals 10 percent of the dividend times the
33 percent corporate rate, or 3.3 percent of the dividend.

52-238 O—85—2
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Treatment of individual shareholders

Under the Administration proposal, the limited dividends re-
ceived exclusion for individuals would be repealed.

Other Proposals

Several alternatives might be considered as a means of lessening
or eliminating the burden of the two-tier taxation of income earned
by corporations.

1984 Treasury Report

The 1984 Treasury Report proposed a dividends paid deduction
and a corresponding dividends received mechanism generally simi-
lar to that in the Administration proposal, except that 50 percent
rather than 10 percent of dividends paid would have been eligible
for the deduction.

Shareholder credit

An alternative to a dividends paid deduction is a mechanism that
would give shareholders an income tax credit to reflect all or a por-
tion of the corporate level tax paid with respect to the dividends
received. The amount of the credit could be adjusted based on the
degree to which partial relief from the two-tier tax is desired.2!
Under such a system, shareholders who receive dividends could
“gross up” the dividends by the amount of the credit for corporate
taxes paid, and include the grossed-up amount in income while
using the credit as an offset to their tax liability.

Credit systems, also known as ‘“imputation systems,” are used by
several foreign countries including West Germany, France, Canada,
Japan, and the United Kingdom. A number of these countries
grant the shareholder credit only to the extent the corporation has
actually paid tax on dividends.

An approach involving a nonrefundable shareholder credit was
proposed by Chairman Ullman of the House Committee on Ways
and Means in 1978.22

Full integration: Deemed distribution and reinvestment of corporate
earnings

Relief from the two-tier tax also could be achieved by eliminating
the corporate level tax but allocating undistributed earnings cur-
rently among the shareholders. Under this approach, a corpora-
tion’s undistributed earnings would be deemed to have been distrib-
uted to and reinvested by the shareholders each year. Tax could be
collected at the corporate level, in effect using the corporation as a
withholding agent for the shareholders, or tax could be collected
solely at the shareholder level without withholding. Shareholders
would be subject to income tax on the allocated earnings and would
adjust their basis in their shares accordingly.

21 Like the dividends paid deduction, the mechanism for implementing a shareholder credit
system could be designex? to ensure that the credit is available only with respect to corporate
t_aa;_'nings that have been taxed. See the discussion under “Treatment of tax preference items”,
infra.

22 See 124 Cong. Rec. H2337 (March 22, 1978).
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In one form of this mechanism, all corporations could be treated
in a manner similar to either partnerships or S corporations; this
treatment could include the passing through of credits and losses.
Other versions could provide for the passthrough of net income but
not losses in excess of income, as is the case with REITs. This form
of relief from the two-tier tax is known as “full integration” since
the separate corporate level tax is eliminated with respect to all
corporate earnings, rather than distributed earnings only.

Lowering corporate taxes

Lowering corporate taxes, either by lowering corporate taxes
generally or by granting or increasing certain preferences, has
been suggested as possible means of reducing the burden of the
two-tier tax on corporate income.

ALI Reporter’s Study

A Reporter’s Study on Corporate Distributions was published as
an Appendix to the American Law Institute’s Federal Income Tax
Project, Subchapter C, Proposals on Corporate Acquisitions and Dis-
positions (1982).%% The Reporter’s study made three specific propos-
als relating to the two-tier taxation of corporate income. The pro-
posals would (1) provide a deduction for dividends paid on new cor-
porate equity, (2) impose a compensatory excise tax on nondividend
distributions, and (3) modify the tax treatment of intercorporate in-
vestment and distributions.

The Reporter’s first proposal would permit a corporation to
deduct dividends allocable to new equity (i.e., shares issued after
the proposal becomes effective) generally to the same extent that
distributions would have been deductible if debt instead of equity
were issued. The corporation would apply an assumed rate of inter-
est to the amount of new equity raised and a deduction would be
permitted for dividends paid up to this amount (even though paid
to old as well as new shareholders). At the same time, the deduc-
tions for interest on new debt from 10 percent or greater share-
holders generally would be limited to the same assumed rate uti-
lized in computing the dividend deduction. By focusing on new
equity only, this proposal attempts to lessen any bias in favor of
new debt financing over new equity, while limiting the revenue
impact and potential redistributional effect of dividend relief on all
preexisting equity.

The Reporter’s second proposal would, in general, impose a com-
pensatory excise tax on corporations makmg nondividend distribu-
tions in excess of amounts of new equity capital raised. The excise
tax would compensate for the fact that in nondividend distributions
(generally taxed to shareholders at preferential capital gains rates
or as a tax-free recovery of basis), assets have been freed from the
burden of the corporate tax without having borne tax at ordinary
income rates at the shareholder level. The Reporter’s study notes
that such distributions are the economic equivalent of dividend dis-
tributions followed by the purchase and sale of shares among
shareholders. Limiting the excise tax to nondividend distributions

22 The proposals contained in the Reporter’s Study have not been adopted by the American
Law Institute.



16

in excess of new equity capital is intended to be consistent with the
first proposal in treating new equity and debt similarly.

The Reporter’s third proposal would distinguish between a corpo-
rate shareholder’s portfolio and direct investments. Any invest-
ment in a majority of the common stock of an issuer for a year
would be a direct investment; any investment in 10 percent or
more of the common stock of an issuer could electively be designat-
ed as a direct investment; other investments would be portfolio in-
vestments. The proposal would deny a corporate shareholder deduc-
tions for dividends received on portfolio investment. Payment for
the corporate acquisition of any direct investment (which could still
qualify for the deduction) would be treated as a nondividend distri-
bution subject to the excise tax imposed by the second proposal.
The proposal notes that such acquisitions could have an effect com-
parable to redemptions, i.e., the distribution of corporate earnings
outside of a corporation without being taxed as dividends.23 The
proposal would also deny a corporate shareholder deductions for
dividends received on a direct investment until the time at which
the dividends were redistributed.

Modification of the dividends received deduction

Whether or not a dividends paid deduction is implemented, cer-
tain modifications to the dividends received deduction (other than
those contained in the Administration proposal) could be made.
The most extreme option would be the elimination of the deduction
(subject to appropriate transition rules). A somewhat less extreme
option (as proposed by in the Reporter’s Study Appendix to the ALI
Subchapter C Proposals) would be elimination of the deduction for
portfolio investment. Another option would be limiting the divi-
dends received deduction to dividends that are paid out of earnings
that have been subject to corporate tax. Others have suggested al-
lowing the deduction for the lesser of dividends received or paid by
the corporation during the year.24

Some have suggested requiring a recipient corporation to reduce
its basis in the stock of a distributing corporation by the amount of
dividends excluded from the recipient’s income because of the divi-
dends received deduction, or possibly requiring reduction of such
basis only for purposes of determining losses on the ultimate sale
of the stock, at least in some circumstances beyond those covered
by section 1059.

Analysis

In general

Considerable disagreement exists about the role of the corporate
income tax in the U.S. tax system. Many favor the treatment of

23 The Reporter’s proposal notes that this could occur since assets (in the form of the payment
made by the acquiring corporation to the other corporation’s shareholders) are removed from
corporate solution (of the acquiring corporation) and placed in the hands of the selling share-
holders, while the ace:guiring corporation (unlike the selling shareholders) would be entitled to a
dividends received deduction for distributions from the acquired company.

24 A gimilar but somewhat more complex cnproach was discussed by the Treasury in 1983
Testimony. See Testimony of Ronald A. Pearlman, D’(;Puty Assistant Secretary (Tax Policy), De-
partment of the Treasury, in “Reform of Corporate Taxation,” Hearings before the Committee
on Finance, United States Senate, 98th Cong., 1st Sess. (October 24, 1983), at pp. 38-40.
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corporations as entities separate from their shareholders along
with the imposition of separate unintegrated taxes on income
earned by corporations and on dividends distributed to sharehold-
ers. Others, however, contend that the separate taxation of corpo-
rations and their shareholders has undesirable economic effects
that should be alleviated by providing some relief from the two-tier
tax.

Revenue considerations, perception of the corporate entity, and
speculation about the economic effects of a separate corporate level
tax, including “who pays the tax” and what economic decisions
may be influenced by the existence of the tax, all play a role in the
debate on this issue.

Arguments in favor of two-tier tax

Advocates of the two-tier tax generally argue that the corporate
tax not only is a source of revenue that might not easily be re-
placed if the corporate tax were eliminated either directly or indi-
rectly, but also is a tax imposed on an appropriate income base. Im-
posing a separate corporate income tax is supported by those who
view corporations as vehicles for accumulating capital that are en-
tities distinct from the individuals who contributed the capital and
who enjoy limited liability with respect to the corporation’s obliga-
tions and activities.

In many cases, corporations are viewed as not being effectively
controlled by shareholders but rather by the corporate officers and
directors. It is argued that it is appropriate to treat the earnings on
accumulations of capital in such circumstances as a proper base of
taxation.25 In contrast, certain corporations that may be consid-
ered as directly controlled by shareholders are permitted to elect
treatment under subchapter S, which permits the S corporation to
avoid being taxed as a separate entity.2¢

Another argument for the imposition of a separate corporate tax
is that it is a necessary ‘“backstop” to the individual income tax in
the case of retained earnings. Without either a deemed distribution
system analogous to the S corporation model or a substantial corpo-
rate tax, income could be accumulated without bearing adequate
income tax compared to the amount of tax that would be paid if
the income were earned directly by individuals.

For example, if there were either no corporate tax or a corporate
tax imposed at a much lower rate than the individual tax, individ-
uals would be able to invest assets in corporations where these
assets would earn and accumulate income that was not taxed cur-
rently (or only taxed at low rates currently). Such income earned
by corporations, to the extent reflected in increased value would be
taxed on a deferred basis to the individuals, perhaps at capital
gains rates or perhaps not at all in the case of an individual who
holds appreciated shares of stock at death (sec. 1014). Thus, some

25 See Richard Goode, The Corporation Income Tax (Wiley, 1951), pp. 24-43; Joseph A. Pech-
man, Federal Tax Policy (Brookings Inst., 4th ed, 1983), p. 130.
. 28 Extension of the S corporation model of taxation to other corporations could be viewed as
imposing current tax on shareholders with respect to income the distribution of which they do
not effectiveli; control. The burden of such an approach could be alleviated if the tax is collected
for the shareholders out of corporate funds, as a withholding tax, but differences in the effective
rates of shareholders could involve complexity.
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contend that absent full integration, the imposition of a substantial
corporate tax on undistributed corporate earnings is at a minimum
justified in order to prevent deferral or complete avoidance of tax-
ation of the income earned through corporations.2?

Any need for a current corporate tax approximating individual
rates on accumulated earnings in order to “backstop” the individ-
ual tax and compensate for deferral of individual tax is not, howev-
er, necessarily undermined by the granting of relief from the corpo-
rate tax on distributed income since the distributed income gener-
ally would be taxable immediately to the recipient shareholders,
thereby ending any deferral. Some opponents of relief from the
two-tier tax may nevertheless contend that the separate tax should
be retained without relief even on distribution of earnings, to com-
pensate adequately for deferral that may occur to the extent that
an individual’s effective rate may exceed a corporation’s effective
rate. Some also contend that given the distribution of ownership of
corporate equity, the two-tier tax adds to the progressivity of the
income tax system, and that relief from the two-tier tax would dis-
proportionately benefit wealthy taxpayers.

In addition, some have argued that a two-tier tax system is an
appropriate method of preventing tax evasion and shelter activity
and otherwise promoting compliance. For example, it has been sug-
gested that tax evasion and tax shelter activity with respect to any
particular tax may be greater with higher marginal rates. This ob-
servation has led to the suggestion that a two-tier tax with lower
rates at each tier rather than a higher-rate single-tier tax is prefer-
able from the standpoint of compliance and avoiding incentives to
shelter income.28

It has also been argued that countries that have adopted some
form of relief from the two-tier tax have done so for reasons unre-
lated to any theoretical preference for a “conduit” view of the cor-
poration and individual income taxes, e.g., France to stimulate its
capital markets and Canada to promote domestic ownership of in-
dustry.2°

Arguments for relief from the two-tier tax

Advocates of relief contend that the relationship of the separate
corporate and individual income taxes tends to create certain dis-
tortions in economic decisions that should be alleviated by provid-
ing some form of relief from the two-tier tax.2° Such advocates gen-
erally contend that the tax system should seek to provide (a) neu-
trality between corporate and noncorporate investment, (b) neutral-
ity between debt and equity financing at the corporate level, and
(c) neutrality between retention and distribution of corporate earn-
ings.

One concern that has been expressed is that the two-tier tax may
discourage some from deciding to carry on business in corporate

27 See Pechman, n. 25, supra.

28 See Marks, “Tax Income Again and Again,” Wall Street Journal, June 24, 1985, p. 18.

29 See Surrey, “Reflections on ‘Integration’ of Corporation and Individual Income Taxes,” 28
National Tax Journal 335, 335 n.2 (Sept. 1975).

30 For discussion with analysis of the various possible effects of the two-tier tax, see, eg.,
Warren, “The Relation and Integration of Individual and Corporate Income Taxes,” 94 Harv. L.
Rev. 719, 721-738 (1981).
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form in situations where nontax considerations indicate that corpo-
rate operations would be preferable. The extent to which this may
occur depends in large part upon where the corporate tax ultimate-
ly falls. As discussed below, there are differing views of the extent
to which the burden of the corporate tax is in fact borne by share-
holders rather than “passed on’’ to consumers or employees of cor-
porations. A related concern is that to the extent alternative forms
of operation are available that offer some of the advantages of a
corporation without the burden of corporate tax (such as a limited
partnership), taxpayers effectively can elect whether or not to sub-
ject themselves to the corporate tax in any event.3!

Another concern is that the two-tier tax in its present form may
encourage financing corporate investment with debt rather than
new equity, because deductible interest payments on corporate debt
reduce corporate taxes while nondeductible dividends do not.

For example, if an individual in the 50 percent marginal tax
bracket invests $1,000 in a corporation as equity, and the corpora-
tion, subject to a 46 percent tax rate, earns a 10 percent ($100) pre-
tax return, there will be only $54 available after corporate tax for
distribution and the individual will have only $27 left after individ-
ual taxes on this distribution. The total tax on the $100 of earnings
is $73 (713 percent). However, if the individual lends $1,000 to the
corporation at 10 percent interest, the corporation can deduct the
full $100 interest payment so that no corporate tax is paid, while
the $100 distribution is subject to a $50 (50 percent) tax in the
hands of the individual (the same tax that would have been paid if
the $100 were earned outside of corporate solution). Therefore, cor-
porate earnings distributed as dividends are subject to an addition-
al 23 percent tax not borne by earnings distributed as interest.

Accordingly, there may be a incentive for an individual to struc-
ture an investment using a large amount of debt rather than
equity. Similarly, from the point of view of the corporation and its
existing shareholders, new equity from individuals is more costly
than debt because greater pre-tax earnings are needed to provide
the same market return to the new investor.

On the other hand, the corporate dividends received deduction
(which is 85 percent for portfolio investment and can be 100 per-
cent for direct investment) provides an incentive for a corporation
to invest in stock rather than debt of another corporation. Further-
more, when an issuing corporation has tax losses so that the inter-
est deduction provides no additional tax benefit, it may be able to
issue to corporations preferred stock that mimics debt—for exam-
ple, providing a floating dividend rate pegged to Treasury bill in-
terest rates—effectively passing through some of the benefit of its
losses to corporate shareholders.32 It is not clear to what extent
taxable corporations may respond to tax incentives to issue debt,
while corporations that are unable to benefit from an interest de-
duction because of other tax losses may prefer to issue stock to cor-
porate investors.

31 See the discussion of entity classification in Part V., below. For example, a profitable corpo-
ration that desires to distribute most of its earnings currently may seek to operate in limited
partnership form to eliminate the corporate tax on such earnings.

32 See discussion under “Treatment of intercorporate distributions—the dividends received de-
duction”, infra.
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To the extent that a two-tier tax results in a bias in favor of debt
financing, the risk of bankruptcy is increased for corporations, par-
ticularly those in cyclical industries. Moreover, the importance of
the distinction between debt and equity, both for individual inves-
tors and corporate issuers that would prefer investments to be
characterized as debt, and for corporate investors and issuers that
would prefer investments to be characterized as equity, also gener-
ates difficult legal problems in distinguishing between the two.33

A further issue is whether the two-tier tax distorts decisions to
retain or to distribute corporate earnings. Where shareholders are
better able than their corporation to put capital to its most produc-
tive use, then a tax-based disincentive to distribute earnings cre-
ates an economic inefficiency. Conversely, where a corporation is
better able to invest capital than its shareholders, any incentive to
distribute earnings also creates an inefficiency. Where the corpora-
tion and its shareholders are both able to make the best possible
investments, no inefficiency necessarily would result from incen-
tives to retain or distribute. earnings. Advocates of relief from the
two-tier tax contend that the present system is not neutral with re-
spect to the distribution or retention of earnings, and that in-
creased neutrality is desirable.

The two-tier tax on dividend distributions can make it more de-
sirable for a corporation to use retained earnings, rather than new
equity from individuals for its investments. Shareholders can find
such earnings retention attractive (subject to the accumulated
earnings tax and personal holding company rules) where the share-
holder expects to realize the value of such reinvested earnings at
preferential capital gains rates on an ultimate redemption or sale
of the stock or liquidation of the corporation3¢ or intends to hold
stock until death, so that appreciation can be passed to his heirs
free of individual income tax (sec. 1014).

There is also an incentive under present law to retain earnings if
the corporation’s current effective tax rate on undistributed earn-
ings is lower than the shareholder’s current effective rate on dis-
tributed earnings.35

On the other hand, where the effective tax rate of the sharehold-
er is significantly lower than the corporate effective tax rate—for
example, if the shareholder is a tax-exempt entity or is a corpora-
tion entitled to a dividends received deduction—there may be an
incentive to distribute earnings.

33 Tllustrative of the difficulties inherent in distinguishing debt from equity is the fact that in

1969, Congress authorized the Treasury Department to issue such regulations as may be neces-

or appro;riate to determine whether an interest in a corporation is to be treated as stock

or debt (sec. 385). In the approximately 16 years since that time, the Treasury has issued and
withdrawn several sets of proposed regulations, none of which has ever become effective.

34 In liquidation, unrealized appreciation in corporate assets may remain untaxed at the cor-
porate level while the shareholder obtains a stepped-up basis at the price of a capital gains tax
only. See discussion in Part III., below. Advocates of relief from the two-tier tax also point out
that the advantage of capital gains treatment for individual shareholders, and of dividend treat-
ment for corporate shareholders, generates difficult legal issues in an attempt to determine
whether a particular redemption or other distribution out of corporate solution should be treat-
ed as an ordinary income “dividend” or a capital gain “sale” transaction.

35 Under present law, the top marginal ordinary income tax rate is 50 percent for individuals
and 46 percent for corporations. The Administration proposes a top marginal ordinary income
tax rate of 35 percent for individuals and 33 percent for corporations. The actual effective rates
for a particular corporation or individual of course may vary further, depending, for example,
on the availability of tax preferences or other deductions.
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Issues regarding incidence of two-tier tax

There is considerable uncertainty about the economic effects of
the two-tier tax or the extent of the possible distortions it may
cause. While taxes are generally considered to provide a disincen-
tive to savings and investment, there is little agreement concerning
the effect of the two-tier tax on economic activity. One source of
the uncertainty is the widely varying circumstances of corporations-
and their shareholders—differing effective tax rates, degree of own-
ership, behavioral assumptions, etc. Another source is lack of
agreement about who bears the burden of the corporate tax either
in the short run or the long run.

