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FOR IMMEDIATE RELEASE 
January 3, 1992 

CONTACT: Claire Buchan 
(202)566-8773 

statement of Secretary Brady 
on 

Membership of the New States of the Former Soviet Union 
in the IMF and World Bank 

The dramatic developments in the former Soviet union have 
created new opportunities and challenges for international 
financial cooperation. The United States supports early 
consideration by the IMF and World Bank of membership for new 
states of the former Soviet Union with whom we are establishing 
diplomatic relations (Russia, Ukraine, Kazakhstan, Belarus, 
Kyrgyzstan, Armenia). 

Membership in the IMF and World Bank will further market
oriented economic reform in these newly independent nations. We 
will work with them to ensure that their applications are 
considered as quickly as possible. We are also prepared to 
consider the membership of the other new states of the former 
Soviet Union once diplomatic relations are established with them 
(Azerbaijan, Turkmenistan, Uzbekistan, Tajikistan, Georgia, and 
Moldova) . 

The benefits of technical assistance and expertise provided by 
the IMF and World Bank, pending full membership, should continue to 
be available to all twelve states of the former Soviet Union. 

000 
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FOR RELEASE AT 2:30 P.M. 
January 3, 1992 

CONTACT: 8ffice of Financing 
202-219-3350 

TREASURY'S 52-WEEK BILL OFFERING 

The Department of the Treasury, by this public notice, 
invites tenders for approximately $12,500 million of 364-day 
Treasury bills to be dated January 16, 1992 and to mature 
January 14, 1993 (CUSIP No. 912794 ZZ 0). This issue will 

provide about $ 700 million of new cash for the Treasury, 
as the maturing 52-week bill is outstanding in the amount of 
$ 11,803 million. Tenders will be received at Federal Reserve 
Banks and Branches and at the Bureau of the Public Debt, Washing-
ton, D. C. 20239-1500, Thursday, January 9, 1992, prior to 
12:00 noon for noncompetitive tenders and prior to 1:00 p.m., 
Eastern Standard time, for competitive tenders. 

The bills will be issued on a discount basis under ~ompet~
tive and noncompetitive bidding, and at maturity their ~2C ~illuunt 
will be payable without interest. This series of bills wlll be 
issued entirely in book-entry form in a minimum amount of S10,000 
and in any higher $5,000 multiple, on the records either of the 
Federal Reserve Banks and Branches, or of the Department of the 
Treasury. 

The bills will be issued for cash and in exchange for 
Treasury bills maturing January 16, 1992. In addition to the 
maturing 52-week bills, there are $ 22,069 million of maturing 
bills which were originally issued as 13-week and 26-week bills. 
The disposition of this latter amount will be announced next 
week. Federal Reserve Banks currently hold $ 977 million as 
agents for foreign and international monetary authorities, and 
$7,885 million for their own account. These amounts represent 
the combined holdings of such accounts for the three issues of 
maturing billS. Tenders from Federal Reserve Banks for their 
own account and as agents for foreign and international mone
tary authorities will be accepted at the weighted average bank 
discount rate of accepted competitive tenders. Additional 
amounts of the bills may be issued to Federal Reserve Banks, 
as agents for foreign and international monetary authorities, 
to the extent that the aggregate amount of tenders for such 
accounts exceeds the aggregate amount of maturing bills held 
by them. For purposes of determining such additional amounts, 
foreign and international monetary authorities are considered to 
hold S 130 million of the original 52-week issue. Tenders for 
bills to be maintained on the book-entry records of the Depart
ment of the Treasury should be submitted on Form PD 5176-3. 
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 2 

Each tender must state the par amount of bills bid for, 
which must be a minimum of $10,000. Tenders over $10,000 must 
be in multiples of $5,000. Competitive tenders must also show 
the yield desired, expressed on a bank discount rate basis with 
two decimals, e.g., 7.15%. Fractions may not be used. A single 
bidder, as defined in Treasury's single bidder guidelines, shall 
not submit noncompetitive tenders totaling more than $1,000,000. 

The following institutions may submit tenders for accounts 
of customers if the names of the customers and the amount for 
each customer are furnished: depository institutions, as 
described in Section 19(b)(1)(A), excluding those institutions 
described in subparagraph (vii), of the Federal Reserve Act 
(12 U.S.C. 461(b»; and government securities broker/dealers 
registered with the Securities and Exchange Commission that are 
registered or noticed as government securities broker/dealers 
pursuant to Section 15C(a)(1) of the Securities and Exchange 
Act of 1934, as amended by the Government Securities Act of 
1986. Others are only permitted to submit tenders for their 
own account. Each tender must state the amount of any net long 
position in the bills being offered if such position is in excess 
of $200 million. This information should reflect positions held 
as of one-half hour prior to the closing time for receipt of com
petitive tenders on the day of the auction. Such positions would 
include bills acquired through "when issued" trading, and futures 
and forward contracts as well as holdings of outstanding bills 
with the same CUSIP number as the new offering. Those who submit 
tenders for the accounts of customers must submit a separate 
tender for each customer whose net long position in the bill 
being offered exceeds $200 million. 

A noncompetitive bidder may not have entered into an 
agreement, nor make an agreement to purchase or sell or other
wise dispose of any noncompetitive awards of this issue being 
auctioned prior to the designated closing time for receipt of 
competitive tenders. 

Tenders from bidders who are making payment by charge 
to a funds account at a Federal Reserve Bank and tenders from 
bidders who have an approved autocharge agreement on file at a 
Federal Reserve Bank will be received without deposit. Tenders 
from all others must be accompanied by full payment for the 
amount of bills applied for. A cash adjustment will be made 
on all accepted tenders, accompanied by payment in full, for 
the difference between the par payment submitted and the actual 
issue price as determined in the auction. 
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 3 

Public announcement will be made by the Department of the 
Treasury of the amount and yield range of accepted bids. Com
petitive bidders will be advised of the acceptance or rejection 
of their tenders. The Secretary of the Treasury expressly 
reserves the right to accept ·or reject any or all tenders, in 
whole or in part, and the Secretary's action shall be final. 
Subject to these reservations, noncompetitive tenders for each 
issue for $1,000,000 or less without stated yield from anyone 
bidder will be accepted in full at the weighted average bank 
discount rate (in two decimals) of accepted competitive bids 
for the respective issues. The calculation of purchase prices 
for accepted bids will be carried to three decimal places on 
the basis of price per hundred, e.g., 99.923, and the deter
minations of the Secretary of the Treasury shall be final. 

Settlement for accepted tenders for bills to be maintained 
on the book-entry records of Federal Reserve Banks and Branches 
must be made or completed at the Federal Reserve Bank or Branch 
by the issue date, by a charge to a funds account or pursuant to 
an approved autocharge agreement, in cash or other immediately
available funds, or in definitive Treasury securities maturing 
on or before the settlement date but which are not overdue as 
defined in the general regulations governing United States 
securities. Cash adjustments will be made for differences 
between the par value of the maturing definitive securities 
accepted in exchange and the issue price of the new bills. 

Department of the Treasury Circulars, Public Debt Series -
Nos. 26-76, 27-76, and 2-86, as applicable, Treasury's single 
bidder guidelines, and this notice prescribe the terms of these 
Treasury bills and govern the conditions of their issue. Copies 
of the circulars, guidelines, and tender forms may be obtained 
from any Federal Reserve Bank or Branch, or from the Bureau 
of the Public Debt. 
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UBLIC DEBT NEWS 
Department of the Treasury • Bureau of the Public Debt • Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 6, 1992 

CONTACT: Office of Financing 
202-219-3350 

RESULTS OF TREASURY'S AUCTION OF 13-WEEK BILLS 

Tenders for $10,262 million of 13-week bills to be issued. 
January 9, 1992 and to mature April 9, 1992 were 
accepted today (CUSIP: 912794YH1). 

RANGE OF ACCEPTED 
COMPETITIVE BIDS: 

Low 
Higl1 
Average 

Discount 
Rate 
3.84% 
3.85% 
3.85% 

Investment 
Rate 
3.94% 
3.95% 
3.95% 

Price 
99.029 
99.027 
99.027 

Tenders at the high discount rate were allotted 32%. 
The investment rate is the equivalent coupon-issue yield. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location Received Acce12ted 
Boston 23,440 23,440 
New York 40,210,100 8,883,110 
Philadelphia 38,715 38,590 
Cleveland 49,245 37,235 
Richmond 76,570 45,855 
Atlanta 37,740 34,740 
Chicago 1,054,295 45,700 
st. Louis 52,940 12,940 
Minneapolis 7,690 7,690 
Kansas city 26,745 26,745 
Dallas 2.6,070 26,070 
San Francisco 718,730 53,030 
Treasury 1,026,745 1,026,745 

TOTALS $43,349,025 $10,261,890 

Type 
Competitive $38,821,115 $5,733,980 
Noncompetitive 1,675,440 1,675,440 

subtotal, Public $40,496,555 $7,409,420 

Federal Reserve 2,693,230 2,693,230 
Foreign Official 

Institutions 159,240 159,240 
TOTALS $43,349,025 $10,261,890 

An additional $165,160 thousand of bills will be 
issued to foreign official institutions for new cash. 
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UBLIC DEBT NEWS 
Department of the Treasury • Bureau of the Public Debt • Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 6, 1992 

CONTACT: Office of Financing 
202-219-3350 

RESULTS OF TREASURY'S AUCTION OF 26-WEEK BILLS 

Tenders for $10,308 million of 26-week bills to be issued 
January 9, 1992 and to mature July 9, 1992 were 
accepted today (CUSIP: 912794ZC1). 

RANGE OF ACCEPTED 
COMPETITIVE BIDS: 

Low 
High 
Average 

Discount 
Rate 
3.85% 
3.86% 
3.86% 

Investment 
__ Rate 

3.99% 
4.00% 
4.00% 

Price 
98.054 
98.049 
98.049 

Tenders at the high discount rate were allotted 42%. 
The investment rate is the equivalent coupon-issue yield. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location Received Accel2ted 
Boston 25,580 25,580 
New York 44,774,310 9,287,725 
Philadelphia 11,715 11,715 
Cleveland 27,955 27,955 
Richmond 546,760 30,960 
Atlanta 20,325 19,325 
Chicago 1,082,985 58,705 
st. Louis 34,395 12,395 
Minneapolis 8,100 8,100 
Kansas City 29,280 29,280 
Dallas 17,380 17,380 
San Francisco 601,320 36,320 
Treasury 742,565 742,565 

TOTALS $47,922,670 $10,308,005 

Type 
Competitive $43,960,280 $6,345,615 
Noncompetitive 1,140,830 1,140,830 

Subtotal, Public $45,101,110 $7,486,445 

Federal Reserve 2,450,000 2,450,000 
Foreign Offi~ial 

Institutions 371,560 371,560 
TOTALS $47,922,670 $10,308,005 

An additional $390,840 thousand of bills will be 
issued to foreign official institutions for new cash. 
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DEPARTMENT OF THE TREASURY 

ASSISTANT SECRETARY 

The Honorable Dan Rostenkowski 
Chairman 
Committee on Ways and Means 
United States House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

WASHINGTON 

January 1992 

Section 634 of Public Law 99-514, the Tax Reform Act of 1986 directed the 
Secretary of the Treasury or his delegate to study reforms of the taxation of corporate income 
under Subchapter C of the Internal Revenue Code. This mandate is quite broad. We concluded 
that a comprehensive study of the issues presented by integration of the corporate and individual 
income tax would address fundamental questions concerning how the corporate income tax might 
be restructured to reduce tax distortions of important corporate financial decisions and to achieve 
a more efficient system. Given the prevalence of integrated corporate income tax systems in the 
world today, we believe that an examination of these substantial issues should precede 
consideration of other, less fundamental, approaches to corporate income tax reform. 
Accordingly, this Report is submitted pursuant to the statutory directive cited above. 

I am sending a similar letter to Representative Bill Archer. 

Sincerely, 

1~:net:: :~ ~ 
Assistant Secretary 

(Tax Policy) 
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ASSISTANT SECRETARY 

The Honorable Lloyd Bentsen 
Chairman 
Committee on Finance 
United States Senate 
Washington, D.C. 20515 

Dear Mr. Chairman: 

WASHINGTON 

January 1992 

Section 634 of Public Law 99-514, the Tax Reform Act of 1986 directed the 
Secretary of the Treasury or his delegate to study reforms of the taxation of corporate income 
under Subchapter C of the Internal Revenue Code. This mandate is quite broad. We concluded 
that a comprehensive study of the issues presented by integration of the corporate and individual 
income tax would address fundamental questions concerning how the corporate income tax might 
be restructured to reduce tax distortions of important corporate financial decisions and to achieve 
a more efficient system. Given the prevalence of integrated corporate income tax systems in the 
world today, we believe that an examination of these substantial issues should precede 
consideration of other, less fundamental, approaches to corporate income tax reform. 
Accordingly, this Report is submitted pursuant to the statutory directive cited above. 

I am sending a similar letter to Senator Bob Packwood. 

Sincerely, 

7f~0.~ 
Kenneth W. Gideon 
Assistant Secretary 

(Tax Policy) 



PREFACE 

The so-called classical system of current U.S. tax law treats corporations 
and their investors as separate entities and levies tax at both the corporate and 
shareholder levels on earnings from investments in corporate equity. Corporate 
earnings distributed to lenders as interest are generally deductible by the 
corporation and taxed, if at all, to the lender. Investors who conduct business 
activity in noncorporate fonn, such as a sole proprietorship or partnership, are 
taxed once on their earnings at the owners' tax rate. 

As a result, despite the critical role played by corporations as a vehicle for 
economic growth, the United States tax law often perversely penalizes the 
corporate fonn of organization. The current system of taxation also distorts 
corporate fmancial decisions-in particular by encouraging debt and discouraging 
new equity fmancing of corporate investments. The tax system also prejudices 
corporate decisions about whether to retain earnings or pay dividends and 
encourages corporations to distribute earnings in a manner to avoid the double
level tax. 

Integration of the individual and corporate tax system would tax corporate 
income once and reduce or eliminate these economic distortions. Most trading 
partners of the United States have integrated their corporate tax systems. The 
potential economic gains from integration are substantial. 

This Report examines in detail several different integration prototypes, 
although it does not attempt an exhaustive discussion of all possible integration 
systems or of all the technical issues raised by the alternative prototypes. 

This Report does not contain legislative recommendations. Rather, it is 
intended to stimulate discussion of the various prototypes and issues they raise. 
By advancing the opportunity for such debate, this Report should encourage 
serious consideration of proposals for integrating the individual and corporate tax 
systems in the United States. 
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EXECUTIVE SUMMARY 

WHAT IS INTEGRATION AND WHY SHOULD IT BE BENEFICIAL? 

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 (Le., imposing tax on distributed profits in the hands of 
shareholders after taxation at the corporate level) is often referred to as a classical tax 
system. Over the past two decades, most of our trading partners have modified their 
corporate tax systems to "integrate" the corporate and shareholder taxes to mitigate the 
impact of imposing two levels of tax on distributed corporate profits. Most typically, this has 
been accomplished by providing the shareholder with a full or partial credit for taxes paid 
at the corporate level. 

Integration would reduce three distortions inherent in the classical system: 

(a) The incentive to invest in noncorporate rather than corporate 
businesses. Current law's double tax on corporations creates a 
higher effective tax rate on corporate equity than on non
corporate equity. The additional tax burden encourages "self
help" integration through disincorporation. 

