Part V discusses the income tax in relatio t
our business economy. Chapter Fourteen covern. 0 the.major components of
o ds. Th . ~ : S 1Ssues 1nv01ving co .
and dividen ese. 1ssues require facing the fundamental rporations
pears the corporate income tax: shareholders, employees question of who
return on capital in the economy generally, , Customers, the

or the corporations th
. ‘ emsel
Assuming that all, or the major share, of the corporate income tax iss i)::rsxé

by the shareholders, the next question is what, if anything, should be d
about the double tax borne by shareholders. The numer01,1s solutions t(;:;i
have been offered to the double tax are described. Finally, the implications
of interest deductions by corpcrations and the retained earnings of
corporations are discussed.

Chapter Fifteen deals with a perennial high-profile tax policy issue, the
tax treatment of capital gains and losses. The unsettled history of their
treatment is described. Unique features of capital gains are discussed, as are
peripheral areas where capital gain treatment is accorded to income on the
borderline between ordinary income and capital gains. Restrictions on use
of capital losses are discussed. The politically-charged assertion t.h.at the tax
treatment of capital gain is an important factor in dete.rminin.gg,r national rates
of saving and investment is explored. Finally, capital gam' treatment 1s
related to the treatment of gain and loss on sale of ta'xpayers homes.

Chapter Sixteen goes to the funda.menta} question of how to r.m;:lastt}rz
taxable income in a climate of changing price levels. Present 1nilatio

bed. The more complex 1ssue
adjustments to the tax rate strt%cture. are ?ZZ?mems e sneasurembit of
of whether, and how, to appl}.’ lnﬂatl((;nir?vistments in debt instruments are
gAins, [0SEEE; interest deduCt:);laSi’s:(Iil as to the accuracy of existing measures
discussed. Also, questions ar

of price level changes.
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five major

During the 19805 Co
Subchapter C. * * % Eac

structural tax reform; none
special interests.

ngress Produced
h enactment refl
represented

: Yet despite these efforts, * »
restructuring corporate taxation Seem

A. INTRODUCTION

facelifts
ec?ed the noble goqi Zf

5 43 percent for individual income taxes
and 37 percent for social insurance taxeg b Moreover, dividends paid by C
corporations and taxed to individual share

holders account for over three
percent of taxable income under the individual Income tax.°
The preeminent policy

issues in the taxation of corporations and
shareholders relate to the degree to which tax law should follow nontax law

ir shareholders as separate taxable entities. C
corporations are taxable entities, separate from their shareholders, in

contrast to partnerships? and S corporations.® Because corporations are not
allowed a deduction for dividends paid, and the dividends are fully subject
to tax in the hands of individual shareholders, the result is a double tax on
income earned by a corporation and distributed as dividends to its individual
owners.

The second tax cannot necessarily be avoided by a corporate policy of not
paying dividends, even if one ignores the slight possibility of imposition of the

a. Paul B. Stephén, I1I, Disaggregation and Subchapter C: Rethinking Corporate Tax
. L. REV. 655, 655 (1990). . e
Reforl:n’lf 1\;34Lf§1eral receipts from corporate income taxes were $140 bllhot'l,l'lndlv"lfd‘i:i
jncomé tax recei;)ts were $543 billion and social insurance tax receipts weée $:g§ blslTl:ITl-l STlgAL
federal receipts amounted to $1.258 trillion. U.S. BUREAU1 ;);S)THE ENSUS,
ABSTRACT OF THE UNITED STATES, tbl. 518, at 334 (115th ed. 1995). dividuals amounted to $78
¢. In 1992, dividends included in the adjusted gross income oIf dmt ;;’1 51;3 at 345, (Not all
billion; total taxable income of individuals was $2.396 trillion. Id. -is of:fset by deductions
adjusted gross income becomes taxable income, of course, because somtg ost individuals that
éus e grols d dependency exemptions. Nevertheless, it is the case for :jnced by the e
ia;) digjz;sgg: wa:re nf)[t) included in the tax base, taxable income would be redu
of the dividends.) : taxable entities under the same provisions
d. Some publicly traded partnerships are treateg:;tion 7704. See infra Note #8. .
"at apply to corporations i fiej sharcholigﬁfi- be understood to refer to a C corporation unless
- " tion" s
e. Hereinafter, the term "corpora
otherwise indicated.
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accumulated earnings tax.! To the extent that common stock of a corPOl‘atiOn
appreciates in value because of undistributed income that has been earneq
of the stock by the shareholders at 5 gain

and taxed to the corporation, sale . ] :
produces a second tax, though generally in the form of a capital gain_ Thig

does not occur, however, if a shareholder dies owni.ng stock t'hat hag
appreciated in value because the stock then‘ takes a basis equal to l'ts valye
at the date of the decedent's death. See section 1014 and Chapter Nine. The
portion of a capital gain tax that is a second tax due to accumulated earning,
is difficult to isolate and measure because the market value of commop stock

is affected by so many other factors.
Corporate shareholders are largely exempt from the second, shareholgey.

level, tax. The dividends-received deduction in section 243 reflects a decisiop
largely to exempt the passage of earnings from one corporation to anothey
until distribution is finally made to a noncorporate shareholder, wy,
normally would be fully taxed. Such dividends are entirely tax free if tye
corporations are members of an affiliated group, which requires an gg.
percent-ownership relationship while the earnings are accumulated apg
distributed. Otherwise, 80 percent of deductions can be deducted by 4
corporate shareholder that owns at least 20 percent of the stock of the
dividend-paying corporation, and 70 percent of dividends are deductible if the
corporate shareholder owns less than 20 percent of the payor. See section

243 and Note #5 for details and limitations.
Similar to the individual income tax, the corporate rate structure of

section 11 is graduated, except for specified categories of personal service
corporations. A corporation is taxed at 15 percent on the first $50,000 of
income, 25 percent on income between $50,000 and $75,000, and 34 percent
on income between $75,000 and $10 million. When a corporation's taxable
income exceeds $100,000, however, a tax of five percentage points in addition
to the 34 percent standard rate is applied to its income until this five-
percentage-point tax amounts to $11,750. At this point, when the
corporation's taxable income is $335,000, the five-percentage-point "notch"
tax rate has absorbed all the advantage from the 15 percent rate and the 25
percent rate on the corporation's first $75,000 of income. The tax rate on
income in excess of $10 million is 35 percent. Another notch rate of three
additional percentage points, or a total rate of 38 percent, is applied to
income in excess of $15 million until it absorbs the advantage of the 34

percent rate.

Notes and Questions
Tax rates
1. Discussion of corporate tax rates must take place against the

r———

f. Sections 531 et seq. : g yo
°¢q. Impos¢ a tax on accumulations of earnin s"b e
bl 2 . s "beyond the reasonab
needs of the business." byt only if accumulations exceed $250,000.
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A

ially hig},

Refo gher tax rateg

the Tax rm Act of 198¢ the top corporaiz Itl;: n(;t-so—diStant o O
rate

tax rate for indiv;
tglze I indi\crlilgld;lal B\évas 46 percent ang the
rf taxing corporation i, corPorations T dAct not Oply lowered
:,)he 1993 Act hOWejeat :}&:tes lower than the top indsiiidtllllel Izreﬂous pattern
’ T, the top individq al tax rate. Under
higher than the top corporate rate (35 p::fcletax rate (39.6 percent) again is

should be taxable entities, what if any) oh f;lfll)t corporations
ou € maintained

’ but reve

ment and is called the environm

. : : . ental tax.
The mc(‘)me s.ul').]ect to thIAS. tax is a modified version of the corporation's
alternative minimum taxable income.

3. All income of some personal service corporations is taxed at a flat
35 percent rate. These corporations perform health, law, engineering,
architectural, accounting, actuarial, art performance, or consulting services.
Such corporations are viewed as the alter egos of their typically high-income
owner/employees, and the high flat rate prevents these individuals from
benefitting from the graduated corporate tax structure.

4. There is no connection between a corporation's tax rate and the tax
rates of its individual shareholders. Should there be such a connection?
Should the corporate income tax have progressive rates?

5. Dividends-received deduction. The broad outline of the dividends-
received deduction of section 243 is subject to qualifications. The deduction
is reduced in the proportion that stock ownership is debt-financed. r1‘.he
apparent reason is to block a corporation’s using debt ﬁnancu.lg to combine
an interest deduction and dividend income taxed at preferential rate‘s.

The 100 percent dividends-received deduction normally allowed if both

g the dividend and the corporate shareholder are

the corporation payin ent

members of the same affiliated group—that is, afﬁligted through 80 percf
ownership—is limited to dividends paid out of earnings accumulated after
' i iated.
1963 while the two corporations were affilia d. . .
This treatment is flawed in that the definition of earnings out of which

dividends are paid is not consistent with the d.efjlmtlgn of z?j:(l;lz ;(Illﬁzgl(;
Consequently, some dividends eligible for a d1v1d§n s-;'ece o
have not been taxed at the corporate leve¥ at an ?ar uzt; Osu:ig; .taxed e
were perfected to reach only dividend§ paid out Od Pret o oly those paid t0
one might ask whether all such dividends (and no

I'S
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dividends-received deduction.

. ; b ermitted to file consolig
Affiliated corporations orporations are p . ated

6. Groups of ?ﬁiha;egfiep orting income or loss ?eparately: DlVld.en q
income tax returns instea :thin an affiliated group o corporations ﬁhng
are eliminated when paid Wi f consolidated returns is g0Verneq by

to )
consolidated return. Trea;t?szs ssued pursuant to sec tion 1501
" . . " a l
extensive "legislative regu

. if a corporation ow
: : turn is not filed, 1 . VDS g
e Fenita conSOhda;sl(: I;)ef one or more other corporations, these

percent or more of the st the graduated income

P ar i f applying
i ombined for purposes 0O

co :ra;z::;ison €135061 Corporations that are owned by the same smaj) b

rates. _

: oses of applying the graduateq
individuals also are combined for purp s
:i:;dlvéezt?oi 1563(a)(2). What is the purpose of these provisions?

8. Entities taxable as corporations. A cf)rporation may ha‘ve only gpe
shareholder. Professional associations organized under a sta.lte.s Corporate
laws can qualify as C corporations for tax PUrPOSEs. Associations cap be
taxable as corporations even though they are not.lncorporated. A¥nong the
associations taxable as corporations are trusts Wlt]'.l transfeljable .lnterests,
So long as they are not publicly traded partnerships described in Section
7704, partnerships, even limited partnerships, ger.lerally do not.fall_ in the
category of associations taxable as corporations. Neither do organizations get
up as limited liability companies. In Notice 95-14.% the Treasury Department
proposed to allow associations to choose between partnership and corporatiop
treatment (so long as they are not publicly traded partnerships described ip
section 7704).

In some instances dummy corporations set up to facilitate title transfers
and the like are disregarded for tax purposes. If a corporation engages in
any substantial activity, however, it is required to file a corporate income tax

return and is treated as a separate taxable entity.

Limitations on deductions by corporations

9. Interest. The limits placed on interest deductions by individual
taxpayers do not apply to most Corporations, because interest paid by
corporations ordinarily is considered paid in the course of trade or business.

There are, however, some limits on interest deductions by corporations. In

g 1995-1 C.B. 297,
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petween corporations gnq their gye, 50

until rePorted - income by the il Percent owners may not be deducted
corporationS—as is the case ated creditor, Section 267. Also,

) With ingdjy;
Joans used to finance nvestments iy, :ledualS‘may not deduct interest on

. “€Xempt bonds. Section 265(a)(2).
10. Charitable contributig

deduct charitable contributiopg inSectlon 170(b)(2) permits corporations to
income. amounts up to 10 percent of taxable

11. Losses. Losses on tr

ansact; -
are denied by section 267 sactions with over-50 percent shareholders

House of Representatives, P
on corporations after the year 2000,

B. WHO BEARS THE CORPORATE TAX?

FEDERAL TAX POLICY
Joseph A. Pechman’
Pages 135-37, 141-45, 151-54 (5th ed. 1987)

The corporation income tax was enacted in 1909, four years before the
introduction of the individual income tax. To avoid a constitutional issue,
Congress levied the tax as an excise on the privilege of doing business as a
corporation. The law was challenged, but the Supreme Court upheld the
authority of the federal government to impose such a tax and ruled that the
privilege of doing corporate business could be measured by the corporation's
profits.

The corporation income tax produced more revenue than the individual
income tax in seventeen of the twenty-eight years before 1941, when the
latter was greatly expanded as a source of wartime revenue. From 1941
through 1967 corporation income tax receipts were second only to those of the
individual income tax, but they were overtaken by payroll taxes in fiscal year
1968 and have since been declining in importance. The corporation income
tax accounted for about 8 percent of federal receipts in 1986, compared with
28 percent in 1956. Since the end of World War II, the corporate tax rate
has been reduced from a peak of 52 percent in 1952-63 to 34 percent
beginning July 1, 1987. Corporate tax receipts should increase as a share of
total tax collections as a result of the reforms enacted in 1986, but the share

will remain significantly lower than it was in earlier postwar years.

o

*_ At time of original publication, Senior Fellow, The Brookings Institution.
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A business enterprise enjoys special privileges anfl be'nef"lts When |
operates in the corporate form. These include per petual life, !lfmted liabjj;;
of shareholders, liquidity of ownership through .n.llza}r .ketabll}ty of shares,
growth through retention of earnings, and PQSSlbl 1t1e§ of lntercorporate
affiliations. Moreover, the modern corporation—particularly the large
"public’ corporation in which managé‘rn’lelllt. a;‘nd OWnership are
separated—generates income that nobody may C L lorepf}r:ﬁnal use. The
growth of the corporate sector could not have_tfkefi p aT(il IS e Corporatjgy,
had not been endowed with these valuable PFIV'HGS?S- ~the Supreme Court'g
acceptance of the constitutionality of the v %ffﬂhlncomz tax was baseq
on the view that the corporation owes 1ts life. rights, and power ¢, the
govel;lersvegiperts accept this rationale for a substantial tax on c‘?l‘pol.‘ate
profits. Instead, one justification seems to be that the corporation is g
mechanism for accumulating capital that is managed by the corporate officers
and directors, and is not really subject to the co.ntrol of the °Wn?l‘s~the
stockholders. Proponents of the corporation tax beheye that the earnings apq
economic power derived from this large stock of capital are a proper base foy
taxation. . o

Another reason for the corporation income tax is that it is needed t,
safeguard the individual income tax. If corporate income were .not §ubject to
tax, people could avoid the individual income tax by accumulating income in
corporations. Short of taxing shareholders on their shares of corporate
income whether the income is distributed or not (a method that has been
proposed from time to time), the most practical way to protect the individual
income tax is to impose a separate tax on corporate income. * * *

Despite its long history in the United States, the corporation income tax
is the subject of considerable controversy. In the first place, there is no
general agreement about who really pays it. Some believe the tax is borne
by the corporations and hence by their stockholders. Others believe it
depresses the rate of return to capital throughout the economy and is
therefore borne by owners of capital in general. Still others argue that the
tax is passed on to consumers through higher prices or may be shifted back

to the workers in lower wages. Some believe that it is borne by all three

groups—stockholders, consumers, and wage earners—in varying proportions.