Many, especially those who favor relief from the two-tier tax, be-
lieve that the imposition of the two-tier tax reduces the rate of
return for individuals on assets placed in corporate solution. If so,
the tax is effectively borne by shareholders whose income then is
considered to be overtaxed, with resulting disincentives for savings
?nd investment in activities appropriately conducted in corporate
orm.

Others, however, believe that the imposition of the two-tier tax
results in higher prices for products produced by the corporate
sector of the economy, lower wages for workers in the corporate
sector, or both, in order that an adequate return remains for the
capital invested therein. Thus, to the extent that higher prices or
lower wages result from the corporate tax, the burden of the tax is
borne by either consumers or workers. To any such extent, the two-
tier tax would not necessarily constitute a disincentive for invest-
ment in corporate form, although issues would remain relating to
the neutrality of the tax system with respect to decisions about
debt or equity financing and income retention or distribution.3®

Some have suggested that relief from the two-tier tax should be
granted only as an incentive for particular goals. For example,
some proponents of broader employee ownership of corporations
have suggested that relief for distributed earnings could be granted
only when a corporation has a specified percentage of employee
stock ownership, or has an increasing percentage of such owner-
ship. Similarly, it has been suggested that the present law deduct-
ibility of interest be limited to situations where the debt is in-
curred to advance the desired goal.37

Method of granting relief

The 10-percent dividends paid deduction contained in the Admin-
istration proposal would be a modest step toward elimination of the
two-tier tax. Assuming that the rate reductions in the Administra-
tion proposal are enacted, the effect of the dividends paid deduction
would be to reduce the burden of the two-tier tax from 23 to 20 per-
centage points.38

38 Further, to the extent that the corporate tax is “passed on,” it could not be said to contrib-
ute to the progressivity of the tax s {:ns

37 Em tﬁlo yee stock ownership p are discussed in a separate pamphlet prepared by the
Staff of the Joint Committee on Taxation. See n. 2, supra.

38 Under present law, where corporate earnings are taxed at a 46 percent rate and the after-
tax earnings are distributed to an individual shareholder who is taxed at a 50 percent rate, the
total taxation is 73 percent (.46 + .50(1-.46)) or 23 percentage points greater than a single share-

Continued
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In view of revenue needs and the existing uncertainty regarding
whether a two-tier tax is inappropriate, some have questioned
whether the modest reduction in the possible distortions that the
Administration proposal affords in any particular case is worth the
estimated five-year (fiscal years 1986-1990) aggregate revenue cost
of $21.3 billion.3®

Others contend that some measure of relief from the two-tier tax
is appropriate. In addition, some contend that the Administration’s
proposed mechanism for relief may establish an approach that
could be expanded if further relief were desired in the future.

Assuming relief from the two-tier tax is considered desirable, a
number of different mechanisms—of which the Administration’s
dividends paid deduction is one—could be considered.

Full integration

Full integration through a deemed distribution and reinvestment
system is generally considered to be the most theoretically desira-
ble method of providing the relief, since all income earned at the
corporate level would be taxed directly and currently to the share-
holders, leaving none of the possible distortions described above.

However, such a system is also considered to be difficult to im-
plement. One traditional objection to this form of relief, concern
that imposition of tax at individual rates on allocated corporate
income may result in liquidity problems for shareholders whose
marginal rates exceed the rate of tax collected at the corporate
level, has been substantially diminished by the closer approxima-
tion of the top nominal corporate and individual tax rates, though
the actual effective tax rate of a particular shareholder and a par-
ticular corporation might differ within the range up to the top
nominal rates.

Nevertheless, considerable administrative difficulties are inher-
ent in a system of full integration. For example, the need to allo-
cate a corporation’s tax attributes among all its shareholders (par-
ticularly in the case of a widely held public corporation the shares
of which change hands frequently, and adjustments to whose tax
attributes is commonplace), as well as the resulting need for indi-
viduals to account for potentially complex items such as foreign tax
credits, intangible drilling costs and the like, pose what many con-
sider to be insurmountable obstacles to the general implementation
of this system.

Lowering corporate taxes

Lowering corporate taxes would reduce the extent of double tax-
ation of corporate earnings. This method of affording relief from
the two-tier tax could reduce concerns about incentives for debt fi-
nancing and under investment in the corporate sector. However,
such concerns would not be eliminated so long as there is a corpo-

holder level tax of 50 percent. Under the Administration proposal, where corporate earnings are
taxed at a 33 percent rate but the corporation receives a 10 percent dividends paid deduction,
and the after-tax earnings are distributed to an individual shareholder who is taxed at a 35 per-
cent rate, the total taxation is 55 percent ((.33-.033) + .35(1-(.33-.033)) or 20 percentage points
greater than a single shareholder level tax of 35 percent.

& Staff of the Joint Committee on Taxation, Estimated Revenue Effects of the President’s Tax
Reform Proposal (JCS-26-85), July 26, 1985.
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rate level tax. Moreover, the lower the corporate effective tax rate
relative to the individual effective tax rate, the greater the incen-
tive will be for a corporation to retain rather than distribute earn-
ings.

Dividends paid deduction vs. shareholder credit

The dividends paid deduction (proposed by the Administration)
and the shareholder credit are generally considered the two most
feasible methods of implementing some relief from the two-tier tax
and are generally considered economic equivalents. They operate to
provide relief only with respect to distributed income. The main
economic distinction between the two methods (where a 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 Administration proposal states that the dividends paid de-
duction is chosen primarily because the Administration considers it
somewhat easier than an imputation system to implement. A divi-
dends paid deduction requires no additional accounting by individ-
ual recipients of dividends, though it would impose some additional
accounting and reporting requirements on a corporation paying
dividends. A corporate recipient of dividends would also have ac-
counting requirements that might prove difficult to administer,
since accurate accounting for a recipient corporation’s QDA may
require adjustment to reflect subsequent adjustments in a payor
corporation’s income tax liability.

An imputation system would impose accounting and reporting
requirements similar to those required for the dividends paid de-
duction on corporations paying and receiving dividends. However,
it would also require individual shareholders to account for divi-
dends differently, not simply by including them in income but by
using the gross-up and credit calculation.

Nevertheless, an imputation system may offer some advantages
over the dividends paid deduction if it is considered desirable to
limit the relief in the case of certain shareholders—for example,
foreign or tax-exempt shareholders. (See discussion under “Interna-
tional Aspects—Foreign shareholders” and under ‘“tax-exempt
shareholders”’, below.) Accordingly, despite the relatively small ad-
ditional administrative burden placed on individuals, consideration
may be given to use of an imputation system rather than a divi-
dends gaid deduction if relief from the two-tier tax is to be imple-
mented.

Dividend exclusion for individuals

The Administration proposal would eliminate the present-law
dividend exclusion for individuals. As discussed above, the dividend
exclusion for individuals tends to benefit high-bracket taxpayers
more than low-bracket taxpayers. A dividend credit system, as de-
scribed above, could provide more equal benefits.

Moreover, according to the Treasury Department, over three
quarters of individuals who report dividend income receive the ben-
efit of the entire amount of the exclusion available under present
law. For these individuals the exclusion does not lower the margin-
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al income tax rate on dividend income, and thus it appears that
the exclusion generally does not encourage additional investment
in corporate equity in any significant way, Furthermore, the
present dividend exclusion eliminates the tax-based incentives re-
lating to debt or equity financing or the distribution or retention of
earnings only to a minimal extent.

Treatment of intercorporate distributions—the dividends received
deduction

Distributions out of untaxed earnings

Under the Administration proposal, the dividends paid deduction
and the corporate dividends received deduction generally operate
to relieve corporate level tax only when earnings are distributed
and to ensure that intercorporate distributions do not result in ad-
ditional corporate level tax.

Under the Administration proposal (as under present law), a cor-
porate shareholder is entitled to a dividends received deduction
even when the corporate earnings from which the dividends were
paid bore no corporate tax. The proposal grants a 100 percent divi-
dends received deduction in any such case, while present law would
grant a 100 percent deduction in the case of certain direct invest-
ments and an 85 percent deduction in the case of portfolio invest-
ments.

To the extent that permitting a dividends received deduction for
corporate shareholders is justified as a means of ensuring that
earnings bear only one corporate tax, it may not be appropriate to
permit a dividends received deduction where the effect of doing so
is to prevent any corporate tax at all.

The ability to pass through losses through intercorporate stock
investment can place additional pressure on distinctions between
equity and debt. Under present law, preferred stock is often struc-
tured so that it has characteristics that make it very similar to
debt. For example, the dividend rate on the stock may be related to
prevailing interest rates but provide an after-tax yield that is more
favorable to a corporate shareholder than fully taxable interest
and less costly to the corporate issuer. Either public trading or a
call feature (where there is an intention to call) might provide the
holder of the preferred stock with access to the return of the ad-
vanced funds. A corporation with substantial net operating losses
(and thus no current tax liability) may issue preferred stock to an-
other corporation instead of issuing debt. Since the interest deduc-
tions on additional debt would not be of any immediate benefit to
the issuing corporation, a benefit is effectively transferred to the
purchasing corporation which receives dividend income that is 85
percent tax-free instead of fully taxable interest income. Thus, the
issuance of preferred stock to a corporation may be considered a
technique for transferring tax benefits.

Consideration could be given to limiting the availability of the
dividends received deduction to amounts paid out of earnings that
have been taxed. An account like the QDA might be used for the
purpose of determining whether dividends are paid out of earnings
that have been taxed, regardless of whether a dividends paid de-
duction is implemented.
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On the other hand, some may contend that to the extent a corpo-
ration has funds available for distribution that have not been taxed
and this is a result of tax incentives at the corporate level, the ben-
efit of those incentives should be preserved and passed through as
long as the earnings remain in corporate solution. (See discussion
under “Treatment of tax preference items,” below.)

Portfolio investment

Under the Administration proposal, the dividends paid and divi-
dend received deductions operate to relieve corporate level tax on
intercorporate distributions without regard to whether the distribu-
tee corporation is a mere portfolio investor or is a direct investor
that could be viewed as effectively operating through the payee
corporation. The Administration proposal is similar to present law
in this respect, although present law does impose a maximum 6.9
percent ordinary income tax on intercorporate dividends on portfo-
lio sgock, while dividends to a direct corporate investor are not
taxed.

Some contend that allowing corporate shareholders a dividends
received deduction with respect to portfolio investment is contrary
to the general treatment of corporations and shareholders as sepa-
rate taxable entities. Furthermore, as noted above, given the abili-
ty to structure preferred stock so that it closely mimics debt, it is
contended that the dividends-received deduction for portfolio in-
vestment may frequently permit loss passthroughs between other-
wise unrelated corporations.3?

Dividends received deduction and shareholder basis

Under present law, as under the Administration proposal, the
basis of a corporate shareholder’s stock in another corporation is
not generally reduced when dividends that are excludable from the
recipient’s income are paid.4°

Present law does require reduction of basis where certain “ex-
traordinary dividends” are paid on stock held less than a year (sec.
1059). This rule, added by the Deficit Reduction Act of 1984, is in-
tended to prevent certain “tax arbitrage” transactions. In these
transactions, a corporation would buy stock of another corporation
prior to a large dividend payment (at a purchase price reflecting
the value of the dividend). The corporate stockholder would receive
the dividend subject to a maximum 6.9 percent tax due to the divi-
dends received deduction, retain its original stock basis, and then
sell the stock, after the dividend, at a loss (reflecting a market de-
cline of approximately the amount of the dividend) worth up to 46

39 In the past, Congress has limited the benefits of the dividends received deduction in certain
cases. For example, in the Deficit Reduction Act of 1984, Congress added section 301(f), which
provides that certain provisions of section 312 (relating to the computation of earnings and prof-
its) would not apply with respect to distributions to certain “20-percent shareholders,” where
the effect of applying such provisions would tend to treat a greater amount of distributions as
eligible for the dividends received deduction. That Act also added section 246A, which limits the
availability of the deduction in certain cases where a corporate shareholder holds portfolio stock
that was debt financed.

40 Under Treasury regulations, in the case of affiliated corporations filing a consolidated tax
return, the basis of a parent corporation’s stock is generally reduced by dividends out of pre-
affiliation earnings (deemed reflected in the parent’s basis) or out of post-consolidation earnings
and profits that have increased basis (Treas. Reg. sec. 1.1502-32).
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percent in offsetting unrelated short-term capital gain income. The
transaction could thus produce a net 39 percent tax benefit.

There may be instances under present law where corporate tax-
payers might take advantage of the dividends received deduction
and possibly convert a pre-tax economic loss into an after tax
profit. For example, a corporation may acquire stock of another
corporation (in a takeover attempt or otherwise) and surrender a
portion of the stock (possibly for a premium price) in a redemption
transaction intended to qualify as a dividend. If the redemption
does qualify as a dividend and the corporation avoids the provisions
of section 1059 that would reduce the basis of the shares (perhaps
by holding the stock for more than one year), .then any diminution
in value of the shares resulting from the redemption transaction
would generate a capital loss for the shareholder. Thus, the share-
holder may incur a tax on the dividend at a 6.9 percent rate (after
application of the dividends received deduction) but generate a
long-term capital loss (or reduce capital gain) in an amount reflect-
ing the dividend distribution, resulting in a 28 percent tax benefit.
If the dividend and the loss were equal in amount, this might
produce a net 22 percent tax benefit.

This type of situation has led to suggestions that a recipient cor-
poration be required to reduce its basis in the stock of the distrib-
uting corporation by the amount of dividends excluded from the re-
cipient’s income because of the dividends received deduction, or at
least be required to reduce such basis for purposes of determining
losses on ultimate sale of the stock in circumstances beyond those
covered by section 1059. Nevertheless, some may contend that
where more than a year has passed since the stock was acquired,
there may have been substantial earnings at the corporate level
that were not originally reflected in the stock basis and it may be
inaplfropriate to link dividends paid with any losses on sale of the
stock.

Treatment of tax preference items

The treatment of tax preference items, such as certain exclusions
from income, credits against income tax, or tax deductions that
exceed economic expense, must be examined in the context of pro-
posals for relief from the two-tier tax on income earned by corpora-
tions. The purpose of this examination is to consider whether and
to what extent preference items available to a corporation should
be passed through to shareholders in conjunction with the imple-
mentation of any proposal for relief from the two-tier tax on corpo-
rate income. %!

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

41 See William McLure, Must Corporate Income Be Taxed Twice? (Brookings Inst., 1979), pp.
92-143 for a comprehensive discussion of the treatment of tax preferences in the context of
granting relief from the two-tier tax.
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If the purpose for granting relief from the two-tier tax is to
eliminate corporate level tax entirely and to treat corporate
income as earned directly by shareholders, it could be argued that
all preference items of a corporation should be attributed directly
to its shareholders, regardless of whether they are individuals or
other corporations.

On the other hand, relief from the two-tier tax may be consid-
ered simply an effort to eliminate the burden of any existing corpo-
rate level tax, at least so long as funds remain in corporate solu-
tion. Although most preference items are available both to corpora-
tions and individuals, it may be argued the effect of various prefer-
ences in the Code is largely to reduce corporate taxes. For example,
even though the investment credit and ACRS are available to both
corporations and individuals, these provisions benefit corporations
in overwhelming proportions.42 Under this view, it would be inap-
propriate to permit provisions that reduce corporate income taxes
to reduce the income taxes of a corporation’s individual sharehold-
ers as well. Nevertheless, it may be considered appropriate to
assure that the benefit of a preference item is continued so long as
the related income remains in corporate solution (even though dis-
tributed to a corporate shareholder that has made a portfolio in-
vestment and is otherwise unrelated to the distributing corpora-
tion).

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.43 Simi-
larly, any mechanism for denying the passthrough of preferences
to shareholders would depend on the type of system employed.4*

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

42 For example, the Joint Committee on Taxation estimates that the Administration proposal
to repeal the investment credit will result in the collection of $117.2 billion in additional tax
revenue from corporations and $22.2 billion from individuals during the period 1986-1990. (See
reference in n. 38a, supra.)

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

44 In a shareholder credit system, the passthrough of both credits and accelerated deductions
or untaxed income is denied by limiting the gross-up and credit to actual taxes paid. Alterna-
tively, if a uniform gross-up rate were desired, a compensatory tax could be imposed on a corpo-
ration to the extent that the credit available to its shareholders with resdgect to dividends paid
exceeds the amount of corporate tax gaid by the corporation. If a dividends paid deduction were
used, the passthrough could be denied by limiting the deduction to the excess of taxable income
over the amount that if dg'rant’.ed to the corporation as a deduction would yield the same tax
benefit as any credits used by the corporation to reduce its tax liability.
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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 1/2 (i.e., $50 di-
vided by $100) of its dividends paid as eligible for the dividends
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 taxable income.

The third approach—which is the approach adopted by the Ad-
ministration 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 bear
corporate tax. To this extent, it might be seen as permitting an in-
direct additional benefit to all shareholders from corporate level
preferences. However, this approach is significantly simpler to im-
plement than either of the others, in terms of the accounting that
it would require.

Under the 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, long-term capital gain that was taxed at pref-
erential capital gains rates.45

Where a corporation with long-term capital gain also has ordi-
nary income, it is possible that a 10 percent dividends paid deduc-
tion would offset more than 10 percent of the corporation’s tax li-
ability on the related income. Consideration may be given to reduc-
ing the amount added to the QDA with respect to net capital gain,
in order to avoid granting greater benefits with respect to such cor-
porate income.

International aspects

Foreign shareholders

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

Denial of relief where there are foreign shareholders is arguably
inconsistent with the goals of avoiding some of the distortions of
the two-tier tax; these distortions arise irrespective of the national-
ity of the shareholder or the country that receives the shareholder

45 It would also include 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 33-percent bracket. The contr result
could also occur. If this were perceived as a problem, the benefit of a deduction arising from the
distribution of income taxed at a different rate could be adjusted to reflect the amount of tax
paid on such income, though this could involve significant tracing complexity.
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level tax. On the other hand, the relief arguably 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 re-
ceived from U.S. corporations. In addition, most other countries
that have adopted some form of relief from a two-tier tax generally
do not extend the relief to foreign shareholders unilaterally; some
countries, however, provide relief for foreign shareholders through
bilateral treaties.

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

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

If an imputation system, rather than a dividends paid deduction,
were used to implement the relief, the relief could be denied entire-
ly to foreign shareholders by not permitting the gross-up and
credit, or could be denied in part in some cases by not permitting a
refund of any unused credit. Where the degree of relief contemplat-
ed is relatively small, however, as is true of the Administration
proposal, nonrefundability may not be meaningful since in many
cases the appropriate credit may be less than the pre-credit U.S.
taxes payable even where such taxes are reduced pursuant to a
treaty.

If relief from the two-tier tax is to be denied to foreign share-
holders who are entitled to a maximum rate of tax on dividends
pursuant 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
could be considered a technical violation of treaties that provide a
maximum 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. Moreover, if a shareholder credit system were adopted and
the credit were denied to foreign shareholders, the same substan-
tive 4réasult would be reached without any arguable treaty viola-
tion.