(b) The incentive to [fiance corporate investments with debt rather 
than new equity. Particularly in the 1980s, corporations issued 
substantial amounts of debt. By 1990, net interest expense 
reached a postwar high of 19 percent of corporate cash flow. 

(c) The incentive to retain earnings or to structure distributions of 
corporate profits in a manner to avoid the double tax. Between 
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 substitu
tion 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 
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Executive Summary Vlll 

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 

This Report deftnes four integration prototypes and provides speciftcations 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. In addition, in Part IV, titled "Roads Not Taken," the Report 
describes the imputation credit prototype and a dividend deduction alternative. 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 to prefer the dividend exclusion to any fonn of the imputation credit prototype. 

In the dividend exclusion prototype, shareholders exclude dividends from income 
because they have already been taxed at the corporate level. Dividend exclusion provides 
signiftcant integration beneftts and requires little structural change in the Internal Revenue 
Code. When fully phased in, dividend exclusion would cost approximately $13.1 billion per 
year. 

CBIT is, as its name implies, a much more comprehensive and larger scale prototype 
and will require signiftcant statutory revision. CBIT represents a long-tenn, comprehensive 
option for equalizing the tax treatment of debt and equity. It is not expected that implementa
tion of CBIT would begin in the short tenn, and full implementation would likely be phased 
in over a period of about 10 years. In CBIT, shareholders and bondholders exclude dividends 
and interest received from corporations from income, but neither type of payment is 
deductible by the corporation. Because debt and equity receive identical treatment in CBIT, 
CBIT better achieves tax neutrality goals than does the dividend exclusion prototype. CBIT 
is self-fmancing and would pennit 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 recom
mend in the dividend exclusion prototype). Both of these 
mechanisms are discussed in the Report. 



ix Executive Summary 

(b) Integration should not reduce the total tax collected on co(po
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 fmance and would exacerbate distor
tions between taxable and tax-exempt investors~ 

(c) 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 jurisdictions. 

(d) Foreign taxes paid by U.S. co(porations should not be treated. 
by statute. identically to taxes paid to the U. S. Government. 
Absent this limitation, integration could eliminate all U.S. 
taxes on foreign source profits in many cases. 

A table summarizing the characteristics of each of the prototypes follows. 

OBJECTIVES OF THE REPORT 

This Report is not a legislative proposal but rather a source document to begin the 
debate on the desirability of integration. This Report concludes that integration is desirable 
and presents a variety of integration mechanisms. A major reform such as integration should 
be undertaken only after appropriate deliberation and consideration of public comments. In 
light of the increasing isolation of the United States as one of the few remaining countries 
with a classical tax system, serious consideration of integration is now appropriate. 
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Comparison of the four principal integration prototypes 

Prototype 

Dividend Shareholder Imputation 
Exclusion Allocation CBIT Credit 

Issues Protot),pe Prototype Prototype Prototype 

Rates 

a) Distributed Corporate rate Shareholder rate l CBIT rate (31 percent) Shareholder rate l 

Income 

b) Retained Corporate rate Shareholder rate CBIT rate (additional Corporate rate 
Income~ (additional shareholder investor level tax (additional share-

level tax depends on depends on the holder level tax 
the treatment of capi- treatment of capital depends on the 
tal gains; see Chapter gains; see Chapter 8) treatment of capital 
8) gains; see Chapter 8) 

Treatment of Unaffected Unaffected CBIT applies to non- Unaffected 
non-corporate corporate businesses 
hw;inesses as well as corpora-

tions, except for very 
small businesses. 

Corporate tax Does not extend pref- Extends prefer- Does not extend pref- Does not extend 
preferences erences to sharehold- ences to share- erences to investors. preferences to share-

ers. Preference in- holders. Preference income is holders. Preference 
come is subject to subject to compensato- income is subject to 
shareholder tax when ry tax or investor level shareholder tax when 
distributed. tax when distributed. distributed. 

Tax-exempt Corporate equity in- Corporate equity A CBIT entity's equity Corporate equity 
in\'t~stors come continues to income continues income and income income continues to 

bear one level of tax. to bear one level used to pay interest bear one level of tax. 
of tax. bear one level of tax. 

Foreign source Foreign taxes are Foreign taxes are Foreign taxes are Foreign taxes are 
income creditable at the cor- creditable at the creditable at the entity creditable at the 

porate level, but corporate level level, but shielded corporate level, but 
shielded income is and at the share- income is subject to shielded income is 
subject to shareholder holder level. compensatory tax or subject to shareholder 
tax when distributed. an investor level tax tax when distributed. 

when distributed. 
Foreign Corporate equity in- Corporate equity A CBIT entity's equity Corporate equity 
investors come continues to income continues income and income income continues to 

bear tax at the cor- to bear tax at the used to pay interest bear tax at the 
porate level and cur- corporate level bear tax only at the corporate level and 
rent withholding taxes and current with- entity level, and no current withholding 
(eligible for treaty holding taxes withholding taxes are taxes (eligible for 
reduction) continue to (eligible for treaty imposed on distribu- treaty reduction) 
apply to distributions. reduction) con tin- tions to equity holders continue to apply to 

ue to apply to or on payments of distributions. 
distributions. interest. 

Treatment of Unaffected Unaffected Equalizes treatment of Unaffected (unless 
debt debt and equity bondholder credit 

system adopted) 

IPlus 3 percentage points of corporate level tax not creditable because the prototype retains the 34 percent corporate 
rate but provides credits at the 31 percent shareholder rate. 

2Assuming no DRIP. See Chapter 9. 
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PART I: THE CASE FOR INTEGRATION 

CHAPTER 1: INTRODUCTION 

1.A THE CORPORATE TAX: 
NEED FOR CHANGE 

Issues 

Current U.S. tax law treats cotporations and 
their investors as separate taxable entities. Under 
this classical system of cotporate income taxation, 
two levels of income tax are generally imposed on 
earnings from investments in cOtporate equity. 
First, cotporate earnings are taxed at the cotpo
rate level. Second, if the cotporation distributes 
earnings to shareholders, the earnings are taxed 
again at the shareholder level. In contrast, inves
tors in business activities conducted in non
cotporate form, such as sole proprietorships or 
partnerships, are generally taxed only once on the 
earnings, and this tax is imposed at the individual 
level. Cotporate earnings distributed as interest to 
suppliers of debt capital also are taxed only once 
because interest is deductible by the cotporation 
and generally taxed to lenders as ordinary income. 

Despite its long history, considerable debate 
surrounds the role of the cotporate income tax in 
the Federal tax structure. The central issue is 
whether cotporate earnings should be taxed once 
rather than taxed both when earned and when 
distributed to shareholders. Integration of the 
individual and cotporate income tax refers to the 
taxation of cotporate income once. This Report 
discusses and evaluates several integration 
alternatives. I 

Despite their differences, the methods of 
integration studied in this Report reflect a com
mon goal: where practical, fundamental economic 
considerations, rather than tax considerations, 
should guide business investment, organization, 
and fmandal decisions. The Tax Reform Act of 
1986 (the 1986 Act)2 made the tax system signifi
cantly more neutral in its impact on business 
decisions about capital investment by reducing tax 
rates and tax preferences. The 1986 Act, 
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however, did not address tax-related distortions of 
business organizational and fmancing decisions. In 
fact, the 1986 reforms may have increased the 
pressure to select noncotporate organizational 
forms by imposing a higher marginal rate on 
cotpOrations than on individuals and by repealing 
the General Utilitiet doctrine, which had pro
tected cotpOrations from cotporate level tax on 
liquidating dispositions of cotporate assets. Cor
porate integration can thus be regarded as a 
second phase of tax reform in the United States, 
extending the goal of neutral taxation to the 
choice of business organization and fmancial 
policy. 

The current two-tier system of cotporate 
taxation discourages the use of the cotporate form 
even when incotporation would provide nontax 
benefits, such as limited liability for the owners, 
centralized management, free transferability of 
interests, and continuity of life. The two-tier tax 
also discourages new equity fmancing of cotporate 
investment, encourages debt fmancing of such 
investment, distorts decisions with respect to the 
payment of dividends, and encourages cotpora
tions to distribute earnings in a manner designed 
to avoid the double-level tax. 

These distortions have economic costs. The 
classical cotporate tax system reduces the level of 
investment and interferes with the efficient alloca
tion of resources. In addition, the tax bias against 
cotporate equity can encourage cotporations to 
increase debt fmancing beyond levels supported 
by nontax considerations, thereby increasing risks 
of fmancial distress and bankruptcy. 

Historically, the cotporation has been an 
important vehicle for economic growth in the 
United States, but the classical cotporate tax 
system often perven~ely penalizes the cotporate 
form of organization. With the increasing integra
tion of international markets for products and 
capital, one must consider effects of the cotporate 
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tax system on the competitiveness of u.s. fmns. 
Most of the major trading partners of the United 
States have revised their tax systems to provide 
for some integration of the corporate and 
individual tax systems. 

This Report provides a comprehensive study 
of integration, including both the legal and eco
nomic foundations for implementing integration in 
the United States. We present three prototypes 
representing a range of integration systems and 
recommend two prototypes that implement our 
policy goals. One prototype, a dividend exclusion 
system, can be implemented with minimal chang
es to current law. The second, the Comprehensive 
Business Income Tax (CBIT) , extends the divi
dend exclusion model to debt. CBIT achieves the 
important goal of equating the treatment of debt 
and equity, but because it represents a greater 
departure from current law, it would require a 
longer transition period. We have included, albeit 
with substantial reservations as to feasibility l a 
third prototype-a shareholder allocation system, 
often referred to as full integration. We consid
ered it necessary to examine such a prototype 
because this system is so frequently viewed as 
ideal by proponents of integration, although we 
ultimately reject it on both policy and 
administrative grounds. 

The Report also documents the substantial 
economic benefits of integration . We estimate that 
any of the three prototypes would increase the 
capital stock in the corporate sector by $125 to 
$500 billion and would decrease the debt to asset 
ratio in the corporate sector from 1 to 7 percent
age points. Further, efficiency gains from integra
tion would be equivalent to annual welfare gain 
for the U.S. economy as a whole of 0.07 to 0.7 
percent of annual consumption (or $2.5 to $25 
billion (in 1991 dollars).4 See Chapter 13. 

Brief Description of Current Law 

Under current law, income earned by corpora
tions is taxed at the corporate level, generally at 
a marginal rate of 34 percent. 5 When the corpo
ration distributes earnings to shareholders in the 
fonn of dividends, the income is generally taxed 
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again at the shareholder level. 6 If corporations 
retain earnings, the value of their stock will 
generally increase to reflect those earnings. When 
shareholders sell their stock, gains from the sale 
are taxed also. Thus, like income distributed as 
dividends, retained corporate income generally is 
taxed twice. In contrast, investors who conduct 
business activity in noncorporate fonn, such as 
through a sole proprietorship or partnership, are 
taxed once on their earnings at their individual tax 
rate. 

Dividends distributed to individual U.S. 
citizens and residents are taxed generally at 
marginal rates of 15, 28, or 31 percent.7 Divi
dends distributed to nonresident aliens and foreign 
corporations by U. S. corporations are generally 
subject to a nonrefundable "withholding" tax, 
currently set by statute at 30 percent. United 
States treaties with trading partners frequently 
reduce the rate to 15 or 5 percent on a reciprocal 
basis. Dividends received by U.S. cotporate 
shareholders generally qualify for a dividends 
received deduction of 70, 80 or 100 percent, 
depending on the degree of affiliation between the 
corporations. Shareholders' gains from sales of 
corporate stock are taxed also, typically as capital 
gains, although capital gains of foreign share
holders generally are exempt from U.S. tax. 

Unlike dividends, interest is generally deduct
ible by corporations. Interest income received by 
domestic lenders is generally taxed at their mar
ginal tax rates. Interest income received by for
eign lenders from U.S. corporations, however, 
generally is not subject to U.S. tax. 8 

Tax-exempt entities supply a substantial 
portion of the corporate capital in the United 
States. These tax-exempt entities include pension 
funds and educational, religious and other charita
ble organizations. These entities are generally not 
taxed on interest, dividends or gains from the sale 
of their investments. However, the corporate level 
tax applies to corporate income attributable to the 
equity capital they supply. Tax-exempt entities 
may be subject to the unrelated business income 
tax (UBIT) on earnings from equity investments 
in partnerships. 



l.B THE CORPORATE TAX AND 
ECONOMIC DISTORTIONS 

The classical corporate income tax system 
distorts three economic and fmancial decisions: 
(1) whether to invest in noncorporate rather than 
corporate fonn, (2) whether to fmance invest
ments with debt rather than equity, and (3) wheth
er to retain rather than distribute earnings. Apart 
from corporate and investor level tax consider
ations, nontax benefits and costs also influence 
these decisions. To the extent that the classical tax 
system distorts the choice of organizational fonn, 
fmancial structure, and dividend policy, economic 
resources can be misallocated. 9 

The Cost of Capital As a Measure of 
Investment Incentives 

This Report examines distortions resulting 
from the corporate income tax in tenns of effects 
on the cost of capital. In deciding whether to 
undertake an investment, fmns require that the 
investment provide a sufficient after-tax return to 
compensate investors. The cost of capital is the 
pre-tax rate of return that is sufficient to cover 
operating expenses, taxes, economic depreciation, 
and the investor's required after-tax rate of return. 
Thus, the cost of capital depends in part on the 
return fmns must pay to suppliers of debt or 
equity capital to attract funds. The cost of capital 
also depends on such factors as tax rates, the 
investment's economic depreciation rate, the 
capital cost recovery deductions allowed on the 
investment, the inflation rate, and the source of 
fmancing for the investment. Because a higher 
cost of capital makes certain investments unprofit
able, corporate and individual income taxes 
reduce investment incentives by raising the cost of 
capital. 

This section uses the cost of capital as a 
framework for analyzing the effects of the current 
classical corporate tax system on the business 
decisions described above (i.e., fonn of business 
organization, fonn of fmancing, and retention of 
earnings). The fmal part of this section discusses 
the effect of the corporate income tax on savings 
and investment in the economy as a whole. 

3 The Case for Integration 

Organizational Form 

The waste of economic resources from tax
distorted misallocation of capital between the 
noncorporate and corporate sectors was the 
original focus of criticism of the corporate income 
tax. Beginning with Harberger,IO economists 
have argued that a classical corporate tax system 
misallocates capital 'between the corporate and 
noncorporate sectors. Over the years, more 
sophisticated models have been developed to 
examine more carefully the efficiency costs of 
corporate taxation. Contemporary approaches 
suggest that these costs are significant. See 
Chapter 13. 

A simple example illustrates the effect of the 
current corporate tax system on investment deci
sions. Suppose that an investor requires an after
tax rate of return of 8 percent and the investor's 
effective tax rate is 20 percent. An equity invest
ment in a noncorporate enterprise must earn a 
return high enough to pay tax at the investor's 
rate (20 percent) and still yield the required 8 
percent after-tax returnY The noncorporate 
investment must therefore earn a 10 percent pre
tax rate of return (net of depreciation) in order to 
cover the investor's .income taxes and meet the 
required return (0.10 X(l-0.20) = 0.08). How
ever, if the corporate tax rate is 34 percent and 
the corporation distributes all of its income, the 
cost of capital of an equity fmanced investment in 
the corporate sector in the above example is 15.2 
percent. This 15.2 percent pre-tax return yields an 
8 percent return after paying both the corporate 
tax and the investor level tax on dividends 
(0.152x(l-0.34)x(l-0.20) = 0.08). Since 
fewer investments can earn the higher required 
return (15.2 percent as opposed to 1 0 percent), 
the corporate tax discourages investment in the 
corporate sector by raising the cost of capital. 