Y opposed views and often puts them in
aunch opponents of a sales tax vigorously
ax even though they profess to believe it is
any who say that the corporation tax is “just
tly shifted) demand that the tax be reduced

inconsistent positions. Some st
support the corporation Income t
shifted to the consumer, while m
another cost” (and is consequen



jividends bave been alloweq as a ~
dividual income. Currently, ther
s still considerable agitation t
taxation of distributeq Corporag
A third set of issyeg has

revenue would be mcre h
Fourth, the introgdy
reduced the yield of the

armful to th

. € economy.
ction of tax

and reduce economic efficiency.
* %k %k
Shifting and Incidence of the Tax

There is no more controversial issue in taxation than the question, "Who
bears the corporation income tax?" Op this

question, both economists and
businessmen differ among themselves. The following quotations are
representative of these divergent views:

Corporate taxes are simply costs, and the method of their
assessment does not change this fact. Costs must be paid by the
public in prices, and corporate taxes are thus, in effect, concealed
sales taxes. (Enders M. Voorhees, chairman of the Finance
Committee, U.S. Steel Corporation, address before the Controllers'
Institute of America, New York, September 21, 1943.)

The initial or short-run incidence of the corporate income tax
seems to be largely on corporations and their stockholders. .
There seems to be little foundation for the belief that a large part
of the corporate tax comes out of wages or is passed on to
consumers in the same way that a selective excise [tax] tends to be
shifted to buyers. (Richard Goode, The Corporation Income Tax,

Wiley, 1951, pp. 71-72.)

The corporation profits tax is almost entirely shifted; the
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es the corpo

imply us ,
government simply The Organiza

(Kenneth E. Boulding,
1953, p. 277 ' hat plausible alternat;

: .1 the conclusion tha P _ native

It is hard to avoid the ot elasticities sl el ressils

. t the re
sets of assumptions abou 00 percent of the [corporate]

1
; i ta] bears very close L ., :
:;n thxchdc;a:l a(lArnold C. Harberger, The Incidence of the
8% PUigcs. nal of Political Economy, vol. 70,

Corporation Income Tax," Jour
June 1962, p. 234.)
rate] tax is shifted fully through

short-run adjustments to prevent 2 decline in the net rate of return

[on corporate investment], and . . - thes.e adjustments are
maintained subsequently. (Marian Krzyzaniak and Richard A

Musgrave, The Shifting of the Corporation Income Tax, Johns
Hopkins Press, 1963, p. 65.)

. An increase in the [corpo

. There is no inter-sector inefficiency resulting from the
f the corporate profits tax with the interest
deductibility provision. Nor is there any misallocation between safe
and risky industries. From an efficiency point of view, the whole
corporate profits tax structure is just like a lump sum tax on
corporations. (Joseph E. Stiglitz, "Taxation, Corporate Financial
Policy, and the Cost of Capital,” Journal of Public Economics, vol.

2, February 1973, p. 33.)

imposition o0

_If the net rate of return is given in the international
market place, the burden of a tax on the income from capital in one
country will not (in the middle or long run) end up being borne by
capital (which can flee) but by other factors of production (land,
labor, and to a degree, perhaps, old fixed capital). (Arnold C.
Harberger, "The State of the Corporate Tax: Who Pays It? Should
It Be Replaced?" in Charls E. Walker and Mark A. Bloomfield, eds.,
New Directions in Federal Tax Policy for the 1980s, Ballinger,

1983.)

Unfortunately, economics has not yet provided a scientific basis for
accepting or rejecting one side or the other. This section presents the logic
of each view and summarizes the evidence.

The Shifting Mechanism

One reason for the sharply divergent views is that the opponents
frequently do not refer to the same type of shifting. It is important to
distinguish between short- and long-run shifting and the mechanism$
through which they operate. The "short run" is defined by economists as &



sup
adjusted.
The Short Run

maXiTlizefa;hiz ?r:lm S~ p(;OﬁtS l?efore the tax will continue to imi
after posed. (This follows from simple arithmefil:x 111;11:3 PI“Oﬁtsf
- series o

es is reduced by the same
. percen .
will be the highest after.) tage, the figure that was highest before

The opposite view is tha ;
i ompei. o by e e il et b
imperfection and mutual interdependence or oli, ly show considerable
business firms may set their prices at the level thagto(I:);)vZI.'s ':1111 'Suf(i}ﬁlmarkets,

a margin for profits. Alternatively, the firms are described :g aimi(:StaIzlus
after-tax target rate of return on their invested capital. Under the cfst— ;n
behavior, the firm treats the tax as an element of cost and raises its prife tf)
recover the tax. (Public utilities are usually able to shift the tax in this way
because state rate-making agencies treat the corporation tax as a cost.;
Similarly, if the firm's objective is the after-tax target rate of return
imposition of a tax or an increase in the tax rate—by reducing the rate o’f
return on invested capital—will have to be accounted for in making output
and price decisions. To preserve the target rate of return, the tax must be
shifted forward to consumers or backward to the workers or partly forward

and partly backward.
It is also argued that the competitive models are irrelevant in most

r a few large firms exercise a substantial degree of
efficient producers raise their prices to recover
"smbrella" that permits less efficient

markets where one o
leadership. In such markets,
the tax, and the tax merely forms an
or marginal producers to survive.

When business managers are asked about their pricing policies, they
often say that they shift the corporation income tax. However, even if
business firms intend to shift the tax, there is some doubt about their ability
to shift it fully in the short run. In the first place, the tax depends on the

outcome of business operations during an entire year. Businessmen can only

guess the ratio of the tax to their gross receipts, and it is hard to conceive .of
1d recover the precise amount of tax they will

their setting a price that wou .
eventually pay. (If shifting were possible, there would be some 1r.13targc<13.s of
firms shifting more than 100 percent of the tax, but few economists believe
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that orershifting dotns-iy Olc{(.r:::;i.)that should they attempt to recovep the
Second, busmessme}I: ugh higher prices (or lower wagfc_es), other firmg
corporation income tax t }1;0 same. Some firms make no profit or .have lar
would nots necessarily do 90 o tax; among other firms, the ratio of tax t,
loss carry-overs and thus pay 1 duct firms, the producer has evep lesg

. . multi pro .

- rec'elgts. dlffszsliatlig of tax to gross receipts for eachfproduct(.1 All thege
ba51§ fOI‘J uastnE the uncertainty of response by other firms and make the
possibilities increase tion income tax hazardous,

attempt to shift part or all of the corpora

The Long Run o . N
In the long run, the corporation 1ncome tax influe stment by

reducing the rate of return on corporate equity. If thefcc’;"flf:st;iz lélélome tax
is not shifted in the short run, net after-tax rates o rct o Pressed,
and the incentive to undertake corporate 1nvgstment 15 thereby reduceq,
After-tax rates of return tend to be equalized with those 1n the' NONCorporate
sector, but in the process corporate capital and output' “_'111 have . been
permanently reduced. Thus, if there is no short-run shifting and if Fhe
supply of capital is fixed, the burden of the tax falls.on the owners of capita]
in general. If the depressed rate of return on capital reduces investment,
productivity of labor decreases and at least part of the tax may be borne by
workers. .

Where investment is financed by borrowing, the corporation tax cannot
affect investment decisions because interest on debt is a deductible expense,
If the marginal investment of a firm is fully financed by debt, the corporation
tax becomes a lump-sum tax on profits generated by previous investments
and is borne entirely by the owners of the corporation, the stockholders. In
view of the recent large increase in debt financing (see the section on equity
and debt finance below), a substantial proportion of the corporation income
tax may now rest on stockholders and not be diffused to owners of capital in
general through the shifting process just described.

The Corporation Tax in an Open Economy

The foregoing analysis assumed that the corporation tax was imposed in
a closed economy. In an open economy,
the international marketplace. If the t

elsewhere, capital will move to other countries until the rate of return is
raised to the international level. Thu

_ s the burden of the tax would not be
borne by capital but by other factors of production (land, labor, and old fixed
capital) that cannot move, Since la

bor is the largest input into corporate
products, wage earners would bear most of the burden of the corporation tax
through lower real wages.

| In tlfle years immediately after World War II, most countries imposed
tight capital controls and currencies Were not convertible. As capital controls
were dismantled and ma

I ANy foreign currencies other than the U.S. dollar
became acceptable in International transactions, the open economy model

the rate of return on capital is set in
ax in one country is higher than it is
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pecame more realistic. During this later peri ax
LN period, the effecti ]

rates have been declining in the United States. It folf;vt::etlcl:t‘p: ratuinl; S

. ecent U.S.

icv has prob
X policy probably reduced any adverse effect of the corporation income

al wages, not i .
tax on reé ) ncreased it
e as some allege.

Equity and Debt Finance
oration :

‘C;)rfrl)'om taxi bfilzei allowed to deduc‘F interest payments on borrowed
capitd ’ ncome, but there is no corresponding deduction fi
dividends paid out to stockholders in return for the use of thei funds a5

.o capital. At the 34 - eir funds as
equity p percent tax rate, a corporation must earn $1.52
pefore t.ax to be abl'e to pay $1 in dividends, but it needs to earn only $1. to
pay $1 1nt,ere§t. This asymmetry makes the cost of equity more expensive for
the corperation than an equal amount of borrowed capital. In fact, in
combination with the accelerated cost recovery system and the investn;ent
1ax credit, the allowance of an interest deduction provided a substantial
subsidy to investment in the early 1980s.

% % *

Financial experts discourage large amounts of debt financing by
corporations. Debt makes good business sense if there is a safe margin for
paying fixed interest charges. But business firms may be tightly squeezed
when business falls off, and the margin will evaporate rapidly. At such
times, defaults on interest and principal payments and bankruptcies begin
to occur. Even though borrowed capital may increase returns to stockholders,
corporations try to finance a major share of their capital requirements
through equity capital (mainly retained earnings) to avoid these risks.

K % *

Resource Allocation
If the corporation inco
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me tax is not shifted in the short run, it becomes
in effect a special tax on corporate capital. This does not necessarily mean
that the tax permanently reduces rates of return on capital in the corporate
sector relative to returns in the noncorporate sector. Capital may flow out
of the taxed industries into the untaxed industries, and rates of return will
tend to equalize. In the process, the allocation of capital between corporate
and noncorporate business will be altered from the pattern that would have

prevailed in the absence of the tax.
How much capital, if any, has left the ¢

corporation income tax is not known. It is pos
of doing business is 80 advantageous for nontax reasons that, for the most

part, capital remains in the corporate sector despite the tax. To the extent
that corporate investment 18 financed by debt, the corporation income tax
does not affect investment incentives because interest on debt is deductible
as a business expense. The same is true if the capital-consumption
allowances are so liberal as to be the equivalent of expensing (as they were
before the Tax Reform Act of 1986 was passed). In addition, the preferential

orporate sector as a result of the
sible that the corporate form
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. ndividual income tax provideq .
el s of corporations that retaingg
These earnings showed Up o

than as regular income. [p

tting larger, both relatively ang
of investment in the COrPorag,
have been comparatively Smal]

th
s under .
st in the securitie

the business.

treatment of capital gain
offsetting incentive to 1NVeS
earnings for reinvestment 11

; . .
increases in the price of comn}l1 o, 8
case, the corporate sector

i ement
absolutely, for decades. The dlS(??l;I;:,g s
form induced by the tax system, 1 ’

% % % — also take place if the taX is shifted in the §hort run, s
Distortions may also ncrease in the tax, they rise in PToportioy,

ices increase in response to an M¢e : industries. Co
e te equity capital in the various 1n.d stri NSumeyy
to the use of corpora duced by industries using a great deg)

i ds and services pro - _
“;‘111 i f‘::i; gi(::l because the prices of these products \:nll havg nsep Mmost,
anio:}p;:a);awill lfuy more goods and services produced by industries with Jegg

corporate capital. Within the corporate sector, PITOﬁtS will fajl H}lfh? capital-
i ive" industries as a result of the decline 1n.sales and will rise in the
mtens1‘ve i B .o In the end, not only will less capital be attracteq
"labor-intensive" industries. In the g, ted 65 the capital-iitenc
to the corporate sector, but less will be attr.'ac : : Ve
industries in that sector, and the economy will suﬁ'er a los‘s in efficiency a5
a result. The quantitative effect of this process is heaw!y depepdent, of
course, on the degree to which the noncorporate form of doing business cap
be substituted for the corporate form and production can be transf'er.red from
capital-intensive to labor-intensive industries. As in the nop@ﬁhng case,
even a shifted corporate tax would tend to distort the composition of output,
Major distortions were introduced by the pre-1986 allowances for
investment and the deduction for interest on borrowed capital. The
depreciation allowances under the accelerated cost recovery system (ACRS)
plus the investment credit were equivalent on average to expensing of capital
equipment, which can be shown to be equivalent to a zero tax on investment
under certain conditions. If the investment was financed by debt, the tax
was actually converted to a subsidy. Moreover, the investment tax credit was
allowed only for equipment, and the depreciation allowances under ACRS
were much less generous for buildings than for equipment. The result was
that machinery was treated much more favorably than plant and other
structures, inventories, and intangibles. Thus the effect of the capital
allowances and the interest deduction differed greatly among different assets

an(% indust.;rie.es. * * * These distortions were greatly reduced, though not
entirely eliminated, by the tax reforms enacted in 1986.

Notes and Questions

0 bears the corporate inco ider the
possibility that the incid me tax, consid

en:e of the tax might he changed by changing the
€ tax treatment, of oth " - ”
partnerships. er business entities, such
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: : Orporat;
right? Is the decisiop, ¢ ation
feasibility? 0 tax it baseq op propl:late taxable entity in its own

income taxes to their ratep

corporate tax imposed op Public utilitjeg?
es?

18. In the long run, who bear

corporations for which capital is no s the burden of income tax imposed on

t a significant income-producing factor?

19. .
investmeririrll)cicnhtli?:lsl §tated ‘that‘the corporate tax will not adversely affect
if capital investments be " .
deducted when:made, "as they werah can be "expensed,” or fully
sassed.” This asserti,o et ui)l" ere 1 eforfz the Tax Ref.orm Ac‘t of 1986 was
pre-1986 law did not allovg b anathn on two points. First, although

: capital expenditures to be expensed (except for
re-latlvely sn?all amounts under section 179), Pechman apparently agrees
with economists who argued that the combination of the short depreciation
periods and the 10 percent investment tax credit then in effect were as
favorable as expensing.