48 Discussion of considerations relating to the potential treaty violations arising from this pro-
is contained in a separate Joint Committee pamphlet, Tax Reform Proposals: Taxation of
oreign Income and Foreign Taxpayers (JCS-25-85), July 18, 1985, pp. 141-147.

52-238 O—85——3
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As discussed above, the Administration proposal would impose a
compensatory withholding tax on dividends paid to foreign share-
holders who are not entitled to treaty benefits but, at least initial-
ly, would not impose the additional withholding on shareholders
who are entitled to treaty benefits. The proposal retains authority
for the Treasury to impose the additional withholding in order to
retain bargaining power in negotiating reciprocal relief for U.S.
shareholders of foreign corporations where the foreign corpora-
tion’s national shareholders are afforded relief from a two-tier tax.
If Treasury 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 the
corporation has shareholders in any of the many countries that
offer no relief from two-tier taxation.

Foreign corporations

Under the Administration proposal, a foreign corporation is not
entitled to the dividends paid deduction even with respect to divi-
dends paid from earnings that were subject to U.S. tax. Certain
treaties arguably may provide, however, that foreign persons (in-
cluding corporations) are entitled to the same U.S. income tax
treatment as a similarly situated U.S. person. Accordingly, consid-
eration may be given to extending the deduction to foreign corpora-
tions entitled to such treatment under a treaty, where dividends
are paid to U.S. shareholders from earnings subject to U.S. tax. Al-
ternatively, such a foreign corporation could be given an election to
be trefl_,ted as a United States corporation for all income tax pur-
poses.

Source rules

The Administration proposal indicates 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 is specified for determining the income from
which the dividends were paid. Where dividends paid could be at-
tributed 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. The availability of the foreign tax credits may be
enhanced, however, if the dividends are deemed to be paid out of
earnings in a year in which the corporation had a relatively high
percentage of domestic source income.

Therefore, consideration may be given to the provision of appro-
priate allocation rules in connection with the adoption of a divi-
dends paid deduction. Possible rules include proportionate alloca-
tion to the earliest years, to the most current years, or to all accu-
mulated earnings. Consideration should be given, however, to possi-

47 Cf. sec. 897().
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ble manipulation of the timing of dividend payments that these
rules might foster.#® The deduction might also be allocated first to
U.S. or first to foreign income. Allocating all dividends first to for-
eign source income might be considered harsh, while allocation
first to U.S. income may be inappropriately lenient.

Treatment of foreign tax credit

As discussed above, the Administration proposal generally would
not permit a dividends paid deduction at the corporate level to the
extent dividends are 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 rea-
sons such as accelerated depreciation or other tax preference items.
Thus, income that does not bear from U.S. tax due to the foreign
tax credit is not added to the QDA.

There is controversy about whether the foreign tax credit should
properly 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
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 Administration proposal does not
provide equal treatment for U.S. and foreign investment by U.S.
corporations, because the dividends paid deduction is allowed for
distributions of income that has borne only U.S. tax, but not for
income that has 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 may
also contend that the U.S. should not unilaterally grant relief
where other countries do not.

Tax-exempt shareholders

The Administration proposal contains no special rules for situa-
tions where a corporation has tax-exempt shareholders such as
charitable organizations or tax-qualified pension plans.

Where relief from the two-tier tax is granted, the treatment of
shareholders who are tax-exempt raises difficult issues. Denying
the relief could be viewed as inappropriately diminishing the rela-
tive advantage of tax exemption over ordinary taxable status. On
the other hand, granting the relief where a shareholder is a tax-
exempt entity could permit business income earned by a taxable
corporation and distributed to its tax-exempt shareholders to
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 its income, and if there were a 100

48 Compare problems ariging in connection with the deemed-paid foreign tax credit, discussed
in a separate Joint Committee pamphlet, n. 46, supra, pp. 63-70.
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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
proposes 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. This would re-
quire reporting of the same type already required by the Adminis-
tration for dividends paid to corporations.

Such an approach would be similar to the compensatory with-
holding tax the Administration proposes for certain foreign share-
holders; however, the tax would not be collected by the paying cor-
poration as a withholding agent. A withholding tax approach 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
shareholders. If an imputation credit system were used, the credit
could simply be denied (i.e., be made nonrefundable) in the case of
a tax-exempt shareholder.

Transition issues

Certain issues exist relating to the one-time effects of implement-
ing some measure of relief from the two-tier tax. One such issue is
whether the relief may give a windfall to present owners of corpo-
rate equity, whose shares may become more valuable because of
the lower corporate tax burden. The extent of this windfall is some-
what speculative because of uncertainty about the incidence of the
corporate tax. To the extent the corporate tax is passed on to con-
sumers or employees, for example, its elimination would not neces-
sarily provide a windfall to shareholders, at least in the long run.
Nevertheless, if the possibility of a windfall were perceived to be a
problem, one solution would be a phase in of the relief. Another
solution would be to extend the relief only to equity issued after
the the relief provisions generally become effective, as suggested by
the ALI Reporter’s study.

Considerations relating to the revenue impact of any major relief
also might favor distinguishing new equity from equity existing at
the time such relief is granted.

Nevertheless,” any approach that requires distinguishing new
from old equity may raise substantial administrative difficulties,
particularly with respect to situations where a corporation has un-
dertaken various capital transactions—for example, a redemption
of old stock and issuance of new stock, possibly to some of the *“‘old”
shareholders.



II1. DISTRIBUTIONS AND LIQUIDATING SALES OF
APPRECIATED ASSETS—THE GENERAL UTILITIES RULE

Present Law and Background

Overview

As a general rule, corporate earnings from sales of appreciated
property are taxed twice, first to the corporation when the sale
occurs, and again to the shareholders when the net proceeds are
distributed as dividends. At the corporate level, the income is taxed
at ordinary rates if it results from the sale of inventory or other
ordinary income assets, or at capital gains rates if it results from
the sale of a capital asset held for more than six months. With cer-
tain exceptions, shareholders are taxed at ordinary income rates to
the extent of their pro rata share of the distributing corporation’s
current and accumulated earnings and profits (see Part II, above).

An important exception to this two-level taxation is the so-called
General Utilities rule. 4° The General Utilities rule permits nonrec-
ognition of gain by corporations on certain distributions of appreci-
ated property 5° to their shareholders and on certain liquidating
sales of property. Thus, its effect is to allow appreciation in proper-
ty accruing during the period it was held by a corporation to
escape tax at the corporate level. At the same time, the transferee
(the shareholder or third-party purchaser) obtains a stepped-up,
fair market value basis under other provisions of the Code. The
“price” of a step up in the basis of property subject to the General
Utilities rule is typically a single, capital gains tax paid by the
shareholder on receipt of a liquidating distribution from the corpo-
ration.

Although the case involved a dividend distribution of appreciated
property by an ongoing business, the term “General Utilities rule”
is often used (and will be used herein) in a broader sense to refer to
the nonrecognition treatment accorded in certain situations to lig-
uidating as well as nonliquidating distributions to shareholders and
to liquidating sales. The rule is codified in several elaborate and
often complex provisions of the Internal Revenue Code. Section 311
governs the treatment of nonliquidating distributions of property
(dividends and redemptions), while section 336 governs the treat-
ment of liquidating distributions in kind. Section 337 provides non-
recognition treatment for certain sales of property pursuant to a
plan of complete liquidation.

4® General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935).

50 Taxable gain may result on disposition of property even if the property’s economic value
remains constant (or decreases) over the taxpayer’s holding period, due to tax depreciation and
other downward adjustments to basis. The term “appreciated property” as used herein refers to
property whose fair market value exceeds its adjusted (and not necessarily its original) basis in
the hands of the transferor corporation.

(33)
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As described in the historical discussion below, numerous limita-
tions on the General Utilities rule, both statutory and judicial,
have developed over the years. Some directly limit the statutory
provisions embodying the rule, while others, including the collapsi-
ble corporation provisions, the recapture provisions, and the tax
benefit doctrine, do so indirectly.

Case law and statutory background

Genesis of the General Utilities rule

The precise meaning of General Utilities has been a matter of
considerable debate since the decision was rendered in 1935. The
essential facts were as follows. General Utilities had purchased 50
percent of the stock of Islands Edison Co. in 1927 for $2,000. In
1928, a prospective buyer offered to buy all of General Utilities’
shares in Islands Edison, which apparently had a fair market value
at that time of more than $1 million. Seeking to avoid the large
corporate-level tax that would be imposed if it sold the stock itself,
General Utilities offered to distribute the Islands Edison stock to
its shareholders with the understanding that they would then sell
the stock to the buyer. The company’s officers and the buyer nego-
tiated the terms of the sale but did not sign a contract. The share-
holders of General Utilities had no binding commitment upon re-
ceipt of the Islands Edison shares to sell them to the buyer on
these terms.

General Utilities declared a dividend in an amount equal to the
value of the Islands Edison stock, payable in shares of that stock.
The corporation distributed the Islands Edison shares and, four
days later, the shareholders sold the shares to the buyer on the
terms previously negotiated by the company’s officers.

The Internal Revenue Service took the position that the distribu-
tion of the Islands Edison shares was a taxable transaction to Gen-
eral Utilities. Before the Board of Tax Appeals,5! the Commission-
er’s rationale was that the company had created an indebtedness to
its shareholders in declaring a dividend, and that the discharge of
this indebtedness using appreciated property produced taxable
income to the company under the holding in Kirby Lumber Co. v.
United States.’2 The Board rejected this argument, holding that
where a dividend resolution imposes only the obligation to distrib-
ute in kind and it is discharged in that manner, the corporation
realizes no gain or loss. It found that General Utilities had de-
clared and paid a dividend in Islands Edison stock.

Before the Fourth Circuit,53 the Commissioner renewed his dis-
charge of indebtedness argument and raised a new argument. He
argued that the sale of the Islands Edison stock was in reality
made by General Utilities rather than by its shareholders following
distribution of the stock. The court, while agreeing with the court
below in rejecting the discharge of indebtedness argument, found
that the shareholders were merely the agents or conduits of the
true seller, General Utilities. It held that since the transaction was

51 29 B.T.A. 934 (1934)
52 284 U.S. 1 (1931).
53 74 F.2d 972 (4th Cir. 1935).
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in substance a sale by General Utilities, gain was realized and
must be recognized by the corporation.

Before the Supreme Court, the Commissioner made both of the
arguments advanced in the courts below and raised a third argu-
ment. He argued that a distribution of appreciated property by a
corporation in and of itself constitutes a realization event. All divi-
dends are distributed in satisfaction of the corporation’s general ob-
ligation to pay out earnings to shareholders, he contended, and the
satisfaction of that obligation with appreciated property causes a
realization of the gain.

The Supreme Court affirmed the holdings of both of the lower
courts that the distribution did not give rise to taxable income
under a discharge of indebtedness rationale. It reversed the Court
of Appeals’ decision on the imputed sale theory on procedural
grounds, however, holding that the court should not have consid-
ered an argument not presented to the trial court. The Court did
not directly address the Commissioner’s third argument, that the
company realized income simply by distributing appreciated prop-
erty as a dividend. There is disagreement over whether the Court
rejected this argument on substantive grounds or merely on the
ground it was not timely made. Despite the ambiguity of the Su-
preme Court’s decision, however, subsequent cases interpreted the
decision as rejecting the Commissioner’s third argument and as
holding that no gain is realized on corporate distributions of appre-
ciated property to its shareholders.

Five years after the decision in General Ultilities, in a case in
which the corporation played a substantial role in the sale of dis-
tributed property by its shareholders, the Commissioner successful-
ly advanced the imputed sale argument the Court had rejected ear-
lier on procedural grounds. In Commissioner v. Court Holding
Co.,5¢ the Court upheld the Commissioner’s determination that in
substance the corporation rather than the shareholders had execut-
ed the sale and, accordingly, must recognize gain.

In United States v. Cumberland Public Service Co.,5% the Su-
preme Court reached a contrary result where the facts showed the
shareholders had in fact negotiated a sale on their own behalf. The
Court stated that Congress had imposed no tax on liquidating dis-
tributions in kind or on dissolution, and that a corporation could
liquidate without subjecting itself to corporate gains tax notwith-
standing a primary motive to avoid the corporate tax.5¢

In its 1954 revision of the Internal Revenue Code, Congress re-
viewed General Utilities and its progeny and decided to deal with
the corporate-level consequences distributions statutorily. It essen-
tially codified the result in General Utilities by enacting section
311(a), providing that no gain or loss is recognized to a corporation
on a distribution of property with respect to its stock. Congress also
enacted section 336, which in its original form provided for nonrec-
ognition of gain or loss to a corporation on distributions of property
in partial or complete liquidation. As discussed below, section 336
no longer applies to distributions in partial liquidation, though in

54 324 U.S. 331 (1945).
55 338 U.S. 451 (1950).
56 Id. at 454-455.
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certain limited circumstances a distribution in partial liquidation
may still qualify for nonrecognition at the corporate level. Finally,
Congress in the 1954 Act provided that a corporation does not rec-
ognize gain or loss on a sale of property if it adopts a plan of com-
plete liquidation and distributes all of its assets to its shareholders
within 12 months of the date of adoption of the plan (sec. 337).
Thus, the distinction drawn in Court Holding Co. and Cumberland
Public Service Co., between a sale of assets followed by a liquidat-
ing distribution of the proceeds and a liquidating distribution in
kind followed by a shareholder sale, was in large part eliminated.

Regulations subsequently issued under section 311 acknowledged
that a distribution in redemption of stock constituted a “distribu-
tion with respect to ... stock” within the meaning of the statute.57
The 1954 Code in its original form, therefore, generally exempted
all forms of nonliquidating as well as liquidating distributions to
shareholders from the corporate-level tax.

Nonliguidating distributions: section 311

Three exceptions to the rule that gain was not recognized on
nonliquidating distributions were provided under section 311. The
purpose of these exceptions was to eliminate what were perceived
to be opportunities for tax avoidance presented by the general rule.
First, nonrecognition was not available for distributions of install-
ment obligations to shareholders. Under the predecessor of section
453B, a corporation-recognized gain to the extent of the excess of
the face value of the obligation over the corporation’s adjusted
basis in the obligation.58 Second, upon distribution of LIFO inven-
tory,®® a corporation recognized gain to the extent the basis of in-
ventory determined under a FIFO method exceeded its LIFO
value.89 Third, a corporation recognized gain on the distribution of
encumbered property to the extent the liabilities exceeded the
basis of the property in the distributing corporation’s hands.5!
These three statutory exceptions to section 311 have remained es-
sentially unchanged since their enactment.

1969 amendments.—On three separate occasions since the enact-
ment of section 311, Congress has reacted to perceived abuse of the
provision by further restricting its scope. In 1969, Congress became
aware of instances of large corporations making tender offers for
their own stock and using appreciated portfolio stock to effectuate
the redemption. These transactions were viewed as having the
same economic effect as if the distributing corporations had sold
the portfolio stock and redeemed their own stock with the proceeds.
Congress ‘“[did] not believe that a corporation should be permitted

57 Treas. Reg. sec. 1.311-1(a).

58 Under both the original statute and present law, installment obligations received by a cor-
poration in a sale or exc| e qualifying for nonrecognition under section 337 may be distribut-
ed to shareholders without recognition at the corporate level. Sec. 4563B(dX2).

59 Under the last-in, first-out or “LIFO” method of accounting, goods purchased or produced
most recently are deemed to be the first goods sold. During periods of rising costs, LIFO invento-
ry accounting tends to increase cost of goods sold and reduce gross income from sales.

60 Sec. 311(b). “FIFO” (first-in, first-out) accounting assumes that the first goods purchased or
produced are the first goods sold.

81 Sec. 311(c). This rule would prevent, for example, a corporation’s borrowing against al?reci-
ated corporate assets and immediately transferring the mortgaged assets to its shareholde
thus achieving the same economic position as if it had sold assets.
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to avoid tax on any appreciated property (mvestments inventory,
or business property) by disposing of property in this manner.”¢2

Congress addressed this problem by amending section 311 to re-
quire recognition of gain by a corporation on distributions in re-
demption of its stock. (For purposes of section 311, a redemption in-
cluded a distribution in exchange for stock that was treated as a
dividend subject to section 301, e.g., because it was ‘“essentially
equivalent to a dividend.”) Certain types of redemptions were ex-
cepted, including distributions in complete termination of a 10 per-
cent shareholder’s interest, certain distributions of the stock or ob-
ligations of a 50 percent-or-more subsidiary, distributions to pay
death taxes, distributions to private foundations, distributions by
regulated investment companies upon the demand of a sharehold-
er, distributions pursuant to certain antitrust decrees, and distribu-
tions constituting divestitures by bank holding companies.

TEFRA amendments.—In 1982, Congress, again responding to
highly publicized tax avoidance transactions involving distributions
of appreciated assets, further narrowed the applicability of the
General Utilities rule. The transactions involved arrangements be-
tween a corporation and a prospective purchaser of a subsidiary of
the corporation whereby the purchaser made a tender offer for
shares of the parent’s stock equal in value to the subsidiary’s stock.
The parent would then, pursuant to a prearranged plan, redeem
the stock held by the purchaser using the stock of the subsidiary.

Although it was unclear whether these transactions qualified for
nonrecognition treatment under then-existing law,%3 Congress be-
lieved it was desirable to clarify that they did not. Moreover, it de-
termined that whether or not the stock ownership was transitory,
as in the publicized cases, a distribution of property in a stock re-
demption was economically equivalent to a direct sale of the dis-
tributed property and should generally be treated as such for tax
purposes. Congress felt that as a general rule, property should not
be allowed to leave corporate solution in a redemption and take a
stepped-up basis in the hands of a transferee without a corporate
level tax being paid on the appreciation.

Under amendments made in the Tax Equity and Fiscal Responsi-
bility Act of 1982 (TEFRA), the general rule in the case of distribu-
tions to corporate shareholders in redemption of their stock was
that the distributing corporation recognized gain. Thus, for exam-
ple, the exceptions to recognition for distributions in complete re-
demption of the stock of 10 percent shareholders and for distribu-
tions of stock or obligations of a 50 percent subsidiary were re-
pealed in the case of corporate distributees. In a liberalization of
prior law, however, nonrecognition treatment was accorded to re-
demption distributions to corporate shareholders constituting a div-
idend. In such a case, the distributed property would generally take

62 S. Rep. No. 552, 91st Cong., 1st Sess. 279 (1969).

83 Section 311(a) applies only if a distribution is to a shareholder in its capacity as a share-
holder, and not in some other capacity such as vendee. Rev. Rul. 83-38, 1983-1 C.B. 76. See also
Rev. Rul. 80-221, 1980-2 C.B. 170 (transaction that was in form a redemption of stock with corpo-
rate property treated as direct sale of assets to distributee where stock ownership was transito-

ry).
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a carryover rather than a fair market value basis in the hands of
the distributee.®4

Distributions in redemption of the stock of noncorporate share-
holders (including S corporations) generally resulted in recognition
of gain to the distributing corporation under the TEFRA amend-
ments unless the distribution was to certain substantial, long-term
shareholders and consisted of stock or obligations of a subsidiary.85
As discussed below, an exception was also provided for certain re-
demptions of stock held by noncorporate shareholders constituting
partial liquidations.