More complex calculations support this result. 
For example, a Congressional Research Service 
report estimates, under realistic assumptions, the 
total effective Federal income tax rate on corpo
rate equity (taking into account both corporate 
level and shareholder level taxes) to be 48 per
cent, compared to 28 percent for noncorporate 
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equity.12 Therefore, some corporations fail to 
undertake investments that would be profitable if 
the tax burden on corporate and noncOlporate 
investments were the same. Moreover, for some 
business enterprises, the added corporate taxes 
exceed the nontax benefits of incorporation, 
causing such businesses to forego those benefits 
and to operate instead in noncorporate form. 
Figure 1.1 illustrates the differences in taxation of 
equity investments in corporate and non-corporate 
businesses. 

The bias against corporate sector investments 
compared with investments in the noncorporate 
sector reduces the productivity of the nation's 
capital investments and reduces potential national 
income. See Chapter 13. This reduction in pro
ductivity is a hidden cost of the corporate tax. In 
addition, the classical system encourages corpora
tions to convert to noncorporate form, thereby 
abandoning the benefits of incorporation. 13 

Certain tax provisions mitigate this tax bias 
against corporate investment. First, by using debt 
to fmance investments, corporations can reduce 
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the relative tax advantage of noncOIporate fmns. 
Considering only tax costs, corporate and non
corporate entities face the same cost of debt 
fmanced capital, because interest paid is deduct
ible. Thus, corporations can reduce the difference 
in tax burdens for total investment by fmancing 
new investment with debt. Increases in debt may, 
however, increase the risk of fmanciaI distress or 
bankruptcy. Second, accelerated cost recovery 
deductions provide, in effect, an interest-free 
government loan to fmance new investment. 
These deductions lower the total cost of capital 
for both corporate and noncorporate fmns, but 
because corporate tax rates generally exceed 
individual tax rates, corporations realize greater 
tax benefits from accelerated depreciation. Thus, 
such deductions reduce, but do not eliminate, the 
additional tax burden on corporate equity 
investments. 

Corporations also can reduce the distortion be
tween corporate and noncorporate investments by 
distributing corporate income to shareholders 
through share repurchases and other nondividend 
distributions. The advantage of a nondividend 

distribution is that it 
allows shareholders to 

Figure 1.1 
Distortions Under the Classical System 1 

recover the cost (or basis) 
of their shares, with any 
excess generally taxed as 
capital gains. Current law 
provides a slight rate 
preference for capital 
gains of individuals (a 
maximum rate of 28 
percent compared with a 
maximum of 31 percent 
on other income). Capital 
gains also benefit from 
the deferral permitted 
under current law, be
cause shareholders do not 
recognize gain until stock 
is sold, and capital assets 
receive a tax-free step-up 
in basis at death. The 
preferential tax treatment 
of capital gains reduces 
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the distorting effect of the current corporate tax 
system on corporate level investment. 

International comparisons add perspective on 
the effect of the corporate tax on the U. S. corpo
rate sector. One measure is the ratio of corporate 
investment to investment in housing, which 
provides a comparison of resource allocation in 
different economies. Figure 1.2 presents the ratio 
of corporate gross ftxed investment relative to 
private residential investment in the United States 
and three other industrialized countries for which 
data are available since 1976. Throughout the 
period, the United States had a lower ratio than 
the United Kingdom. Although the U.S. ratio 
exceeded that for Japan and Australia until the 
early 1980s, corporate investment relative to 
housing investment has tended upwards over the 
whole period for Japan and Australia while the 
ratio for the United States has remained fairly 
stable, except for the 2 years following the Eco
nomic Recovery Tax Act of 1981. Indeed, for the 
last 4 years for which data are available, the 
United States has had essentially the lowest 
corporate investment per dollar of housing invest
ment of any of the four nations. A similar picture 
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of relatively low corporate investment in the 
United States is depicted in Figure 1.3, which 
presents the ratio of investment (net of deprecia
tion) in the corporate sector relative to the total 
noncorporate sector (households and unincorporat
ed businesses combined) during the same period 
for the same four countries plus France. By this 
measure, the United States had the lowest ratio of 
corporate to noncorporate investment during the 
last 3 years for which data are available for any 
of the five nations. 

Another useful international comparison is the 
spread between the pre-tax return on corporate 
investment and the cost of funds in the U oited 
States and other countries. This spread, or corpo
rate "tax wedge," generally depends upon the type 
of asset acquired, the corporate tax rate, the 
capital recovery allowances, the rate of inflation, 
and various other country specific factors. Table 
1.1 presents a listing of preliminary OECD 
calculations of the 1991 corporate tax wedge 
based on a standardized mix of assets and sources 
of funding for a manufacturer located in several 
OECD member countries. According to these 
data, the corporate tax wedge in the United States 

is higher than in France or 
Germany, is approximately the 

Figure 1.2 
Ratio of Corporate Investment Relative to 

Residential Investment in Four Countries, 1976-1989 

same as in the U.K., and is 
lower than the tax wedge in 
Canada and Japan. 

4 
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Source: Organisation for Economic Q)..()peration and Development, 
National Accounts (1976-1989). 

Corporate Capital 
Structure 

Corporations have three 
alternatives for fmancing new 
investments: (1) issuing new 
equity, (2) using retained 
earnings, or (3) issuing debt. 
There can be important nontax 
benefits and costs of alterna
tive corporate financing 
arrangements, and the tax 
system should avoid prejudic
ing fmandal decisions. 

The current classical cor
porate tax system discriminates 
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Figure 1.3 
Ratio of Coryorate Investment Relative to 

Noncorporate (mcluding Housebold) Investment 
in Five Countries, 1976-1989 
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Table 1.1 
Corporate Tax Wedges for 

New Investments in Manufacturing 
1991 

Country 

Canada 
France 
Gennany 
Japan 
United Kingdom 
United States 

COlporate Tax 
Wedge l 

1.2 
0.4 
0.6 
1.4 
0.9 
0.8 

Department of the Treasury 
Office of Tax Policy 

lThe difference between the pre-corporate tax real rate of return and 5 
percent (the real interest rate). The calculations assume no personal taxes 
and an inflation rate of 4.5 percent for all countries. The weights for the 
proportion of investment in each type of asset and the proportion of 
finance from each source of funds are assumed to be the same for each 
country: 50 percent for machinery, 27 percent for buildings, and 23 
percent for inventories and 35 percent for debt, 10 percent for new 
equity, and 55 percent for retentions. 

Source: Organisation for Economic Co-operation and Development, 
preliminary unpUblished estimates. 

against equity fmancing of 
new corporate investment. 
See Figure 1.1. Because of 
the two levels of taxation of 
corporate profits, the cost of 
equity capital generally ex
ceeds the cost of debt capital. 
The Congressional Research 
Service estimates, under 
realistic assumptions, the 
total effective Federnl income 
tax rate on corporate debt to 
be 20 percent, compared with 
48 percent for corporate equi
ty.14 Moreover, the total 
effective tax rate on debt can 
be negative. The lower effec
tive tax rate for debt fmanced 
corporate investment than for 
equity fmanced corporate 
mvestment encourages the 
use of debt by corporations, 
assuming nontax factors that 
affect fmancing decisions do 
not change. 

If a corporation borrows 
from an individual to fmance 
an investment, the corpora
tion deducts the interest 
payments from its taxable 
income and is therefore not 
taxed on the investment's 
pre-tax return to the extent of 
interest payments, although 
the lender is taxable on the 
interest at the individual tax 
rate. 15 Consequently, to the 
extent that corporations fi
nance investment with debt, 
current law does not distort 
the choice between invest
ment in the corporate and 
noncotporate sectors. Using 
the assumptions in the numer
ical example set forth under 
"Organizational Form, If 
above, for a 100 percent 
debt financed corporate 



investment, the cost of capital is 10 percent 
(0.10X(I-0.2) = 0.08, the required rate of 
return). This cost is well below the 15.2 percent 
cost of capital for equity fmanced investments for 
corporations that distribute income as dividends, 
and is the same as the cost of capital for a noo
corporate investment. 

Recent Trends in Corporate Debt 

Historical data show U. S. corporate debt to be 
at relatively high levels by postwar standards, 
with some, but not all, measures growing at an 
unusually rapid pace in the 1980s. Because there 
is no single, universally agreed-upon measure of 
debt, the discussion below considers trends based 
on alternative measures. 

One group of debt measures focuses on corpo
rate balance sheets: the ratio of debt to total 
assets. The debt to asset ratio can be computed 
using either book value (the par value of debt and 
the historical cost of assets as reported for 
fmancial accounting purposes) or market value. 
Figure 1.4 displays one book value measure, the 

Figure 1.4 
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ratio of credit market debt to the book value of 
tangible assets for nonfmancial corporations, 
based on Federal Reserve Board data. This ratio 
grew from 43 percent in 1948 to 61 percent in 
1989. Although the ratio generally increased over 
the postwar period, it declined sharply beginning 
in 1975 and continuing through the mid 1980s. 
Following that decrease, the ratio began to rise 
again and by 1989 had reached a postwar high of 
61 percent. In 1989, this book-value debt to asset 
ratio was more than 17 percentage points higher 
than in 1980, but only 10 percentage points higher 
than the pre-1980s peak of 51 percent reached in 
1973. 

Figure 1.5 presents Federal Reserve Board 
data showing the ratio of the market value of debt 
to the market value of the ftnn (debt plus equity) 
for nonfmancial corporations from 1961 through 
1989. Like the book-value measure, the market
value ratio indicates that corporate debt has 
generally increased since 1961. In 1961 , debt 
represented 26 percent of the total market value of 
the capital stock of nonfmancial corporations 
compared to 38 percent of total market value in 

1989. The market-value data, 
however, suggest that the 

Ratio of Credit Market Debt to the 
Book Value of Tangible Assets 

Nonfmancial Corporations 

dramatic increase in corpo
rations' use of debt occurred in 
the middle 1970s. Indeed, the 
market-value ratio peaked at 47 
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percent in 1974, a year in 
which the stock market fell 
sharply. During the 1980s, the 
market-value ratio does not 
show a discernible upward 
trend because rising stock 
market prices largely offset the 
growth in the dollar amount of 
debt during this period. In 
contrast, the book-value mea
sure described in the preceding 
paragraph shows a large in
crease during the 1980s, be
cause stock market growth is 
not reflected directly in the 
book-value measure, and thus 
does not offset the rising dollar 
volume of debt.16 
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A second measure of 
leverage focuses on the 
importance of debt in corpo
rations' sources of additional 
funds rather than corpo
rations' total outstanding 
debt. See Table 1.2. Over the 
entire postwar period, equity 
fmance was dominant. For 
nonfinancial corporations, 
retained earnings and net new 
equity issues accounted for 
roughly 78 percent of funds 
raised. Debt provided the 
balance, divided about 
equally between private 
issues (bank loans and private 
placements) and public issues 
(bonds). Relative fmancing 
patterns changed during the 
1980s. While corporations 
continue to rely heavily on 
retained earnings, they have 
sharply adjusted the composi
tion of external fmance. Most 
notably, corporations have 
undertaken substantial repur
chases of equity, fmanced 
mainly with debt. 17 In 
(current) dollar tenns, this 
pattern is illustrated in the 
left panel of Figure 1.6. The 
increase in nonfinancial 
corporate debt during the 
early and middle 1980s was 
largely matched by a reduc
tion in outstanding equity. As 
shown in the right panel of 
Figure 1.6, nonfmancial 
corporations relied signifi
cantly more on internal funds 
(retained earnings) during the 
1980s than was the case for 
the postwar period as a 
whole. 

Recent evidence suggests 
that share repurchases have 
contributed to the increase in 
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Figure 1.6 
Changing Sources of Funds for the Corporate Sector 
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Table 1.2 
Sources of Funds, Nonimancial Corporations, 1946-1990 

Amount 
(millions of dollars) Shares 

Internal New Debt Net New Total Internal New Debt Net New 
Year Funds Issues Equity Issues Funds Funds Issues Equity Issues 

1946 $8,503 $6,103 $1,018 $15,624 54.4% 39.1% 6.5% 
1947 13,335 7,306 1,093 21,734 61.4% 33.6% 5.0% 
1948 19,651 6,398 1,000 27,049 72.6% 23.7% 3.7% 
1949 20,024 1,826 1,212 23,062 86.8% 7.9% 5.3% 
1950 18,539 6,772 1,288 26,599 69.7% 25.5% 4.8% 
1951 20,761 8,770 2,107 31,638 65.6% 27.7% 6.7% 
1952 22,457 6,852 2,320 31,629 71.0% 21.7% 7.3% 
1953 22,334 4,022 1,766 28,122 79.4% 14.3% 6.3% 
1954 24,403 4,714 1,583 30,700 79.5% 15.4% 5.2% 
1955 29,943 8,557 1,719 40,219 74.4% 21.3% 4.3% 
1956 30,045 10,397 2,250 42,692 70.4% 24.4% 5.3% 
1957 31,983 9,587 2,441 44,011 72.7% 21.8% 5.5% 
1958 30,659 8,395 1,968 41,022 74.7% 20.5% 4.8% 
1959 36,434 10,150 2,078 48,662 74.9% 20.9% 4.3% 
1960 35,842 9,976 1,365 47,183 76.0% 21.1 % 2.9% 
1961 36,895 9,853 2,121 48,869 75.5% 20.2% 4.3% 
1962 43,219 12,591 369 56,179 76.9% 22.4% 0.7% 
1963 46,967 12,245 (341) 58,871 79.8% 20.8% -0.6% 
1964 52,309 12,667 1,145 66,121 79.1% 19.2% 1.7% 
1965 59,098 18,931 (28) 78,001 75.8% 24.3% -0.0% 
1966 63,274 23,451 1,259 87,984 71.9% 26.7% 1.4% 
1967 64,250 24,924 2,397 91,571 70.2% 27.2% 2.6% 
1968 65,766 27,677 (159) 93,284 70.5% 29.7% -0.2% 
1969 65,195 28,995 3,406 97,596 66.8% 29.7% 3.5% 
1970 62,693 28,484 5,694 96,871 64.7% 29.4% 5.9% 

1971 74,614 25,986 11 ,435 112,035 66.6% 23.2% 10.2% 

1972 86,214 31,463 10,922 128,599 67.0% 24.5% 8.5% 

1973 93,704 68,439 7,883 170,026 55.1 % 40.3% 4.6% 

1974 88,972 50,835 4,097 143,904 61.8% 35.3% 2.8% 

1975 124,249 13,171 9,908 147,328 84.3% 8.9% 6.7% 

1976 141,272 40,138 10,524 191,934 73.6% 20.9% 5.5% 

1977 164,401 66,695 2,727 233,823 70.3% 28.5% 1.2% 
1978 181,914 70,970 (101) 252,783 72.0% 28.1% -0.0% 

1979 197,206 68,142 (7,836) 257,512 76.6% 26.5% -3.0% 

1980 199,772 58,206 10,375 268,353 74.4% 21.7% 3.9% 

1981 239,098 104,085 (13,450) 329,733 72.5% 31.6% 4.1% 

1982 241,901 46,567 1,900 290,368 83.3% 16.0% 0.7% 

1983 285,217 56,521 20,000 361,738 78.8% 15.6% 5.5% 

1984 335,885 170,828 (78,975) 427,738 78.5% 39.9% -18.5% 

1985 351,815 134,260 (84,500) 401,575 87.6% 33.4% -21.0% 

1986 344,294 209,718 (84,975) 469,037 73.4% 44.7% -18.1 % 

1987 372,448 123,749 (75,500) 420,697 88.5% 29.4% -17.9% 

1988 391,371 184,633 (129,500) 446,504 87.7% 41.4% -29.0% 

1989 380,010 159,537 (124,150) 415,397 91.5% 38.4% -29.9% 

1990 369,458 86,186 (63,000) 392,644 94.1 % 22.0% -16.0% 

Department of the Treasury 
Office of Tax Policy 

Source: Federal Reserve Board, Flow of Funds Accounts (various issues). 
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corporate debt. Rather than simply replacing 
dividends, repurchases have been fmanced primar
ily by debt, which results in higher interest 
costs,u Increased share repurchases, therefore, 
accounts for part of the recent increases in net 
interest payments, and may be viewed as one 
method that flnns have used to reduce their 
corporate tax liabilities. Table 1.3 presents esti
mates of the portion of net interest payments of 
nonfinancial corporations that might be attribut
able to "excess" share repurchases of the 1980s, 
where the excess is the difference between actual 
repurchases and the levels that would have 
occurred if the ratio of repurchases to dividends 
had continued at its average for the 1970s.19 The 
table shows that, by 1990, over one quarter of the 
interest payments of nonfmancial corporations was 
attributable to increased share repurchases. 20 

A third measure of corporate debt focuses on 
the ability of corporations to service their debt. 
Corporations meet their interest payments out of 
the cash available after other payments, such as 
those for labor, materials, energy, and taxes. 
Cash flow, calculated as after-tax proflts plus 
depreciation, serves as a 
measure of funds from which 

10 

Table 1.3 
&timates of Maximum Amount of 

Interest Attributable to 
Increased Share Repurcbases 

1980-1990 

Year Percentage of Net Interest 
of Nonfinancial Corporations 

1980 1.0 

1981 0.9 

1982 1.3 

1983 1.8 

1984 5.4 
1985 11.2 

1986 12.4 

1987 18.2 

1988 23.6 

1989 23.4 

1990 25.5 

Department of the Treasury 
Office of Tax Policy 

Source: Office of Tax Policy calculations based on 
Standard and Poor's COMPUSTAT data and on infor
mation in Poterba (1987). 