The second point is to examine why immediate expensing of capital
expenditures is said to completely eliminate, and not merely reduce, the
impact on investment incentives of any income tax (including the corporate
income tax). The detailed explanation of Professors Alan Gunn and Larry

Ward follows:
[Alllowing an immediate deduction for the cost of a long-lived

duces the same effect as capitalizing the
the asset earns from taxation. * * *
Consider a taxpayer who pays $100,000 for a machine with a ten-
year life and no salvage value. The machine will generate $20,000
in revenue each year (a 20-percent pre-tax return on the S}?IO0,000
cost), all of which (except for income taxes) the taxpayer will spend
on consumption. Assume that the taxpayer 1.135 a large amount of
other income, and that the taxpayer is subject to 2 ﬂat-rat? 4}?"
percent income tax. If the taxpayer capl.tal.lzes ﬂ}l,e c:st of t e
machine and takes straight-line depreciation, tdg t axpa{ler S
decision to purchase the asset rather than to spend 1tS purchase

income-producing asset pro
cost and exempting the income
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ounts to a decision t0 gli:;e‘ up $100,0q9 :
jon® OV: 7 ¢
earnings from the machine. Because the Ifll‘ﬁ}llc ;ne pr oduce's no
taxable income, no depreciation is allo;vrzd- € taxpayer wi]) be
a year for ten years. o
e tI(; Siprfsfil:(ela?izg’f(')g(r)l e)):’emption for thg machine's ea?nings, an
immed,iate deduction for the purchase price of the mac.hlne (and of
similar machines) were allowed, the taxpayer would still be able t,
spend $20,000 a year for ten years. We have assumed that
taxpayer was willing to give up $100,000 of current consumptioy
to buy a non-deductible machine. If the cost of machines jg
deductible, the taxpayer can buy $166,666.67 worth of machines 1,y
giving up $100,000 of consumption (because t:he out-of-pocket cogt
of an immediately deductible $166,666.67 investment to a 4.
percent taxpayer is $100,000). The gross return on this investment
will be $33,333.33 (20-percent of $166,666.67) a year. This amount
will be fully taxable (no depreciation being allowed because the cogt
of the machine was deducted at the time of purchase). Therefore,
the taxpayer will be able to spend 60-percent of this sum, or

$20,000, each year.
The equivalence between an immediate deduction and an

exemption for return on investment holds for any constant rate of
return and tax rate.”

price on consumption am

C. THE DOUBLE TAX ISSUE

The six excerpts of this subchapter discuss varying answers to the same
core question: Assuming the present "double tax" system imposed on
corporations and their individual shareholders to be improper, what tax
treatment should replace it? The mechanics of the various alternatives for
ending or reducing double taxation of corporate earnings are illustrated by
this example: Suppose a corporation starts with one shareholder who
contributes $1,000 for stock. In the first year the corporation has $100 of
taxable income, after deducting interest and other expenses. Under present
law suppose the corporate tax is 34 percent, or $34, leaving current earnings
and profits of $66. If the entire $66 is paid out as a dividend and the

¢ The machine will generate a $20,000 annual cash return, but only $10,000 in taxable
income (beqause of the $10,000 annual depreciation deduction). Each year's income tax will be
$4000, leaving the taxpayer $16,000 to spend. [Footnote ¢ was in the original source. (Eds.)]

h. ALAN GUNN & LARRY D. WARD, CASES, TEXT AND PROBLEMS ON FEDERAL INCOME
TAXATION 280-81 (3d ed. 1992). Professors Gunn and Ward state that "[t]he equivalence betweeh
current deductibility and exemption of return was first noted in Brown, Business-Income Taxation
gmd Investment Incentives; in L. Metzler et al., Income, Employment e,md Public Policy: reprinted
in R. Musgrave & C. Shoup, Readings in the Economics of Taxation (1959)."
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S;Xes will take $60.14, or %i)wprzg @ net amount after taxes of $39
’ reent of the $10 o .86. Total
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One method, that of “bure i
lnt 1 "

though they were Partnerships__; Cgration,” would tax corporati
integrated with those of the sh i.e., income ang deducti porations as
were SO taxed, the entire $1OOareh01der' If the corporati lgns completely
. ’ of corporat 1on described above

.«tributed, would be t Orporate taxable in

dj;e e @ total fes Ofaggg gg the individyal shareholcflzzll?sei3 ;Vlélether or not
LE 00, (If the corporation had g loss. fpel;ent fax
or the year,

resumably the shareholder coulg d
; educt i o
gvailable to sharehelders of C corporatlilstgslt) SITEHEy= Prvilegs met sow

Another technique for inteorat;
grat ¢ s ; .
corporate tax apportioned to divli(g;i)cfl‘sdlstrlbuted Income is to treat the
shareholder’s dividend, similar to the wage a'ltshha tax withheld from the
if the entire $100 were declared as 3 divfigd W(Ii Oldlng tax. In the example,
would be treated i end, the entire §34 of corporation

tax ed as withheld tax. The sharehold
. ome the $66 net a : . areholder would report as
e mount received plus the $34 withheld

his treatment of th . B 08 . gkl of SL00.
(Th : € amount of tax paid by the corporation on the
Sha:‘ieh‘:ik;el’.rsh be}}llalf as part of the dividend is referred to as a grossed-up

jvidend. es '
dl‘g o shareholdea:'r;hOlﬁier lS tax on $100 at 39.6 percent would be $39.60,
an = TotP st ould claim a cr.e.dlt of $34 (the amount withheld at the
corporate lizvle against this tax liability. If the shareholder's marginal tax
rate were below 34 .percept, presumably the additional tax withheld would
be allowed as a credit against the shareholder's tax on other income or would
be refunded to the shareholder.

A simpler alternative would be to allow corporations to deduct dividends,
much as they deduct interest now. In the example, payment of a $100
dividend would reduce corporate taxable income to zero, shareholder income
would be $100, and tax on that amount at 39.6 percent would be $39.60. In
this example, the result would be the same as partnership treatment, but if
a corporation did not pay out all its earnings as dividends the result would
be vastly different because, under partnership treatment, the shareholder

would be taxed whether earnings are distributed or not.
Another alternative would be to exclude dividends from the individual
liminated, and the sole

shareholder's income; thus, the double tax would be e
tax would be paid by the corporation. To assure that the dividends bear a

full tax at one level, the exclusion could be limited to dividends paid from
corporate earnings that have borne tax at the top corporate rate. In the
example, a dividend of $100 paid from earnings that have been taxed at 34
percent would be excluded from the shareholder's income, SO the total tax

would be $34. N )

Yet another alternative would be to exclude dividends frqm the
individual shareholder's income; thus, the double tax would be ehmmatel(li,
and the sole tax would be paid by the corporation. To assure that the
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e level, the exclusion could be limited in ¢,
t borne a corporate tax equal to the {,

34/39.6, or 85.86 percent, of the $1¢,
ve been taxed at 34 percent would p,
he shareholder, therefore, woylq
taxed on the remaining $14 14
d a shareholder tax of $5 gq

dividends bear a full tax at on
case of dividends that have no
individual rate. In the example,

dividend paid from earnings that ha -
r's income.

excluded from the shareholde
be allowed to exclude $85.86, and would be
This would result in a corporate tax of $34 an
so the total tax would be $39.60.
FORM FOR FAIRNESS,
SIMI”II‘JI;}éIRTEY:, AND ECONOMIC GROWTH
('TREASURY I

United States Department of th

Vol. 1, at 118-19 (1984)
income tax base, 1xicome derived from

tor would be taxed twice—once whep

e Treasury

With a comprehensive corporate

equity investment in the corporate sec oule
earned by a corporation and again when distributed to shareholders. The

double taxation of dividends has several undesirable effects'. It encourages
corporations to rely too heavily on debt, rather than equity finance. By
increasing the risk of bankruptcy, this artificial inducement for debt finance

increases the incidence of bankruptcies during business downturns.
creates an inducement for firms

The double taxation of dividends also
t as dividends. There is however,

to retain earnings, rather than pay them ou
no reason to believe that firms with retained earnings are necessarily those

with the best investment opportunities. Instead, they may have more funds
than they can invest productively, while new enterprises lack capital. If
retained earnings are used to finance relatively low productivity investments,
including uneconomic acquisitions of other firms, the quality of investment
suffers. In addition, both corporate investment and aggregate saving are
discouraged, because the double taxation of dividends increases the cost of
capital to corporations and reduces the return to individual investors.
These problems cannot be solved by simply eliminating the corporate
income tax. If there were no corporate tax, dividends would be taxed
properly, at the tax rates of the shareholders who receive them, but earnings
retained by the corporations would not be taxed until distributed, and thus
would b'? allowed to accumulate tax-free. As a result, there would be 2
substantial incentive to conduct business in corporate form, in order to take
advantage of these benefits of tax exemption and deferral.
by trl(j:tl‘i :Znt }::ec(f:;z:;:ite and individual income taxes be fully integra.ted
¥ i preclu(:ine asda partnership for tax purposes. Technical
Department thus proposes th at (t)ﬁtwn 'Of Wi dppronch. i Tree}sury
i bl el sl at the Umted States, following the practice of
es, continue to levy the corporate income tax oo

earnings that are retained, but provide partial relief from double taxation of

—



nore in other coypty:
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The credit is generally available op) i
i to resid
ded to forei y sicents,
extended ! g‘ner.s by treaty. Tpe credit i
organizations, if that is degire d can be denied tax-exempt

The simpler method, and th

deduction 1-F'or interest expenge. Divid
will be subject to a Cﬁ‘mp_ensatory Withholding tax, equivalent to the reduct;

in tax at the corp'c-rate level. The proposal will not im os:esucﬁon
compensatory tax where it would be contrary to a U.S. tax tr:at : n:)l: 'ﬁ
the c.om;')ensatory tax apply to dividends paid t'o U.S. 'c};’L;c-exervrvl1 t
organizations. However, the initig] decision to extend the benefits I()>f

divic.ienfi rehef' to these two groups of shareholders will be subject to
continuing review.

Despite the advantages of full relief from double taxation of dividends,
the Treasury Department proposal would provide a deduction of only one-half
of dividends paid from income taxed to the corporation. This decision is
based primarily on considerations of revenue loss, and can be reconsidered
once the proposal is fully phased in.

The deduction would not be allowed for dividends paid from income that
had not been subject to corporate tax; firms wishing to pay out tax-preferred
income will not receive a deduction, but dividends will be presumed to be
paid first from fully taxed income. For this purpose, income that did not bear
a corporate tax because of allowable credits, including foreign tax credits, will
not be eligible for the deduction.

Reduction of the double taxation of corporate equity income will tend to
increase initially the market value of existing corporate shares of companies
that distribute an above-average proportion of current earnings as dividends.
It will reduce the current tax bias against equity finance in the corporate
sector and make equity securities more competitive with debt. Bec.ause
dividend relief will also reduce the tax bias against distributing earnings,

corporations will be likely to pay greater dividends and to seek new funds in
financial markets. Corporations will therefore, be more subject to 1fhe
discipline of the marketplace and less likely' to make relatn.rely urllpl'oﬁu"twi
investments simply because they have available funds. Similarly, the poo

of funds available to new firms with relati e
opportunities will be larger. As a result, the productivity

ends paid to nonresident shareholders

vely high productivity investment
of investment

should be improved substantially. . _
DiVidené) relief will be phased in gradually in order to match the phase
' to
in of the correct rules for measuremen
unjustified windfall profits to current shareholde

f corporate income and to minimize
rs. Moreover, phasing 1n
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of tax revenue and any assocj
me shareholders.

dividend relief will prevent a large loss

ioch-1nco
reduction in the tax burden of high-1n
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STITUTE
iy LII:I"VOII?ATE TAX INTEGRATIQN,
REPORTER'S STUDY OF CO GEALS :
SUMMARY AND P}lOP
Alvin C. Warren, Reporter
e (1‘993) lly called a classica] ;
sua la 4
oy Unite((il Staﬁ}??zcﬁi lllsa (tla::e}el; 11:;(:ssﬁarehzlders and corporatiz;:n;es
g?:tfg:ﬁ?;;:;eiz.wm a result, taxable income egrped b}{\a corporat.;i()n anq
then distributed to individual shareholders as a dividend is taxed tWI_CEf’ once
to the corporation and once to the sharehqlder on recreipt of the dividenq
Corporate taxable income distributed as dividends to (.exempt shareholders is
taxed only at the corporate level. In contrast, earnings on corporate debt
capital are nontaxable at the corporate level to .the ext.ent they are
distributed as deductible interest payments. Whether interest is taxed t, the
recipient depends on the recipient's status, with foreign and tax-exempt
lenders generally nontaxable on such receipts.

- Integration of the individual and corporate income taxes refers to
various means of eliminating the separate, additional burden of the corporate
income tax, in favor of a system in which investor and corporate taxes are
interrelated so as to produce a more uniform levy on capital income, whether
earned through corporate enterprise or not. The integration proposals in this
study would convert the separate U. S. corporate income tax into q
withholding tax with respect to income ultimately distributed to shareholders.

There are two principal reasons for studying this subject. First, the

current system has long been the subject of criticism, for which integration
has often been offered as a solution. * * *

The second reason for studying the

subject is that most other major
developed countries have in recent de

cades adopted various forms of
becomes less separable from these

* %k ok

The approach throygh . ‘
ghout the study ig ¢ d de
as complete a responge g possible Y 18 to develop proposals that provi

to the def; in
the corporate tax intg 5 withholdj ects of current law by converting

n i % %
Defects in Current 1ay, g device. %

In general i
general, the classical system cap (a) discourage individual investors

*. At time of original publicati

—

n, P
rofessor of Law, Harvard Universitv.



;HE DOUBLE TAX Isgug

C— T 647

tion of the capli:]al markets. The tax-induced distortiong of current law
undesirable to :) efextent they have deleterious economic effects (such as 0?72613‘
reliance O debt finance by cor Porations) or create unadministrable legal
distinctlons.(S}JCh as that between debt and equity). Integration woﬁld
(educe OF eliminate these undesirah]e effects. | i

stem of Integration

There are a varlety

of Ways in which the indiv:
income taxes could be int e individual and corporate

ate tax could : grated to reduce the distortions of current law.
The corPo” owe, dor example, be repealed and shareholders taxed

currentl?' on all co.rpo'rate earnings, but that approach would require annual
Jttribution of undistributed corporate income

) to a myriad of complex capital
interests.  Alternatively, - - g

the corporate tax could be repealed and
shareholders taxed annually on changes in stock values, which would require

abandonment of the realization criterion of income taxation. Another
approach would be for shareholders simply to exclude corporate dividends
from their taxable income, but that approach would preclude application of
graduated shareholder tax rates to dividend income. Finally, on receipt of
a dividend, shareholders could receive a tax credit for corporate taxes
previously paid with respect to that dividend. Shareholder credit integration
along these lines is the approach most widely adopted abroad and is the
system developed in this study. If withholding on dividend payments is
considered desirable for compliance purposes, a corporate deduction for
dividend payments is essentially equivalent to the recommended form of
shareholder credit integration.