The TEFRA amendments did not disturb the exceptions for dis-
tributions to pay death taxes, to private foundations, and regulated
investment companies.

1984 amendments.—The applicability of the General Utilities rule
to nonliquidating distributions was eroded still further by amend-
ments in the Deficit Reduction Act of 1984.6¢ Prior to the 1984 Act,
the gain recognition rule of section 311(d)(1) applied only to distri-
butions of property in redemption of a shareholder’s stock. The
1984 Act extended the gain recognition rule to most dividend distri-
butions of appreciated property, including carryover basis distribu-
tions to corporate shareholders (whether or not in redemption of
stock). In general, dividend distributions to noncorporate share-
holders are also subject to the gain recognition rule. However, the
1984 Act preserved nonrecognition at the corporate level for distri-
butions of “qualified dividends,” defined as dividends to noncorpor-
ate shareholders of property (other than inventory or receivables)
used in the active conduct of certain “qualified businesses.”¢? The
Act also retained nonrecognition treatment for certain redemption
distributions with respect to qualified stock held by noncorporate
shareholders. Unlike prior law, the 1984 Act required the applica-
tion of the LIFO recapture and installment obligation rules before
the application of the recognition rules of section 311(d)(1).

Liquidating distributions and sales: sections 336 and 337

The rules regarding nonrecognition of gain on distributions in
liquidation of a corporation are more liberal than those applicable
to nonliquidating distributions. Section 336 as enacted in 1954 Code
provided for nonrecognition of gain or loss by a corporation on the
distribution of property in complete or partial liquidation of the
corporation. An exception was provided (that is, gain was recog-
nized) for a distribution of an installment obligation acquired other
glégns 8in a liquidating sale that would be tax-free under section

64 Sec. 301(dX2). The distributee’s basis would be the fair market value of the property if that
were lower than the distributor’s basis.

85 More specifically, the distribution had to be with respect to “qualified stock,” more than 50
percent in value of the subsidiary’s stock had to be distributed, and certain active business re-

uirements had to be satisfied. ““Qualified stock” was defined as stock held by noncorporate
shareholders owning 10 percent or more in value of the distributing corporation’s outstanding
stock for at least five years (or the period the corporation had been in existence, if shorter).

66 Pub, L. 98-369, sec. 54.

87 Sec. 311(a)3). A “qualified business” is any trade or business that has been actively con-
ducted for five years and was not acquired in a transaction in which gain or loss was recognized
during such period. Sec. 311(e)(2)B)3).

68 . 453(d), the predecessor of sec. 453B(d). Section 453(d) also provided (and sec. 453B(d)
now provides) that no gain or loss is recognized by a corporation on distribution of an install-

Continued
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Section 336, unlike section 311, has survived with relatively few
modifications since its enactment. TEFRA amended this provision
to make it inapplicable to partial liquidations, but granted nonrec-
ognition treatment elsewhere in the Code for certain partially lig-
uidating distributions made with respect to qualified stock. Quali-
fied stock is defined in the same manner as for nonliquidating dis-
tributions. Nonrecognition is therefore limited to distributions to
long-term, 10 percent shareholders other than corporations.®®
TEFRA also required recognition of the LIFO recapture amount in
liquidating distributions.

Section 337 has likewise remained essentially in its original
form. It provides that if a corporation adopts a plan of complete lig-
uidation and within 12 months distributes all of its assets in com-
plete liquidation, gain or loss on any sales by the corporation
during that period is generally not recognized.”’® Section 337 does
not apply, and recognition is required, on sales of inventory (other
than inventory sold in bulk), stock in trade, or property held pri-
marily for sale to customers in the ordinary course of business. If
the corporation accounts for inventory on a LIFO basis, section 337
requires that the LIFO recapture amount be included in income.

Special rules for distributions by S corporations

The Code allows a closely-held business operating in corporate
form to elect to have business gains and losses taxed directly to or
deducted directly by its individual shareholders. This election is
available under subchapter S of the Code (secs. 1361-1379). The
principal advantage of a subchapter S election to the owners of a
business is the ability to retain the advantages of operating in cor-
porate form while avoiding double taxation of corporate earnings.

Prior to 1983, shareholders of corporations making a subchapter
S election were taxed on actual cash dividend distributions of cur-
rent earnings and profits of the corporation, and on undistributed
taxable income as a deemed dividend. Accordingly, all of the tax-
able income of a corporation taxable under subchapter S generally
passed through to its shareholders as dividends. A shareholder in-
creased his basis in his stock by the amount of his pro rata share of
undistributed taxable income.

The Subchapter S Revision Act of 1982 substantially modified
these rules. The dividends-earnings and profits system was aban-
doned in favor of a pass-through approach based more closely on
the system under which partnership income is taxed. Under these
new rules, gain must be recognized by an S corporation (which gain
is passed through to its shareholders) on a nonliquidating distribu-
tion of appreciated property as if it had sold the property for its
fair market value (sec. 1363(d)). The purpose of this.rule is to

ment obligation if the obligation is distributed in a section 332 liquidation of a controlled subsid-
iary into its parent and the parent takes a carryover basis under section 334(b)1).

89 See secs. 311(dX2XA), 3(?2(b)(4), (e). TEFRA added a provision that grants regulatory author-
ity to prevent circumvention of the repeal of special tax treatment for partial liquidations
gl;zo%%lg (tigue use of section 355, 851, or 337, or other provisions of the Code or the regulations.

70 As ?reviously noted, the original motivation for the relief was apﬁarently to avoid the ne-
cessity of making the often difficut factual determination of who (the shareholders or the corpo-
ration) actually effectuated the sale, and to avoid the perceived unfairness of having tax conse-
quences turn on such formalistic distinctions.
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assure that the appreciation does not escape tax entirely. A share-
holder in an S corporation generally does not recognize gain on re-
ceipt of property from the corporation, but simply reduces his basis
in his stock by the fair market value of the property, taking a basis
in the property equal to that value. The shareholder can then sell
the property without recognizing any gain. Thus, unless the distri-
bution triggered gain at the corporate level, no current tax would
be paid on the appreciation in the distributed property.

Liquidating distributions by an S corporation are taxed in the
same manner as liquidating distributions of C corporations. Thus,
no gain is recognized by the corporation (sec. 1363(e)). Although the
General Utilities rule in this context is not responsible for the im-
position of only a single, shareholder-level tax on appreciation in
corporate property,”! it may allow a portion of the gain that would
otherwise be ordinary to receive capital gains treatment.

Statutory law and judicial doctrines affecting application of General
Utilities rule

Recapture rules

The nonrecognition provisions of sections 311, 336, and 337 are
subject to several additional limitations beyond those expressly set
forth in those sections. These limitations include the statutory “re-
capture”’ rules for depreciation deductions, investment tax credits,
and certain other items that may have produced a tax benefit for
the transferor-taxpayer in prior years.?2

The depreciation recapture rules (sec. 1245) were enacted as part
of the Revenue Act of 1962. They require inclusion, as ordinary
income, of any gain attributable to depreciation deductions previ-
ously claimed by the taxpayer with respect to “section 1245 proper-
ty’’—essentially, depreciable personal property—disposed of during
the year,”? to the extent the depreciation claimed exceeds the prop-
erty’s actual decline in value. The 1962 Act also added a provision
requiring recapture of amounts claimed as investment credits on
?remfr;:)ure dispositions of property for which a credit was claimed
sec. 47).

Congress has applied a more limited depreciation recapture rule
to certain real estate. Under section 1250, gain on disposition of
residential real property held for more than one year is recaptured
as ordinary income to the extent prior depreciation deductions
exceed depreciation computed on the straight-line method (sec.
1250). Gain on disposition of nonresidential real property held for
more than one year, however, is generally subject to recapture of
all depreciation unless a straight line method has been elected, in
which case there is no recapture.”4

71 A shareholder would under the subchapter S rules be entitled to a basis increase equal to
the amount of gain recognized by the corporation.

72 These rules apply not just to corporate distributions but to sales and other dispositions of
property, other than in tax-free reorganizations.

73 In the case of sales or exchanges of property in taxable transactions, the recapture rules
convert a portion of what would otherwise be capital gain into ordinary income. In the case of
nonrecognition transactions, the recapture rules require recognition of gain that would other-
wise ggcunrecognized.

74 Sec. 1245(a)(5).
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A number of other statutory recapture provisions may apply to a
liquidating or nonliquidating distribution of property, including
section 617(d) (providing for recapture of post-1965 mining explora-
tion expenditures), section 1252 (soil and water conservation and
land-clearing expenditures), and section 1254 (post-1975 intangible
drilling and development costs).

Collapsible corporation rules

Section 341 modifies the tax treatment of transactions involving
stock in or property held by “collapsible” corporations. In general,
a collapsible corporation is one the purpose of which is to convert
ordinary income into capital gain through the sale of stock by its
shareholders, or through liquidation of the corporation, before sub-
stantial income has been realized.

One of the principal abuses the collapsible corporation rules were
intended to address was the acquisition or production by a corpora-
tion of assets that rapidly increased in value, primarily through
the efforts of the corporation, followed by a liquidating distribution
of those assets to shareholders before the corporation had recog-
nized any significant amount of taxable income from the assets.
The shareholders would take a stepped-up, fair market value basis
in the distributed property at the price of a single, shareholder-
level capital gains tax.

Alternatively, the shareholders could sell their stock to a third
party, who would take a stepped-up basis in the property,’® or the
corporation could sell the property pursuant to a section 337 plan
of liquidation. In either case, only a single capital gains tax at the
shareholder level would have been paid on the appreciation in the
property.

Under section 341, if a shareholder disposes of stock in a collapsi-
ble corporation in a transaction that would ordinarily produce
long-term capital gain, the gain is treated as ordinary income.
Likewise, any gain realized by a shareholder on a distribution of
appreciated property from a collapsible corporation will be ordi-
nary income. Finally, section 337 is inapplicable in the case of a
collapsible corporation. Thus, sales of appreciated inventory or
other property held by the corporation for sale to customers gener-
ia.te 1oFll'(célmary income which is fully recognized at the corporate
eve

Certain stock purchases treated as asset purchases

Section 338 of the Code, added by TEFRA, permits a corporation
that purchases a controlling stock interest in another corporation
(the “target” corporation) to elect to treat the transaction as a pur-
chase of the assets of that corporation for tax purposes. If the elec-
tion is made, the target is treated as if it had sold all of its assets
pursuant to a plan of complete liquidation under 337 on the date of

75 This step-up could be achieved in a liquidation of the acquired corporation under sections
332 and 334(b)(2) prior to TEFRA, or through a section 338 election after TEFRA. Section 338 is
discussed further below.

78 Gain on sales of capital or section 1231 assets in a section 337 liquidation of a collapsible
corporation may be taxed at capital gains rates. A sale in liquidation may produce corporate
level income that eliminates the collapsible status of the corporation, so that the shareholders
will receive capital gains treatment on relinquishment of their shares in the liquidation.
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the stock purchase, for an amount equal to the purchase price of
its stock plus its liabilities. Accordingly, no gain is recognized on
the deemed sale other than gain attributable to section 1245 or
other provisions that override section 337. The target is then treat-
ed as a newly organized corporation that purchased all of the ‘“old”
target’s assets for a price equal to the purchase price of the stock
plus the old target’s liabilities on the day after the stock purchase.
Thus, the new target corporation may obtain a stepped-up basis in
its assets equal to their fair market value.

Prior to the enactment of section 338, this same result could be
achieved under sections 332 and 334(b)(2) by liquidating the ac-
quired corporation into its parent within a specified period of time.
One abuse Congress sought to prevent in enacting section 338 was
selective tax treatment of corporate acquisitions. Taxpayers were
able to take a stepped-up basis in some assets held by a target cor-
poration or its affiliates while avoiding recapture tax and other un-
favorable tax consequences with respect to other assets.??” Section
338 contains elaborate “consistency’” rules designed to prevent se-
lectivity with respect to acquisitions of stock and assets of a target
corporation and members of its affiliated group by an acquiring
corporation and its affiliates. All such purchases by the acquiring
group must be treated consistently as either asset purchases or
stock purchases if they occur within the period beginning one year
before and ending one year after the acquisition of the target cor-
poration’s stock.”8

Sections 446 and 482

Under present law, it is unclear to what extent the clear reflec-
tion of income requirement of section 446(b) may override the Gen-
eral Utilities rule. In one case, it was held that the Commissioner
could, pursuant to his authority under section 446(b), require con-
struction companies which used the completed contract method of
accounting and which liquidated before the contracts were complet-
ed to switch to the percentage of completion in the year of the lig-
uidation, hence recognizing income.??

Similarly, it is unclear whether the Commissioner’s authority
under section 482 to reallocate income and deductions among com-
monly controlled organizations can be exercised to require recogni-
tion of gain on liquidating distributions to a parent corporation.
For example, in General Electric Co. v. United States,®° the court
ruled that a loss sustained by a parent corporation on a sale of
property distributed to it in a complete liquidation of a subsidiary
under section 332 could be reallocated under section 482 to the sub-
sidiary. Other cases, however, have held to the contrary.8?!

77 Prior to TEFRA, a step-up could be achieved throu4gh a partial liquidation of the target as
well as a complete liquidation under sections 832 and 334(b)(2).

78 Exceptions are provided for assets acquired in the ordinary course of business, acquisitions
in which the basis of property is carried over, and other asset acquisitions as provided in regula-
tions.

(ls;’;listandard Paving Co. v. Commissioner, 190 F.2d. 330 (10th Cir.), cert. denied, 342 U.S. 860

80 832 U.S.T.C. para. 9532 (CLCt. 1983), ‘

81 Compare Rev. Rul. 77-83, 1977-1 C.B. 139 (sec. 482 may override sec. 311) with Bank of
America v. United States, 719-1 U.S.T.C. para. 9170 (N.D. Col. 1978) (holding to the contrary).
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Liguidation-reincorporation transactions

The General Utilities rule is responsible at least in part for the
use of a tax avoidance device known as liquidation-reincorporation.
This device can take one of several forms, including (1) a complete
liquidation of a corporation, followed by a transfer of all or a part
of the operating assets to a new corporation organized by the
shareholders, (2) a drop-down of all or part of the assets to a newly
created subsidiary followed by a liquidation of the transferor corpo-
ration, or (3) a sale of all or part of the assets to a sister corpora-
tion followed by a liquidation of the selling corporation. The objec-
tives of a liquidation-reincorporation transaction include bailing
out the corporation’s accumulated earnings and profits at capital
gains rates and obtaining a stepped-up basis in the corporation’s
operating assets (again, at the price of only a single, shareholder-
level capital gains tax by virtue of section 336 or 337), while con-
tinuing the business in corporate form.

The Internal Revenue Service has been successful in attacking
some liquidation-reincorporation transactions by treating them as
reorganizations, with any assets transferred to the new corporation
taking a carryover basis. Assets retained by the shareholders are
treated as “boot,” generally taxable as a dividend if there is share-
holder gain.82 Amendments to section 368 made by the Tax Reform
Act of 1984 liberalized the control requirement of section 368(c),
thus making it easier for a liquidation-reincorporation to qualify as
a nondivisive “D” reorganization.

The Internal Revenue Service and the courts have also applied
the step-transaction and substance-over-form doctrines to liquida-
tion-reincorporations.8? Nonetheless, under some circumstances it
may still be possible to achieve the tax benefits associated with a
liquidation-reincorporation transaction.

Other judicially created doctrines

The courts have applied other nonstatutory doctrines from other
areas of the tax law to in-kind distributions to shareholders. For
example, it has been held that where the cost of property distribut-
ed in a liquidation or sold pursuant to a section 337 plan of liquida-
tion has previously been deducted by the corporation, the tax bene-
fit doctrine overrides the statutory rules to cause recognition of
income.8* The application of the tax benefit doctrine is, however,
somewhat uncertain, turning on whether there is a “fundamental
inconssistency” between the prior deduction and some subsequent
event.85

82 See, e.g., James Armour, Inc. v. Commissioner, 43 T.C. 295 (1965) (sale of all operating assets
of one corporation to a sister corporation owned by same shareholders in same proportions;
ggslt(i )gsnsactlon was in substance “D” reorganization combined with a boot dividend under sec.

a

83 See, e.g., Rev. Rul. 61-156, 1961-2 C.B. 62; Telephone Answering Service, Inc. v. Commission-
%}',SG% 1’{‘1 ((319%% (1974), aff'd in unpublished opin. (4th Cir., November 8, 1976) cert. denied, 431

84 See, e.g., Bliss Dairy v. United States, 460 U.S. 370 (1983) and Tennessee Carolina Transpor-
tation, Inc. v. Commissioner, 656 T.C. 440 (1975), aff'd 582 F.2d 378 (6th Cir. 1978) (liq uldatm
distribution of previously expensed items); Estate of Munter v. Commissioner, 63 T.C. 663 (1975)
(sale of previously deducted items pursuant to plan of liquidation).

85 Bliss Dairy, supra.
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The courts have also applied the assignment of income doctrine
to require a corporation to recognize income on liquidating and
nonliquidating distributions of its property.8¢

Administration Proposal

Neither the Administration’s proposal nor the 1984 Treasury
Report makes specific recommendations relating to the General
Utilities rule. However, the Treasury Department in its 1984
Report expressed support for current efforts to simplify and ration-
alize the tax laws relating to the taxation of corporations and
shareholders, including those relating to corporate liquidations.87
The Administration’s proposal to treat depreciable business assets
(“sec. 1231 property”’) as ordinary income assets suggests that con-
sideration be given to making the recapture rules for real property
parallel to those applicable to personal property.

Other Proposals

S. 409 and H.R. 800 (Bradley-Gephardt)

Under the Bradley-Gephardt bill (sec. 416), gain would be recog-
nized to a corporation on nonliquidating distributions of property
(other than debt of the corporation) with respect to its stock. Gain
would be recognized to a corporation on liquidating distributions of
property, except where its basis in the property carries over to the
distributee under section 334. Section 337 would be repealed. These
amendments would be effective for transactions after 1986.

The collapsible corporation rules would be repealed for taxable
years beginning after 1986 (sec. 241).

H.R. 2222 and S. 1006 (Kemp-Kasten)

The Kemp-Kasten bill (sec. 412) would likewise require recogni-
tion of gain to the corporation on liquidating and nonliquidating
distributions of property, with the same exceptions provided under
the Bradley-Gephardt bill. Section 337 would also be repealed.
These amendments would be effective for transactions after 1985.

H.R. 1377 and 8. 556 (Stark-Chafee)

Under the Stark bill, 20 percent of the gain would be recognized
to the distributing or selling corporation on distributions or sales of
property in liquidation. The Chafee bill would require recognition
of 15 percent of such gain. These amendments would be effective
for distributions or sales after 1985 and before 1990.88

“Hostile” takeover situations

Several bills have been introduced that would limit the applica-
bility of the General Utilities rule in a narrow set of circumstances.
HR. 1003 and S. 420 (Jones-Boren)—H.R. 1003 and S. 420 would
deem an acquiring company to have made a section 338 election if

88 E.g., Commissioner v. First State Bank, 168 F.2d 1004 (5th Cir.), cert. denied, 335 U.S. 867
(1948) (a decision rendered prior to the enactment of sec. 311); Siegel v. United States, 464 U.S.
891 (1972), cert. dism'd, 410 U.S. 918 (1973).