Figure 1.7 a corporation can cover its 
interest payments. Figure 1.7 
shows the ratio of net interest 
to cash flow for nonfmancial 
corporations from 1948 

Ratio of Net Interest to Cash Flow, 1948-1990 
Nonfmancial Corporations 

through 1990. These data 
show a generally upward 
trend over time with substan
tial increases in the late 
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0.15 

1960s and early 1970s, again ~ 0 
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After reaching 19 percent in 
1982, the ratio of net interest 
to cash flow showed little 
upward movement through 
1988 but has increased in 
1989 and 1990. By 1990, it 
reached a postwar high of 19 
percent. Finn level data 
document a similar 
pattern. 21 
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Sources: Department of Commerce (1986) and Department of 
Commerce, Survey of Current Business (July, various years). 



Some economists also are concerned that high 
debt-service burdens (by postwar standards) 
during the 1980s have been associated with an 
increase in corporate bankruptcies. While bank
ruptcies followed a cyclical pattern over most of 
the postwar period, they remained high (relative 
to postwar standards) throughout the expansion 
following the 1981-1982 recession. 22 

Benefits and Costs of Corporate Debt 

Debt fmance may have nontax benefits. 
Analysts most sanguine about high levels of 
corporate debt and debt-service burdens typically 
maintain that the discipline of debt is desirable 
because it gives lenders indirect means to monitor 
the activities of managers. This need for supervi
sion owes to the separation between ownership 
and management that is characteristic of the 
traditional corporate structure. 23 

A disadvantage of higher debt levels is that 
they can increase nontax costs of debt, including 
costs associated with fmancial distress. Even 
when corporations avoid formal bankruptcy 
proceedings, they incur costs when they cannot 
meet their interest obligations or when debt 
covenants restrict operating flexibility. The costs 
include extra demands on executives' time, supply 
disruptions, declines in customers' confidence, 
and, frequently, significant legal fees. Corpora
tions therefore must evaluate the tax and nontax 
benefits of additional debt relative to these costs. 
Tax-induced distortions in capital structure can 
entail significant efficiency costs. 24 

Corporate Dividend Distributions 

The current system of corporate taxation also 
may distort a corporation's choice between dis
tributing or retaining earnings and, if amounts are 
distributed, whether they are paid in the form of 
a nondividend distribution, such as a share repur
chase. Differences in effective tax rates on divi
dends and retained earnings are significant. 25 

Assessing the efficiency costs of such tax 
differentials requires an analysis of motives for 
cOIpOrate dividend distributions in the presence of 
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relatively high taxes on such dividends compared 
to capital gains. This Report assumes that corpo
rate dividends offer special nontax benefits to 
shareholders that offset their tax disadvantage,26 
and, accordingly, that corporations set dividend 
payments so that the incremental nontax benefit of 
dividends paid equals their incremental tax cost. 
Under this assumption, the amount of dividends 
paid out is expected to decrease as the tax burden 
on dividends relative to capital gains increases; 
empirical studies are consistent with this predic
tion. 27 Investor level taxes on dividends also 
raise the cost of capital (and thereby reduce 
investment) to the extent that corporations payout 
earnings as dividends. Thus, under the assump
tions used in this Report, dividend taxes reduce 
the payout ratio and real investment incentives. 

The growth in share repurchases in the last 
decade supports this view of the linkage between 
the corporate tax and corporate dividends. Share 
repurchases provide a means of distributing 
corporate earnings with, in many cases, more 
favorable shareholder level tax treatment than 
dividend distributions. While a shareholder pays 
tax on the full amount of a dividend at ordinary 
income rates, the shareholder generally pays tax 
on the proceeds of a share repurchase only to the 
extent they exceed share basis and, in some cases, 
at a preferential capital gains rate. Share repur
chases increased substantially from 1970 to 1990, 
growing from $1. 2 billion (or 5.4 percent of 
dividends) to $47.9 billion (or 34 percent of 
dividends), and peaking in 1989 at $65.8 billion 
(or 47 percent of dividends).28 

Savings and Investment 

The corporate tax. increases the tax burden on 
the returns from saving and investing. The magni
tudes of tax-induced distortions of investment and 
savings decisions depend on two factors: the size 
of the spread (or wedge) between pre-tax and 
after-tax returns and the responsiveness of savers 
and investors to changes in after-tax returns. The 
more responsive savers and investors are to 
changes in rates of return, the larger the effect of 
a tax wedge of a given size.29 The Report docu
ments significant wedges between pre-tax and 
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after-tax returns to saving and investment. While 
empirical evidence on the effect of changes in the 
after-tax return on savings is in conflict, there is 
substantial empirical evidence documenting impor
tant effects of capital taxation on investment. 30 

See Chapter 13. 

In the presence of international capital flows, 
the U. S. corporate income tax can reduce incen
tives to invest in the United States, even if it has 
a relatively small effect on saving by U.S. 
citizens. 

I.e NEUTRALITY AS THE GOAL 
OF INTEGRATION 

Integration would reduce and in some cases 
eliminate the distortions of business decisions 
under the current tax system by coordinating the 
individual and corporate income tax systems so 
corporate income is taxed only once. Broadly 
speaking, corporate tax integration seeks to reduce 
tax-induced distortions in the allocation of capital 
by taxing corporate income once, rather than 
zero, once, or multiple times as under the current 
regime. Integration has attracted the attention of 
tax policymakers for many years. The Department 
of the Treasury and the Congress have considered 
integration on several occasions, most recently in 
1984 and 1985.31 Many industrial countries have 
long had integrated systems; several others have 
recently adopted integration. 32 

The classical system of corporate taxation is 
inefficient because it creates differences in the 
taxation of alternative sources of income from 
capital. Under the classical system, a taxpayer 
conducting business in corporate form faces a 
different tax burden on equity fmancing than a 
taxpayer conducting the same business in non
corporate form. A corporation that raises capital 
in the form of equity faces a different tax burden 
than a corporation that raises the same amount of 
capital from debt. A similar disparity exists in the 
treatment of corporations that fmance with re
tained earnings and those that pay dividends and 
fmance with new equity. This Report provides 
evidence that these distortions impose significant 
economic costs, including reduced fmancial 

12 

flexibility of corporations and an inefficient 
allocation of capital. 

A traditional goal of integration proposals has 
been to tax corporate income only once at the tax 
rate of the shareholder to whom the income is 
attributed or distributed. 33 Under the traditional 
approach, corporate income ideally would be 
taken into account when earned in determining 
each individual's economic income and would be 
taxed at each individual's marginal tax rate.34 To 
illustrate, assume that a cOlporation has $100 of 
income on which it pays $34 in corporate tax. 
The corporation's shareholder has a marginal rate 
of 28 percent. Traditional proposals would typi
cally treat the shareholder as having received 
income of $100, but credit the shareholder with a 
tax payment of $34. Since the shareholder owes 
only $28 in tax on $100 of income, traditional 
proposals typically provide that the shareholder is 
entitled to a $6 refund or credit against other 
taxes. 

Assuring that corporate income is taxed once, 
but only once, does not require that corporate 
income be taxed at individual rates, however. 
Attaining a single level of tax-with the most 
significant efficiency gains we project from any 
system of integration-can be achieved with a 
schedular system in which all corporate income is 
taxed at a unifonn rate at the corporate level 
without regard to the tax rate of the corporate 
shareholder. Under the current rate structure, in 
which the corporate rate is slightly higher than the 
maximum individual rate, there seems little reason 
to tax corporate income at shareholder rates. In 
contrast, an integration proposal developed in the 
late 1970s, when the maximum individual rate on 
capital income of 70 percent exceeded the corpo
rate rate of 46 percent, might well have required 
taxation at shareholder rates in order to prevent 
avoidance of the higher shareholder rates. 35 

Neutral taxation of capital income will reduce 
the distortions under the current system. 36 Eco
nomic efficiency suggests that all capital income 
should be taxed at the same rate. Accordingly, we 
place less emphasis than some advocates of 
integration on either trying to tax corporate 



income at shareholder tax rates or on simply 
trying to eliminate one level of tax on distributed 
corporate income. 

The prototypes advanced in this Report use the 
corporation not as a withholding agent for individ
ual shareholders (which implies ultimate taxation 
at shareholder rates), but rather as a means of 
collecting a single level of tax on capital income 
at a uniform rate. Nevertheless, Chapter 3 dis
cusses a shareholder allocation prototype, which 
closely resembles the traditional passthrough 
methods of integration. We do not recommend 
adopting shareholder allocation, but it illustrates 
the problems presented by an integration mecha
nism that imputes corporate income to share
holders and taxes it at individual rates. 

A decision to adopt a schedular system for 
taxation of business capital is not irreversible. 
Future policymakers can, if they wish, add refund 
and crediting mechanisms to achieve the tradition
al objective of taxing corporate income at the 
individual shareholder's marginal rate, or they can 
address the issue by adjusting the corporate rate to 
more precisely approximate individual rates. 37 

Our judgment is that neither of these courses is 
necessary to achieve the principal benefits of an 
integrated tax system. They are options that can 
be added once the complexities of transition have 
been mastered. Deferring them makes the integra
tion prototypes examined in this Report simpler to 
implement and conserves revenues. 

We approach integration primarily as a means 
of reducing the distortions of the classical system 
and improving economic efficiency. This Report's 
emphasis on enhancing neutrality in the taxation 
of capital income can be summarized in four goals 
for the design of an integrated tax system: 

• Integration should make more uniform the taxation 
of investment across sectors of the economy. The 
U.S. corporate system discourages investment in 
the corporate sector relative to investment in the 
noncorporate sector and owner-occupied housing. 
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That is, current law results in too little capital in 
the corporate sector relative to that elsewhere in the 
economy. Integration seeks to reduce this 
distortion. 

• Integration should make more uniform the taxation 
of returns earned on alternative financial instru
ments, particularly debt and equity. The U.S. 
corporate tax system discourages corporations from 
financing investments with equity as opposed to 
debt. Such a system violates the goal of neutral 
taxation. Although equalizing the tax treatment of 
debt and equity need not be the overriding goal of 
integration, equal treatment follows from the goal 
of attaining neutral taxation of capital income. 

• Integration should distort as little as possible the 
choice between retaining and distributing earnings. 
The U.S. corporate system discourages the pay
ment of dividends and encourages corporations to 
retain earnings or to make nondividend 
distributions. 

• Integration should create a system that taxes capital 
income once. Imposing double or triple taxation on 
some forms of capital income while not taxing 
others violates the objective of achieving neutrality 
between corporate and noncorporate forms of 
investment. 

Integration is not a cure-all. Even an integrat
ed system cannot attain complete neutrality with 
respect to the taxation of capital income. One 
reason is that integration fails to address an 
important category of tax distortions: distortions 
in allocating investment capital among assets. 
These inter-asset distortions are important, and 
reducing such distortions was an important impe
tus and goal of the 1986 Act. Because a corporate 
income tax per se does not cause inter-asset 
distortions, this Report does not directly address 
them. 38 

The integration prototypes analyzed in this 
Report are income tax systems. The Report does 
not consider non-income tax reform of corporate 
taxation. For example, some economists have ad
vocated a corporate cash-flow tax.39 In 1984, the 
Department of the Treasury rejected substitution 
of a consumption-based tax for the income tax,40 
and in the 1986 Act, Congress moved decisively 
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in the direction of strengthening the individual 
income tax. So long as the individual tax base is 
income, we do not believe a corporate cash-flow 
tax would enhance the neutral treatment of capital 
income relative to the refonns discussed here. 

Revenue concerns also may prevent integration 
from fully equalizing the taxation of alternative 
investments. Some integration proposals would 
reduce government revenue from income taxes. 
Lost tax revenue must be made up either by 
increasing other taxes or by reducing government 
spending. Replacement taxes may create distor
tions and alter the distribution of tax burdens. See 
Chapter 13. 
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Finally, integration does not directly address 
the general question of whether the overall tax 
rate on capital income, and hence the overall cost 
of capital, is too high. If integration eliminates 
double taxation of corporate source income, the 
overall tax rate on capital income would fall, 
other things being the same. Integration must be 
fmanced, however, and taxes on other types of 
capital income might rise. Thus, integration pri
marily focuses on improving the allocation of the 
Nation's capital stock, but not necessarily on 
reducing the overall tax rate on capital income. 
As Chapter 13 documents, the benefits associated 
with such improvements are nonetheless 
substantial. 



PART D: PROTOTYPES 

INTRODUCTION 

This Part presents three prototypes for imple
menting integration in the United States: (1) a 
dividend exclusion prototype, (2) a shareholder 
allocation prototype, and (3) the Comprehensive 
Business Income Tax (CBIT) prototype. 1 

Our trading partners that have integrated their 
corporate tax systems, including most European 
countries, as well as Canada and Australia, have 
all adopted distribution-related integration sys
tems. Such integrated systems retain a separate 
corporate level tax on undistributed earnings but 
eliminate part or all of the corporate level tax on 
corporate earnings distributed to shareholders as 
dividends. Distribution-related integration can be 
accomplished by excluding dividends from share
holders' income (a dividend exclusion system), by 
allowing shareholders a credit for corporate level 
taxes (an imputation credit system), or by allow
ing corporations a deduction for dividends (a 
dividend deduction system). 