The proposed approach would convert the separate corporate income tax
into a withholding tax with respect to dividends. Because some dividends
will not have borne a corporate tax prior to distribution, an auxiliary
dividend withholding tax is necessary to assure that shareholders do not
receive tax credits for taxes that have never been paid at the corporate level.
No double tax would result, because payments of regular corporate tax would
be considered prepayments of this auxiliary tax. On the other hand, certain
dividends may be free of corporate tax as a result of deliberately enacted
corporate tax preferences that should be passed through to shareholders.
Finally, in order to minimize differential treatment of debt and equity, a
Withholding tax on corporate interest payments would be desirable. Four

Proposals implement this basic system of integration:
1. A withholding tax will be levied on dividend distributions;
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ts of corporate tax will be fully creditable againgt thig
payments o

2 g}ixthh(l)lldlir;ﬁst 2::211 receive a refundable tax credit for the diViden P

A areho

3 git:tl:?;dlzigszte tax preferences can be passed through 0
shareholders.

! : ied on payments of corporate intereg.
i lding tax will be levie terest,
4. ﬁl Z;ltt};iowii?ﬁe fully creditable by and refundable to the recipien,

of such interest payments.
Retained Earnings . .
If the corporate income tax became part of a withholding System,

retained earnings would present two problems. Flriiczi, };s‘hiZI.‘E‘&h((l)lders Whose
marginal tax rates were below the corporate'z rate WO_u -be t‘lsa v:;ntaged by
corporate retentions, creating a tax incentive for.‘ dlstrl. utions o COI‘po.rate
earnings. Second, taxation of shareholder capital gains due. to retaineg
corporate earnings could, as under current law, con.stl.tute multiple taxatiop
of the same gain. The second problem could be eliminated by preferentig]
taxation of gains on corporate stock, but such a preference would e
overbroad because not all gains on corporate stock are due to taxape
corporate earnings. Both problems would be addressed by a constructive
dividend option, under which shareholder tax credits would be available t,
shareholders without the requirement of an actual dividend distribution If
the withholding and corporate tax rates were equal to the highest individug]
rate, such constructive dividends could only benefit shareholders, who would
either pay no taxes or receive a refund. The increase in shareholder basis
due to the constructive reinvestment would eliminate the potential of double
taxation on sale of the stock. These ideas are implemented by

Proposals 5
and 6, which can be summarized as follows:

5. Corporations could make shareholder credits available to
shareholders at any time through constructive dividends and
reinvestments.

6.

Sales of stock will be fully taxable to shareholders, with deductions
for stock losses limited to dividends, realized stock gains, and the

excess of realized stock losses over net unrealized stock gains.
Nondividend Distributions
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1y paid g 8€s, with the lattep generally
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—¢ distribution, the appropriate tax

Orporation.

1quidations wi]] be treated as

and will carry out a pro rata portion

esult in a refyng toaf}(:s' Other nondividend distributions
‘ e c - : .

corporate taxes. Orporation of preVIOU.SIy pald

noncorporate shareholders:

8. Major corporate investors will have the option to treat
intercorporate dividends as nontaxable and noncreditable.

Exempt Shareholders and Creditors

Nominally exempt suppliers of corporate capital, such as charitable
organizations and pension funds, do not always receive their share of
corporate income free of tax under current law. The portion of corporate
income distributed to such investors is sometimes taxed (due to the corporate
tax on income distributed as dividends) and sometimes not (due to the
corporate deduction for interest payments and to corporate preferences for
Some income distributed as dividends). Because one of the goals of
integration is elimination of such discontinuities, any comprehensive system
of integration will necessarily affect currently exempt shareholders. The
approach of these proposals is to maintain a single level of tax on corporate
income received by such investors, and to rationalize that tax to gl.lmmate
tax-induced distortions in investment decisions. Accordingly, entltlgs. that
are nominally exempt under current law would be subject to an explicit tax
o1 corporate investment income, against which the shareholder and credltgr
Withholding credits could be used, with any excess refundable. The bas:c
idea of thig proposal is that the rate of tax on income fron:i cor;;(.)rile
investment received by an exempt entity should be uniform an .exp. ici hy
determined ag a matter of tax policy. That rate could be set to mamtf;un the
Same level of revenue that is currently collected on corporate income
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h'gher or lower rate ‘|'h
I sho ders, or at a n ) e
distributed to exempt 5 : ,d as fOHOWS:

. be Summarize . .
resulting proposal can 1 the corporate investment income (¢

. : Osed (0} .
9. A newtta:g::llilzgteiézlsp which will be allowed credits for Corporate
exempt O i

: investors.
taxes on the same basis as other Inve

k ok ok

Transition ) integration could be
) . e in tax law, 1ntegr : magde
As with any major chang time, or subject to certain exceptjopg

: - ffective, phased-in over ) exceptio
;:I;m:(f:izls};i;g transactions. With respect to the last possibility, jt i

sometimes argued that integration should be avaﬂ‘;blet }?n;i’ f‘(gl ctorpol‘f:lte
equity acquired after the date of enactment, on the e v tha capl,@
markets have already discounted the price of prg-enactmem corporate equ%ty
to reflect the classical system, S0 that integration for pre-enactment equity
would result in unjustified windfalls to current sharel.lolder's. The proposals
are not limited to post-enactment corporate capital, in part because
recommendations implementing such limitations have already been developed
in prior Institute studies. Instead, Proposal 12 develops a method for

transition to full integration over time. * * * . .
The net effect of the * * * proposals summarized above is that the US,

corporate income tax would no longer function as a separate, additional tax.
Rather, it would be part of an integrated system under which investors in
corporate enterprise would be taxed once, but only once, on income from
investment in corporate capital. The only rate of tax ultimately applicable
to corporate income distributed to a shareholder or creditor would be that

investor's rate. * * * .
[Wlhat follows is a long and complicated study’, but it is based on a

simple and straightforward idea: conversion of the separate U.S. corporate
income tax into a withholding tax would reduce economic distortions and
troublesome legal distinctions that arise under current law.

STATEMENT OF TAX POLICY: INTEGRATION OF
THE CORPORATE AND SHAREHOLDER TAX SYSTEMS
American Institute of Certified Public Accountants
Pages 18-19, 63-67 (1993)
The Objectives of Integration
A system of integration would lower the cost of capital and mitigate
many o.f the distortions and inequities created by the present classical system
by taxing corporate income only once. There are several methods or
approaches available to relieve the double taxation of corporate profits.
In evaluating the alternative methods available, the AICPA has

/
i. Professor Warren is referri i
Proposals are excerpted. (Eds,) rring to the entire Reporter’s Study. Only the Summary <
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This study analyzes the >
implementing an 1ntegration systteh;fe(ll;rlﬁcqf’lal alternative methods of
dividends-pald deduction method; and (3) t(}el ow-through method; (2) the
However, three variants of these princ e shareholder-credit method.

sidered: (1) the repeal of principal methods have also been
con P the corporate tax; (2) the split-rat
evel tax; and (3) the dividend-exclusion method P e corporate-
Flowé’ll‘):riflgﬁrﬁzv:hf;he three principal alternatives follows. * **

The ﬂow-thr9ugh integration method achieves complete integration of
all corporate earnings by allocating all items of income to shareholders in a
manner similar to the allocation of partnership and S corporation income
under the current system. This method taxes all income at the shareholder
level when earned, whether or not distributed. The flow-through method
represents the purest form of integration because it subjects all corporate
income to only one level of tax, at the shareholder rates.

Dividends-Paid Deduction Method
The dividends-paid deduction method allows a corporation to deduct all

or part of dividends paid from taxable income. Under this method, the
benefits of integration inure to the corporation, since shareholders still report
dividends received as income. To the extent that corporations make fully
deductible distributions, one level of tax at the shareholder's tax rate should
result. This method does not extend integration benefits to retained

earnings.

Shareholder-Credit Method : )
The shareholder-credit method imposes 2 corporgte—le;r::h tax on at
' i shareholders for a portion of the corporate

Ak el This method generally

tax paid that is allocated or imputed to dividends. by the amount of

' "orosS UpP" their dividend income DY &
i el : d by eliminating or reducing the tax on

credit allowed. Integration i . :
divideZd(s)v:; the shirreholder level. Therefore, the bg;zﬁgs ott;". mtii:l?(;);l
. .1 the dividends-pal eduction od,
lnure ¢ hareholder. AS with t i . o
doulﬁe-zaih:elsie? applies only to distributed income: Therefore, integratl
benefits are not granted to retained income.

® kK
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Conclusions and Recommendations |
Each of the three principal methods has been evaluated ¢, detep.

whether it achieves five basic objectives for an integrated systemrInlne
whether and how easily it can be designed to handle certaip key issl?nd
Each of these principal methods would achieve more neutral taxat,, by Y
providing more uniform taxation of | incqme betvyeen the. COrporate )
noncorporate sectors; (2) reducing the tax bias favoring d(?bt }nVeStment; i
(3) reducing the incentives to retain rather .than distribute earning,
Accordingly, the AICPA believes that an integTatlf)n mgthod must be ch, er;
primarily on the basis of its ease of administration, 1t§ compatibility With
foreign integrated systems, and its flexibility in addressing the key issueg , ¢
tax preferences, tax-exempt investors, and international transactiong

Theoretically, the flow-through method is the purest form of integratiqy,
however, it would be considerably more difficult to administer 4,
implement. Broadening the eligibility of the S corporation electjoy by
expanding the number of allowable shareholders would offer one alternatjy
to the use of the flow-through method, but the use of the S corporation ruleg
would not be practical for large, widely held corporations. Moreover, if Policy
makers were to decide not to extend integration benefits to tax-exempt apg
foreign shareholders, the flow-through method would need to include ay
appropriate withholding mechanism, further complicating implementation of
the method. After careful review, the flow-through method was not chogep
as a viable option because of the numerous problems in administering the
method, its lack of flexibility in dealing with the key issues, and its
incompatibility with foreign integrated systems.

Both of the other two alternatives, the dividends-paid deduction and the
shareholder-credit methods, would offer a more practical and realistic means
of achieving integration. The public's perception of the equity of each method
may be an important factor in determining whether either is adopted. The
public may perceive that the dividends-paid deduction method would confer
all of the benefits on the corporation. The shareholder-credit method is likely
to be more acceptable, since the public may perceive that the shareholder
“f‘":ﬂd o eceiv.e a greater benefit than under the current system or the
dividends-paid deduction method. Op the other hand, the public may

perceive that integration benefits only high-income taxpayers.
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he United States could adq b o
. h:UbStantially the same tax rzssitlsles);‘ tﬁe deduction or the credit method
Yﬂrﬂ ust be assumed that the corporate. diVierv:;vZ" to achieve this equality,
it st poth methods. In addition, the g polic
u

edtuct ¥ would be comparable
n'nChIde a withholding mechanism an uction method would be assumed
to!

d credits under both methods would

be proponents .Of the diVi'de.ndS‘paid deduction me
Gmpler and e381-ef i administer than the shareholder-credit system, (2) it
dles the debt-equity problem more effectively, and (3) it can m :

.+ integration benefits to ne ; : SR T GE BRI
fesmc-t - f the dividends-paj W equity. The simplicity and ease of
’ dminlStram;? 0 . 1: en S.'Pald. deduction method is its most significant
qvantage .owevei , the modl.ﬁcatlons (including withholding) required to
o Jement adjustments for fore'lgn and tax-exempt shareholders, credits, and

preferences would complicate this method greatly. Without these
0 difications, greater revenue loss, reduced compliance, and a decrease in
he value of tax preferences could result. Consequently, such a modified
Jeduction method would provide no significant advantages over a
Shareholder-credit method.

Another advantage of the dividends-paid deduction method is that it
would provide for more neutral tax treatment of debt and equity. The
Sh{,n.eholder-credit method would not achieve the same result, since .the
shareh01ders’ not the corporation, would receive the benefits of integration.
Therefore, under the credit method, corporations may continue to prefer debt
pecause interest would be deductible, whereas dividends wou.ld. not.

Proponents of the shareholder-credit method argue that it 1s prefe?able
o the dividends-paid deduction method because (1) it would achieve a higher
level of compliance with less effort, (2) it would be more flexible in dealing
with foreign and tax-exempt shareholders and corporate tax preferences,.(3)
it would more easily conform to the integrated systems of other countries,

thod argue that (1) it is

99. For example: Credit Deductions

Corporate Level $1.000 $1,000
Net income 660 1,000
Cash dividend 0 1,000
Dividend deduction 1,000 0
Taxable income ’3 40 0
Corporate tax (34%) 0 310
Withholding tax (31%)

Shareholder Level $660 $690
Cash dividend received 340 310
Gross-up inclusion 1,000 1,000
Shareholder income ’3 10 310
Tax before credit 340 310
Credit (30) 0
Refundable credit $690 $690

Net Cash to Shareholder
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ancial statements.

o ' s ﬁn
affect the corporation a higher level of compliance

and (4) it would not ; 1d have .
The shareholder-credg; r:etzzi srl::tlhod’ anless the deduction methog
educ

than the dividends-paid A The level of compliance would be highe,
. . . nism. = .

includes a vmhboldlnfl mde;e:ause taxpayers would report dividend mcome
under the credit metho hereas under the deductiop

ivi of the credit, W : 2d
beft?l:edriﬁewmg xt':;ozezsgltd pe permitted to take a deduction for dividends
method, the corpo

: the dividend income.
' s failed to report , , _
even if some sharledholii:dit method can more easily be designed either t,
¢ 'I(;he Sl:arﬁﬁfit T)I;neﬁt tax-exempt shareholders, ang
extend or to 11

either to pass through or to limit the pass- throutgh Ofc':ré:xbzr?::fnces to
shareholders. Although the deduction method, o((i)l, can B %ned to
address these issues, the credit system would han (fé e i 1 dar T
complexity. A special provision for corporate t?x pre erlenceslvv(?u make
both methods more complex, put implementation .of.' rules re .atmg to Fax
preferences would be more difficult under the dividends-paid deduction
method. o extend integration benefits to tax-exempt

If policy makers decide not t
shareholders, the shareholder-credit method could make the credit
whereas the dividends-paid

nonrefundable to tax-exempt organizations, .
deduction method would have to tax dividends as unrelated trade or business

income (or include a withholding mechanism) to achieve the same result.
Making the credit nonrefundable is easier to implement, and certainly less
complex, than requiring withholding or taxing dividends as unrelated trade

or business income.
The shareholder-credit method also can be more easily tailored to other

specific types of shareholders. This feature is especially important when
determining the proper treatment of foreign shareholders, and may be the
reason why other countries have preferred the shareholder-credit instead of
the deduction method. Conversely, the main drawback to the dividends-paid
deduction method is that it would apply to all categories of shareholders
equally. Under the credit method, the United States could make the credit
nonrefundable to foreign shareholders and extend integration benefits to
foreign shareholders only through bilateral treaty negotiations. The only way
to prevent the granting of integration benefits to foreign shareholders under
the; deduction method would be to increase the withholding rate on dividends
;}ald EO .Such sbareholders. However, such an increase could be very difficult,
;r;(t)ie ST‘mposs1ble, to achieve under the provisions of many existing tax
Anot
statements. Because the co o COrporatmI-l reports in its financia
under this rporate income tax liability would not change
method, there would be no consist : i
the prior year's operations and ¢ h stency problems with reporting
ash flows, such as those that would occur
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nder the deduction methoq =
ternational
dvarllrtlage of the sh:::}fgfgl e h_owever’ may be th :
5" . ns that have ad or-credit method. Aj) ¢ most important
pations adopted integratjop use ¢ other major industrialized

gperience not only would

implementing an integration system. i
. U.S. system with forej ’

thethod also would facilitall%n Systems. Adopting the shareholder-credi

me’ 1 int . e bilatera] treaty n - credit

reciprocal 10 egration benefits, Yy negotiations on providing

In summary, since both th

e ;

structured to produce sub Credit

should consider other a

appropriate method. Th

' and deduction method

ta ' ethods can be

dva:]l‘tc;;ally equlval.ent tax results, the United States
ges and disadvantages when selecting the

e sin :
pe the international r: .gfl_e mpst Important factor in this decision seems
£ 1 ramihications, particularly the method's ability to

Wor(l)gti:':it;lrilsl th:rili‘:;iewoﬂ? of blla.teral Fax treaties. Flexibility in treaty
negotle ’ .p arly in dealing with foreign tax credits and th
extension of integration benefits to foreign shareholders, would gi he
credit system a decisive advantage, ’ i

'Ijhe shar eholde.r CI"edlt also would allow for greater flexibility in
handling the key policy issues involved in the treatment of tax preferences
and tax-exempt investors. This flexibility would facilitate the adoption of an
integrated sys.tem, because it would more easily allow policy makers to reach
the compromises that necessarily are a part of the legislative process.
Although some forms of the shareholder-credit method may be relatively
complicated to implement, international experience suggests that even the
most complex forms of the method can be administered without substantial
difficulty.