87 1984 Treasury Report, Vol. II, p. 144.

88 Secs. 1602, 1612.
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it acquires 80 percent or more of the stock of another corporation
in a “hostile” takeover. Moreover, unlike under present law section
338, section 337 would not apply to the deemed sale of the target’s
assets and all gain would be recognized.

S. 632 (Chafee).—S. 632 would also make the section 338 election
mandatory and deny section 337 relief in hostile takeover situa-
tions. In addition, S. 632 would not permit the acquiring corpora-
tion to treat as part of its purchase price (or as part of the basis of
the assets deemed to have been acquired) the tax liability of the
acquired corporation attributable to the deemed sale.

Senate Finance Committee staff proposal

The staff of the Senate Finance Committee recently published its
final report to the Committee on the reform of the provisions relat-
ing to the taxation of corporations and shareholders.8® Among its
recommendations is the repeal of the General Utilities rule. Thus,
under the staff’s proposal, a corporation would be required to rec-
ognize gain on essentially all nonliquidating distributions and liqui-
dating sales and distributions of its assets. Gain would be recog-
nized to the extent the sales price or fair market value of the
assets exceeded their basis. Losses would be recognized on liquidat-
ing distributions or sales. Exceptions to these recognition rules
would be provided for distributions in which the distributee’s basis
is a carryover basis under section 334(b) and for certain distribu-
tions of stock in a five-year subsidiary.®°

The collapsible corporation rules (sec. 341) would be repealed
under the Finance Committee staff’s proposal.

Analysis

Overview

The theoretical and policy underpinnings of the General Utilities
rule have been intensely debated since the Supreme Court ren-
dered its somewhat ambiguous decision in 1935. The codification of
the rule did little to silence this debate. As noted in the previous
section, since codifying the rule in 1954 Congress has been forced to
reexamine it on several occasions because of perceived abuses, and
the applicability of the rule has been gradually eroded. What is left

89 Staff of Senate Comm. on Finance, 99th Cong., 1st Sess., The Subchapter C Revision Act of
1985 (S. Prt. 99-47), May 1985.

90 The Senate Finance Committee staff proposal to repeal the General Utilities rule is inte-
grally related to another Senate Finance Committee staff proposal directed at the tax conse-
quences of one corporation’s acquisition of a substantial portion of the stock or assets of another
corporation. This staff proposal would make the corporate level tax consequences of such an ac-

uisition elective, and would make these consequences independent of the consequences at the
shareholder level. Under the staff’s proposal, an acquiring corporation could elect to treat a
qualified acquisition of stock as a purchase of assets (in which case the target would recognize
gain and take a new cost basis in its assets), even though the transaction constitutes a nonrecog-
nition transaction for the target’s shareholders because they receive stock in the acquiring cor-
poration. Under present law, a cost basis is not generally obtainable without recognition of gain
at the shareholder level (even though such gain may be capital gain) because the section 338
election cannot be made if the transaction constitutes a tax-free reorganization. In order to
assure continuation of this symmetry — that a stepped-up basis cannot be achieved without a
tax being collected at some level — while permitting separation of corporation and shareholder
level consequences (a principal aspect of the proposal), the repeal of the General Utilities rule
would be essential. A special rule would allow nonrecognition by the transferor corporation (and
require a carryover basis) with respect to goodwill and other unamortizable intangibles. As
noted above, the staff’s proposal would repeal General Utilities in the context of liquidations as
well as acquisitions, with certain exceptions.
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is essentially a rule that permits a corporation to make liquidating
distributions and liquidating sales of appreciated property (and
narrowly circumscribed types of dividend distributions) without
recognizing gain other than recapture amounts.

There has developed a relatively broad consensus, though by no
means unanimity, among tax scholars and practitioners that the
General Utilities rule even in its more limited form may produce
arbitrary results, distort business behavior, and inject an inordi-
nate amount of complexity (and, with it, controversy) into the tax
system. While conceding some of these deficiencies, opponents of
repeal argue that a rigid application of the two-tier tax to liquidat-
ing distributions is unwise and inappropriate, particularly in situa-
tions where the gain is attributable to long-held business assets
and where small businesses, which may have less flexibility to
avoid liquidations, are involved.

The principal arguments for and against the repeal of the Gener-
al Utilities rule are discussed in greater detail below.

Arguments for repeal of General Utilities rule

Elimination of incentives for churning of assets and corporate
takeovers

Proponents of repeal argue that the General Utilities rule creates
artificial incentives for transfers of depreciable assets. An acquir-
ing corporation is able to obtain a basis in assets equal to their fair
market value without the transferor recognizing gain, except possi-
bly recapture amounts. The tax deductions available under the Ac-
celerated Cost Recovery System may make the assets more valu-
able in the hands of the transferee than in the hands of the
present owner, even taking into account recapture taxes. Thus, the
General Utilities rule may be responsible in part for the increase in
corporate mergers and acquisitions.??

Elimination of bias in favor of liquidating distributions

Critics of the General Utilities rule also point out that it may en-
courage liquidations. By granting liquidating distributions more fa-
vorable treatment than distributions by ongoing corporations, it
creates a bias in favor of corporate liquidations. These critics argue
that economically, a liquidating distribution is indistinguishable
from a nonliquidating distribution, and the two should not be treat-
ed differently for tax purposes.

Preservation of integrity of the corporate tax

Proponents of repeal of the General Utilities rule argue that the
rule undermines the integrity of the corporate income tax by allow-
ing assets to take a stepped-up basis without the imposition of a
corporate-level tax. The General Utilities rule, they note, is a com-
plete exception to general tax principles. Other nonrecognition pro-
visions of the Code generally require a carryover basis in trans-

91 Additional discussion of the General Utilities rule in the context of mergers and acquisi-
tions appears in Joint Committee on Taxation pamphlets Federal Income Tax Aspects of Mergers
and Acquisitions (JCS-6-85) March 29, 1985, and Federal Income Tax Aspects of Hostile Takeov-
igs gggsother Corporate Mergers and Acquisitions (and S. 420, S. 476 and S. 632) (JCS-9-85) April



47

ferred assets as the price of nonrecognition, thus assuring that a
tax will eventually be collected on the appreciation. The General
Utilities rule grants a complete exemption from the tax on this
gain at the corporate level by permitting a basis step-up at the
price of, at most, a single, shareholder-level capital gains tax.
Moreover, in some cases, this capital gains tax is not even collected
immediately because the shareholder’s gain is reported under the
installment method. Yet the purchaser is entitled to an immediate
step up to the full purchase price.

Reduction of complexity and uncertainty of tax consequences

Proponents of repeal contend that repealing sections 311, 336,
and 337 would significantly simplify the corporate tax provisions of
the Code. These provisions have evolved into an elaborate statutory
framework with numerous definitions, limitations, and exceptions.
Repeal of the General Utilities rule would also promote simplifica-
tion by making the complex collapsible corporation rules unneces-
sary. Since all corporations would be taxed on distributions or lig-
uidating sales of appreciated property, the ability of taxpayers to
achieve the “bailout” that section 341 is intended to prevent would
largely be eliminated.®2

Finally, critics of the rule argue that repeal would eliminate a
large and confusing body of case law and rulings that have at-
tached to these provisions, and improve certainty of tax conse-
quences. For example, at least in this context, the Internal Reve-
nue Service would not have to invoke the liquidation-reincorpora-
tion, tax benefit, assignment of income, or clear reflection of
income doctrines, or section 482, in an effort to prevent perceived
abuses resulting from distributions of appreciated property.

Arguments against repeal

The General Utilities rule provides relief from double tax-
ation of corporate income

Defenders of the General Utilities rule argue that it acts as a
relief measure against double taxation of corporate gains when ex-
traordinary events occur in the life of a corporation. They note
that the Federal income tax system has never been a pure two-tier
system of taxation, but rather a partially integrated one. Only a
single-level tax has historically been imposed on sales or distribu-
tions of corporate assets in a liquidation. Furthermore, as a practi-
cal matter, there are numerous exceptions to the two-tier tax even
outside a liquidation context. Some businesses may avoid having
earnings taxed at two levels through various tax-planning tech-
niques, such as paying out earnings as ‘“‘salaries’” to shareholder-
employees rather than as dividends. In any event, opponents of
repeal contend, the corporate tax was principally designed to reach
corporate operating profits. The gains that would be taxed by re-
pealing General Utilities would largely be inflationary or invest-
ment gains. Taxing income from investment more heavily would

92 Even if the original shareholders sold their stock at capital gains rates, the corporate level
tax on the gain would be preserved and would be imposed when the corporation sold the proper-
ty in the course of its business or liquidated.
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inhibit capital formation, lock in investments, and generally have
adverse effects on the economy.

Disproportionate impact on small businesses

Opponents of repeal argue that the burden of repeal would fall
primarily on small, family-owned businesses. Large, publicly held
companies might seldom bear the double tax because such compa-
nies may rarely liquidate entirely. Rather, they more typically may
merge into other large companies in tax-free reorganizations. Small
businesses, on the other hand, have less flexibility to avoid the two-
level tax through a merger. Yet such businesses present a more
sympathetic case than the large public corporation, they argue.
Frequently the small business will hold assets such as land, ac-
quired from its original shareholders or their descendants, that
have appreciated over a long period of time. Often these same
shareholders will hold the corporation’s stock at the time of the
proposed liquidation. Thus, repeal of General Utilities would mean
these small businesses will pay a double tax on the (largely infla-
tionary) gain on their property. Alternatively, closely-held compa-
nies will be pressured to merge into larger companies rather than
liquidate.

Opponents of repeal also argue that in the future, the effect of
repeal would be to create a strong disincentive for incorporations of
small businessess, when the corporate form may otherwise be the
most appropriate method of carrying on business.

Repeal of the General Utilities rule would not reduce com-
plexity

In response to claims that repeal would simplify the Code, oppo-
nents of repeal argue that exceptions to the recognition require-
ment would very likely be enacted and new complexities would in-
evitably result.

Additional discussion, issues, and possible proposals

The debate over the General Utilities rule has been related to
the controversy over whether the corporate and individual income
taxes should be integrated.?® The Federal income tax system is at
least nominally a double tax system. Congress first imposed the
corporate tax in 1909 and has taxed corporate income separately
ever since; the individual tax was first imposed in 1913.9¢ Although
Congress has ameliorated the impact of the double tax in indirect
ways, for example, by various deductions and credits that reduce
the effective corporate rate below the nominal rate, a two-tier tax
system generally remains intact.

The General Utilities rule is sometimes defended as a de facto
system of partial integration that Congress has adopted to temper
the otherwise harsh consequences of the double tax. There are sev-
eral responses to this argument. First, if the rule constitutes a

93 For a discussion of some proposals with respect to partial integration, see Part II, supra.

94 The corporate tax initially was 1 percent of net income in excess of $5,000. Since there was
no tax on individual income at that time, the double tax phenomenon did not exist. Even when
the individual tax was enacted in 1913, it imposed a tax of only 1 percent on net incomes of
individuals above $3,000 ($4,000 for married persons). A surtax of 1 percent was imposed on in-
comes above $20,000, rising to a rate of 6 percent for incomes above $500,000.
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“system,” it is an arbitrary and irrational one to the extent it ac-
cords different tax treatment to economically similar transactions
such as liquidating and nonliquidating distributions. Second, there
is little evidence that the codification of the General Utilities rule
was a deliberate effort to mitigate the impact of the double tax. On
the contrary, it appears Congress believed it was merely codifying
prior law, and may have done so without a full understanding of
the issues.?5 Finally, assuming Congress believes a system of par-
tial or complete integration is desirable as a matter of tax or eco-
nomic policy, a more direct approach may be more equitable and
efficient. The dividends paid deduction proposed by the Administra-
tion®¢ would be one direct method of establishing a system of par-
tial integration.

If the two-tier tax system is to be retained, many have ques-
tioned preserving the General Utilities rule. The rule permits com-
plete avoidance of the corporate level tax on liquidating distribu-
tions and permits a step-up in basis to the transferee at the price of
a single, shareholder-level capital gains tax. The tax collected at
the shareholder level in many instances will bear no relationship
to the tax that would have been collected at the corporate level,
since the amount of gain and tax rates at the two levels may differ
significantly. Furthermore, the rule in conjunction with other pro-
visions of the tax law may result not only in avoidance of tax at
the corporate level, but in complete avoidance of tax. This may
occur, for example, where a distribution of property or liquidation
proceeds is to a shareholder who received his stock from a dece-
dent, and hence has a fair market value basis in the stock under
section 1014. Alternatively, the shareholder may be a tax-exempt
entity or a foreign person not subject to U.S. tax.

Even in its present, more limited form, the General Utilities rule
has presented opportunities for taxpayer planning to avoid recogni-
tion of gains while recognizing losses at the corporate level. For ex-
ample, taxpayers have been successful in selling their depreciated
assets outside of section 337, thereby recognizing the losses, while
selling appreciated assets under the protection of section 337.27

Finally, it is difficult to avoid the conclusion that the General
Utilities rule may tend to influence business behavior. As previous-
ly illustrated, present law provides significant incentives for acqui-
sitions or liquidations of corporations whose assets have substan-
tially appreciated, since a sale of the assets in the ordinary course
of business would trigger tax at the corporate level. Churning of
corporate assets is encouraged by the fact that an acquiring corpo-
ration can obtain a fair market value basis in the appreciated
assets of another corporation without the latter recognizing gain to
the extent of the appreciation. Although the selling corporation’s
shareholders will recognize gain on the liquidation, the gain may

95 The minority party report to the 1954 Code states observes that “[d]ue to the complexity of
[the Subchapter C provisions] . . . , time has not permitted us to more than analyze these sec-
tions on their surface.” H.R. Rep. No. 1337, 83d Cong. 2d Sess., B19.

98 See discussion in Part II, s%a.

7 See, e.g., Virginia Ice and Freezing Corp. v. Commissioner, 30 T.C. 1251 (1958); City Bank of
Washington v. Commissioner, 38 T.C. 718 (1962). Similarly, taxpayers may attempt to distribute
appreciated assets in liquidation and avoid corporate level tax on the appreciation, while selling
loss assets outside the 12 month section 337 period and recognizing losses.
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be deferred in whole or in part through use of the installment
method. The purchaser obtains a full step up in basis for the assets
fle%:grdless of the amount of gain reported currently by the share-
olders.
Accordingly, repeal of the General Utilities rule could be viewed
as constituting a major step towards eliminating tax incentives to
corporate acquisitions and mergers.

Relief measures

Some have suggested that if the General Utilities rule were re-
pealed, it would be necessary, or at least appropriate, to provide
relief from the double tax in certain cases. For example, relief
might be provided on the basis of the type and holding period of
the property and the size of the corporation involved. As noted
above, the rule has been justified as a mechanism for avoiding a
double tax on appreciation in assets held by a corporation that are
largely investment or inflationary gains. Accordingly, it has been
suggested that relief be provided only with respect to gains attrib-
utable to capital assets held by a corporation for a relatively long
period of time. Such relief could be given to all corporations or,
consistent with the argument that closely-held businesses are more
likely to be adversely affected by repeal, might be limited to dispo-
sitions of such assets by small businesses.®8

Relief could take one of several forms, including an exemption
from tax at the corporate level,®? an exemption from or deferral of
tax at the shareholder level, or a shareholder credit for taxes in-
curred by the corporation on disposition of the property. Under the
shareholder credit approach, the credit would be applied by the
shareholder against the tax payable on the sale of his stock.??? In
its report, the staff of the Senate Finance Committee recommends
adoption of a variation of the shareholder credit approach, but
would confine this relief to acquisitions or liquidations involving
certain small businesses. The shareholder would be allowed to in-
crease the basis in stock in the corporation to reflect the corporate
level tax on long-held capital assets. In addition, the staff proposal
would permit shareholders of any corporation (not just small busi-
nesses) that liquidates in kind to defer the shareholder level tax
with respect to property, other than cash, stock, securities, or simi-
lar property, distributed in liquidation. This would involve a substi-
tute basis election similar to that contained in section 333 of
present law.

Critics of these relief proposals argue that creating permanent
relief provisions for certain businesses and assets would simply
create new biases, distortions, and complexities in the tax system.

28 The final report of the Senate Finance Committee staff recommends the latter approach,
confining relief to businesses with a fair market value of $§1 million or less, for capital assets
held for five years or longer. Decreasing partial relief would be provided for corporations up to
$2 million in value.

99 See, e.g., General Utilities Task Force Report, “Income Taxation of Corporations Making
Distributions with Respect to Their Stock,” 37 Tax Law. 625 (1984). This proposal by the AB
Tax Section Task Force would provide an exemption from the corporate tax for liquidating dis-
tributions of “historic” capital assets and section 1231 assets held for more than 3 years; for
sales of such assets pursuant to a plan of liquidation; for sales and distributions of goodwill and
other nonamortizable intangibles; and for distributions of controlled subsidiary stock.

100 See American Law Institute, Federal Income Tax Project: Subchapter C, 134-131 (1982).
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The arguments that the complete repeal of General Utilities would
have some undesirable collateral effects on capital formation and
the economy or would discourage use of the corporate entity are,
they contend, largely unsubstantiated, as are arguments that small
businesses would suffer most from repeal. Any potential inequities
resulting from repeal could be addressed by providing liberal tran-
sition relief and phase-in rules. If Congress wishes to encourage
small business or promote other social policies, these critics argue,
there are better alternatives than using the tax Code. (Even within
the tax Code, they contend, there are better, more direct alterna-
tives such as further reductions in the graduated rate schedules.) If
an unintegrated, two-tier system of taxation is deemed to be too
harsh, Congress should provide relief in the form of full or partial
integration on a nondiscriminatory basis.

Impact of repeal on other provisions of Code

Repeal of the General Utilities rule may create additional pres-
sure for taxpayers to bring acquisition and liquidation transactions
within the tax-free reorganization provisions of the Code. Further-
more, investors and entrepreneurs may resort to partnerships or
other pass-through entities as vehicles for carrying on business. If
this occurs, additional strain may be placed on the provisions of the
Code relating to reorganizations, classification of entities, and tax-
ation of pass-through entities. Congress may find it necessary to re-
examine these provisions to assure that they are operating ration-
ally and efficiently, and do not present opportunities for tax avoid-
ance.

Alternatives to complete repeal

If Congress decides that a complete repeal of the General Utili-
ties rule is unwarranted, it may wish to consider eliminating the
nonrecognition treatment under section 336 for all liquidating dis-
positions of ordinary income assets, and repealing the remaining
exceptions to recognition under section 311. In the hearings con-
ducted by the Senate Finance Committee in 1983,1°! none of the
witnesses advocated permanent relief for dispositions of assets out-
side a liquidation context. Furthermore, it has been contended that
there is no logical basis for exempting inventory, whether or not
sold in bulk, or other assets held for sale to customers in the ordi-
nary course of business. Congress might also consider amendments
to section 337 that would make “straddles” of that provision—that
is, selective recognition of losses on depreciated assets without rec-
ognition of gain on appreciated assets—more difficult.