After considering each of these three alterna
tives, we determined that a dividend exclusion 
system would implement in a relatively simple 
and straightforward manner our policy recommen
dations. The flexibility of an imputation credit 
system in responding to important policy issues, 
such as the treatment of tax preferences, foreign 
taxes, and tax-exempt and foreign shareholders 
under integration, does not, in our view, outweigh 
its complexity in implementation. A dividend 
deduction system would produce results in many 
cases contrary to our policy recommendations. 
Chapter 2 outlines a dividend exclusion prototype, 
and Chapters 11 and 12 discuss the imputation 
credit and dividend deduction alternatives. Be
cause an imputation credit system is the mecha
nism of corporate tax integration most frequently 
used abroad, we discuss an imputation credit 
prototype in considerable detail in Chapter 11.2 

The Report also examines two integration 
systems that are not distribution-related. 
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Chapter 3 describes a shareholder allocation 
integration prototype, which would extend integra
tion to retained earnings by taxing both distributed 
and retained corporate earnings at the share
holder's tax rate. Chapter 4 describes the CBIT 
prototype, which, in effect, would extend a 
dividend exclusion system to payments of interest 
in order to equalize the treatment of debt and 
equity and would tax corporate and noncorporate 
businesses in the same manner. This Report 
recommends the dividend exclusion prototype and 
CBIT for further study. While we do not recom
mend adopting the shareholder allocation proto
type, we include it here to illustrate how a tradi
tional full integration or passthrough model might 
be implemented and the problems it presents. 

Each of these prototypes would move the U. S. 
tax system in the direction of more neutral taxa
tion of corporate income and, in so doing, would 
reduce significantly tax-induced distortions in the 
allocation of capital. The prototypes generally are 
structured to implement OUf recommendations on 
four major issues: 

• The benefit of comorate level tax preferences 
should not be extended to shareholders. Tax prefer
ences, e. g., exempt state and local bond interest 
and accelerated depreciation, may reduce the 
corporate level tax, but current law does not extend 
corporate level tax preferences to shareholders. 
When corporate earnings sheltered by preferences 
are distributed to shareholders, they are currently 
taxed. Integration of the corporate income tax need 
not become an occasion for expanding the benefits 
of tax preferences. Therefore, we do not recom
mend extending corporate level tax preferences to 
shareholders under integration, and we have at
tempted to develop administrable rules to reach this 
result whenever we could do so in a manner 
compatible with the prototype. See Chapter 5. 

• Integration should not reduce the total tax collected 
on corporate income allocable to tax-exempt inves
tors. Under current law, tax-exempt organizations 
holding corporate stock, in fact, are not exempt 
from the corporate level tax imposed on corporate 
equity investments. Because corporate income is 
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subject to tax at the corporate level regardless of 
the exempt status of a shareholder, a tax-exempt 
organization is exempt only from the shareholder 
level tax. Integration presents the fundamental 
question whether under an integrated tax this 
treatment should continue, or whether integration 
should reduce the total taxes paid on corporate 
income allocable to tax-exempt entities. This 
Report recommends, in general, retaining the 
current level of taxation of corporate equity income 
allocable to tax-exempt shareholders. See Chap
ter 6. The CBIT prototype would introduce a 
corporate level tax on income allocable to tax
exempt bondholders as well. See Chapter 4. 

• Integration should be extended to foreign share
holders only through treaty negotiations, not by 
statute. The United States generally imposes two 
levels of tax on foreign equity investment in U.S. 
corporations (inbound investment). Thus, the 
United States taxes the business profits of foreign 
owned domestic companies similarly to the profits 
of U.S. owned companies and also imposes signifi
cant withholding taxes on dividends paid to foreign 
investors. The basic issue that an integration 
proposal must resolve for inbound investment is 
whether, by statute, the United States should 
continue to collect two levels of tax on foreign 
owned corporate profits or whether foreign inves
tors should receive benefits of integration similar to 
those received by domestic investors. This Report 
generally recommends that foreign shareholders not 
be granted integration benefits by statute, but 
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instead that this issue be addressed through treaty 
negotiations in order to achieve reciprocity. Most 
of the major trading partners of the United States 
that have adopted integrated corporate tax regimes 
have followed this approach. See Chapter 7 and 
Appendix B. 

• Foreign taxes paid by U.S. comorations should not 
be treated, by statute, identically to taxes paid to 
the U.S. Government. The United States permits 
U. S. corporations to credit foreign taxes against 
U.S. taxes on foreign source income (outbound 
investment) but taxes shareholders on the distribu
tion of such income without regard to the foreign 
taxes paid on that income. Treating foreign and 
U.S. corporate level taxes equally under an inte
grated system by statute would significantly reduce 
the current U. S. tax claim against foreign source 
corporate profits and often would completely 
exempt such profits from u.S. taxation at both the 
corporate and shareholder levels. Such unilateral 
action would result in a significant departure from 
the current allocation of tax revenues between the 
source and residence country. We therefore recom
mend that foreign taxes not be treated, by statute, 
the same as U.S. taxes. As a consequence, the 
prototypes generally would retain the foreign tax 
credit at the corporate level but would continue to 
tax foreign source income when it is distributed to 
shareholders. Extending the benefits of integration 
to foreign source income is more properly accom
plished in the context of bilateral treaty 
negotiations. See Chapter 7. 



CHAPTER 2: DIVIDEND EXCLUSION PROTOTYPE 

2.A INTRODUCTION AND 
OVERVIEW OF PROTOTYPE 

The dividend exclusion prototype set forth in 
this chapter would, with few changes in current 
law, implement many of this Report's key policy 
recommendations. 1 The principal advantage of 
the dividend exclusion prototype is its simplicity 
and relative ease of implementation. We consid
ered an imputation credit prototype that would 
achieve results similar to the dividend exclusion 
prototype but at the cost of additional complexity, 
including an entirely new regime for taxing 
corporate distributions. Although we do not 
recommend an imputation credit system, such a 
system is described in Chapter 11 because it 
provides useful background for understanding the 
dividend exclusion prototype. A summary of the 
prototype follows. 

Mechanics. Under the dividend exclusion 
prototype, corporations would continue to calcu
late their income under current law rules and pay 
tax at a 34 percent rate. 2 Shareholders receiving 
corporate distributions treated as dividends under 
current law, however, generally would exclude 
the dividends from gross income. The prototype 
requires corporations to keep an Excludable 
Distributions Account (EDA) to measure the 
amount of dividends that can be excluded by 
shareholders--essentially an amount on which 
corporate taxes have been paid. Thus, the divi
dend exclusion prototype would apply the corpo
rate tax rate of 34 percent to both distributed and 
retained income but would eliminate the share
holder level tax on dividends paid from fully
taxed corporate income. 3 All other distributions, 
e.g., interest and returns of capital, would be 
taxed in the same manner as under current law. 

Tax-Exempt Shareholders. The dividend 
exclusion prototype would automatically retain the 
current level of taxation of corporate income 
earned on equity capital supplied by tax-exempt 
shareholders. Income from equity investments by 
tax -exempt organizations would be taxed at the 
corporate level under the current corporate tax 
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rules but, when distributed, would be exempt 
from tax at the shareholder level. 4 

Corporate Shareholders. A corporate share
holder would exclude from income excludable 
dividends received and would add the amount of 
such dividends to its EDA. The prototype retains 
the current dividends received deduction for 
taxable dividends. 

Tax Preferences.· The prototype retains the 
corporate tax preferences available under current 
law and the corporate alternative minimum tax. 
To avoid extending corporate tax preferences to 
shareholders, the prototype permits shareholders 
to exclude only those dividends deemed made out 
of income that has been taxed fully at the corpo
rate level. Thus, corporate dividends paid to 
shareholders out of preference income would 
continue to be taxable as under current law. 
Mechanically, this is accomplished once the 
corporation's supply of fully-taxed income (as 
reflected in the EDA) is exhausted, by making 
additional dividends taxable to shareholders.5 See 
Section 2.B. As under current law, preference 
income distributed to tax -exempt shareholders 
would escape taxation at both the corporate and 
shareholder levels. 

Foreign Source Income. The prototype retains 
the current foreign tax credit system, including 
the corporate level indirect foreign tax credit for 
taxes paid by foreign subsidiaries. The prototype, 
however, does not treat foreign taxes the same as 
U.S. taxes in determining the EDA, with the 
consequence that, as under current law, distribu
tions of foreign earnings that have been shielded 
by the foreign tax credit at the corporate level are 
taxable to shareholders when distributed.6 

Foreign Shareholders. The prototype retains 
the current 30 percent statutory withholding tax 
on dividends. In addition, it retains the branch 
profits tax on earnings considered repatriated from 
U.S. branches of foreign corporations. Thus, as 
under current law, inbound investmerit is subject 
to two levels of U. S. tax, with reductions in the 
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rate of withholding tax negotiated through tax 
treaties.? 

Capital Gains and Share Repurchases. Chap
ter 8 discusses the treatment of capital gains on 
sales of corporate stock and the treatment of share 
repurchases. 

Structural Issues. The dividend exclusion 
prototype does not require any major changes to 
current rules concerning the tax treatment of 
corporate acquisitions. Adopting the prototype 
does, however, require consideration of rules for 
the carryover or separation of corporation EDA 
balances in liquidations and tax-free corporate 
reorganizations. 

Impact on Tax Distortions. Table 2.1 illus
trates the impact of the dividend exclusion proto
type on the three distortions integration seeks to 
address: the current law biases in favor of corpo
rate debt over equity fmance, corporate retentions 
over distributions, and the noncorporate over the 
corporate form. The only difference between the 
current law treatment of nonpreference, U.S. 
source business income and its treatment under 
the dividend exclusion prototype is the taxation of 
corporate equity income distributed to individuals. 
Since exclusion of dividends by individuals would 
remove the individual level tax, the total tax rate 
on distributed earnings would be reduced to the 
corporate rate (te, generally 34 percent), except 
for the influence of investor level taxes on foreign 
investors. This reduction would narrow (but not 
eliminate) the rate differential between distributed 
corporate and noncorporate equity income and 
between corporate equity income and interest. 
These reductions in differentials would help 
reduce the debt-over-corporate-equity-fmance and 
noncorporate-over-corporate fonn distortions. The 
tax rate on undistributed corporate equity income 
would now be higher for individuals than the rate 
on distributed corporate equity income, so the tax 
bias against corporate distributions would likely 
be reversed, in the absence of a DRIP. See 
Chapter 9. For tax-exempt and foreign investors, 
there would be no change in the tax treatment of 
nonpreference, U.S. source business income. (The 
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tax bias against distributed earnings thus would 
remain for foreign investors.)8 

2.B THE NEED FOR A 
LIMITATION ON 
EXCLUDABLE DIVIDENDS 

In General 

An exclusion from shareholder level tax for all 
dividends received not only would eliminate the 

Table 2.1 
Total U.S. Tax Rate on a Dollar of 

NonPreference, U.S. Source Income from a 
U.S. Business Under Current Law and the 

Dividend Exclusion Prototype 

Type of Income Current Law 

t. Individual Investor is Income Recipient 
Corporate Equity: 

Distributed to +(l-tJt;. 

Dividend 
Exclusion 
Prototype 

tt 
Undistributed tt +(l-tJtg tt+(l-tJtg 

Noncorporate Equity ~ ~ 
Interest ~ ~ 
Rents and Royalties 1; ~ 

D. Tax Exempt Entity is Income Recipient 
Corporate Equity: 

Distributed 
Undistributed 

Noncorporate Equity 
Interest 
Rents and Royalties 

m. Foreign Investor is Income Recipient 
Corporate Equity: 

Distributed tc + (1 - tJtwo tc + (1 - tJtwo 
Undistributed to tc 

Noncorporate Equity lwN lwN 
Interest twJ twJ 
Rents and Royalties twR. lwR 
Department of the Treasury 

Office of Tax Policy 

tc = U.S. corporate income tax rate. 
~ = U.S. individual income tax rate. 
t, = U.S. effective individual tax rate on capital gains. 
two. tWN • !wI. twR = U.S. withholding rates on payments 

to foreigners of dividends, noncorporate equity 
income. business interest, and rents and royalties, 
respectively. Generally varies by recipient, type of 
income, and eligibility for treaty benefits and may be 
zero. 



double tax on distributed corporate income, but 
also would eliminate the current shareholder level 
tax that serves as the only U.S. tax on distributed 
income that has been sheltered from corporate 
level tax by preferences and on distributed foreign 
source income that has borne only foreign taxes. 
To prevent the dividend exclusion system from 
extending preferences to shareholders and to 
ensure that foreign source income that has not 
borne U. S. tax at the corporate level is subject to 
tax at the shareholder level when distributed, the 
dividend exclusion prototype limits the amount of 
dividends that can be excluded at the corporate 
level to an amount that has been subject to U. S. 
tax at the corporate level. Thus, as under current 
law, corporate preference income would generally 
remain free of tax until distributed and, when 
distributed, would be taxed at shareholder rates. 
Foreign source income sheltered by foreign tax 
credits at the corporate level also would continue 
to be taxed when distributed to shareholders. See 
Chapters 5 and 7. 

The prototype treats dividends as made fIrst 
from a corporation's fully-taxed income, rather 
than from preference or foreign source income. 
Stacking dividends fIrst against fully-taxed income 
should permit many corporations to continue their 
current dividend policy while paying excludable 
dividends. Even corporations with substantial 
preference or foreign source income can continue 
to pay dividends without incurring any additional 
corporate level tax, although the dividends would 
be taxable at the shareholder level. We consid
ered, but rejected, the alternative of imposing a 
nonrefundable II compensatory tax" at the corpo
rate level on distributions of preference or foreign 
source income. 9 See Chapter 5. A nonrefundable 
compensatory tax not only reduces cash available 
to pay dividends but also increases the total tax 
burden on dividends paid to tax -exempt and 
foreign shareholders as well as to any shareholder 
taxed at less than a 34 percent rate; on the other 
hand, imposition of such a tax would permit 
uniform dividend exclusion. On balance, concern 
that a compensatory tax would distort the dividend 
decisions of corporations, particularly those with 
large numbers of tax -exempt or foreign share
holders, by requiring them to pay an extra tax to 
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maintain their current dividend policy, led us to 
the alternative described here. Section 11.B 
discusses a compensatory tax in more detail. 

The prototype retains the corporate alternative 
minimum tax (AMT), which functions, as under 
current law, to curb the excessive use of tax 
preferences at the corporate level. The prototype 
treats AMT as taxes paid for purposes of deter
mining the corporation's supply of fully-taxed 
income, but effectively converts income taxed at 
the 20 percent corporate AMT rate to a smaller 
amount of income taxed at the regular 34 percent 
rate. 10 

Identifying Distributed Preference 
Income: the EDA 

To determine whether dividends are paid out 
of fully-taxed income or preference income, the 
prototype requires corporations to maintain an 
Excludable Distributions Account (EDA). 
Amounts included in the EDA are considered 
llfully-taxed income." Dividends paid are stacked 
fIrst against fully-taxed income. 

As a mechanical matter, the EDA measures a 
corporation's supply of fully-taxed income based 
on the taxes actually paid by the corporation. The 
corporation simply tracks actual corporate taxes 
paid and then converts that amount into an equiva
lent amount of after-tax income taxed at a 34 
percent rate, using the following formula: 

Annual additions to EDA = 

[
u.s. tax paid for taxable year ] u.s. tax paid for taxable year 

.34 

+ excludable dividends received 

Thus, for each $34 of taxes paid (whether regular 
corporate tax or AMT), the corporation may pay 
$66 of excludable dividends, i.e., each $1 of 
corporate taxes paid supports $1.94 of excludable 
dividends or each dollar of excludable dividends 
must be supported by at least $0.52 of corporate 
taxes paidY The effect of calculating additions 
to the EDA at 34 percent is to ensure that distrib
uted income has been taxed at the full corporate 
rate, even though, if taxable to shareholders, the 
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dividend would be taxed, at most, at the 31 
percent maximum individual rate. 