On balance, the AICPA concludes that the shareholder-credit method
best achieves the objectives of an integrated system, and therefore
recommends its adoption by the United States.

REPORT ON INTEGRATION OF THE INDIVIDUAL
AND CORPORATE TAX SYSTEMS
United States Department of the Treasury
Pages vii-x (1992)

Currently, our tax system taxes corporate profits distributed to
shareholders at least twice—once at the shareholder level and once at the
corporate level. If the distribution is made through multiple unrelated
corporations, profits may be taxed more than twice. If, on the other hand,
the corporation succeeds in distributing profits in the form of interest on
bonds to a tax-exempt or foreign lender, no U.S. tax at all is paid. |

The two-tier tax system (i.e., imposing tax on distributed profits in the
hands of shareholders after taxation at the corporate level) is often refem;ed
to as a classical tax system. Over the past two decades, most of our trading
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tems to "Integrate
_ . orporate tax sys _ Weerate”
partners have modified their €0 ptigate the impact of imposing twq le e

corporate and shareholder taxes to mi . . Velg
ofrlzax on distributed corporate profits. Most typically, this hag been

accomplished by providing the shareholder with a full or partial cregj; for
taxes paid at the corporate level.
Integration would reduce th

system: .
(a) The incentive to invest Ui noncorporate rather than corporgs,

) rrent law's double tax on corporations Createg
g?;ﬁiiszgctigz tax rate on corporate equity than on nOI’l’Corporat:
equity.  The additional tax Purden encourages self-help"
integration through disincorporation. |
(b) The incentive to finance corporate investments with debt.rather than,
new equity. Particularly in the 19895, corperations issyeq
substantial amounts of debt. By 1990, net interest expense reacheq
a postwar high of 19 percent of corporate cash ﬂow.. |

(¢) The incentive to retain earnings or to structure distributions of
corporate profits in a manner to avoid the double tax. Betweep
1970 and 1990, corporations' repurchases of their own shares grew
from $1.2 billion (or 5.4 percent of dividends) to $47.9 billion (or 34
percent of dividends). By 1990, over one-quarter of corporate
interest payments were attributable to the substitution of debt for
equity through share repurchases.

These distortions raise the cost of capital for corporate investments;
integration could be expected to reduce it. To the extent that an integrated
system reduces incentives for highly-leveraged corporate capital structures,
it would provide important non-tax benefits by encouraging the adoption of
capital structures less vulnerable to instability in times of economic
downturn. The Report contains estimates of substantial potential economic
gains from integration. Depending on its form, the Report estimates that
integration could increase the capital stock in the corporate sector by $125
billion to $500 billion, could decrease the debt-asset ratio in the corporate
sector by 1 to 7 percentage points and could produce an annual gain to the

U.S. economy as a whole from $2.5 billion to $25 billion.
Prototypes

ree distortions inherent in the classicy)

This Report defines four integration prototypes and - provides
specifications for how each would work. Three prototypes are described in
Part II: (1) the dividend exclusion prototype, (2) the shareholder allocation
prototype, and (3) the Comprehensive Business Income Tax (CBIT) prototype-
# # % For administrative reasons that the Report details, we have not
recommended the shareholder allocation prototype (a system in which all
corporate income is allocated to shareholders and taxed in a manner similar
to partnership income under current law). Simplification concerns led us t0

prefer the dividend exclusion to any form of the imputation credit prototyP¢



gniﬁcant statutory revision. CBIT
Sive option for equalizing the tax
€xpected that implementation of CBIT
full implementation would likely be
years. In CBIT, shareholders and

represents a long-term, comprehern
treatment of debt and equity. It ig pot
would begin in the short term, and
hased in over a period of about 10

boIldh"lder £ excl.ude dividends and interest received from corporations from
jncome, but neither t:,y pe of payment is deductible by the corporation.
Because debt and €quity receive identical treatment in CBIT, CBIT better
achieves tax neutr'ahty goals than doe
CBIT is se!f-ﬁ.na.lncmg and would permit lowering the corporate rate to the
maximum. individual rate of 31 percent’ on a revenue neutral basis, even if
capital gains on corporate stock were fully exempt from tax to shareholders.
Policy Recommendations

In addition to describing prototypes, the Report makes several basic
policy recommendations which we believe should apply to any integration
proposal ultimately adopted:

(a) Integration should not result in the extension of corporate tax
preferences to shareholders. This stricture is grounded in both
policy and revenue concerns and has been adopted by every country
with an integrated system. The mechanism for preventing
passthrough of preferences varies; some countries utilize a
compensatory tax mechanism and others simply tax preference-
sheltered income when distributed (as we recommend in the
dividend exclusion prototype). Both of these mechanisms are
discussed in the Report.

(b) Integration should not reduce the total tax collected on corpo-
rate income allocable to tax-exempt investors. Absent this
restriction, business profits paid to tax-exempt entities could
escape all taxation in an integrated system. This revenue loss
would prove difficult to finance and would exacerbate
distortions between taxable and tax-exempt investors.

(¢) Integration should be extended to foreign shareholders only through
treaty negotiations, not by statute. This is required to assure that
U.S. shareholders receive reciprocal concessions from foreign tax

s the dividend exclusion prototype.

jurisdictions.

———

exceeds the top individual rate. The maximum corporate

k1 er
e i e ompared to a maximum individual rate of 39.6%. (Eds.)

fate is now 35% (excluding notch rates), ¢



Rates
a) Distributed
Income

b) Retained
Income

Treatment of non-

corporate businesses

Corporate tax
preferences

Tax-exempt investors

Treatment of debt

sharehold

1. Plus 3 percentage points of co

COMPARISON OF THE FOUR PRINCIPAL INTEGRATION PROTOTYPES

DIVIDEND
EXCLUSION

Corporate rate

Corporate rate (additional
shareholder level tax depends
on the treatment of capital
gains)

Unaffected

Does not extend preferences to
shareholders. Preference
income is subject to
shareholder tax when
distributed.

Corporate equity income

continues to bear one level of
tax.

Unaffected

SHAREHOLDER
ALLOCATION

Shareholder rate'

Shareholder rate'

Unaffected

Extends preferences to shareholders.

Corporate equity income continues
to bear one level of tax.

Unaffected

CBIT

CBIT rate (31 percent)

CBIT rate (additional investor

level tax depends on the treatment
of capital gains)

CBIT applies to non-corporate
businesses as well as corporations,
except for very small businesses.

Does not extend preferences to
investors. Preference income is
subject to compensatory tax or
investor level tax when
distributed.

A CBIT entity’s equity income
and income used to pay interest
bear one level of tax.

Equalizes treatment of debt and
equity

IMPUTATION
CREDIT

Shareholder rate'

Corporate rate (additional
shareholder level tax depends on
the treatment of capital gains)

Unaffected

Does not extend preferences to
shareholders. Preference income

is subject to shareholder tax when
distributed.

Corporate equity income
continues to bear one level of tax.

Unaffected (unless bondholder
credit system adopted)

) rporate level tax not creditable because the prototype retains the 34 percent corporate rate but provides credits at the 3
er rate. [The 34% and 31% rates were the maximum corporate and individual rates when this report was published. (Eds.)]

31 percent
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A PROPOSAL FOR
ELIMINATING DO
TAXATION OF CORPORATE DIVIDEII:?];)IéE
Fred w, Peel, Jr.'

. " 1_
Introduction 6 (1985)

This article develops in detaj] a

. . roposal iminati !
of corporate dividends by GXCludinp posal for eliminating double taxation

e _ _ g dividends from gross income at the
individual shareholder level if the dividends are paid from income previously

taxed at t.he corporate level. In brief, the proposal is to adopt a single
corpoil'ate Income tax rate equal to the maximum individual tax rate and
permit shareholders to exclude from income dividends paid out of corporate
earnings that have been taxed at the single corporate rate. It is submitted
that the proposal would advance tax simplification, while taxing corporate
profits on a more rational basis.

The past decade has seen wide discussion of methods integrating the
corporate and individual income taxes—either completely or partially. Full
integration would treat corporate income as though it had been earned
initially by the shareholders as individuals. Partial integration plans are
designed to achieve that result for all or part of the dividends distributed to
individual shareholders, either by crediting the shareholders with the
corporate tax or by allowing corporations to deduct all or part of their
dividends.

Exclusion of dividends from the income of individual shareholders
heretofore has generally been dismissed out-of-hand.” There appear to have
been three reasons for the lack of interest in the dividend exclusion approach.
First, until the maximum individual tax rate on investment income was
reduced to 50%, the wide disparity between the corporate tax rate and the
higher individual rates would have meant that exclusion of dividends w.;vould
discriminate unacceptably in favor of corporate income. With § m'ax1mum
individual tax rate of 50%, however, the gap has been narrowed significantly.
Now it is feasible to suggest that the two rates be made the same, at some

rate between 46% and 50%, or perhaps at some lower rate 'if one of tﬁe
current base-broadening plans is enacted.* Regardless of the adjustment, the

——

fessor of Law, University of Arkansas at Little Rock.
NCOME BE TAXED TwICE? 5 (1979).

licable to individuals has fallen from
s fallen from 46% to 35%.

* At time of original publication, Pro :

5. See, e.g., C. MCLURE, MUST CORPORATE ]

k. Since this article was written, the maximum rate I())I:ati oris i
50% to 39.6%, and the maximum rate applicable to corp
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onprogreSSive corporate tax rate thay

FIOPOSEd lel i ires a n
i 'dend exclusmn. l'eqlillr |
equals the maximum 1nd1v1du.?l .Iate , 1 '1
Second, because some leldendS deﬁned n t'eII ms ,Of eal ['nl ngs ]l

he corp

profits, may not have been taxedr :t t B e escape taxialtogbther, T,
divi , .+ some corporate 11 me to ax

dends would permit some € Th

. dividual shareholder level only
. ividends at the indiv1 :
PIEPOS(;I th ?;etvg;llfri)ﬁl;i:v(il;:sli’ taxed income, and only from income earneq
when distribu

into effect.
) sal has been put in :
by the COI'P‘”'{"tmI}l1 aﬁ; 5 th;i?::;ead confusion between two different policy
Third, there has been

taxes, on the one hapg
; 5 te and Shal‘ ehO].der ’ ’
jectives—integration of corpora . r nand.

ObJeCtl've? i gI;'double taxation of dividends, on.the' othe ) 1 Al_though
and elimination o ome degree, the objectives of :nzegration ang

their consequences overlap to s : . :
of elimina%ion of double taxation differ sharpl})l'. Fofi de; ::Z;pl% full
integration, by treating corporate income as though earned d:rectly by the

shareholders, would not merely eliminate the double tax brut .also. all tax
reholder is an exempt organization (unless the tax is reimposed
when the Shareho. ; 11 to the tax on unrelated businegg
on exempt organizations as a corollary U . ,
income, or as an extension of the tax now imposed on mvestmenf, lncomej of
some exempt organizations, such as social clubs). In essence, lntegr ation
assumes that the corporation is not an appropriate taxpayer and that its role
should be, at most, that of a tax withholding agent for its shar ehOIdeIfS- In
contrast, eliminating double taxation of dividends treats the corpmratlon as
a viable and appropriate taxpayer. After the corporate tax has been imposed,
however, no further tax should be imposed on the same income when,
diminished by the corporate tax, it is distributed to the shareholders
The Objections to Double Taxation

Put simply, the double tax on corporate dividends is unfair. It violates
the principle of horizontal equity. A shareholder who is taxed on a dividend
out of earnings that already have been taxed at the corporate level is bearing
a heavier tax burden than an individual in the same tax bracket receiving
equivalent income through an S corporation, through a partnership, or
directly as a sole proprietor.

