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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, 8. 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 15
Over $25,000 but not over $50,000 . 18 ¢
Over $50,000 but not over $75,000 . 30,
Over $75,000 but not over $100,000 ... 40

Over $100,000 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 incomeé 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 ef. 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 capltal gain over net
short-term capital loss) if the tax computed using that rate is lower
than the corporation’s regular tax (sec. 1201).
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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 15

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

. Over $50,000 but not over $75,000 .. 25
Over $75,000 33

The graduated rates would be phased out for corporations with
taxable income over $140,000. Corporations with taxable income of
$3t6(),()00 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
llagnded 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.



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
tlt}at 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).3

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-
uently exceeds a corporation’s taxable income. See discussion of earnings and profits in Part_

., infra.

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.

. ° 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 .
e 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.

The absence of taxation at the corporate level in these circumstances is discussed in Part III,

5 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 from 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.
¢ 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 performi;
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.
9§ 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-
utt;d corporate earnings are subject to tax at the corporate level
only.

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-

0 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.

1 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

rule e 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 sub: ly to an individual patron 11 ntfxe only party who is taxed on
the income) in a taxable year subsequent to the year in which the income is earned.

' Empl oc] hip plans are di d in a separate pared by the staff
of the Joint Committe on Taxation.

The dividends exclusion for individuals does not apply to divi- .

(and their individual patroﬂs)‘ ‘may hav: different taxable years. This fact combined with the
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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.!2®
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

1

.

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 80-percent withholding tax (secs. 1441, 1442)
and may be subject to tax in the recipient’s country as well.!® 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. .

. '3 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)(2XB), 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) N
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.1* Net operating losses
attributable to the dividends paid deduction would be available to
}x-‘; 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

v

cussed in a separate )gam_phlet, Joint Committee on Taxationbg'_ax Reform Proposals: Taxation of

F‘mﬁﬁ 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.!®

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

142 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.!®

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.
corporation’s QDA in this situation r:ouﬁ"l1 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 received 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.



»

13

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

«
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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 thac may reduce' (or
increase) the QDA and eliminate (or create) a payor idends paid ded
Such adjustments could retroactively an‘ect a reclplent corporatmn s dividends received deduc-
tion. Appropriate rules would have to be d d to address thi; 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.
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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 B

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: D d distribution and rei tment 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 d ion, the hanism for impl ing a credit
system could be designed to ensure that the credit is available only with respect to corporate
earnings that have been taxed. See the di ion under “T of tax 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).2%2 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 making 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.
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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 deducti

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 acquiring corporation (unlike the selling shareholders) would be entitled to a
dividends received deduction for distributions from the acquired company.

2% A similar but somewhat more complex cnproach was discussed by the Treasury in 1983
Testimony. See Testimony of Ronald A. Pearlman, Deputy 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.2 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 (Wileg', 1951), pp. 24-43; Joseph A. Pech-
man, Federal Tax Policy (Brookings Inst., 4th ed, 1988), p. 130.

26 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 effectively 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-

v

ing some form of relief from the two-tier tax.3° 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).

3° 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, 721738 (1981).

Al
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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-
Jject 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-
i 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 (73 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

v 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-
p porate investors.

Es

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 corporation34 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 N

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. '

ET—— ¥

33 Tlustrative 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-
sary or appropriate 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 liquidati i iation in 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 >

i individual shareholders, and of dividend treat-

that the advantage of capital gains for
ment for corporate shareholders, generates difficult legal issues in an attempt to det,ermme)
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 pre or other i
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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
zfind 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.38

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.3”

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

36 Further, to the extent that the corporate tax is “passed on,” it could not be said to contrib-
utg_'m“the ‘progressivll;ty of the tax m.

p ns are di d in a separate pamphlet prepared by the
Staff of the Joint Committee on Tpaxstion See n. 2, supra.

38 Under present law, where corporate earnings are taxed at a 46 percent rate and the after-
tax ings 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 28 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 distril d to an indivi shareholder who is taxed at a 35 per-

cent rate, the total taxation is 55 percent ((.33-.033) + .35(1(.33-.083)) or 20 percentage points
reent.

greater than a single shareholder level tax of 35 2
3@ 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 é)aid deduction if relief from the two-tier tax is to be imple-
mented.

Dividend exclusion for individual:

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 s(tlsock, 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. 39

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.+°

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 tc 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 i in the case of iated cor ions filing a lidated 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. ﬁzg, 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
il;:g)}gropriate 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.4!

In general, a system of relief that passes through tax preferences