The EDA increases when a corporation pays 
taxes (including estimated taxes) or, as described 
under "Corporate Shareholders" below, receives 
an excludable dividend from another corporation. 
The EDA decreases when a corporation pays a 
dividend or receives a refund of taxes paid. 
Dividends paid when the EDA has been reduced 
to zero are treated as paid from preference income 
and are fully includable in shareholder's income. 

Example. A corporation with a zero initial EDA 
balance earns $75 of taxable income and $25 of 
exempt income. The corporation pays $25.50 of 
corporate tax and has $74.50 available for distribu
tion to shareholders. The $25.50 of tax supports 
the addition of $49.50 to the corporation's EDA 
($25.50/.34-$25.50). If the corporation actually 
distributes $74.50, only $49.50 of the dividend is 
excludable, because the EDA balance is $49.50. 
The remaining $25 represents a distribution of 
preference income that is fully subject to tax at the 
shareholder level. 

The prototype requires corporations to report 
annually to shareholders and the IRS the exclud
able and taxable portions of dividends. In the 
preceding example, the corporation would report 
the ftrst $49.50 distributed as an excludable 
dividend and the next $25 distributed as a taxable 
dividend. Shareholders would include taxable 
dividends in income as under current law. Corpo
rations also would report to the IRS annually the 
adjustments to and balance in the EDA. 

Adjustments to a corporation's tax liability for 
a prior year are reflected as adjustments to the 
corporation's EDA in the current year. Making 
audit adjustments to the EDA in the current year 
avoids the problem of recharacterizing dividends 
paid in prior years. 12 An increase in a prior 
year's tax liability increases the EDA in the year 
the adjustment is made and the additional tax is 
paid, and a decrease in a prior year's tax liability, 
e.g., through carryback of a net operating loss, 
gives rise to a refund and requires a correspond
ing reduction in the EDA in the year the refund is 
received. Refunds would be limited to the balance 
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in the corporation's EDAY Refunds in excess of 
the EDA balance would be carried forward to be 
applied against future corporate taxes. Similarly, 
an NOL carryback would not be permitted to 
reduce the EDA below zero; losses in excess of 
this amount would be carried forward. 14 

Corporate Shareholders 

Current law limits the imposition of multiple 
levels of corporate taxation by permitting corpo
rate shareholders to deduct some or all of their 
dividends received from domestic corporations, 
depending on the degree of affiliation with the 
distributing corporation. 

Under the prototype, distributions from an 
EDA are excludable from the income of any 
shareholder, including a corporate shareholder. 
The recipient corporation adds the amount of 
excludable dividends it receives to its EDA. This 
prevents the imposition of a second level of tax 
when excludable dividends are redistributed to the 
shareholders of the recipient corporation. 

The prototype retains current law for taxable 
dividends (dividends in excess of the distributing 
corporation's EDA) received by corporations. 
Thus, taxable dividends received from a U.S. 
corporation (and a portion of dividends from 
certain foreign corporations engaged in business 
in the United States) would entitle the recipient to 
a dividends received deduction (DRD). A recipi
ent corporation allowed only a 70 or 80 percent 
DRD would pay tax on the remainder of the 
dividend. Any taxes paid on the dividend would 
be added to the EDA, determined in accordance 
with the general formula for computing additions 
to the EDA set forth above. To the extent the 
recipient corporation qualiftes for the DRD, the 
prototype defers the investor level tax on prefer
ence income until it is ultimately distributed to 
individual shareholders. 15 

Anti-abuse Rules 

We have considered whether special rules are 
necessary to limit a corporation's ability to target 
(or "stream ") excludable dividends to taxable 



shareholders and otherwise taxable dividends to 
tax-exempt shareholders. Streaming undercuts the 
prototype's preservation of the current level of 
taxation of cotporate equity income paid to tax
exempt and foreign shareholders by denying 
refunds of cotporate taxes paid. On the other 
hand, tax-exempt and foreign investors may enter 
into a variety of ordinary business structures that 
enable them to receive income not taxed at the 
corporate level, e.g., by holding debt instead of 
equity.16 These arrangements are permitted un
der current law, and they are not limited under 
the prototype. The ability to arrange a capital 
structure to minimize taxes emphasizes the point 
that eliminating the double tax on dividends will 
not, by itself, eliminate the tax system's current 
bias in favor of debt fmancing. A more compre
hensive approach such as CBIT (described in 
Chapter 4) is required to address this systemic 
bias. 

In the dividend exclusion prototype, concerns 
about streaming are balanced against the cost of 
complexity by restricting only a limited class of 
streaming transactions. In the prototype, current 
law rules that apply in analogous situations are 
extended. 17 First, the prototype adopts a 45 day 
holding period requirement for dividends to be 
excludable to prevent tax-exempt shareholders 
from routinely selling stock to taxable sharehold
ers just before payment of an excludable dividend 
and then repurchasing the stock. 18 Second, de
pending on the treatment of capital gains, the 
prototype could extend application of the extraor
dinary dividend rules of IRC § 1059 to excludable 
dividends in order to prevent taxable shareholders 
from "stripping" excludable dividends. 19 The 
existing rules of IRC § 305 also may be useful in 
preventing other kinds of streaming. 20 

Rules like those of IRC §§ 382 through 384, 
which limit the use of net operating losses and 
other corporate attributes after a change in owner
ship, are not included in the prototype. An EDA 
balance represents fully-taxed cotporate income, 
and, in general, integration should prevent that 
income from being taxed again at the shareholder 
level. The issue is difficult, however, because 
allowing unlimited use of EDA balances may 

21 Prototypes 

permit an acquiror to use a target's EDA balance 
to defer or eliminate tax on the acquiror's prefer
ence income. 21 On balance, we decided that 
extending the rules would create considerable 
complexity and may not provide any substantial 
benefit in addition to the rules discussed above. 22 
If significant evidence of abuse develops, owner
ship change limitation rules could be adopted at 
that time.23 

Policymakers may wish to consider whether 
interest expense paid on debt incurred to purchase 
cotporate stock should be disallowed under rules 
like those of IRC § 265(a). In a dividend exclu
sion system, cotporate earnings generally bear 
only one level of tax. See the example in Sec
tion 4.G.24 While the potential for rate arbitrage 
exists under current law, it may be less of a 
problem where only one of two levels of tax is 
eliminated. The issue is a difficult one, however, 
because disallowing an interest deduction for 
interest paid to a taxable lender will result in the 
imposition of two levels of tax. Moreover, in 
CBIT, we recommend extending the interest 
disallowance rules with respect to CBIT debt and 
equity. See Section 4. G. There may be less 
pressure to adopt the same rule in the dividend 
exclusion prototype, however, because it does not 
equate the treatment of debt and equity. 25 

2.C FOREIGN SOURCE INCOME 

Under the prototype, U.S. individual share
holders would continue to include in income 
dividends received from foreign corporations and 
to claim a foreign tax credit for any foreign 
withholding taxes imposed on the dividend. 
Similarly, U.S. cotporate shareholders owning 
less than 10 percent of a foreign corporation's 
voting stock (the threshold requirement for the 
U. S. cotporation being eligible to claim an indi
rect foreign tax credit under IRC § 902) would 
include in income dividends from the foreign 
cotporation and would claim a foreign tax credit 
for foreign withholding taxes. The corporate 
shareholder would not add any amount to its EDA 
to reflect foreign income taxes paid by the foreign 
cotporation or foreign withholding taxes on 
dividends. 
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U. S. corporate shareholders owning at least 10 
percent of a foreign corporation's voting stock 
would continue to include in income dividends 
from the foreign corporation and to claim both a 
direct credit for foreign withholding taxes and an 
indirect foreign tax credit with respect to such 
dividends under the rules of IRe § 902 of current 
law, subject to the foreign tax credit limitation in 
IRe § 904. Under these provisions, the corporate 
shareholder receives a credit, subject to certain 
limitations, for foreign income taxes paid by the 
foreign corporation with respect to earnings out of 
which the dividends are paid. A U.S. corporation 
would increase its EDA only by an amount that 
reflects the residual U.S. tax (if any) imposed on 
the dividend income. Thus, absent any residual 
U.S. tax (and any EDA balance attributable to 
U.S. tax on U.S. source income), distributions 
out of foreign source income taxed abroad, in 
effect, would be taxed at the shareholder level as 
under present law. 

U. S. corporations with foreign branch opera
tions, or which receive interest, rents, royalties, 
or other income from foreign sources, would 
continue to be subject to current U. S. tax on their 
foreign source income with a credit under IRe § 
901 for foreign income taxes. As with earnings of 
foreign subsidiaries, the U.S. corporation would 
increase its EDA only to reflect the amount of 
any residual U.S. tax imposed on the foreign 
source income. 

Although we do not recommend a statutory 
rule permitting additions to an EDA based on 
payment of foreign taxes, consideration might be 
given to granting authority to enter into tax 
treaties that treat foreign taxes like U.S. taxes, 
where reciprocity exists.26 Treating foreign taxes 
like U.S. taxes would allow a U.S. corporation 
doing business in a treaty jurisdiction to pay 
excludable dividends to its U.S. shareholders even 
if its income was entirely shielded from U.S. tax 
by foreign tax credits. 27 

22 

2.D LOW-BRACKET 
SHAREHOLDERS 

Taxing corporate income at a uniform rate at 
the corporate level significantly reduces the 
complexity of the dividend exclusion (and CBIT) 
prototypes and reduces the burdens of transition to 
a new system because refund and credit provisions 
are not required to deal with "overcollections It of 
tax from individual taxpayers with marginal rates 
lower than the 34 percent corporate rate. While 
this simplification concern has been a major factor 
in our decision to recommend a schedular system, 
inspection of the available data also suggests that 
the adoption of a schedular system will not result 
in significantly higher taxation of corporate 
income than the use of individual rates for most 
taxable shareholders. The data indicate that 
approximately two-thirds of corporate dividends 
paid to taxable individual shareholders, i.e., 
shareholders who are U.S. citizens or residents, 
are paid to individuals with average marginal tax 
rates of more than 25 percent. 

It might at first appear that corporate income 
distributed to individuals with average marginal 
tax rates of less than 25 percent should be taxed 
at a lower rate, because a lower marginal rate 
indicates a lower income and, inferentially, less 
ability to pay. On the other hand, low-bracket 
shareholders who receive dividends clearly own 
some property, i.e., stock, and it is not clear 
whether their low taxable incomes accurately 
reflect their ability to pay. 28 Accordingly, the 
dividend exclusion and CBIT prototypes do not 
contain provisions reducing the rate of tax collect
ed on corporate income distributed to low-bracket 
shareholders. 

If policymakers desired to tax distributed 
corporate income at shareholder rates, a dividend 
exclusion system could allow a tax credit that 
would refund all or part of the excess tax collect
ed at the corporate level. To refund fully the 



difference between 34 percent and the shareholder 
rate, the amount of the tax credit would equal (1) 
the amount of the dividend received, grossed up 
at the 34 percent rate, multiplied by (2) the 
difference between 34 percent and the share
holder's marginal tax rate. Each shareholder 
would calculate his own credit based on a formula 
(or a set of tables) and his marginal tax rate. 29 

Example. A corporation earns $100, pays tax of 
$34, and distributes $66 to a shareholder in the 15 
percent marginal tax bracket. The shareholder 
would owe no tax on the dividend and would be 
allowed a tax credit of$19 «$66/.66) X(.34- .15»), 
which could be used to offset other income. 

Such credits would be allowed only for 
excludable dividends. 30 Allowing a shareholder 
tax credit for taxable dividends (dividends consid
ered made out of preference income) would 
confer a shareholder level benefit for corporate 
level tax that had not been paid. 

2.E INDIVIDUAL ALTERNATIVE 
MINIMUM TAX 

Historically, individuals have been subject to 
a minimum tax to ensure that at least a small 
amount of tax is paid on an individual's economic 
income and to respond to public perceptions that 
permitting high-income individuals to pay little or 
no income tax undermines the fairness of the tax 
system. The exclusion for dividends described 
here might result in some high-income individuals 
paying little or no tax at the individual level, thus 
raising issues of public perception. The EDA, 
however, operates to ensure that any dividends 
excludable from an individual's gross income 
have already been subject to one level of tax at 
the corporate level. The investor's income tax has 
been prepaid at the corporate level at the 34 
percent corporate rate, which exceeds the top 
individual rate. Including excludable dividends in 
the individual AMT would serve only to re
institute a double tax on dividends and would 
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undermine to some extent the basic goals of this 
system of integration. 

2.F STRUCTURAL ISSUES 

This section discusses several areas of current 
law that should be modified to reflect adoption of 
the dividend exclusion prototype. This section 
does not provide a comprehensive analysis of the 
technical changes required but instead raises 
issues for further development. 

Corporate Acquisitions 

The dividend exclusion prototype retains the 
basic rules governing the treatment of taxable and 
tax-free corporate asset and stock acquisitions. 
The prototype permits taxable asset acquisitions to 
be made with only a single level of tax. Corporate 
tax paid on gain recognized on the sale of assets 
would be treated like any other corporate level tax 
payment and would support a corresponding 
addition to the EDA, thus generally allowing a 
tax-free distribution of proceeds to shareholders 
when the corporation liquidates. Upon liquidation, 
shareholders would, as under current law, gener
ally recognize gain to the extent liquidation 
proceeds exceed share basis. A shareholder's gain 
would be excludable, however, to the extent of a 
proportionate share of the liquidating corpo
ration's EDA.31 Stock acquisitions may face a 
higher tax burden than asset acquisitions if capital 
gains on corporate stock that are attributable to 
retained earnings are taxed in full at shareholder 
rates. See Chapter 8. 

The prototype retains current law rules that 
treat a qualifying corporate reorganization as tax
free at the corporate level (with the target's tax 
attributes, including its asset bases, carrying over 
to the acquiror) and at the shareholder level. 32 

Additional rules would be needed to coordinate 
the reorganization provisions with the dividend 
exclusion prototype. For example, the EDA of a 
corporation acquired in a reorganization should 
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generally carry over to its successor. In a divisive 
reorganization, the EDA should be divided pro
portionately between the corporations.33 

Earnings and Profits 

The prototype retains the current law rules 
that treat a distribution as a dividend only to the 
extent of current and accumulated earnings and 
profits. 34 Distributions that exceed earnings and 
profits are treated as a return of capital to the 
extent of a shareholder's basis and then as gain on 
the disposition of the stock. 35 Under the 
prototype, only a distribution that is made out of 
the corporation's EDA is eligible for exclusion at 
the shareholder level. If a distribution is made 
when a corporation has no EDA balance but has 
earnings and profits, it is a taxable dividend; if 
the corporation has no earnings and profits, the 
distribution is treated as a return of capital to the 
extent of the shareholder's basis and then as gain. 

Some commentators have argued that the 
earnings and profits rules should be eliminated 
under current law, essentially arguing that the 
complexity of the earnings and profits rules 
outweigh any benefits that may result. 36 In 
general, at least two alternatives to the earnings 
and profits rules are possible. All nonliquidating 
distributions to shareholders could be treated as 
dividends, except where a distribution results in a 
reduction in capital (stated or surplus) for 
corporate law purposes. Alternatively, all 
nonliquidating distributions to shareholders could 
be treated as dividends, subject generally to 
current rules allowing basis recovery with respect 
to transactions where a shareholder's interest in 
the corporation is reduced or terminated. 