A more limited solution to the General Utilities problem would
be to tighten the recapture provisions of the Code. For example,
section 1250 could be modified to require that upon disposition of
section 1250 property, an amount equal to the excess of deprecia-
tion claimed over the economic decline in value must be recognized
as ordinary income to the transferor even if depreciation has been
taken on a straight-line basis. This would conform the rules for de-
preciable real property with those for depreciable personal proper-

101 “Reform of Corporate Taxation,” Hearing before the Committee on Finance, United States
Senate, 98th Cong., 1st Sess. (October 24, 1983).

Continued
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ty (sec. 1245).1%%2 In addition, gain on all mineral property could be
included in income to the extent of previously deducted intangible
drilling costs, regardless of whether deducted before or after 1976,
or whether the deductions exceed what could have been recovered
through depletion deductions had they been capitalized. Similarly,
gain on all mineral property could be required to be included in
income to the extent of prior depletion deductions allowed or, alter-
natively, to the extent percentage depletion deductions allowed
with respect to such property exceed those that would have been
allowed under cost depletion.

102 Ag previously noted, the Administration proposal states that consideration could be given
to applying the limits imposed by the recapture rules on nonrecognition transactions, such as
corporate liquidations, on a parallel basis with respect to real and personal property.



IV. ENTITY CLASSIFICATION

Present Law and Background

Classification as a partnership or corporation

Under present law, Treasury regulations provide that whether a
particular entity is classified as an association taxable as a corpora-
tion or as a partnership, trust, or some other entity not taxable as
a corporation is determined by taking into account the presence or
absence of certain characteristics associated with corporations.
These characteristics are (1) associates, (2) an objective to carry on
business and divide the gains therefrom, (3) continuity of life, (4)
centralization of management, (5) liability for entity debts limited
to entity property, and (6) free transferability of interests.1?3 These
regulations are generally based on the principle stated in Morrissey
v. Comm’r, 296 U.S. 344 (1935), in which the Supreme Court held
that whether an entity is treated as a corporation depends not on
its formal organization but on whether it more closely resembles a
corporate than a noncorporate entity.

Of the characteristics mentioned above, the first two are common
to both corporate and noncorporate business enterprises. Conse-
quently, the remaining four factors are determinative. Treasury
regulations state the corporate characteristics of an entity must
make it more nearly resemble a corporation than a partnership or
a trust for the entity to be treated as a corporation.1°¢ Although
Morrissey suggested evaluation on a case-by-case basis, the Treas-
ury regulations, while allowing for the presence of other ‘‘signifi-
cant factors,” simply count the presence or absence of the four
stated factors; if fewer than three are present, an entity is not
treated as a corporation. In this respect, the regulation goes fur-
ther than Morrissey by providing that where there are an equal
number of the critical “corporate” and ‘“noncorporate” characteris-
tics, the entity will not be classified as a corporation.

Attempts to expand the inquiry regarding partnership or corpo-
ration classification have not been successful. Regulations proposed
in 1977105 would have tightened the test with respect to the conti-
nuity of life and centralized management factors, and generally
would have required the examination of additional factors if an
entity had two of the four corporate characteristics. The proposed
regulations were intended as a response to criticism that the exist-
ing regulations deviated from the “resemblance test” on which
they were based, as articulated by the Supreme Court in Morrissey.
These proposed regulations were withdrawn one day after they
were issued.

103 Treas. Reg. sec. 301.7701-2(a).
102 Id,

105 42 Fed Reg. 1038 (Jan. 5, 1977).
(53)
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In addition, consideration of factors other than the four primary
ones was limited in Larson v. Comm'r, 66 T.C. 159 (1976), acqg. 1979-
1 C.B. 1, in which the Tax Court held that a number of specified
“other factors” were relevant only in evaluating the presence or
absence of the four primary ones. The Internal Revenue Service
later announced that it would follow Larson’s method of evaluating
such other factors.'°® As a result, most limited partnerships
formed under the Uniform Limited Partnership Act are not treated
as corporations. These entities generally do not possess continuity of
life and may often lack limited liakility. 0’

Treatment of partnerships and grantor trusts

If as a result of the legal tests described above, an entity is classi-
fied as a partnership, it will generally be treated as a conduit for
income tax purposes. The partnership itself will have no liability
for tax and all items of income, expense, credit, etc., are allocated
to and accounted for by the partners, including limited partners.

Similarly, if an entity is classified as a grantor trust, benefici-
aries of the trust are treated as owners of a proportionate share of
the trust’s assets and account directly for the trust’s items of
income and expense. The grantor trust is often used, in a form
known as a fixed investment trust, as a vehicle for the common
ownership of investment assets. An example of such a trust is a so-
called “mortgage pool,” which involves the transfer of a group of
mortgage loans to a trustee who holds the mortgages for the bene-
fit of persons who have purchased or otherwise acquired interests
in the trust.

Treatment of corporations

As discussed in Part II above, income earned by a corporation
generally is subject to tax at the corporate level when earned and
then subject to tax at the shareholder level when distributed. Nev-
ertheless, several types of corporations are provided special exemp-
tion from this general scheme.

S corporations

In general, a corporation may elect to be treated under subchap-
ter S of the Code (sec. 1361 et seq.) if it has 35 or fewer sharehold-
ers (none of whom are corporations or nonresident aliens), has not
more than one class of stock, and is not a financial institution, a
life insurance company, or one of several other types of corpora-
tions.

If such a corporation elects to be treated as subject to subchapter
S, its shareholders generally account for a proportionate amount of
the corporation’s items of income, loss, deduction, and credit. The S

106 Rev. Rul. 79-106, 1979-1 C.B. 448.

107 Continuity of life generally does not exist under the Uniform Limited Partnership Act
even if partners agree in advance to continue the partnership upon the death or withdrawal of a
general partner. Treas. Reg. sec. 301.7701-2(b). See Rev. Proc. 85-22, Sec. 3.41, LR.B. 1985-12, 13.
In addition, limited liability has been held to be absent even though the only partner with per-
sonal liablity is a corporation, unless the corporation both does not have substantial assets and
is a mere “dummy” acting as the agent of the limited partners. See Larson, supra, 66 T.C. at
173-176, 179-182. The Internal Revenue Service has announced a study that will reconsider the
acquiescence in Larson to the extent the acquiesence is inconsistent with the minimum capitali-
zation requirement of Rev. Proc. 72-13, 1972-1 C.B. 735. Ann 83-4, L.R.B. 1983-2, 31.
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corporation itself generally has no tax liability for so long as the
election is in effect.

Regulated investment companies

general, to qualify as a regulated investment company
(“RIC’ , a corporation must be a domestic corporation that either
meets or is excepted from certain registration requirements under
the Investment Company Act of 1940 (15 U.S.C. 80), that derives at
least 90 percent of its income from specified sources commonly con-
sidered investment income, that has a portfolio of investments
which is sufficiently diversified, and that also meets certain other
fﬁ%uirements. Mutual funds, for example, generally qualify as

S.

If a corporation meets these requirements and elects to be treat-
ed as a RIC, it generally would be subject to the regular corporate
tax, but would receive a deduction for dividends paid provided that
the amount of its dividends paid is not less than an amount gener-
ally equal to 90 percent of its ordinary income, including tax-
exempt income. These dividends must be paid within a short period
following the close of the RIC’s taxable year and are generally in-
cludible as ordinary income to the shareholders.

A RIC that realizes capital gain income may be subject to tax at
the corporate level at capital gains rates. If, however, the RIC pays
dividends out of such capital gains, the dividends are deductible for
the RIC in computing its capital gains tax and are taxable as cap-
ital gains to the recipient shareholders.

Real estate investment trusts

In general, an entity may qualify as a real estate investment
trust (“REIT”) if it is a widely held entity with freely transferable
interests that would be taxable as an ordinary domestic corpora-
tion but for its meeting certain specified requirements. These re-
quirements relate to the entity’s assets being comprised substan-
tially of real estate assets and the entity’s income being in substan-
tial part realized from certain real estate and real estate related
sources.

If these requirements are met and the entity elects to be taxed as
a REIT, like a RIC it generally would be subject to the regular cor-
porate tax, and generally would be permitted a deduction for divi-
dends paid to its shareholders within a short period after the close
of its taxable year provided it distributes at least 95 percent of its
taxable income, excluding capital gains. The treatment of capital
gains for a REIT and its shareholders is similar to that for a RIC.

Cooperatives

Certain corporations are eligible to be treated as cooperatives
and taxed under the special rules of subchapter T of the Code. In
general, the subchapter T rules apply to any corporation operating
on a cooperative basis (except mutual savings banks, insurance
companies, most tax-exempt organizations, and certain utﬂltles)

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one im-
portant exception—the cooperative may deduct from its taxable
income patronage dividends paid. In general, patronage dividends
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are profits of the cooperative that are rebated to its patrons pursu-
ant to a preexisting obligation of the cooperative to do so. The
rebate must be made in some equitable fashion on the basis of the
quantity or value of business done with the cooperative. This
rebate may be in a number of different forms.

In general, cooperatives are permitted to deduct patronage divi-
dends only to the extent of net income derived from transactions
with its members. Thus, cooperatives generally are subject to cor-
porate tax on profits derived from transactions with non-
members.108

Members of the cooperatives who receive patronage dividends
must treat the dividends as income, reduction of basis, or some
other treatment that is appropriately related to the type of trans-
action that gave rise to the dividend. For example, where the coop-
erative markets a product for one of its members, patronage divi-
dends attributable to the marketing are treated like additional pro-
ceeds from the sale of the product and are includible in the recipi-
ent’s income. Where the cooperative purchases equipment for its
members, patronage dividends attributable to equipment purchases
are treated as a reduction in the recipient’s basis in the purchased
equipment (provided the recipient still owns the equipment).

Analysis

Although the general scheme under present law treats corpora-
tions and their shareholders as separate entities and imposes tax
on each, there are numerous exceptions, as discussed above.

The main issue raised by the existence of these exceptions is that
in many cases taxpayers, by carefully selecting the type of entity
through which they will carry on a business or investment activity,
may elect whether or not to subject the income of the entity to the
corporate tax, even though the taxpayer benefits from the entity’s
possession of corporate characteristics. Since the Administration
proposal in the aggregate would increase the amount of taxes
raised from corporations, it is not clear whether more taxpayers
would then be encouraged to “elect out” of the corporate tax by
taking advantage of some other type of entity.

In addition, the existence of these different possibilities may
raise concerns about the fairness of the tax system. In particular,
numerous tax shelter activities take advantage of the ability of lim-
ited partners to have the protection of personal limited liability
and yet receive the use of entity losses.

Several recent proposals have addressed this situation. The 1984
Treasury Report contained a proposal to treat limited partnerships
that have more than 35 partners as corporations. A 1983 Senate Fi-
nance Committee Staff Report on the taxation of corporations in-
cluded a recommendation that publicly traded limited partnerships

108 In addition, if an entity qualifies as a tax-exempt farmers’ cooperative under section 521(b)
of the Code, it may generally deduct patronage dividends to the full extent of its net income and
may also deduct, to a limited extent, dividends on its common stock. (See also note 11, Part II,
supra.)
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be taxed as corporations.12? The 1984 ALI Subchapter K Project!1°
also proposed the taxation of publicly traded limited partnerships
as corporations. These and other proposals are discussed in a sepa-
rate Joint Committee pamphlet. 111!

109 See Staff of the Senate Committee on Finance, 98th Cong., 1st Sess., Report on the Reform
and Simplification of the Income Taxation of Corporations (S prt. 98-95), September 22, 1983, p.
80. The final report prepared by the Senate Finance Committee Staff (Senate Committee on Fi-
nance, The Subchapter C Revision Act of 1985: A Final Report Prepared by the Staff (May,
1985)) contains no such recommendation, apparently because of the fact that when that report
was prepared, the 1984 Treasury report had published its broader proposal and the staff deter-
mined not to approach the issue in a piecemeal manner.

110 ALI, Federal Income Tax Project—Subchapter K (1984), p. 392.

111 Sege Joint Committee on Taxation, Tax Reform Proposals: Tax Shelters and Minimum Tax
(JCS-34-85), August 7, 1985, pp. 38-41.



V. CERTAIN OTHER PROPOSALS

The statutory provisions that govern the tax treatment of corpo-
rations and their shareholders are found in Subchapter C (secs.
301-386). Subchapter C has been criticized on the grounds that cer-
tain provisions are overly complex and other provisions present un-
warranted opportunities for tax avoidance. Certain proposals relat-
ing to the treatment of dividend distributions and the General Util-
itites doctrine have been discussed in Parts II and III above. This
part of the pamphlet describes certain additional proposals.112

A. Corporate Distributions

In general, a corporation’s earnings are taxed to its shareholders
only upon distribution of those earnings. Dividend distributions are
taxed to individual shareholders at a maximum rate of 50 percent.
Individuals are taxed on long-term capital gains at a maximum
rate of 20 percent.

A corporate shareholder is generally permitted to deduct 85 per-
cent of the amount of dividends received from domestic corpora-
tions. Thus, because the maximum rate of tax on income received
by a corporation is 46 percent, the maximum rate of tax on divi-
dends received by a corporation is only 6.9 percent. A corporation’s
net capital gain (the excess of net long-term capital gain over net
short-term capital loss) is subject to an alternative tax of 28 per-
cent if the the tax computed using that rate is lower than the cor-
poration’s regular tax. Accordingly, a corporate shareholder may
prefer a distribution to be characterized as a dividend, while an in-
dividual shareholder may prefer characterization as a ‘“‘sale” of
stock eligible for long-term capital gains treatment.

1. Character of Nonliquidating Distributions

Present Law and Background

In general, the amount of a distribution otherwise qualifying as a
dividend by a corporation to a shareholder is includible in the
shareholder’s gross income as a dividend only to the extent the dis-
tribution is made out of the corporation’s current or accumulated
earnings and profits (secs. 301(c)(1) and 316(a)). If the distribution
exceeds the corporation’s earnings and profits, the excess is applied

112 For a proposal to revise subchapter C comprehensively, see Staff of Senate Comm. on Fi-
nance, 99th Cong., 1st Sess., The Subchapter C Revision Act of 1985 (S. Prt. 99-47), May 1985.
Additional corporate tax proposals relating to mergers and acquisitions are discussed in Joint
Committee on Taxation pamphlets, Federal Income Tax Aspects of Mergers and Acquisitions
(JCS-6-85), March 29, 1985, and Federal Income Tax Aspects of Hostile Takeovers and Other Cor-
porate Mergers and Acquisitions (and S. 420, S. 476 and S. 632) (JCS-9-85), April 19, 1985. Propos-
als relating to corporate net operating loss carryovers are discussed in Joint Committee on Tax-
ation pamphlet, Limitations on the Use of Net Operating Loss Carryovers and Other Tax At-
tributes of Corporations (JCS-16-85), May 21, 1985.

(58)
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against and reduces the basis of the shareholder’s stock (sec.
301(c)(2)). To the extent such a distribution exceeds the basis of the
stock, the excess is treated as gain from the sale or exchange of
property (sec. 301(c)(3)).

The purpose of the earnings-and-profits limitation generally is
stated to be the protection of returns of capital from the tax on
dividends.!'3® Earnings and profits are thus generally intended to
be a measure of a corporation’s economic income that is available
for distribution to shareholders.''* Commentators have suggested
that the purpose of identifying returns of capital is not well served,
primarily because of the formulation of earnings and profits and
the failure to take all the economic aspects of a shareholder’s in-
vestment into account.

There is no comprehensive statutory definition of the term
“earnings and profits,” nor does the term have a counterpart in
the accounting or other areas. Indeed, the term may not lend itself
to ready definition. The applicable statute and Treasury regula-
tions merely describe the effects of specified transactions on a cor-
poration’s earnings and profits (sec. 312). The effects of other trans-
actions have been addressed by the courts and the Internal Reve-
nue Service; however, for many transactions the law is unclear as
to whether earnings and profits should be adjusted.!!® Further, it
is necessary to take account of numerous transactions over the life
of a corporation, including, for example, mergers or consolidations
with other corporations and dispositions of assets.

In many instances, a corporation may have economic income but
no earnings and profits for tax purposes. In such a case, the corpo-
rate laws of most states would permit dividends to be paid, al-
though such dividends would be treated as returns of capital under
the Internal Revenue Code. For example, for purposes of comput-
ing earnings and profits, depreciation is computed on a straight-
line basis over specified periods, producing a result that may bear
no relation to an asset’s actual loss in value. Economic income is
understated to the extent that depreciation is accelerated relative
to an asset’s actual loss in value. The rate of depreciation that ac-
::lu{)ately reflects economic income is itself subject to considerable

ebate.

The present-law rules are also subject to manipulation. For ex-
ample, assume that a corporation has current earnings and profits,
but a deficit in accumulated earnings and profits. If the corpora-
tion were to distribute the current earnings and profits, the distri-
bution would be treated as a dividend, notwithstanding the deficit
in accumulated earnings and profits. Alternatively, if the corpora-
tion did not expect to realize earnings during the next taxable

(4;1: *;dSefgl;g)Bittker & J. Eustice, Federal Income Taxation of Corporations and Shareholders T-4

114 See H.R. Rep. No. 861, 98th Cong., 2d Sess. 835 (1984) (Conference Report, Deficit Reduc-
tion Act of 1984).

115 For a discussion of such issues, see B. Bittker & J. Eustice, Federal Income Taxation of
Corporations and Shareholders 7-16 to 7-23 (4th ed. 1979). In other cases, the law is clear but the
appropriate measure of economic income may be subject to dispute. Depreciation is one exam-
ple. As another, earnings and profits are reduced by the full amount of research and experimen-
tal expenditures expensed under section 174. Some have contended that this rule may not re-
flect economic income because such expenses may create assets with useful lives extending
beyond a year. Others contend it is difficult to relate such expenses to particular assets and that
expensing is an appropriate measure.
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year, dividend treatment could be avoided by distributing the cur-
rent earnings during the following year, as the only effect of the
earnings after the end of the current year would be to reduce the
deficit. Another example of the opportunities for tax avoidance is
described in a 1983 report prepared by the staff of the Senate Fi-
nance Committee:

Example.—X corporation has no earnings and profits but has
substantial unrealized appreciation on a building it owns. X ob-
tains a mortgage on the building and distributes the proceeds to its
shareholders. The distribution by X to its shareholders is tax free
as a return of capital or is taxed as capital gain. Subsequent corpo-
rate earnings can then be used to pay off the mortgage without tax
on the shareholders.116

The determination of whether there are earnings and profits is
made at the corporate level, without regard to whether stock has
changed hands or to the circumstances of particular shareholders.
Thus, if a distribution is made out of accumulated earnings and
profits with respect to stock that was acquired for a price that re-
flected those earnings, the distribution is taxed as a dividend, even
if the corporation realized no additional earnings after the stock
was acquired. In such a case, from an economic perspective, the
shareholder can be viewed as receiving a return of capital.

Possible Proposal

In view of the defects of present law, and the complexity in-
volved in computing earnings and profits, numerous commentators
have suggested that the earnings-and-profits limitation should be
eliminated.!'” Without an earnings-and-profits limitation, all dis-
tributions would be taxed as ordinary income, except distributions
in redemption of stock. Proponents of eliminating earnings and
profits justify this treatment on the grounds that it would treat an
equity investment in a corporation like most other investments,
e.g., interest payments are ordinary income even though the princi-
pal of the debt may never be repaid. Further, as described above,
the present-law rules often fall short of measuring a shareholder’s
economic income, particularly where the corporation’s stock has
changed hands.