It is true that in some circumstances the C corporation shareholder may
be treated better than his counterparts, at least when the income is initially
earned. This occurs when the corporation's earnings are not distributed as
dividends and the tax paid at the corporate level is at a lower rate than the
shareholder would pay if he or she had received the income directly. For this
reason, the present system has been described as biased in favor of retained
corporate earnings. This bias has been reduced by the 50% maximum
md'lwdual rate apd would be eliminated altogether under the proposal by
taxing corporate income in ful] at the maximum individual rate.

am———

Accordingly, the proposed equalization no i 5
the marginal corporate and individual ratzvs.vzglé?)presumably B e
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In addikt)lon to its unfairness, the incid
irlcoﬂSI,St,e ik . e: :ll;lsee (;).f the escape routes open fon:e of the double tax is
of recewmi;l - a e tIVII((iends, For example, the Soeme Zhareholders in lieu
607 s¢ mfin . 1S ;ch at a capital gain equivalecn(:;nt tax can be cut by
g Orporato ear bg ' e same result can be achieved (Lth? a?CuII}ulated
Corporation 7% 4 dStOCk redemptions within the bounds of liquidating the
Gome ubhclfy : }f 'rcorporatlons have combined tender osﬁ‘ Zr SFCtlon 302(b).
PurChasesl"? ’In :;‘H?XV : §tock with a policy of declaring lis;;tl(;r’o(:'r:l arke}t

ds. dition, if a shareholder holds stock in a corporatior(: Siiil

givider " and the val
bis dea;ht 1.:1 sm;’?‘ »j:;;eboef tltle stock reflects the accumulated earnings, the
g 0 i, el stepped up by the amount of the accumulated

pasi
. the st
ngs 50 that the stock can be sold or redeemed by the heirs without any

e
on earnings accumulated during the decedent's ownership.

second tax

IndiVldual shar e.’f'lolder s of publicly held corporations can sell their stock
attempt to }=eallze a capital gain equivalent to their share of the
ulated earnings. If, however, the stock is sold to other individuals who
tter positioned to extract the accumulated earnings without
the stock price will be discounted by the potential of an

end tax. Individual investors who hold stock in publicly held

corporations and h.aVPj chosen dividend-paying stocks in order to have current
income are the principal victims of the double tax. There is 10 compelling

eason for penalizing these people as a class.
ing mechanism for

policy T
The dividend tax, therefore, seriously distorts the pric
stock in publicly held corporations. In essence, there are at least two

markets for the stock, with widely divergent prices. One market 1s made up

of individual investors, who must discount the value of the dividend income
stream by the individual income tax they will have to pay. The second
market 18 comprised of corporations that, at most, must discount the value

ly 15%." (Exempt

of the dividend income stream by a tax on on
organizations, such as pension trusts, might be considered as composing

another market.)

If a corporate buyer acquires 80% or
it may elect 2 100% dividends—received deduction on
arnings of the target. Alternatively, the acquiring
corporation may file a consolidated return with the target, eliminating all
dividends from it, or liquidate the target and receive the earnings from its

rporate buyer can recover the cost of

operations directly thereafter. The co0
ed at a maximum rate of 28

. Under present la o income is taxed at &
ax rate on ordinary income. (Eds.)
jvidends,

Perc;ant, or 71 percent of the 39.6 percen y e o i docs g St
5. Fo Incorporated, 2 corporation tha
f e Teledype, O 2 mmon stock for $200 a share under a June 1984

repurchased 8.66 million shares of 1ts

tender offer. deduct 85 t of dividend ived
m. When this article was written, corporations could deduct .percen of dividends receive
from other corporations ( 100 percent if the corpor ations were affiliated.) Under present law the
general deduction is 70 percent Section 243. (Eds.)

gccum

gividend ta%,
oventual divid

more of the stock of a target

corporation,
distributions of future €
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hrough dividends paid by thg target
whereas an individual buying ang
tment out of after-tax dollars from,

stock of a target corporation tax fr?e 1;
corporation out of the latter's earnings;

holding stock must recover his or hf; in‘éiiporation lifts the stock out of t},
dividends. A takeover bid by another

must pay tax on the;

low-priced market of individual investors Zgle:obuyers who can recover :}::
dividends and places it in the market .Of corporFor this reason, among otherg
price of the shares out of tax free leQendS- es in the price of stocks whep
we have the phenomenon of sudden;%‘;‘zzs This possibility, in typy,
Cafporations kecomel $AEBOREE 75 t'. ns that are likely to becorné
encourages investors to seek out corporali0
e the doubl. tax clealy discourages dividends by _pubicly eld

: : : f corporate management, retaineq
corporations. From the point of view ol COrpore frer bearing onl
earnings are available for reinvestment in the b.usmess after &_g only one
tax. Distributed earnings, however, are dimimshed. by the second tax :at the
shareholder level. Consequently, even if distributlons.are put bagk In the
distributing corporation, the amount available for rfalnvestment 18 mpch
smaller. Many shareholders invest willingly in publicly beld corp?r ations
that pay few or no dividends, preferring to gamble that retained earnings wil
increase the value of the stock. By deferring tax until sale, they can realize
capital gains at lower rates rather than incurring an immediate tax op
dividends at ordinary income rates. This confers upon corporate
management the power to direct investment of corporate earnings, rather
than allowing shareholders to exercise that power through reinvestmen; of
dividends.

The additional corporate tax on unreasonable accumulations is designed
to curb corporate retention of earnings and to force dividend payments. It
applies only to accumulations that cannot be justified by the needs of a new
or existing busin -:s, however, and in any event a business corporation may
accumulate $250,000 without penalty. In the vast majority of cases, a
business use can be found for accumulated earnings. The postponement or
eventual avoidance of the double tax, however, is as real and advantageous
as for the shareholder of a corporation that accumulates earnings without a
business use. Meanwhile, the Service is saddled with the tremendous
administrative job of finding and penalizing the corporations that cannot
adequately excuse their accumulations, Although in the past the tax on
unreasonable accumulations was applied only to closely held corporations, it
may now apply to publicly held corporations as well.

The double tax on dividends also distorts the corporate choice between
debt and equity financing. Decause interest on debt is deductible, corporate
earnings applied to payment for the use of borrowed capital are taxed only
once—to the lender. Debt ang equity capital are by no means
interchanggable when the debt is owed to persons other than shareholders;
so the choice in that case between the two types of financing is not based
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on tax i .
merely considerations. Moreover, the tax Tfereniial can B

ijnimized by not paying out dijv;
zust pay dividends for ﬁse ofdiltzuela:rli(ilti; cl;IOir:etl:hf}IIess, for corporat.io_n that
favors raising capital by borrowing, pital, the double tax on dividends
jzen(;li%?;ezzsﬂsl;ﬁg‘};itnthat the bias yvould remain under the proposal
because _ will not be deductible by the corporation. If there is
a sufficiently closg 1d%nt1ty between corporate management and shareholders
however, exclusion 'ny the shareholder is as good as deduction by the;
corporation. Even in the absence of identity between management and
ownership, the cost of equity capital will be reduced as a result of the
dividend exclusion, balancing the ability to deduct interest paid on
indebtedness.

In addition to distortion of the debt-equity ratio for corporations
borrowing from persons other than their shareholders, the present tax
treatment of corporate debt and equity has created an apparently insuperable
problem of distinguishing between debt and equity owned by the same
persons. It is advantageous for shareholders in closely held corporations to
hold as much of their investment as possible in the form of debt to avoid
double tax on payments for the use of the capital and to permit additional
withdrawals to be characterized as repayment of debt. Short of treating all
debt owed to controlling shareholders as equity, there does not seem to be
any workable (or logical) standard that can be applied to distinguish
shareholder-owned debt from equity. Congress' attempt in 1969 to delegate
authority to draw the line by regulation so far has failed.?® The problem
appears to be unavoidable so long as interest is taxed once and earnings paid

out as dividends are taxed twice.
* %k %

SELF-HELP INTEGRATION (LLCs) OR OTHERWISE
Bernard Wolfman”
62 Tax Notes 769, 769-70 (1994)

By year-end 1993, 36 states had passed laws authorizing limited liability
companies (LLCs). The number doubled in only one year. In the past two
months alone, the IRS has published revenue rulings holding that firms
formed under the recently adopted LLC statutes of close to 10 states would
be treated as partnerships (and not as associations taxable as corporations).
Yet until 1988, when the IRS put its imprimatur on a Wyoming LLC, the

Service had declined to approve any.
For almost two decades, the Service, with the Tax Court's blessing, has

26. The Treasury Department has so far been unsuccessful under section 385, added by
section 415(a) of the Tax Reform Act of 1969, Pub. L. No. 91-172, 83 Stat. 613, in issuing
regulations to distinguish stock from indebtedness. Regs. § 1.385-1 to -10 were finally adopted

in 1980, but were later withdrawn by T.D. 7920, 1983-2 C.B. 69. o
*. At time of original publication, Fessenden Professor of Law, Harvard University.
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customary HEYE b .
The I'.nOSt pogula:hanfonmanaging investors that thent liability wil] pe
status, while assuring the e limited partnership formed unge,
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Uniform Limited Partnership . _
zgztingilt;rof life if they wish, and they may provide for a restricted form of

) L they avoid centralj
transferability of t'he. limlifedi. Entefli';s(;ugl}fs;:g}; gemznt is vested 1n iicel
management and limited l-1ab1_ 1ty. of his status as general partney
general partner, that vesting is by reason d limiteds togeth
and not by appointment or election of the generals and ium N 0ge er.
The limited partners, to be sure, are not exposed to liability beyond the_“'
investment in the firm, but since the general partner is liable for part.nershlp
debts without limitation, the partnership is not treated as having the
corporate attribute of limited liability.

The code does not restrict the number of partners a partnership may
have and still receive partnership treatment, but it provides that the
organization will be treated as a corporation if its interests are publicly
traded (section 7704). An S corporation will avoid the "double taxation" of
the C corporation and its shareholders, and it will assure limited liability to
its investors along with centralized management (through a
shareholder-elected board), but an S corporation may not have more than 35
shareholders or foreign shareholders or more than a single class of stock.
Both the partnership and the S corporation limit the passthrough of losses
to the investor's basis, but in the case of the partnership (and not the S

corporation) the investors include in basis their share of “inside"
(partnership) liabilities.
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yoided by requiring m .

::c:gnized as such andgac:li?;ez:tli ei:‘pll)ll"oial before a tran.sferee may be
s ferce will be entitled to the distrcilblljlstliof of rr;embersblp, although a
ansferor without membership approval. "Th sI an Proﬁt interest qf the
) - e IRS will treat del

management to an appointed or elected manager or m elegation of
as creating centralized management, but centralizedar?lzizm::lt C:mlmttse
avoided by providing for management to be vested in all o% th:nmégfg ;
Since there is limited liability for all investors (no "general artner"ers.
equivalent need be %iablz‘: beyond his investment in the firm), two I())f the oth(;i
three corporate attributes must be shunned to achieve partnership tax status.
Although I am unaware of any statistics on the subject, my impression is
that many LLCs opt for transferability of interest and, of course, limited
Jiability, but they avoid continuity of life and centralized manageme;lt, while
others adopt a form of centralized management and limit transferability of
interest sufficiently to avoid being tainted with that corporate attribute. As
with partnerships generally, of course, public tradeability of members'
interests would, by itself, bring on corporate tax status.

Until all of the states, or at least all of the leading commercial and
financial states, adopt legislation recognizing or authorizing LLCs, there will
be hesitation about adopting the LLC form if the enterprise will be doing
business in a non-LLC state or if it has members living or doing business in
such a state. The reason is that it is unclear whether, as a matter of law, a
non-LLC state must recognize the limited liability status of an LLC investor.
x * # Lawyers' opinions on this issue differ, and there is no governing
judicial precedent. There is no federal law to resolve the question, but by the
end of 1994 it may well be that California, New York, Pennsylvania, and
Massachusetts will themselves have adopted LLC legislation—they and
others are now considering it, and if Jimmy the Greek were asked he might
well quote odds that point to approval.

Because publicly traded partnerships will be treated as C corporations
and because S corporations are limited to 35 shareholders, current law does
not offer an integrated "single tax” regime to corporations with a substantial

number of shareholders or to publicly traded partnerships. Proposals have

been made to increase the permissible number of shareholders in S
t no pending legislation

corporations, and some of them may be adopted, bu
will eliminate the double tax for publicly held enterprises. To do so, it will
be necessary for Congress to face head-on the issue of integration, the
elimination in one way or another of a federal income tax hitting both the

entity and the investor.
Two major studies

integration schemes, one by the

Law Institute (ALI) Reporter.”

have emerged in the past few years proposing
Bush Treasury and the other by an American
The ALI study would convert the corporate

1. Both studies are excerpted earlier in this subchapter. (Eds.)
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tax into a withholding tax under which shareholders would tal'{e credit op
their Forms 1040 for their share of the corporate tax after grossing up thejr
dividends to include the corporate tax paid. The Tfeas‘“'}_’ would permit
domestic shareholders to exclude dividends from their gross 1ncorpe. This ig
but a simplistic contrasting summary of the two most important integr ation
studies. They deserve the careful attention of tax prqfess1onals. The ¥ssue
of integration will not go away, but it will not fecelve full ?Ongr_essmnal
consideration until the professionals and their clients have given it theijrg

and then urge Congress to take the subject seriously. '
Not all students of the subject favor integration for publicly traded

enterprises, faulting both the Treasury and the ALI proposals. Indeed, ap

earlier ALI study (1989) makes a strong, persuasive‘ case for a reformeq,
"double tax" subchapter C, but one in which corporations would be able to

deduct both interest on debt and, with respect to newly contributed equity,
dividends as well—in effect, a proposal for a form of partial integration. Just
as they have neglected the major integration studies, however, tax
professionals have not paid sufficient attention to basic reform of subchapter

C. Until they do, neither their clients nor Congress will. .
Corporate tax simplification and subchapter C restructuring ought not

be viewed as polar antagonists. They can and they should go together. For
the non-publicly traded firm, the evolving LLC is a reform being achieved
without congressional participation, and it is one that promises integration,
simplification, and flexibility. Until there is sustained congressional focus on
comprehensive corporate tax reform, however, including the proposals for
partial or full integration for publicly traded companies, piecemeal code
amendments, hit-or-miss legislation, further complexity, and a lack of

coherence are likely to remain the order of the day.

Notes and Questions
20. Tax rate changes in recent years, by bringing the top rates for
individuals and for corporations closer together, have made ending the double
tax on dividends more acceptable.

21. Is a double tax eventually imposed on corporate earnings that are
retained and reinvested? Is the capital gains tax on sale of corporate stock
a double tax where reinvested earnings have increased the market price of
a corporation's stock?

22. Can the double tax be avoided or minimized by closely held C
corporations? How?

23. Treasury I asserts that by encouraging use of debt rather than

equity, present law leads to increased numbers of bankruptcies during
recessions. Why might this be so?
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24. If the doub]e tax Were

changed toward management’ : the attit
hem out as dividendsp S cho ity ude of stockholders be

26. Adoption of any of the pro

iberal dividend policies, be posals would be likely to en
, because co y courage more

the double taxation of dividends asrlgorate directors could no longer point to
) - reason to retai i

expansions Woulé mare often be financed by is in earnings. Corporate

rather than throug y 1ssuing new debt or equity

1 retained earnin
deSirable’ s Tronsary T gs. Would these developments be

27. Professor Warren wri
rites that adoption of hi
: is proposals "
convzg g)lei s:paratei' US corpo.rate income tax into a Wit}?hofdingstaxwgvliliﬁ
resp ome ultimately distributed to shareholders.” Wh i
i : at does this

28 If shareholders were allowed to ] i
:allocable 1';'0 thgir dividends, why should thecZ;(::e}fgfc{);Zafe lrrclec(;:ilreedteilzx
‘gross up," or increase, the dividends they receive by the amount creditedg
For example, if a corporation earned $100, paid $34 in tax, and distributec.1
the remaining $66 in dividends, the shareholders would be required to report
$100 of dividends, rather than $66, and would be granted a $34 credit

against tax.

. ?9. Why does Professor Warren propose that corporations that have not
distributed dividends be allowed to make "constructive distributions,” which
then would be deemed to have been reinvested in the stock of the

corporation?