Under the dividend exclusion prototype, as 
under current law, replacing the earnings and 
profits rules with either of the alternative rules 
would simplify the determination of whether a 
corporate distribution is a dividend for tax 
purposes. 37 However, although the simplification 
benefits of eliminating the earnings and profits 
rules are important, we conclude that adoption of 
the dividend exclusion prototype, by itself, neither 
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compels the elimination of the rules nor demands 
their retention.38 Thus, under the dividend exclu
sion prototype, earnings and profits would contin
ue to provide a rough measure of whether, for 
purposes of determining the shareholder level tax, 
a distribution represents income from, or a return 
of, a shareholder's investment. 39 

Dividend Reinvestment Plans (DRIPs) 

Distributed earnings are subject to only one 
level of tax under the dividend exclusion proto
type, but retained earnings may be subject to a 
greater tax burden to the extent that they increase 
the value of stock and are taxed as capital gains. 
See Chapter 8. A dividend reinvestment plan, or 
DRIP, is one way for corporations to extend the 
benefits of integration to retained earnings. In a 
dividend exclusion system, a DRIP would allow 
a corporation to treat its shareholders as if they 
had received an excludable cash dividend and had 
reinvested it in the corporation. The shareholder's 
basis would be increased to reflect the amount of 
the deemed dividend, ensuring that the sharehold
er would not be taxed on appreciation due to re
tained fully-taxed earnings when the stock is sold. 

Example. A corporation earns $100, pays $34 in 
tax, and adds $66 to its EOA. The corporation 
declares a deemed dividend of $66 and reduces the 
EOA by $66, and the shareholders increase their 
share basis by $66. 

Chapter 9 discusses DRIPs. 

2.G PENSION FUNDS 

Under current law, contributions to qualified 
pension plans are generally deductible by the 
employer and are not currently includable by the 
employee. The employee is generally taxed only 
when distributions of benefits are made. The 
deduction provided to the employer combined 
with the deferral of income to the employee until 
benefits are paid effectively exempts the invest
ment earnings on the contribution from tax.40 

Thus, pension fund income from investments in 
stock bear only one 'level of tax-the corporate 
tax paid by the corporation. 



The dividend exclusion prototype does not 
change this treatment. Under the prototype, most 
dividends are excludable by shareholders. Thus, 
if dividends were received directly by plan benefi
ciaries, they would be tax-free. The earnings of 
pension plans would be taxed when distributed, 
however, even if the distributions were attribut
able to excludable dividends received by the plan 
on its investments. Just as under current law, 
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however, the combination of the employer's 
deduction for contributions and the deferral of the 
beneficiary tax until earnings are distributed 
ensures that earnings on pension fund investments 
in stock are taxed only once. Although retaining 
the current treatment of pension funds in a divi
dend exclusion system perpetuates some bias 
against investments in stock by pension plans, the 
disincentive is no greater than under current law. 



CHAPfER 3: SHAREHOLDER ALLOCATION PROTOTYPE 

3.A INTRODUCTION 

The dividend exclusion prototype and other 
distribution-related systems of integration provide 
relief from double taxation only for distributed 
income. As a consequence, they may create an 
incentive for corporations to distribute, rather 
than retain, earnings at least to the extent that 
fully-taxed income can be distributed to taxable 
shareholders. 1 In contrast, the shareholder alloca
tion prototype would extend integration to retained 
earnings by allocating a corporation's income 
among its shareholders as the income is earned. 
Shareholders would include allocated amounts in 
income, with a credit for corporate taxes paid, 
and would increase the basis in their shares by the 
amount of income allocated, less the amount of 
the credit. Distributions would be treated as a 
return of capital to the extent of a shareholder's 
basis and, thereafter, as a capital gain. 2 

Thus, the shareholder allocation prototype 
treats retained and distributed earnings equally. We 
do not favor adopting the shareholder allocation 
prototype, however, because of the policy results 
and administrative complexities it produces. As 
examples of policy problems, if it is to retain 
parity between retained and distributed earnings, 
the shareholder allocation prototype must extend 
tax preferences to shareholders and exempt from 
U. S. tax foreign source income that has borne no 
U.S. tax. While the shareholder allocation proto
type reduces (but does not eliminate) current 
law's bias in favor of debt fInancing, the same is 
true of the dividend exclusion prototype, which is 
a simpler regime. 3 Administratively, shareholder 
allocation integration would require corporations 
and shareholders to amend governing instruments 
for outstanding corporate stock to provide for 
income allocations, would require corporations to 
maintain capital accounts similar to those used 
under the partnership rules, and could create 
signifIcant reporting difficulties for shareholders 
who sell stock during a year and for corporations 
that own stock. 
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We nevertheless discuss the shareholder 
allocation prototype in some detail because it is 
the integration system advanced by advocates of 
traditional full integration proposals, which gener
ally would treat a corporation as a conduit and 
allocate income to shareholders as earned. This 
chapter shows how a passthrough model of inte
gration might be modifted to confonn as closely 
as possible with our policy recommendations and 
identiftes some of the most difficult administrative 
issues. 4 

In contrast to a pure passthrough model of 
integration, the shareholder allocation prototype 
(1) does not pass through losses to shareholders, 
(2) retains the corporate level tax, which would 
assume a function similar to a withholding of 
shareholder level tax, (3) requires corporations to 
report to shareholders only an aggregate income 
amount, rather than separately report all items, 
and (4) does not exterid integration benefits to tax
exempt shareholders or to foreign shareholders 
except by treaty. 

3.B OVERVIEW OF THE 
SHAREHOLDER 
ALLOCATION PROTOTYPE 

The shareholder allocation prototype continues 
to treat the corporation as a separate entity for 
many reporting and auditing purposes. All tax 
items, including different types of income, deduc
tions, losses and credits, are aggregated at the 
corporate level rather than being passed through 
to shareholders. To enhance compliance and 
mitigate shareholder cash flow problems, the 
prototype requires the corporation to pay income 
taxes at regular corporate rates as under current 
law. The corporation allocates its taxable income, 
as reported for regu~ar tax purposes, among its 
shareholders. The shareholders include the allocat
ed amounts in income and credit corporate taxes 
paid and corporate tax credits claimed (including 
the foreign tax credit and other corporate tax 
credits) against their tax liability. Shareholders 
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with marginal tax rates less than the corporate 
rate may use excess credits to offset tax liability 
on other income but may not obtain refund of the 
credit. 

Example. A corporation has $100 of taxable 
income and owes $31 of corporate level tax. S The 
corporation also is entitled to a tax credit (e.g., a 
low-income housing credit) of $5. Thus, the corpo
ration pays $26 in tax. The corporation allocates 
$100 of taxable income among its shareholders, 
together with $31 of tax credits ($26 tax actually 
paid plus $5 tax credit).6 

Shareholders would increase share basis by (1) 
the amount of taxable income allocated to them, 
after subtracting corporate taxes paid (including 
corporate tax credits),7 and (2) tax-exempt in
come. See Section 3.E. Thus, in the examples 
noted above, the shareholders' collective basis 
increases by $69. Share basis would decrease by 
the amount of distributions. Distributions to 
shareholders are treated as a nontaxable return of 
capital to the extent of a shareholder's basis in his 
stock. Distributions in excess of basis would be 
treated as gain recognized on the sale of the 
stock, which would generally be capital gain. 8 

Corporate losses and excess corporate tax 
credits would not flow through to shareholders but 
could be carried forward at the corporate level. 
Losses or excess tax credits could not be carried 
back to claim a refund of corporate tax, because 
that tax would already have been made available 
to offset shareholder tax on allocated income. 9 

Current law limitations on the use and transfer of 
corporate losses and other tax attributes would 
continue to apply at the entity level. 

Mechanics. Corporations would allocate 
income and taxes paid to the holder of stock on a 
quarterly record date. A corporation with multiple 
classes of stock would allocate tax items in accor
dance with the terms of the stock certificate, 
which would designate the share of income to be 
allocated to each class of stock. See Section 3.F. 
AU. S. corporate shareholder would allocate to its 
own shareholders its share of the second 
corporation's taxable income and tax credits. 
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Intercorporate holdings may create difficult 
reporting issues. See Section 3.H. 

The mechanics of shareholder allocation 
integration can be illustrated with a simple 
example. 

Example. A corporation has three classes of com
mon stock, the terms of which provide for the 
allocation of 30 percent of corporate income to 
Class A, 20 percent to Class B, and 50 percent to 
Class C. The corporation has taxable income of 
$100, pays $31 in corporate tax and pays a $10 
dividend with respect to Class C stock. The share
holder integration prototype allocates the income 
and the credit to each class of stock based on the 
respective percentages (so, for example, Class C 
would be allocated income of $50 and credits of 
$15.50). Within each class of stock, each share 
receives a pro rata amount. 10 Holders of Class A 
stock would collectively increase their basis by 
$20.70 (.30X($100-$31)), holders of Class B 
stock would increase their basis by $13.80 (0.20x 
($100-$31)), and holders of Class C stock would 
collectively increase their basis by $24.50 (.5 x 
($100-$31)-$10). 

Tax-Exempt Shareholders. To preserve one 
level of tax on corporate income allocable to tax
exempt shareholders~ credits for corporate tax 
would not be refundable to tax-exempt share
holders. See Section 3.1. 

Tax Preferences. The shareholder allocation 
prototype would generally extend corporate level 
tax preferences to shareholders. See Section 3.E. 

Foreign Source Income and Foreign Share
holders. A U.S. corporation would pay corporate 
tax on its worldwide income and, where permitted 
under current law, could claim a foreign tax 
credit for foreign taxes paid directly and by a 
foreign subsidiary. The corporation would then 
allocate its taxable income to shareholders and the 
foreign tax credit would be creditable by share
holders. Section 3.1 discusses the difficulty of 
implementing appropriate shareholder level for
eign tax credit limitation rules. Income of a 
foreign corporation would be includable in income 
of U.S. corporate shareholders only as under 



current law, i.e., generally when distributed. The 
shareholder allocation prototype does not pennit 
foreign shareholders, except pursuant to tax. 
treaties, to claim a refund of the corporate tax or 
to use the credit for corporate tax to offset the 30 
percent (or lower) withholding tax levied on 
dividends (which would continue to apply). Such 
treaty benefits should be provided only in return 
for reciprocal benefits. 

Capital Gains and Share Repurchases. Chap
ter 8 discusses the treatment of capital gains on 
sales of corporate stock and the treatment of share 
repurchases. 

Structural Issues. Section 3.G discusses the 
problems of midyear sales of stock, and Sec
tion 3.H discusses the reporting difficulties that 
arise in the case of intercorporate stock owner
ship. We do not discuss further the treatment of 
corporate taxable and tax-free acquisitions under 
the shareholder allocation prototype. 
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Impact on Tax Distortions. Table 3.1 illus
trates the impact of the shareholder allocation 
prototype on the three distortions integration seeks 
to address: the current law biases in favor of 
corporate debt over equity fmance, corporate 
retentions over distributions, and the noncorporate 
over the corporate fonn. For nonpreference, U.S. 
source income received by individuals, the share
holder allocation prototype is fully successful. All 
fonns of income are taxed at the individual rate 
(~, which can range from zero to 31 percent). 
Equalization of the tax rate across all sources of 
income for individuals means that shareholder 
allocation reduces all three current law distor
tions. For tax-exempt and foreign investors, 
however, the shareholder allocation prototype 
makes no change in the current taxation of non
preference, U.S. source income. 

3.C CORPORATE LEVEL 
PAYMENT OF TAX 

In theory, corporate level payment of tax is 
not an essential feature of shareholder allocation 
integration. 11 Shareholders could have the sole 
responsibility for payment of taxes on corporate 
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level earnings, including retained earnings. Under 
such a system, corporations would report income 
to shareholders, who would include their allocable 
share of corporate income with other income on 
their returns and pay tax on their total income. 
Partnerships and S corporations follow this ap
proach under current law. However, because tax 
is more likely to be collected if paid at the corpo
rate level, the shareholder allocation prototype 
retains the current system requiring payment at 
the corporate level and then allocates to share
holders the corporation's taxable income and taxes 
paid. 

Table 3.1 
Total U.S. Tax Rate on a Dollar of 

NonPreference, U.S. Source Income from a 
U.S. Business Under Current Law and the 

Shareholder Allocation Prototype 

Shareholder 
Allocation 

Type of Income Current Law Integration 

I. Individual Investor is Income Recipient 
Corporate Equity: 

Distributed tc +(l-tJf:; f:; 
Undistributed tc + (1 - tJt, t; 

Noncorporate Equity 1; 1, 
Interest 1; Ii 
Rents and Royalties 1; 1; 

n. Tax Exempt Entity is Income Recipient 
Corporate Equity: 

Distributed tc tc 
Undistributed 

Noncorporate Equity 
Interest 
Rents and Royalties 

m. Foreign Investor is Income Recipient 
Corporate Equity: 

Distributed tc +(l-tJtwo to +(l-tJtwo 
Undistributed 

Noncorporate Equity 
Interest 
Rents and Royalties 
Department of the Treasury 

Office of Tax Policy 

tc = U.S. corporate income tax rate. 
f:; = U.S. individual income tax rate. 
tg = U.S. effective individual tax rate on capital gains. 
two, tWN , tWl , tWR = U.S. withholding rates on payments to 

foreigners of dividends, noncorporate equity income, 
business interest, and rents and royalties, respectively. 
Generally varies by recipient, type of income, and 
eligibility for treaty benefits and may be zero. 
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In addition to increasing compliance, retaining 
corporate level payment of tax provides a mecha
nism for imposing tax on corporate income alloca
ble to tax-exempt and foreign shareholders. 
Denying refundability of credits for corporate 
level tax to tax-exempt shareholders, in effect, 
preserves current law, which taxes corporate 
equity income allocable to tax -exempt sharehold
ers at the corporate level. Nonrefundability of 
credits also preserves current law for foreign 
shareholders. See Section 3.1. 

3.D PASSTHROUGH OF 
CORPORATE LOSSES TO 
SHAREHOLDERS 

While it would be possible to pass through to 
shareholders aggregate net losses incurred at the 
corporate level, the prototype does not do soY 
Passthrough of corporate losses would raise a host 
of fundamental policy, technical, and administra
tive issues. For example, one issue is whether, as 
for partnerships (but generally not S corpora
tions), shareholders would be permitted to include 
entity level debt in their basis to determine the 
extent to which losses could be passed through. A 
second issue is whether the current at-risk and 
passive activity rules would apply at the share
holder level to limit the use of losses incurred by 
corporations. Failure to apply these rules could 
allow taxpayers to use corporations as tax shelters 
and to circumvent current restrictions applicable 
to partnerships and S corporations. Passthrough of 
corporate losses also would create significant 
administrative complexity. Even small sharehold
ers would have to track losses allocated to them, 
including losses in excess of basis carried forward 
from previous years, and would have to apply the 
at-risk rules and the passive activity loss rules. 

To avoid the complexity created by applying 
additional loss limitations at the shareholder level 
and the need for anti-abuse rules, the shareholder 
allocation prototype denies passthrough of corpo
rate losses to shareholders. Instead, corporate 
losses may be carried forward and used to offset 
corporate income in later years. This allows a 
reasonable degree of accuracy in measuring 
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corporate income over time while minimizing 
complexity and opportunities for abuse. 