The repeal of the earnings-and-profits limitation would not neces-
sitate changes in the basic structure of other provisions relating to
corporate distributions. For example, the rules for distinguishing
redemptions from ordinary distributions could apply without
amendment (sec. 302). Similarly, the rule for the treatment of non-
qualified consideration in tax-free reorganizations could also apply

116 Staff of Senate Committee on Finance, 98th Cong., 1st Sess., Report on the Reform and
Simpli{ication of the Income Taxation of Corporations (S. Prt. 98-95), September 22, 1983. For an
example of this technique, see Falkoff v. United States, 604 F.2d 1045 (7th Cir. 1979).

117 See, e.g., Committee on Corporate Stockholder Relationships, American Bar Association,
Report on the Elimination of “Earnings and Prog"lts” from the Internal Revenue Code (the full
text of which can be found in the August 12, 1985 Tax Notes Microfiche Data Base as Doc. 85-
7217); Hearing before the Senate Committee on Finance, 98th Cong. (1983) (Statement of Wil-
liam D. Andrews); Staff of the Senate Committee on Finance, 98th Cong., 1st Sess., Report on the
Reform and Simplification of the Income Taxation of Corporations (S. Prt. 98-75) September 22,
%? 3); (?811(1113;15:; e Earnings and Profits Limitation on Dividend Income: A Reappraisal,” 53

axes .
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with modifications (see also the proposal to eliminate the dividend-
within-gain limitation, discussed in Part V.B.1., below).

Opponents of repealing the earnings-and-profits limitation ques-
tion whether it would be appropriate to tax all distributions as or-
dinary income and whether existing complexity would be reduced,
since a similar concept would still be required for purposes of other
statutory provisions. For example, the concept is used in determin-
ing the allowability of indirect foreign tax credits associated with
dividends received from affiliated foreign corporations (sec. 902).
Nevertheless, some commentators have suggested that it might be
possible to formulate a less complicated standard of measure for
other purposes if the dividend-definition aspect were eliminated.118

As an alternative to repeal of the earnings and profits limitation,
consideration could be given to amending the definition of earnings
and profits to more clearly reflect economic income or income
available for distribution—including, for example, a modification in
the treatment of depreciation for earnings and profits purposes.

2. Bail-Outs Through Use of Related Corporations

Present Law and Background

Section 304 is designed to prevent shareholders from bailing out
corporate earnings at capital gain rates through the device of sell-
ing stock in one corporation to a related corporation. In general,
the sale of stock by a shareholder to a related corporation is treat-
ed as a redemption, with the result that the sale proceeds are taxed
to the shareholder as a dividend unless the transaction qualifies
under the rules for distinguishing a redemption from an ordinary
distribution. The application of section 304 to corporate sharehold-
ers can produces incongruous results by characterizing amounts as
dividends that are eligible for the dividends received deduction
which generally benefits corporate taxpayers. Furthermore, Con-
gress has found it necessary to address a host of technical problems
that would not have arisen if the scope of section 304 were limited
to individual shareholders. Finally, the application of section 304
has unintended effects that are unrelated to the purpose of the pro-
vision.

In the case of “brother-sister’’ transactions, if one or more per-
sons in control of one corporation transfer stock in that corporation
to another controlled corporation, the transaction is treated as a
redemption of the shareholders’ stock in the acquiring corporation
(sec. 304(a)1)). In the case of “parent-subsidiary’” transactions, the
transaction is recast as a redemption of the stock of the parent cor-
poration (sec. 304(a)(2)). In determining the tax consequences of the
deemed redemptions, dividend treatment generally results unless
the transaction results in the termination of or a substantial reduc-
tion in the selling shareholder’s interest (sec. 302). Even if the sell-
ing shareholder is treated as having sold the stock, the acquiring
corporation is deemed to have received the stock as a contribution
to capital (with the result that the corporation’s basis in the stock

118 Hearing before the Senate Committee on Finance, 98th Cong. (1983) (Statement of William
D. Andrews).
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is determined by reference to the basis in the hands of the share-
holder, not the corporation’s purchase price).

The predecessor of section 304 (sec. 115(g) of the 1939 Code) was
enacted in response to judicial decisions that permitted noncorpor-
ate taxpayers to avoid the ordinary income tax rates applicable to
dividends by selling the stock of a controlled corporation to the cor-
poration’s subsidiary.11? The House version of the original legisla-
tion limited the provision to cases in which “individuals” sold stock
to related corporations. The Senate bill extended the provision to
stock sales by corporations. The committee report that accompa-
nied the Senate bill does not offer an explanation for this change.

The legislative history of the 1954 Code, which expanded the
scope of the provision to include the sale of stock in one corpora-
tion to a commonly controlled corporation, indicates that the provi-
sion is intended to prevent tax avoidance.!2° In the case of individ-
uals, section 304 discourages the prohibited transactions by treat-
ing what would be capital gain as dividend income. For corpora-
tions, however, dividends eligible for the dividends received deduc-
tion may be taxed significantly more lightly then capital gains.
Thus, it is unclear what purpose is served by applying section 304
to corporate shareholders.

The application of section 304 to C corporations has engendered a
number of technical corrections and other amendments that add to
the complexity of the Code. For example, the Deficit Reduction Act
of 1984 contained amendments that are designed to prevent the use
of section 304 by corporations (1) to shift earnings and profits
among members of controlled groups of corporations, and thereby
create an opportunity to make nondividend distributions to noncor-
porate shareholders, and (2) to circumvent other statutory provi-
sions that recharacterize gain on sale of stock in certain controlled
foreign corporations as dividends that are ineligible for the divi-
dends-received deduction.!2?

Possible Proposal

Consideration could be given to making section 304 inapplicable
to the transfer of stock by corporate shareholders. In addition,
where a selling shareholder is treated as having sold stock, the ac-
quiring corporation could be treated as having purchased the stock.
The latter proposal was included in the 1959 report submitted by
the Advisory Group on Subchapter C to the House Committee on
Ways and Means.122

1193 See H.R. Rep. No. 2319, 81st Cong., 2d Sess. 53 (1950); S. Rep. No. 2375, 81st Cong., 2d Sess.
43 (1950). See also Commissioner v. Wanamaker, 11 T.C. 365 (1948), aff'd per curiam, 178 F.2d 10
(3rd Cir. 1949) (which involved a stock sale by trustees of a testamentary trust and is cited in
the 1950 committee reports).

120 See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 37 (1954); S. Rep. No. 1622, 83d Cong., 2d Sess.
45 (1954). See also Commissioner v. Pope, 239 F.2d 881 (Ist Cir. 1957) (which involved a stock sale
by an individual, between commonly controlled corporations).

121 See H.R. Rep. No. 861, 98th Cong., 2d Sess. 1222-1224 (1984) (Conference Report).

122 See Hearings before the House Committee on Ways and Means, 86th Cong. (1959), Revised
I;eport Oél. Corporate Distributions and Adjustments, prepared by the Advisory Group on Sub-
chapter C.
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B. Tax-Free Corporate Organizations and Reorganizations

The corporate organization and reorganization provisions provide
tax-free treatment to specifically described transactions that effect
a readjustment of continuing interests in property in modified cor-
porate form. For purposes of these nonrecognition provisions, quali-
fied consideration is defined as stock or securities; anything else is
“boot” that generally triggers taxable gain (but not deductible loss).

1. Dividend-Within-Gain Limitation on Boot Dividends

Present Law and Background

Generally, no gain or loss is recognized by shareholders or securi-
ty holders who exchange stock or securities solely for stock or secu-
rities in a corporation that is a party to the reorganization (sec.
354(a)(1)). If the exchange also involves the receipt of nonqualifying
consideration, gain is recognized up to the amount of the boot. Fur-
ther, part or all of that gain may be taxed as a dividend if the ex-
change has the effect of a dividend (sec. 356(a)(2)). In determining
whether an exchange has the effect of a dividend, the principles
that apply for purposes of distinguishing redemptions from ordi-
nary distributions are applied.!2® Thus, an inquiry is made as to
whether the exchange effected a meaningful reduction in the
shareholder’s interest.124

Unlike the rules that apply to ordinary dividends, under the boot
dividend rules, a shareholder’s dividend income is limited to his
ratable share of accumulated earnings and profits; current earn-
ings and profits are not taken into account. If the amount of gain
exceeds the allocable portion of earnings and profits, the excess is
generally treated as capital gain.

Because the taxation of boot as a dividend is limited to an ex-
changing shareholder’s gain, a shareholder may be able to with-
draw corporate earnings at capital gain rates if the distribution
occurs as part of a reorganization, even though the amount would
be fully taxable as a dividend if distributed apart from a reorgani-
zation. This result is inconsistent with the theory that tax-free
treatment is appropriate because the transaction is a continuation
by the shareholder of his interest in the same corporate enterprise.

Possible Proposal

Consideration could be given to repealing the rule that treats
boot as a dividend only to the extent of gain. The Advisory Group
on Subchapter C included this proposal in its 1958 report to the
House Committee on Ways and Means.!2% Further, the rule that

123 See Rev. Rul. 84-114, 1984-2 C.B. 90.

124 There is conflicting authority regarding whether dividend equivalency should be tested by
looking at a hypothetical redemption of the exchanii.ng shareholder’s interest in the acquired
corporation or the acquiring corporation. Comémre Shimberg v. United States, 577 F.2d 283 (5th
Cir. 1978) and Rev. Rul. 75-83, 1975-1 C.B. 112 with Wright v. United States, 482 F.2d 600 (8th
Cir. 1973). For a discussion of whether both apﬁroaches have application in particular circum-
stances, see Kyser, The Long and Winding Road: Characterization of Boot under Section
356(a)(2), 39 Tax L. Rev. 297 (1984).

125 Hearing before the House Committee on Ways and Means, 86th Cong. (1959) Revised
B;fport 03 Corporate Distributions and Adjustments, prepared by the Advisory Group on Sub-
chapter C.
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limits the amount of a boot dividend to the ratable share of accu-
mulated earnings and profits could be repealed.126 These proposals
would have the effect of coordinating the rules for distributions oc-
curring as part of a reorganization with those applicable to ordi-
nary distributions.

2. Treatment of Securities as Boot

Present Law and Background

A shareholder or security holder is treated as receiving boot if
the principal amount of securities received in a reorganization ex-
ceeds the principal amount of securities surrendered, or if securi-
ties are received and no securities are surrendered (sec. 354(a)2)).
In such a case, the amount of boot is the fair market value of the
excess principal amount, or the fair market value of the principal
amount if no securities are surrendered (sec. 356(d)).

Because the applicable statutory provision focuses on “principal
amounts,” but does not take the time value of money into account,
the measurement of boot is distorted. For example, no amount is
treated as boot as long as there is no differential between the prin-
cipal amount of the security received and that of the security sur-
rendered, even if the value of the new security exceeds the adjust-
ed basis of the old security.

Possible Proposal

The amount of nonqualifying consideration received by an ex-
changing security holder could be measured by the difference be-
tween the adjusted issue price of securities surrendered and the
issue price of securities received. The term “issue price” would be
defined as in sections 1273 and 1274 (relating to the calculation of
original issue discount). “Adjusted issue price” would be defined as
in section 1275(a)(4)B)Gi){J).

Conforming amendments would be made to section 355, relating
to the distribution of stock or securities of controlled corporations.

3. Treatment of Acquired Corporation’s Debts

Present Law and Background

In general, no gain or loss is recognized by a corporation that ex-
changes property, pursuant to a plan of reorganization, solely for
stock or securities of the acquiring corporation (sec. 361(a)). In addi-
tion, the transferor corporation recognizes no gain or loss on ac-
count of the receipt of boot, provided the corporation distributes
the boot in pursuance of the plan of reorganization (sec. 361(b)). If a
reorganization takes the form of one corporation transferring its
assets to another corporation, the transferor corporation generally
is required to completely liquidate. Because the transferor corpora-
tion goes out of existence, the parties to the reorganization must
provide a mechanism for settling the corporation’s debts. The tax
consequences to the transferor corporation turn on the form, not

128 This modification would also be appropriate as a conforming amendment should the pro-
posal to eliminate the earnings-and-profits concept be adopted.



65

the substance, of the transaction by which the corporation is re-
lieved of its liabilities.

Under present law, the following procedures may be followed
without the transferor corporation being treated as receiving boot,
or otherwise recognizing gain:

(1) The acquiring corporation may assume the transferor corpo-
ration’s liabilities, unless a principal purpose of the assumption or
acquisition is tax avoidance (sec. 357). In such a case, the transferor
corporation would receive qualified consideration with a value
equaldto that of the transferred assets, net of the liabilities as-
sumed;

(2) the shareholders of the transferor corporation may assume
its liabilities (in which case, the corporation would be viewed as
having received a tax-free contribution to capital); or

(8) the transferor corporation may retain enough cash (or other
liquid assets) to satisfy its liabilities.

In any case, the parties to the reorganization would end up in
the same posture: the transferor corporation would be relieved of
its liabilities, and the consideration ultimately received by its
shareholders would be reduced by the amount of such liabilities.
On the other hand, as described below, the use of other procedures
that have the same economic effect may result in the recognition of
income by the transferor corporation.

If the transferor corporation distributes boot to creditors rather
than stockholders, the transfer would not be considered as made in
pursuance of the plan of reorganization.'2? Thus, the transferor
corporation would be taxed on receipt of the boot. In addition, the
Internal Revenue Service views the transfer of qualified consider-
ation to a creditor as a taxable exchange, resulting in the realiza-
tion of gain or loss by the transferor corporation.!2® These tax con-
sequences occur even though the parties to the reorganization may
have been able to achieve the same economic results by utilizing
one of the procedures described in the preceding paragraph.

One other possibility for nonrecognition treatment is provided by
the statutory provision that governs the treatment of a corporation
that liquidates within twelve months of adopting a plan of com-
plete liquidation, described in Part III., above (sec. 337). If section
337 applies, the transferor corporation would recognize no gain or
loss on a deemed sale to a creditor within the twelve-month liqui-
dation period. This nonrecognition provision may be unavailable
because there is conflicting case law regarding whether the liquida-
tion provisions and the reorganization provisions are mutually ex-
clusive.129 In this connection, many tax practitioners assume that
section 336, which is also a liquidation provision, provides nonrec-
ognition treatment to a corporation that distributes qualified con-
sideration pursuant to a plan of reorganization.13° If so, it would

127 Minnesota Tea Company v. Helvering, 302 U.S. 609 (1938).

128 Rev. Rul. 70-271, 1970-1 C.B. 166 (situation 1).

129 Qpe, FEC Liquidating Corporation v. United States, 548 F.2d 924 (Ct. Cl. 1977) (the applica-
tion of which would deny nonrecognition treatment under section 337 on a ‘“deemed sale” of
stock to a creditor); and, General Housewares Corporation v. United States, 615 F.2d 1056 (5th
Cir. 1980) (holding that section 337 applied where the acquired corporation sold part of the stock
Eetl:)ei\)red as consideration for its assets in a reorganization and used the sale proceeds to pay

ebts).

130 See, e.g., B. Bittker & J. Eustice, Federal Income Taxation of Corporations and Sharehold-
ers, 14-103 n. 274 (4th ed. 1979).
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appear that the application of section 337 should not be objected to
on the grounds that the liquidation provisions cannot apply if the
reorganization rules apply.

Possible Proposal

Section 361 could be amended to prevent the recognition of gain
by an acquired corporation that uses qualified consideration or boot
to pay off debts. In addition, present law could be clarified to ex-
pressly provide nonrecognition treatment to a corporation that dis-
poses of consideration received pursuant to a plan of reorganiza-
tion; in such a case, the application of sections 336 and 337 would
be proscribed. If this proposal were adopted, the taxation of corpo-
rations that are acquired in reorganizations would no longer turn
on the form in which the corporation’s debts are settled.

4. Treatment of Acquiring Corporations in Triangular
Reorganizations

Present Law and Background

Section 1032 provides nonrecognition treatment for a corporation
that acquires property in exchange for its stock. In a triangular re-
organization, a principal part of the consideration used by the ac-
quiring corporation consists of stock of its parent corporation. Al-
though the Internal Revenue Service has ruled that nonrecognition
treatment is available to a corporation that uses its parent’s stock
as consideration in a transaction that qualifies as a reorganiza-
tion,131 the statutory support for such treatment is unclear.

Possible Proposal

Section 1032 could be amended to provide explicitly that no gain
or loss is recognized on the transfer of parent-corporation stock
pursuant to a plan of reorganization.

5. Boot Derived from Reorganizations Involving Certain Foreign
Corporations

Present Law and Background

Under section 1248, gain recognized on the sale or exchange of
stock in a foreign corporation by a U.S. person owning ten percent
or more of the voting stock could be treated as a dividend. This
rule was designed to prevent U.S. taxpayers from accumulating
earnings free of U.S. tax in a controlled foreign corporation, and
then (rather than repatriating the earnings in the form of divi-
dends that would not be eligible for the dividends received deduc-
tion) disposing of the stock at capital gains rates for a price that
reflects the accumulated earnings.

In general, section 1248(g) provides exceptions for cases in which
realized gain is taxable as ordinary income under other provisions
of the Code. In the case of gain realized in connection with a reor-

131 Rev. Rul. 5§7-278, 1957-1 C.B. 124 (without discussion of the basis for this conclusion). See
alsolProp. Treas. Reg. sec. 1.1032.2 (which would interpret section 1032 as reaching the desired
result).
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ganization, however, the statutory exception refers to “any gain re-
alized on exchanges to which section 356 ... applies” (sec.
1248(g)(2)). Thus, under a literal interpretation of the statute, sec-
tion 1248 is inapplicable to a shareholder who receives boot pursu-
ant to a plan of reorganization, even if the boot is taxed as capital
gain.

Possible Proposal

The scope of section 1248(g)(2) could be limited to that of the
other exceptions contained in section 1248(g). That is, the general
rule should not apply to the extent that section 356 operates to
characterize a shareholder’s gain as dividend income, but would
apply if the gain is taxed as capital gain.

6. Transfer of Property to Controlled Corporations

Present Law and Background

No gain or loss is recognized by a taxpayer who transfers proper-
ty to an 80-percent controlled corporation solely in exchange for
stock or securities in the corporation (sec. 351). Gain, but not loss,
is recognized to the extent that the consideration for the transfer
consists of property other than qualified consideration. The trans-
feree’s basis in the property is the same as the basis in the hands
of the transferor, increased by the amount of gain (if any) recog-
nized by the transferor (sec. 362). The transferor’s basis in the stock
or securities received is equal to the basis in the property trans-
ferred, increased by the amount of gain recognized and decreased
by the amount of boot received (sec. 358).

Possible Proposals

In its report proposing the Subchapter C Revision Act of 1985,1312
the staff of the Senate Finance Committee identified the following
problem areas under section 351: (1) Although there is an overlap
between section 351 and reorganization provisions, the limitations
on the receipt of securities in a reorganization do not apply to a
section 351 exchange; and (2) where the property transferred has a
basis that exceeds its fair market value, taxpayers can duplicate
corporate level losses.