30. The AICPA asserts that addressing the double tax problem through
the shareholder-credit method would result in a higher level of taxpayer
compliance than would the dividend-deduction method. Why?

the most important reason to

31. According to the AICPA, what is
e dividend-deduction method?

prefer the shareholder-credit method over th

f the excerpt from the 1992 Treasury proposal

refers to the distribution of profits in the form of interest on bonds. T.his is
ndholders is a cost, not a distribution of

overly broad. Interest paid t0 bo not ¢ o
profits, unless the pondholders also own the equity interest in t :ia
distributing corporation———in which case the distinction between profit an

32. The first paragraph o
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interest expense can be considered artificial.

33. Should dividends paid from income that has been subject t, foreign
corporate income tax be eligible for whatever shareholder credit or eXCIusion
is provided? What is the view of the 1992 Treasury proposal?

34. Peel argues that the double tax on dividends makes it Possible fop
another corporation to offer a higher price for stock of a target CorPOI‘ation
than individual stockholders would offer. Why?

35. Like other proponents of change, Peel argues that the Present
double-tax system leads to various economic problems. He also assertg
however, that the classic treatment of dividends—separate taxes at the

corporate and shareholder level—is "unfair.” Do you agree?

36. How should tax-exempt organizations be treated if the double tax
system is ended? Under present law, if Irene Individual and the Fipg
Methodist Church each owns 100 shares of AT&T stock, each bears the same
portion of the corporate tax, but only Irene pays a shareholder-level tay
Should integration or dividend relief result in the church being relieved of gJ)

tax with respect to AT&T earnings?

37. Under the shareholder-credit model, the corporation would pay the
corporate income tax, which would generate a credit for shareholders. If this
model were adopted, should a tax-exempt shareholder receive a refundable
credit (and thus a check from the government, because it presumably would
not have any tax liability to absorb the credit)? Note that Professor Warren
would impose a tax on dividends (as well as interest) received by tax-exempt
organizations, then allow the credit with any excess credit being refundable.

38. Can a fully integrated system—taxing shareholders on all corporate
income, distributed or undistributed—be devised that is practical? Would it
help to make the corporation a withholding agent for its shareholders?

39. Professor Wolfman explains how the recent emergence of limited
liability companies (LLCs) has changed the taxation landscape. Why? Why
are publicly held companies not able to achieve the benefits of LLCs?

40. One consequence of the Hall-Rabushka flat tax proposal, which 18
excerpted in Chapter Seven, would be to eliminate tax on dividends whether
or not they are paid out of previously taxed corporate earnings.

41. Can it be argued that present stockholders are not penalized by the
double tax because the price they paid for their stock already reflects 2
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discount for the double tax? Woylq 4 chan

such shareholders? ge in the law be a windfall for

‘_12' Of.the Various‘ reform proposals to address the problem of double
taxation, which do you find most attractive? Why?

p. INTEREST GEDUCTIONS AND

RETAINED EARNINGS

In con@a(st t6 the usual focus on the double tax on shareholders,
Professor William Andrews, Reporter for the American Law Institute's
subchapter C Project, took the second, or shareholder, tax as given and
derived from that assumption the conclusion that the system is biased in
favor of equity capital to the extent the shareholder tax is postponed by the
corporation retaining and reinvesting earnings that have borne only
corporate tax. This point had more force before the 1981 Act, when the top
corporate tax rate was substantially lower than the top individual tax rate,
so that retained and reinvested corporate earnings bore substantially less tax
than income earned and reinvested by partnerships or sole proprietors. The
differential before the 1981 Act was 20 percentage points (70 percent versus
50 percent). As a result of the 1981 Act the differential fell to four
percentage points (50 percent versus 46 percent), and is now 4.6 percentage
points (39.6 percent versus 35 percent).

Section 302 treats as a sale, thus allowing capital gain treatment, stock
redemptions by a corporation "if the redemption is not essentially equivalent
to a dividend." Examples of qualifying redemptions are those in which the
shareholder's entire interest is redeemed, or the shareholder's proportionate
ownership is reduced to such a degree that the redemption is "substantially
disproportionate.” This treatment seems correct if we focus only on the
redeeming shareholder. = However, Professor Andrews looks at the
shareholders as a group, and is concerned that a redemption enables them
to remove earnings from the corporation without imposition of a second tax
at ordinary income rates. Some of Professor Andrews' proposals are directed
at this perceived abuse.

The shift from equity to debt in corporate financial structures was of
Particular concern to Professor Michael Graetz (Assistant Secretary of the
Treasury for Tax Policy in the Bush Administration) because such a large
share of corporate bonds is owned by organizations that pay little or no tax
on their interest income. Thus, the corporate deduction for interest expense
18 not compensated for by tax at the creditor level. The net result is no tax,
as contrasted to the double tax on corporate earnings paid out as dividends

———

0. Section 302(b). Even if the shareholder's interest is not entirely ended by the redemption,
a redemption is normally "substantially disproportionate” if, after the redemption, the shareholder
owns less than 50% of the stock, and his percentage ownership is less than 80% as great as his

Pre-redemption percentage ownership.
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to taxed shareholders. (This situation may call.for a ree:(amination of ¢
exemptions for charities, pension fundsj, and fore(;gntlii:"fs 9":’ as well 54 for
study of the policy of allowing corporations to deduct their interest ©Xpengg )

AMERICAN LAW INSTITUTE

REPORTER'S STUDY OF THE TAXATION OF CORPORATE
DISTRIBUTIONS,

APPENDIX TO SUBCHAPTER C PROPOSALS
William D. Andrews, Reporter
Pages 327-33 (1982)

Throughout this century the United States has ’pursued the classicq
system of taxing corporate earnings, in which corporations and' Shareholders
are treated effectively as separate income taxpayer§. COI‘POI;atlons are tayeq
as such on corporate income, whether or not distributed. b.hareholders, -
the other hand, are taxed on their dividends without any significant credit
for corporate taxes paid on the earnings from which they come. Distributed
corporate earnings are therefore said to be doubly taxed, first to the
corporation that earns them and then to the shareholders to whom they are
distributed.

This treatment of dividend income is to be contrasted with ty,
treatment of corporate interest payments and nondividend distributions
shareholders. Interest on corporate debt is fully taxable to the recipient, byt
it is deductible by the corporate payor; corporate revenue distributed gg
interest is therefore only taxed once, to the investor-distributee, not to the
corporation. * * *

These differences in tax treatment generate both economic distortjong
and legal problems. The deductibility of interest and nondeductibility of
dividends create an inducement to raise money by issuing debt instruments
rather than stock, and they generate a legal problem of differentiating
between debt and equity interests. Similarly, capital-gain treatment of
nondividend distributions creates an inducement to seek nondividend modes
of distribution and avoid paying dividends, and generates a problem of
differentiating between nondividend and dividend-equivalent distributions.
These problems are central problems in the taxation of corporations and
shareholders and are the subject of this Study.

One approach to these problems would be to accept as given the
treatment described for each of these modes of distribution, but try to provide
a better definition of the boundary lines between them. In particular, this
would involve constructing a better way to differentiate between debt and
equity for tax purposes, and better ways of measuring dividend equivalence
in the case of boot and redemption distributions,

This approach has been taken in much valuable prior work. The trouble

s

% : » i .
- At time of original publication, Professor of Law, Harvard University.
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i this approach, however, is that it cannot eliminate or even much

jgate the disparities in treatment with which it deals; wherever the lines

it o et
e drawn, substantial disparities will persist along with the economic and
| pressures they generate.

eg8 : :
leg A bolder approat;b, widely discussed in the recent past, would seek to
or these disparities by eliminating or reducing double taxation of

'stributed earnings through integration of corporate and individual
der taxes. * * ¥

Any of these methods of integration would indeed reduce disparities
ong modes of distribution, by eliminating or reducing the double taxation
of gividend income. But that objective would only be accomplished at a
5ubstantial cost 1n revenue and progressivity, since a high proportion of

dividends flow to high-mcome, wealthy individuals. The initial effect of

complete dividend r;elllef would be almost to double the after-tax income of
shareholders from d}Vlﬁends if aggregate corporate disbursements for taxes
and dividends were heid constant.

The approach expiored in this Study runs along less familiar lines
somewhere in between more general integration and mere refinement of
existing boundaries. The basic distribution of tax burdens imposed by the
existing classical system has been taken as given, and there is no proposal,
therefore, to eliminate or even reduce the burden of double taxation on
dividend income from existing equity investment. On the other hand, it has
not been taken as given that the existing disparity in treatment between debt
and equity or between dividend and nondividend distributions should be
maintained. Rather than redefining boundaries between debt and equity or
petween dividend and nondividend distributions, this Study proposes that
disparities in treatment be reduced by making substantive changes.
Specifically, it is proposed to reduce or eliminate the disparity between debt
and equity by giving particular limited relief for dividends on newly issued
shares, and to reduce the disparity between dividend and nondividend
distributions by imposing a compensatory excise on the latter.

The proposals in this Study * * * are published here solely as a
Reporter's Study. One main reason for pursuing this course is the close
relationship between these proposals and more general integration, which
made it unrealistic to seek formal approval of the former without a full-scale
study of the latter. On the other hand, these proposals are somewhat more
radical than some would be prepared to approve under the banner of mere
refinement of the existing system.

¥ % %

Summary of Reporter's Distribution Proposals

~ This Study deals with the tax treatment of corporate distributions to
Investors. The subject includes deductibility by the corporation—deductible
Interest and rent as compared with nondeductible dividends. It also includes
taxability to the investor—ordinary income treatment of dividends as
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compared with capital-gain treatment of nondividend distribptions. Fina)
it embraces the special problems surrounding intercorpor ate Investments an(i
distributions—the intercorporate dividend deduction and cognate Provisjop
There is one proposal on each of these three topics. . '
1) Newly contributed equity capital. Existing law discriminates in fay
of debt over newly issued equity by allowing a deduction for intereg
payments but not for dividends. This bias is familiar in theory apg ™
practice, and it lies at the root of the seemingly intractable legal problep, of
differentiating satisfactorily between debt and equity for tax purposes.
Less obviously, perhaps, existing law also discriminates in favor of
internally generated equity capital over contributed capital, by deferring
individual income taxes on accumulation of the former. The effect of thyt
deferral is similar to the benefit that would be conferred if individuals weye
allowed a deduction for purchasing newly issued shares. This bias is legg
familiar, stated this way, than the bias in favor of debt, but it is equally
consistent with common experience. The main source of equity capital for
most corporations other than regulated utilities is accumulation of earnings,
Because of this second bias, the existing discrimination in favor of debt
can be defined more narrowly than at first appears. In effect, it is only a
ion against newly contributed equity capital, not all equity, since

discriminat
accumulated earnings enjoy the compensatory advantage of individual tax

deferral.

Reporter's Proposal R1 is
defined, by treating newly contri
deduction for dividends paid up to some speci
capital contributed. In effect, the proposal is to treat all newly contributed
debt and equity capital alike by making its cost largely deductible.

This proposal bears some resemblance to schemes for partially

orate and individual taxes by allowing some deduction or
er, and its

to relieve this discrimination, thus narrowly
buted equity capital like debt, allowing a
fied rate on the amount of

integrating corp
credit for all dividends. But the focus of this proposal is narrow

revenue cost and redistributional impact are very much less, since it would
not permit any deduction for dividends attributable to income from capital
accumulated by retention of earnings. Moreover, it is not even proposed to
allow any deduction for dividends from earnings on contributed capital
invested prior to the proposal's effective date. The primary aim of the
proposal is simply to remove the bias against future equity contributions; it
is too late to pursue that objective with respect to past contributions.

By mitigating or eliminating the bias against new issues of stock, the
proposal would go a long way toward resolving the legal problem of
differentiating between debt and equity. The proposal would go even further
in that direction by introducing limitations on the corporate in
deduction to correspond with limitations in the proposed deductio
dividends on newly contributed equity capital.

2) Nondividend distributions. Much of existing law is built around the

terest
n for
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potion that a.dlst.r ibution in complete redemption of a shareholder's interest
in & cor poration 1s to bé taxed in the same manner as proceeds from a sale
of his shares to another investor. Thjg entails a subtraction of basis from the
redemptiom PE gceeds and application of relatively favorable capital-gain rates
toany T emainng p rolit, Less'than‘complete redemptions may be taxed like
cOmple’ce redemptions or hkg dividends, primarily according to their effect on

,-oportionate ownership rights. Drawing the line between redemption
distl'ibutions to be taxed .as sales and those to be taxed as dividends has been
5 continuing source of difficult controversy.

But even a complete redemption, when viewed in a broader perspective
than that of the.redegm.ing shareholder alone, has important similarities to
5 dividend, which dlStI’ng‘uiSh it from a sale to new investors. Like a
dividend, any redemption distribution has the effect of liberating the
distributed funds from the prospective burden of a corporate income tax on
earnings from their investment. Moreover, any redemption distribution has
the exact effect of a dividend together with purchases and sales of shares
among shareholders. As a result, even complete redemptions serve as a
substitute for dividend distributions, in practice as well as theory. For many
corporations long-range plans are made and carried out whose effect is to
substitute share redemptions for dividends to a very considerable extent.

The substantial disparity in tax treatment between dividend and
nondividend distributions, despite these functional similarities, creates, for
many corporations, a strong bias against the former and in favor of the
latter. This bias imposes uneven tax burdens on shareholders in different
corporations, presumably distorts behavior, and generates considerable
in differentiating between dividend and nondividend

controversy

distributions.
It is proposed in this Study to deal directly with this bias by raising the

level of tax on nondividend distributions to something more nearly like that
on dividends. There are several ways this could be done.

One possibility would be just to make the capital-gain rates inapplicable
to stock redemptions. But that would induce low-basis shareholders to sell
to other investors from whom the corporation could redeem shares at little
gain. Alternatively, it could be provided that a proportionate part of
accumulated earnings would be taxed as a dividend on any redemption,
whether or not at a gain. But that would create an inducement for
COrporations to make redemptions from tax-exempt or low-bracket
shareholders, and for other shareholders to sell to tax-exempt investors.

Another possibility is to tax any nondividend distribution as a dividend
Pro rata to all shareholders (or to continuing shareholders), as if there had
:E:n ha dividend together with purchases and sales of shares among
it reholders, Such a tax might not be readily understood or accepted by
: areholders who merely hold their shares while others redeem, but the
kely effect of such a provision would be to deter corporations from making
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redemption distributions in any eventl.

Another possibility is a simple, :
distributions, tl()) be paidyby the distributing corporation. Thed.pqrpose and
effect of such an excise would be to make buxjdens ol _Wl-d‘?nd and
nondividend distributions roughly comparable, without gettlng. Into the
complications of treating a distribution to one shareholderj as a. d1v1§end to
another. This would have the effect of drastically redua'ng distortions of
behavior and inequities of treatment under existing law while preser:ving the
radical simplicity of the rule that shareholders are only taxed on wna_t. they
receive. Moreover, this would permit repeal of much of the present law of
dividend equivalence, so that a shareholder could treat a sale of shares ag g
sale without regard to the identity of the purchaser. |

Reporter's Proposal R2 is to impose a compensatory excise on
nondividend distributions. As a corollary, the proposal would also simplify
standards of dividend equivalence in several respects.

3) Intercorporate investments and distributions. Dividends paid by one
corporation to another that holds its shares are wholly or largely exempt
from income tax by reason of the dividend-received deduction. The rationale
for this deduction is that the earnings from which such dividends are paid
have already been subject to corporate income tax, and that one round of
corporate tax is enough.

But exemption of intercorporate dividends creates distortions when a
corporation simply invests surplus funds in shares of other corporations,
because it means that the corporate investor can secure a tax-free return on
investments whose price is likely to be based on market evaluation of a
taxable return. Moreover, a corporate purchase of all the shares of another
corporation is equivalent in effect to a purchase of assets and liquidation of
the transferor. It is in effect another means by which corporate funds can be
distributed to noncorporate investors without being taxed as a dividend.

Reporter's Proposal R3 is to curb the intercorporate dividend deduction
by disqualifying mere portfolio investments, and to treat payment for the
acquisition of any direct investment, which still qualifies for the deduction,
as a nondividend distribution subject to the excise in Proposal R2. Reporter's
Proposal R3 also deals with the technical problem of coordination between a
dividend-received deduction and the deduction in Proposal R1 for dividends
paid on newly contributed capital.

flat-rate excise on nondivideng
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.RAN SACTION S
Michae] 4. Graetz'

42 Tax Notes 721, 79
o » 121-26 (1989
There apparently is little evidence that rec )

ent mergers and acquisitions

powevers play at}\:ery Sll)gmﬁcant role in how the transactions are structured,
qnd are @ Worthy subject for congressiong] attention for both long- and
ort-term reasons.

Co rporate Tax Base Problems

The i??:dlate fiscal problem is the potential erosion of the corporate
jax pase. _

From both an immediate

: and a longer term, or structural, perspective
of the corporate income tax,

the most serious problem seems to be the
l ong-lamented fact that the tax burden on income earned by a corporation

and distributed to shareholders as dividends bears a heavier tax burden than
corporate income distributed in other forms or to other suppliers of capital
_most importantly, amounts distributed to bondholders as interest. Unlike
dividends, interest is deductible at the corporate level and, therefore, bears
no corporate income tax. This disparity creates tax incentives for raising
corporate capital through debt rather than equity and for substituting debt
for equity. * * * [D]uring the period 1984 through 1987, corporate equity
apparently decreased by more than $300 billion, while corporate debt
increased in excess of $600 billion. These numbers alone obviously portend
major revenue effects from substitutions of corporate debt for equity and,
potentially, from restructuring the corporate income tax law.

The tax issue is further complicated by the relationship of tax burdens
on retained versus distributed earnings and by the tax consequences of
various corporate financial transactions to the recipient. With regard to the
latter, amounts of corporate income distributed to suppliers of capital as
interest and dividends generally are taxed in a similar manner to the
recipient—as ordinary income, subject to rates ranging from a low of zero on
pension funds and other tax-exempt organizations to a high of 33 percent
[now 39.6 percent] for some individuals. In contrast, earnings distributed by
Corporations to their shareholders in exchange for stock typically are treated
a8 stock purchases and sales, and an offset is allowed to the recipient for her
basis in the stock, with any gain taxed at the shareholder's normal tax rate
[H9W not in excess of 28 percent]. Amounts distributed to bondholders as
Principal repayments are untaxed.

Needless to say, this number of potential variables, coupled with great

e —

*. At time of original publication, Justice S. Hotchkiss Professor of Law, Yale University.
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ﬂexibility in structuring corporate finance, make it extremely difficult €ithey
to obtain and maintain a firm grasp of the matters at stake or to devige a
solution that cannot readily be undone by tax planners for the corporate ang
investment communities. These difficulties are further compminded by our
general reliance on similar tax rules to govern the taxation of huge
multinational corporations and small corporate businesses.

Substituting Debt for Equity

Such complexities, however, should not be permitted to obscure the
potential impact of corporate financial restructuring on the Federal revenyeg,
A back-of-the-envelope calculation demonstrates the critical points. The
corporate income tax today generates nearly $100 billion of revenves, ang
additional revenues are produced by shareholder and creditor level taxeg on
dividends, interest, and stock and bond sales. These also are significant
potential sources of revenues for state governments, many of which gy
confronting fiscal crises of their own.

At the extreme, $100 of corporate income distributed as dividends to g
shareholder taxed at the top 33-percent marginal rate can produce as much
as $55.78 of Federal income taxes ($34 at the corporate level plus $21.78 at
the shareholder level (33 percent of the distributed $66 of after-tax income)),
If the dividends are distributed to a 28-percent shareholder, the Federal
government collects $52.48 of taxes ($34 plus $18.48); if the dividends are
distributed to a tax-exempt shareholder, the government collects only the $34
of corporate income taxes. By comparison, $100 of corporate income
distributed as interest to bondholders bears no tax at the corporate level and
is subject to a maximum of $33 of total Federal tax if distributed to the
highest marginal bracket individual, $28 if paid to a 28
and no tax at all if distributed to a tax-exempt creditor.

that is retained at the corporate level normally bears a 34
income tax.

Depending on the corporation's method of raising capital, therefore, the .
Federal government's taxes on corporate-source income can range from zero

to nearly 56 percent. If a single level tax were levied either in the form of

a corporate income tax or at the top marginal rate applicable to individuals,
the Federal government's tax would be roughly equal to one-third of the
income, while about two-thirds would stay in private hands.

In 1985, the last year for which IRS data is available, corporate taxable
income before interest deductions for domestic nonfinancial corporations
totaled nearly $440 billion. A single Federal tax imposed at a 33
on such income would have produced about $145 billion of
number that seems to be at least as great as that year's combin
and individual level income taxes on all corporate-source income (by which
I mean, simply, the net pretax income earned by corporations before it is
divided among those who have contributed t

0 the corporation the capital with
which the income was earned, viz. the creditors and shareholders).

-percent taxpayer,
Corporate income
-percent corporate

-percent rate
revenues, a
ed corporate
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Federal Reserve estimate

e Income tax revenues.
In adequate Solutions

It is no small irony that this year marks the t
o well-known ’.'solu.tipns' to the kinds of problem
today. The first 1s section 385, added to the Intern
which, as every schooichild knows, delegated
quthority to resolve the guestion how to distinguish
The Treasury Department failed to produce as m

regard until it issued proposed regulations in 1980 that ultimately were
withdrawn in 1983 when the enterprise attempting to distinguish debt from
equity based on their economic substance once again returned to a moribund
tate.

s The 1969 Tax Reform Act also added section 279 to the Code in an effort
to restrict deductibility of interest on acquisition indebtedness, apparently on
the view that, like construction period interest, such interest is in the nature
of a capital expenditure. Corporate financiers, however, apparently have not
found section 279 to be even a tiny barrier to corporate financial
restructuring or LBOs.

The two decades of experience with these laws suggest great caution in
attempting to enact solutions that require the recharacterization of debt as
equity or that attempt to limit a disallowance of interest to indebtedness
incurred for a particular purpose, such as a hostile (or even any) takeover.
The past two decades also teach that there is little gain and no stability to
be had from such marginal tinkering as opposed to beginning to address the
underlying fundamental income tax problems. One cannot help but wonder
where we would be today if Congress in 1969 or even in 1978—when
Congressman Ullman, then chair of the House Ways and Means Committee,
advanced such a proposal—had begun to phase in an integrated corporate tax

that eliminated, or at least narrowed, the corporate income tax treatment of
debt and equity.

¥ % %

wentieth anniversary of
§ we are discussing here
al Revenue Code in 1969,

to Treasury regulatory
between debt and equity.
uch as a whimper in this

A Single Tax on Corporate Income ‘
Congress should reject gerrymandered ad hoc solutions designed to
Preserve the status quo, and, instead, seize this opportunity to move—-.—slowly
Perhaps, but with a clear sense of direction—toward true corporate income
tax reform by embarking on a path that ultimately would provide equal
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corporate income tax treatment for debt and equity—in other words, to moy,
in the direction of an integrated corporate income tax.

What needs to be done, I think, is to begin now to move toward a sing]q
tax on corporate-source income—by which I again simply If}eal} § single tax
on the net pretax income earned by a corporation before it is divided among
the creditors and shareholders who have contributed to the corporation the
capital with which the income was earned. As indicated earlier, such ,
single tax should produce revenues at least equal to the combined corporate
and individual income taxes now imposed on all corporate-source income,
and, in addition, would ensure that the Federal government would share i,
any future growth in such income.

I do not mean to suggest by this observation that this is an appropriate
occasion for raising additional revenues from taxes on corporate income,
although it does seem the proper moment to halt the ongoing disappearance
of the corporate tax base. There are a variety of revenue-neutral ways t,
begin to move toward the goal of a single tax on corporate income, and |
think that it is important that steps be taken clearly in this direction now,
indeed, far more important than the precise contours of such steps. My
preferred solution, however, would be to phase in a shareholder-credit type
integration of corporate dividends, financed through an identical
bondholder-credit approach to interest payments. This would be an
important first step toward equal treatment for corporate debt and equity.

Such a proposal is grounded in the lessons learned from thinking in
some detail about corporate tax integration. In particular, we have learned
that a dividend and interest deduction or, as an alternative, a shareholder
and bondholder credit are essentially equivalent methods of eliminating the
corporate tax burden on distributed earnings with respect to debt or equity
contributed or owned by shareholders or bondholders who are allowed the
credit.

In brief outline, a tax credit could be provided to shareholders for some
portion or all of the corporate tax paid with respect to corporate earnings
distributed to shareholders as dividends. Likewise, in lieu of the interest
deduction, a similar tax credit could be provided to bondholders for some
portion or all of the corporate tax paid with respect to corporate earnings
distributed to bondholders as interest. The shareholder or bondholder would
include both the amount of the tax and the cash dividend or interest in

income and receive a tax credit for the amount of the tax.
% %

To be sure, if the credit were not refundable, much of the burden of
shifting from an interest deduction to a bondholder credit system would be
borne by foreign creditors and tax-exempt bondholders, while the benefits of
the shareholder credit would tend to accrue to individual shareholders who
now bear the burden of the double corporate tax. However, many of the
benefits of elimination of the corporate tax from substitution of debt for
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. in leveraged bu
ity ;Jn:cecrumgg to th):)(::atZ:;: other corporate recapitalization transactions
we extent that the tax w nl(:intaxable persons and entities. Moreover,
0 thﬁ S Fotonat ould be borne by corporate defined benefit
ension plans, porations and their shareholders h
peficiaries of such plans, would tend to suffer the t ’ Iiat R he
ult of such a proposal, as mentioned earlier, would bixi.;o trallkany eve'nt’ e
. 5 ,
e direction fa singlé tax on corporate income without :eZar?(?J'(c); i:ﬁz
9 ntributed to the corporation the capital with which the income was earned
nd regardless of whether the capital contributed was debt or equity ,
Previous PI.’OPOSQIS for corporate tax integration, whether t}.lrough
dividend deductions or shareholder credits, have received a lukewarm
reception from t_he corporate community. But much of the corporate
o munity's previous opposition to corporate tax integration may have been
Jue t0 the fact tha.t on every prior occasion where such integration has been
pefore Congress, it would have been financed through tax increases on
etained earnings, in particular through reduction or repeal of investment tax
redits Or of accelerated depreciation or through higher corporate tax rates.
Needless to say, corporate managers prefer not to reduce the tax on income
distribllted to shareholders as dividends at the cost of higher taxes on income
they retain in corporate solution. Today, however, we are talking about
financing a tax reduction for shareholders by increasing taxes on another
form of distributed earnings, namely, amounts paid to bondholders as
interest. The reception in the corporate community might well be more
positive, although it may be naive to expect the corporate and investment
communities to welcome any effective barrier to their ability to shed the
corporate income tax through restructuring their financial systems or by
As Treasury Secretary Brady told the Senate Finance
mmunity seems to have found its own way to

leveraged buyouts.
Committee, the corporate €o

integrate the corporate tax.
the serious attention of Congress, because

In any event, this idea merits
it implies a corporate income tax that would not distinguish between debt
minate the

and equity and that, by providing such equal treatment, would eli

potential provided by current law to erode the corporate tax by substituting
debt for equity. It has the additional advantage of abandoning the fruitless
quest of the past two decades for a workable distinction between debt and

equity. It would represent an important step toward neutrality between

corporate and noncorporate investments, neutrality between debt and equity
ty between retention and

ﬁ‘nan'ce at the corporate level, and neutrali
distribution of corporate earnings. At the same time, it avoids any effort to

permit or disallow interest deductions based on the purpose of incurring a

debt; such an enterprise is inevitably complex and ultimately will prove

§n8u9cessful. If some basic structural change along these lines suggested
aetie is not begun now, I fear that we simply can look forward to future years
nd perhaps decades of half-solutions or nonsolutions.
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Notes and Questions

43. Corporations postpone the double tax by retaining and reinvesting
. Corp

earnings and, for most years, pay a single income tax at a rate lower thyy,

this justify imposing an additiong)

individual income tax rate. Does : | ‘

22;?:;112 igd:;}ileln corporations distribute their accumulated earnings i,
liquidation?

44. How does present law discriminate in favor of debt financing g
contrasted with equity financing?

45. Professor Andrews points out that. a nondividend redemptiop
distribution has the effect of liberating the distributed funds from the burden
of a corporate income tax on future earnings from their 1nYesgment. Does
this justify imposing a tax at the time of the stock redemption?

46. Professor Andrews is concerned with potential avenues. of escape
from a full tax on corporate earnings at the shareholder level. His concerp
arises from the ability of corporations to reinvest their accumulated earnings
without their having been subjected to a second tax at the shareholder leve]

47. Should discrimination against corporate equity compared tq
corporate debt be ended by denying corporations the right to deduct bond
interest as well as dividends, and perhaps allowing credit to both
bondholders and stockholders for corporate tax paid? Would such treatment
have to be extended to interest on other types of corporate debt as well?

Would similar treatment have to be given to partnerships?

To sole
proprietorships?

48. If corporations were denied a deduction for interest payments,
would it also be necessary to deny a deduction for rent? After all, interest is
simply rent for one category of property—money. What would prevent
shareholders who wanted to keep personal ownership of property used by the

corporation, and remove money from the corporation in a form deductible by

the corporation, from achieving these ends by renting property to a
corporation rather than lending it money at interest?

49. As discussed in Note

' #9, present law contains several limitations
on interest deductions by corpo

rations.

50. Professor Graetz makes

, a significant point that much of the
corporate community has opposed pr
the double t

y ! evious legislative attempts to ameliorate
ax on dividend income, Given a choice, corporate management
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