Under the Senate Finance Committee staff proposal, the same
nonrecognition rule that applies to securities received in a reorga-
nization would apply to securities received in a section 351 ex-
change. Thus, securities would not be received tax-free if no securi-
ties were surrendered. Further, if the basis of the property trans-
ferred exceeded fair market value at the time of the exchange,
then the transferor’s basis in the qualified consideration received
would equal the fair market value of the transferred property (in-
creased by the amount of recognized gain and decreased by the
amount of boot).

131 Staff of the Senate Comm. on Finance, 99th Cong., 1st Sess., The Subchapter C Revision
Act of 1985 (S. Prt. 99-47), May, 1985.
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C. Miscellaneous Provisions
1. Depreciation Recapture in Certain Tax-Free Exchanges

Present Law and Background

The recapture rule§prevent the conversion of ordinary income to
capital gains by requiring gain on the disposition of depreciable
property to be taxed as ordinary income (rather than capital gains),
to the extent of depreciation deductions taken with respect to the
property. Under present law, a taxpayer can effectively assign ordi-
nary recapture income to another taxpayer by transferring depre-
ciable property in a tax-free exchange. For example, section 1245(b)
provides an exception to the recapture rule for depreciable person-
al property where the property is transferred to a controlled corpo-
ration in a transaction accorded nonrecognition treatment under
section 351. Similarly, an acquired corporation recognizes no recap-
ture income if it transfers depreciable assets in a tax-free reorgani-
zation. If depreciable property is transferred to a corporation that
has net operating losses, for example, no tax may be imposed on
the recapture income.

Possible Proposal

Consideration could be given to applying the depreciation recap-
ture rules whenever an asset is no longer accounted for on the
return that benefitted from the previously-claimed deductions.
Thus, there would be recapture in all otherwise tax-free acquisitive
reorganizations, as well as when a subsidiary is no longer included
in the consolidated return of the affiliated group that claimed the
deductions.132

Alternatively, some other mechanism could be devised to prevent
the assignment of recapture income. For example, in a section 351
exchange, the shareholder’s stock might be tainted so that ordinary
income would result on disposition of the stock (or of the asset), to
the extent of recapture income at the time of the section 351 trans-
fer. In such a case, there would be a corresponding adjustment to
the asset’s basis in the hands of the corporation when the share-
holder is taxed.

2. Conversion of a C Corporation to an S Corporation

Present Law and Background

In general, an S corporation is not subject to tax but is treated as
a conduit, similar to the treatment of partnerships. Thus, share-
holders who elect to treat their existing closely held corporation as
an S corporation effect a material change in the tax character of
their investment. Nevertheless, the conversion of a C corporation
to an S corporation is not a taxable event.

132 Similarly, the Administration’s proposal to impose a recapture tax on excess depreciation
would prevent taxpayers from circumventing the proposed recapture rule by transferring prop-
erty in nonrecognition transactions. This proposal is discussed in Joint Committee on Taxation,
Tax Reform Proposals: Taxation of Capital Income (JCS-35-85), August 8, 1985.
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Possible Proposal

An election to convert C corporations to S corporations, or cer-
tain acquisitions by S corporations of C corporations, could be
treated as taxable events, at least with respect to recapture
income.

3. Worthless Stock Deductions

Present Law and Background

Under section 165(g), taxpayers can deduct losses resulting from
the worthlessness of corporate securities. Generally, such losses are
capital losses. However, if a parent corporation owns at least 80
percent of each class of a subsidiary’s stock and the subsidiary has
derived more than 90 percent of its gross receipts from active busi-
ness activities, the loss to the parent from worthlessness of the sub-
sidiary’s stock is an ordinary (rather than capital) loss. Whether
stock is worthless is determined on the basis of facts and circum-
stances, some of which may be subject to the control of the
parent.133 The provision may be intended to prevent certain dis-
parities in treatment between a branch and a subsidiary. However,
it has been suggested that in some circumstances the availability of
ordinary loss treatment may encourage a parent corporation to
claim and cause worthlessness of a subsidiary rather than continue
operations when the subsidiary stock has declined in value.

- A separate issue may arise in the case of a non-consolidated sub-

sidiary that is believed worthless in one year but is later revived by
infusion of new assets. In Textron, Inc. v. United States, 561 F.2d
1023 (1st Cir. 1977) the court held that, even though the taxpayers
had claimed an ordinary worthless stock deduction, the net operat-
ing losses of the subsidiary could still be used to shelter income
from the new business.

Possible Proposals

Some argue that it would be desirable to eliminate the disparity
between claiming worthlessness and otherwise disposing of subsidi-
ary stock by requiring capital loss treatment in all cases.

With respect to the Textron issue, some have suggested a rule
that whenever a corporation’s stock becomes worthless, (or at least
when this has produced an ordinary loss deduction), its preexisting
tax attributes (such as net operating losses and credit carryovers)
should be extinguished.

4. Taxes of a Shareholder Paid by the Corporation

Present Law and Background

If a corporation pays a tax imposed on a shareholder on an inter-
est as a shareholder, present law allows a deduction to the corpora-
tion rather than the shareholder whose tax is paid (sec. 164(e)).

133 Facts that may be considered relevant and that may be subject to the parent corporation’s
control include the following: when the subsidiary is liquidated, when it terminates operations,
when the parent ceases to advance operating capital, and when its operating officers abandon
any hope or expectation of realizing a profit.
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This rule is inconsistent with the general rule that taxes are de-
ductible only by the person on whom they are imposed. The provi-
sion was originally adopted to provide a deduction to banks that
voluntarily paid local taxes imposed on their shareholders, but op-
erates to permit corporations to pay a deductible dividend. See
Hillsboro National Bank v. Commissioner, 457 U.S. 1103 (1983). The
extent to which the provision is in current use is unclear.

Possible Proposal

Section 164(e) could be repealed. If section 164(e) is repealed, a
corporation’s payment of a tax imposed on a shareholder would be
treated as a taxable dividend to the shareholder.

5. Deferral by Solvent Taxpayers of Discharge of Indebtedness
Income

Present Law and Background

In general

Code section 61(a)(12) provides that gross income includes
“income from discharge of indebtedness.” While in general the
statute does not further define that term, discharge of indebtedness
is generally considered to occur when a taxpayer’s debt is forgiven,
cancelled, or otherwise discharged by a payment of less than the
principal amount of the debt. For example, if a corporation has
issued a $1,000 bond at par which it later repurchases for only $300
(thereby increasing its net worth by $100), the corporation realizes
$100 of income in the year of repurchase.!34

Pursuant to certain statutory exceptions (sec. 108), income is not
currently recognized from discharges arising in a title 11 (bank-
ruptcy) case, or from discharges outside of bankruptcy to the extent
the taxpayer is insolvent before the discharge.!35 Although income
is not recognized currently in these bankruptcy or insolvency cases,
certain tax attributes of the debtor—including net operating loss
carryovers, certain credit carryovers, and the basis of assets—must
be reduced, in a specified order, by the amount of the discharged
debt, unless the taxpayer elects first to reduce the basis of depre-
ciable property by the debt discharge amount. If the debt discharge
amount exceeds the amount of tax attributes that can be reduced,
it has no tax consequence.

In the case of a solvent debtor outside bankruptcy, the full
amount of discharged debt generally is recognized as income in the
year the discharge occurs. However, a solvent taxpayer may elect
to adjust the basis in its depreciable assets (or realty held as inven-
tory) in place of currently recognizing income (secs. 108(c) and
1017), thereby deferring recognition for tax purposes. This election
is available for discharge of any indebtedness incurred by a corpo-

134 United States v. Kirby Lumber Co., 284 U.S. 1 (1931); Helvering v. American Chicle Co., 291
U.S. 426 (1934); Comm’r v. Jacobson, 336 U.S. 28 (1949); Treas. Reg. sec. 1.61-12(a).

135 If a taxpayer is insolvent before the discharge occurs, the amount of the taxpayer’s insol-
vency must be determined. If the amount of the discharge exceeds the amount of the taxpayer’s
insolvency, the excess must be currently recognized as income unless excepted under some other
provision.
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ration, or indebtedness of an individual incurred in connection
with the individual’s trade or business (sec. 108(d)(4)).

For an electing solvent taxpayer, the adjustment is made by re-
ducing the basis, but not below zero, of depreciable assets held at
the beginning of the taxable year following the year in which the
discharge of indebtedness occurs (sec. 1017(a)). If the debt discharge
amount exceeds the amount of basis in depreciable property, the
excess is not eligible for the election and must be currently recog-
nized as income.

Reduction of basis under this election is subject to recapture as
ordinary income on sale of the property whose basis was reduced
(sec. 1017(d)). However, reduction of basis does not constitute a dis-
position of property for any tax purpose, including recapture of the
investment tax credit (sec. 1017(c)(2)).

A provision allowing solvent debtors to reduce the basis of assets
rather than recognize immediate income on a discharge of business
debt has been in effect since 1939. The original provision was limit-
ed to solvent corporate taxpayers in ‘“unsound financial condition.”
The financial condition limitation was later dropped due to admin-
istrative difficulties in identifying such taxpayers.!3¢ The 1954
Code extended the election to individuals (if the debt had been in-
curred in connection with property used in the taxpayer’s trade or
business). The Bankruptcy Tax Act of 1980 modified the rule fur-
ther so that a solvent debtor, to avoid current taxation, must
reduce basis in depreciable assets.

In the case of a solvent debtor outside bankruptcy, present law
also provides that if a seller of specific property reduces the debt of
the purchaser that arose out of the purchase, the reduction to the
purchaser of the purchase money debt is treated (for both the seller
and the buyer) as a purchase-price adjustment on that property.
This provision was enacted to eliminate disputes between the Inter-
nal Revenue Service and the debtor as to whether in a particular
case the debt reduction should be treated as discharge of indebted-
ness income or a true price adjustment.!37 If the debt has been
transferred by the seller to a third party (whether or not related to
the seller), or if the property has been transferred by the buyer to
a third party (whether or not related to the buyer), this provision
does not apply to determine whether a reduction in the amount of
purchase-money debt should be treated as discharge income or a
true price adjustment. Also, this provision does not apply where
the debt is reduced because of factors not involving direct agree-
ments between the buyer and the seller, such as the running of the
statute of limitations on enforcement of the obligation.

Internal Revenue Service study of basis adjustment by solvent cor-
porations

In 1980, the Treasury Department reported on an Internal Reve-
nue Service study on the ability of solvent corporations (outside
bankruptcy) to avoid recognizing current income from discharge of

138 S, Rep. No. 1631, 77th Cong., 2d Sess. 46 (1942).
Sem’(]?;gO)H' Rpt. No. 96-83, 96th Cong., 2nd Sess. (1980); S. Rpt. No. 96-1035, 96th Cong., 2nd
88. L
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indebtedness by reducing asset basis.!38 (Under the law in effect at
the time of the study, the debtor could reduce basis in nondeprecia-
ble assets that might never be sold, thereby completely avoiding—
rather than deferring—the tax consequences of debt discharge.)
The study examined approximately 215,000 corporate returns filed
during a six-month period during 1979, 65 of which had made use
of the election.

According to the study, the basis-reduction election was “‘appar-
ently used disproportionately by the very largest corporations.”
Thus, more than half of the electing corporations had assets in
excess of $250 million, although such corporations made up only
one-tenth of one percent of all corporations at that time. Also, only
three of the 65 had assets of less than $1 million, despite the fact
that such corporations constituted 91 percent of all corporations at
that time. In addition, the study found that only 25 percent of the
electing corporations had reported a tax loss in any of the four
most recent taxable years and that only 11 percent had reported a
tax loss in more than one of the four most recent taxable years.

Possible Proposals

It has been suggested that present law may provide an inappro-
priate tax deferral to those solvent taxpayers (outside bankruptcy)
who elect to reduce the basis of depreciable assets and thereby
avoid currently recognizing income from a discharge of qualified
business indebtedness. It is pointed out that even if some deferral
were viewed as appropriate, the particular deferral resulting from
reduction of basis in depreciable property may not produce an
effect consistent with any particular policy goal.

Under one possible proposal, the present-law rules could be modi-
fied either to require the current inclusion in income of the full
debt discharge amount, or to provide a method of deferral that
matches the discharge of indebtedness income against any addition-
al costs incurred to obtain the discharge. If it is deemed desirable
to permit additional deferral in the case of a taxpayer that is finan-
cially troubled (but not insolvent or bankrupt) at the time of busi-
ness debt discharge, consideration could be given to treating such
“workout” situations separately from refinancings occasioned by
more general changes in interest rates, and to adopting a more
evenhanded method of determining the deferral period, such as
permitting deferral over a specified time period.

Analysis

Overview

The election granted a solvent taxpayer to reduce the basis of de-
preciable assets rather than recognize current income in the dis-
charge of business indebtedness evolved out of a provision original-
ly intended to assist financially troubled taxpayers for whom im-
mediate income recognition could be a hardship.

138 Written Comments on Certain Aspects of H.R. 5043 Bankruptcy Tax Act of 1979, Sub-
comm. on Select Revenue Measures of the House Comm. on Ways and Means, 96th Cong., 2nd
%ress. (Fel))ruary 20, 1980) (statement of Daniel I. Halperin, Deputy Assistant Secretary of the

easury).
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The Internal Revenue Service study (referred to above) indicated
that most corporate use of basis-adjustment deferral (as reflected
on returns filed over a six-month period in 1979) was by large, prof-
itable corporations. This suggests that repurchase of debt whose
value had declined due to a general rise of interest rates may have
played a significant role in obtaining discharges of indebtedness by
these corporations.

Proponents of a change in present law contend that the substan-
tial carryover period now allowed for net operating losses (general-
ly, 15 years) may provide adequate relief to taxpayers that obtain
discharges of business debt in the context of financial difficulties
and that allowing solvent taxpayers to reduce the basis of deprecia-
ble assets instead of recognizing current income permits inappro-
gfiate deferral. Thus, they question whether any deferral is desira-

e.

Some may argue that even given the present law net operating
loss carryover rules, it might still be desirable to provide relief to
financially troubled taxpayers. Since identifying these taxpayers
has proven administratively difficult in the past, they may urge re-
tention of present law, even though it permits deferral that varies
based on the taxpayer’s depreciable assets. Another approach
would be to permit deferral in hardship cases over a specified time
period (cf. sec. 6161(b)).

Another approach would be to permit an offset to income, or a
deferral, only to the extent additional expenses of refinancing are
incurred and can be demonstrated.

Additional expense example; repurchase of debt

Where discharge income arises as a result of the repurchase of
the taxpayer’s own debt, additional expenses may be incurred in
order to obtain the discharge based on the source of the funds used
to repurchase the debt. If only internally generated funds are used,
no additional charges may be incurred other than the transaction
costs associated with the repurchase. In this case, there is no
future stream of expenses against which to offset the income from
discharge. Accordingly, unless deferral is desired for some other
reason such as relief to a financially troubled taxpayer, the appro-
priate time for recognition of discharge income should be the tax-
able year in which the repurchase occurs.

If the money needed to repurchase the debt is borrowed, it is
likely that additional expenses will be incurred in the form of addi-
tional interest payments. Generally, the debt will not be available
for repurchase at a discount from its principal amount unless the
interest at which that debt was originally issued is now less than
the rate the market will demand for current borrowing from the
taxpayer. Whether this change represents a general movement in
interest rates, or a change in the credit worthiness of the taxpayer,
the result should be the same. In order to borrow the funds to re-
purchase the debt, a higher interest rate must be paid.

The following example shows two roughly equivalent notes with
their discounted present values at 12.68 percent interest per year.
The first note was issued for $100,000 when interest rates were 10
percent and can now be repurchased for $90,492. In order to effect
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the repurchase, a new note for $90,492 paying market interest will
have to be issued.

Old Note New note
Year Nominal Present Nominal Present
value value value value
) $10,000 (@) $8,875  $11,475 (i) $10,185
2 10,000 @) 7,876 11,475 (i) 9,039
- SR, 10,000 (1) 6,989 11,475 (i) 8,020
S 10,000 (1) 6,202 11,475 (1) 7,119
Duererersernensnsesseonsaraneses 10,000 (i) 5,505 11,475 (i) 6,318
5 S 100,000 (P) 55,045 90,492 (P) 49,811
Total............. 90,492 90,492

The numbers used in the example reflect rounding for presentation purposes.
I=interest; P=principal.

In this case, there is discharge of indebtedness of $9,508, the dif-
ference between the principal amount of the original note and the
price at which it is repurchased. However, the taxpayer must pay a
cost to obtain the discharge in the form of an additional $1,475 per
year of interest for five years, or a total of $7,375.

In order properly to match income with the expenses incurred to
produce such income, at least $7,375 of the $9,508 discharge income
should be offset against the additional interest expense. The re-
maining $2,133 could also be matched against the additional inter-
est or could be required to be recognized immediately.

In some situations, it may be difficult to tell exactly which new
debt is replacing what repurchased debt, or to determine against
which stream of interest payments the discharge income should be
matched. Since the deferral provides a benefit to taxpayers as com-
pared with immediate recognition, the taxpayer could be required
to show clearly which new debt is the replacement debt. This could
be done by requiring replacement debt to be designated as such at
the time of its creation, and by requiring a tracing of the proceeds
of the replacement debt to the transactions resulting in the dis-
charge of indebtedness. Some might contend that any permitted
tracing should be limited to fairly obvious refinancing cases, in
}ighéc of the general administrative difficulty of tracing borrowed

unds.

The repurchase of debt example is only one area in which addi-
tional expenses may be incurred in order to obtain discharge of in-
debtedness income. If such expenses are incurred in other types of
discharges of qualified business indebtedness, and matching is de-
sired, a similar approach could be used.

6. Basis in Stock of Controlled Subsidiary

Present Law and Background

Although the acquisition of a corporation’s stock and the acquisi-
tion of its assets often have identical economic consequences, the
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tax consequences of the two transactions may vary. One discontinu-
ity that results relates to the difference between an acquiring cor-
poration’s basis for stock in the acquired corporation (‘“outside
basis”) and the acquired corporation’s asset basis (“inside basis”).
For example, if an acquiring corporation acquires stock, the ac-
quired corporation’s basis for its assets would be unaffected (unless
a section 338 election is made to treat the stock acquisition as an
asset acquisition). In such a case, the acquiring corporation’s out-
side basis may have no relation to the inside basis. In contrast, if
the acquiring corporation purchases assets and contributes the
assets to a newly formed subsidiary corporation (or is treated as
having purchased assets under section 338), the inside and outside
bases would be comparable. Further, unless the acquired corpora-
tion is included in the acquiring corporation’s consolidated Federal
income tax return, the acquired corporation’s earnings would not
increase the outside basis (although the inside basis would be in-
creased by subsequent earnings).

Possible Proposal

In its proposed Subchapter C Revision Act of 1985,39 the staff of
the Senate Finance Committee suggests a rule that would conform
the outside basis of a controlling corporate shareholder to the
inside basis. This rule is thought to be necessary because present
law permits taxpayers to claim double gains or double losses where
there is a disparity between inside and outside basis (similar to the
problem discussed in Part V.B.6., above, relating to section 351 ex-
changes). Further, there is a concern about discontinuities between
the treatment of stock acquisitions and asset acquisitions.

139 See n. 131a, supra.
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