3.E TAX TREATMENT OF 
PREFERENCES 

Integration generally does not require extend
ing the benefits of corporate level tax preferences 
to shareholders. Extending preferences to share
holders under integration would increase the value 
of corporate preferences relative to current law 
and would raise the .revenue cost of integration. 
See Chapter 5. Accordingly, the dividend exclu
sion and CBIT prototypes are structured not to 
extend preferences to shareholders. See 
Section 2.B and Section 4.D. 

In contrast, the shareholder allocation proto
type generally extends preferences to share
holders. While we considered modifying the 
shareholder allocation prototype in order not to 
extend preferences to shareholders, we found such 
modifications to be difficult and inconsistent with 
the passthrough nature of the prototype. Eliminat
ing preferences by including preference income in 
shareholder income as earned would treat COlpO

rate preference income more harshly than under 
current law. 13 Current law generally taxes corpo
rate preference income at the shareholder level 
only when the income is distributed or stock is 
sold. While shareholder allocation could be 
modified to tax preference income only when 
distributed, doing so would effectively convert 
shareholder allocation into distribution-related 
integration, for which less cumbersome structures 
can be used. 14 

For these reasons, the shareholder allocation 
prototype generally passes through preferences to 
shareholders, but that feature is a major reason 
we do not favor the adoption of shareholder 
allocation. If policy makers were to adopt the 
shareholder allocation prototype, serious consider
ation should be given to restricting the preference 
items available to corporations. 

The extent to which the shareholder allocation 
prototype extends preferences to shareholders 



depends on the type of preference. An exclusion 
preference, e.g., tax-exempt interest on state and 
local bonds, allows a cOIporation to earn econom
ic income that is not included in taxable income 
and, thus, is not allocated to shareholders. The 
prototype provides a shareholder basis increase 
for tax-exempt income, similar to the basis in
crease provided under current partnership rules, 
which ensures that such income is not taxed to a 
shareholder who sells his stock or receives a 
distribution. 15 If such a special basis increase 
were not provided, then preference income attrib
utable to an exclusion preference would be taxable 
upon distribution or sale of stock. 

A credit preference, e.g., the credit for in
creasing research activities, reduces cotporate 
level taxes payable. The shareholder allocation 
prototype passes through a credit preference to 
shareholders (to the extent it is claimed by the 
cotporation) by treating it as cotporate taxes paid, 
which are creditable by shareholders. A basis re
duction for the amounts of taxable income shield
ed from tax by credit preferences would make 
these amounts taxable either upon the sale of 
stock or receipt of distributions in excess of basis. 

A deferral preference, e.g., accelerated depre
ciation, initially reduces corporate taxable income 
relative to cOIporate economic income. In later 
years, however, as the deferral preference turns 
around, the cOIporation's taxable income exceeds 
its economic income. Thus, because the share
holder allocation prototype allocates only taxable 
income to shareholders, a shareholder who holds 
stock throughout the deferral period generally 
benefits from a deferral preference to the same 
extent as the corporation. As under the partner
ship rules, however, a shareholder's basis increas
es only by the amount of taxable income (and tax
exempt income) allocated to him. Thus, a share
holder who sells stock or receives a distribution 
from the cOIporation may realize taxable gain 
because the shareholder's basis does not reflect 
the economic income that has been sheltered at 
the corporate level by a deferral preference. 16 

On the other hand, a distribution that does not 
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exceed basis before the deferral preference revers
es will be treated as a return of basis. In such a 
case, the deferral preference will not be taxed to 
the shareholder until the stock is sold. 

Certain features of shareholder allocation 
integration indirectly limit the flowthrough of 
preferences. Because the shareholder allocation 
prototype does not allow losses to flow through to 
shareholders, preferences are not passed through 
to the extent they create corporate losses. In 
addition, because cOIporate debt is not included in 
shareholder basis and inside basis in assets is not 
stepped up to reflect the price paid for corporate 
shares, there could be disparities between inside 
and outside basis that could limit the benefit to 
shareholders of corporate level preferences. 

A fmal issue involving preferences is the 
treatment of the corporate alternative minimum 
tax (AMT). In general, the corporate AMT would 
be retained under integration to limit use of 
preferences at the corporate level. Accordingly, 
the dividend exclusion prototype and the CBIT 
prototype retain the cotporate AMT. The share
holder allocation prototype does not retain the 
cotporate AMT because we found no simple and 
administrable mechanism for doing so in the 
context of a passthrougb system. 

For example, the approach most consistent 
with the passthrough nature of the shareholder 
allocation prototype would continue to collect 
AMT at the cOtporate level, include cOIporate 
alternative minimum taxable income (AMTI) in 
shareholder AMTI, and credit corporate AMT 
against an individual's liability for regular tax and 
AMT .17 This approach would treat the cOIporate 
AMT as equivalent to a mechanism for withhold
ing shareholder level AMT. 18 However, the 
inclusion of cotporate AMTI in shareholder 
AMTI would increase unacceptably the complexi
ty of information reporting to shareholders and 
the calculation of shareholder tax. We considered 
but rejected as unworkable other solutions de
signed to confme the complexity of the AMT 
calculation to the corporate level.19 
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3.F ALLOCATING INCOME 
AMONG DIFFERENT 
CLASSES OF STOCK 

Under the shareholder allocation prototype, 
once the corporation detennines its taxable in
come and taxes paid, additional rules are needed 
to allocate that amount among different classes of 
shares. Both S corporations and partnerships must 
make such allocations under current law. Howev
er, neither of these models is appropriate for 
shareholder allocation integration. The S cOIpora
tion rules, which are designed for corporations 
with a single class of stock and a limited number 
of shareholders, cannot readily be adapted to 
more complex capital structures. 20 The partner
ship allocation rules are sufficiently flexible, but 
generally are too complex, to apply to widely held 
corporations. Therefore, the shareholder alloca
tion prototype adopts a modified version of the 
partnership approach. 

Under current law, a partnership may allocate 
its income in any manner that has 1/ substantial 
economic effect. 1121 Subject to this limitation, a 
partnership has great flexibility to allocate income 
and loss or particular items of income or deduc
tion to particular partners. In general, an alloca
tion of partnership taxable income or loss can 
have substantial economic effect only if such 
income or loss is allocated to the partner or 
partners that will receive the benefit or bear the 
burden of the economic consequences correspond
ing to the taxable income or loss. The economic 
consequences of partnership allocations are re
flected in capital accounts maintained by the 
partnership m accordance with detailed 
regulations. 22 

The shareholder allocation prototype approxi
mates the basic approach of the partnership 
allocation method while reducing its complexity. 
It retains the principal economic advantage of the 
partnership system by pennitting allocations of 
income to reflect varying economic rights among 
different classes of stock. 

Under the shareholder allocation prototype, a 
corporation can allocate varying amounts of 
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income to different classes of stock, in accordance 
with the tenus of the corporation's governing 
instruments. Within each class of stock, a cotpO
ration allocates every share a pro rata portion of 
the income and tax credits allocable to that class. 
A corporation could not allocate income separate
ly from credits for taxes paid. Thus, while the 
corporation and shareholders may agree on the 
amount of income allocated to each class of stock, 
all income allocated carries a proportionate share 
of credits for cOIporate taxes paid. Allowing 
corporations to allocate income and credits dis
proportionately would allow corporations to 
allocate credits to taxable shareholders and in
come without credits to tax-exempt shareholders. 

The shareholder allocation prototype simplifies 
the partnership model by (1) imputing to share
holders only a single amount of taxable income, 
(2) requiring that tax credits be allocated in 
proportion to income, and (3) not allocating 
corporate losses to . shareholders. As a conse
quence, the prototype permits considerable flexi
bility in corporate capital arrangements but does 
not allow corporations to adopt the complex 
allocations possible under the partnership rules 
(which permit special allocations of items of 
income, deduction, and loss). 

A substantial disadvantage is that this ap
proach requires corporations to maintain capital 
accounts for each class of shares. Although, as 
discussed below, these capital accounts are sim
pler than the capital accounts required to be 
maintained for each partner in a partnership under 
the regulations under IRC § 704(b), they still add 
complexity to the shareholder allocation system. 
Capital accounts are needed, however, to help 
ensure that allocations of tax consequences follow 
allocations of economic income. As the following 
simplified example demonstrates, without tax 
rules requiring capital accounts, the corporation 
could allocate tax liability without regard to the 
economic substance of the capital structure. 

Example. Two shareholders each contribute $1,000 
to a new corporation. One shareholder has a 15 
percent marginal rate and enough other tax liability 
to absorb excess credits, and the other has a 31 
percent marginal rate. The corporation issues Class 



A stock, which is allocated 100 percent of the 
corporation's taxable income, to the low-bracket 
shareholder. The corporation issues Class B stock 
to the high-bracket shareholder and provides that 
no taxable income will be allocated to the Class B 
stock. Cash distributions, however, are to be made 
pro rata between the Class A stock and the Class B 
stock. If these allocations are respected, all the 
corporation's taxable income and credits for corpo
rate taxes paid will be allocated to the 15 percent 
shareholder. The Class A shareholder's share basis 
will increase accordingly, but the Class B share
holder's basis will remain $1,000. Thus, when the 
corporation is liquidated, the low-bracket share
holder will realize a loss and the high-bracket 
shareholder will realize a gain. In the meantime, 
however, the shareholders have arranged for 
substantial deferral of tax by having the corpo
ration's income taxed currently at 15 percent 
(rather than having half taxed at 15 percent and 
half taxed at 31 percent, in accordance with the 
economic bargain between the parties). 

This strategy would fail if the allocations were 
subject to the "substantial economic effect" re
quirement of IRe § 704(b). The rules under IRC 
§ 704(b) would require the allocation of equal 
amounts of income to the two shareholders in 
order to establish capital accounts that would 
permit an equal division of liquidation proceeds. 

Thus, some capital account mechanism is 
needed in the shareholder allocation prototype. 
The remainder of this discussion outlines general
ly the mechanics of maintaining capital accounts. 
Because we do not recommend adoption of share
holder allocation, however, we have not 
developed the additional technical analysis needed 
for a workable capital account regime. 23 

Capital accounts should be easier to maintain 
under shareholder allocation than under the 
partnership rules because the shareholder alloca
tion prototype passes through only a single item 
(net taxable income) and a proportionate amount 
of credits for taxes paid. As a consequence, 
capital accounts increase by the amount of income 
allocated, net of credits for corporate taxes paid, 
and decrease by the amount of distributions. 
Further, because each share of stock within a 
class of stock receives a pro rata share of the 
income and taxes allocated, it is not necessary to 
keep detailed capital accounts for each 
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shareholder. Instead, capital accounts can be 
maintained for each class of stock. Rules also 
would be needed to govern the allocation of losses 
to capital accounts. Although losses are not passed 
through to shareholders, losses reduce corporate 
assets available for distribution and should be 
reflected in capital accounts. Special allocations of 
losses among classes of stock are permitted, if 
appropriately reflected in capital accounts. While 
special allocations of losses create additional 
complexity, relative to a system in which losses 
are required to be allocated in proportion to 
income allocations, they seem necessary to pre
serve corporations' ability to issue preferred 
stock. 24 It may be difficult, however, to fashion 
practical rules that allow special allocations of 
losses to capital accQunts that are liberal enough 
to preserve typical corporate capital structures but 
are restrictive enough to prevent abuse. 

Existing corporations would have to seek 
shareholder approval to modify the terms of 
outstanding stock to provide for allocations of 
corporate income and the maintenance of capital 
accounts. This is likely to be a lengthy and 
difficult process that would substantially compli
cate the transition to a shareholder allocation 
system of integration. Accordingly, while we do 
not recommend shareholder allocation, if it were 
adopted, we would recommend a delayed imple
mentation. See Chapter 10. Additional transitional 
rules may be needed to provide relief where a 
corporation cannot obtain the necessary 
shareholder approvals, for example, because of 
state law or contractual supermajority 
requirements. 

3.G CHANGE OF 
STOCK OWNERSIDP 
DURING THE YEAR 

Allocating both a corporation' s retained and 
distributed income to shareholders requires a 
mechanism to reflect changes in stock ownership 
during the period to which such income relates 
and thereby apportion income tax consequences 
among the corporation's various owners. The 
current rules are straightforward: corporations pay 
dividends to the shareholder who owns the stock 
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on the dividend record date and the Code taxes 
the person who receives the dividend. 

The shareholder allocation prototype requires 
that corporate taxable income and corresponding 
credits for corporate taxes paid be allocated to 
shareholders of record as of the end of each 
quarter of the corporation's taxable year. 25 Cor
porations would not close their books and fue tax 
returns and information returns quarterly, but 
rather would close their books at year end and 
allocate net income ratably to the record holder of 
the stock at the end of the four quarters. 26 

Closing corporate books at year end and 
allocating income pro rata among shareholders of 
record unavoidably creates problems in the treat
ment of shareholders that sell shares before 
corporate income and corporate taxes are known 
at the end of the year. As long as there is uncer
tainty concerning a given quarter's income, the 
buyer and seller of stock will not be able to price 
the stock accurately. 

Example. At the beginning of the year, a corpora
tion has assets of $100. Shareholder A owns 100 
percent of the single class of stock and has a basis 
in the stock of $100. The corporation's taxable 
year is the calendar year. On July 1, when the 
corporation has earned $25 of taxable income, A 
sells all her stock to Shareholder B for $117.25. If 
the corporation's books closed on June 30, it would 
pay $7.75 of corporate tax and would allocate $25 
of income and $7.75 of tax credits to A. If A has 
a marginal tax rate of 31 percent, the taxable 
income allocated to her will be exactly offset by 
the allocated credits. A's basis in her stock would 
increase to $117.25, and A would report no gain 
on the sale. Because the shareholder allocation 
prototype does not determine taxable income until 
year end, A's final basis will be determined based 
on her pro rata share of the actual earnings and 
taxes paid for the year, which will tum on events 
subsequent to A's sale of stock and may differ 
from estimated earnings as of the date of sale. For 
example, if the corporation's taxable income for 
the full year is $80, A will be allocated $40 of 
income and $12.40 of tax credits and her basis will 
increase to $127.60. She will report a capital loss 
of $10.35.27 

Thus, while a shareholder can tentatively 
calculate gain on a sale at the time the sale is 
made, that estimate may need to be revised based 
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on more precise or differing information available 
only later and may even require the filing of an 
amended return. 28 The problem of amended 
returns may be particularly acute for shareholders 
that hold stock in corporations with taxable years 
other than the calendar year. The uncertainty of 
income allocations may result in some inefficiency 
in pricing sales of stock, although sellers of large 
blocks of stock may be able to limit uncertainty 
by effectively shifting the tax burden through 
contractual mechanisms. 

This uncertainty could be reduced by requiring 
a quarterly closing of corporate books.29 We 
rejected such a requirement, however, as impos
ing too great a reporting burden at the corporate 
level. Requiring quarterly filings of Form 1120 
and quarterly information reports to shareholders 
would significantly increase the tax reporting 
burden on corporations. Although many large 
corporations must fue quarterly fmancial state
ments (lO-Qs) with the Securities and Exchange 
Commission (SEC), and most corporations must 
make quarterly estimated tax payments, refming 
that information to the degree of precision needed 
for tax return purposes can be a time-consuming 
process. Requiring a true quarterly closing of 
books would in effect abandon the taxable year 
concept and substitute a "taxable quarter" 
regime.30 

Some intermediate solution may be possible. 
For example, capital gains and extraordinary 
dispositions could be allocated to the quarter in 
which they occurred. Large corporations might be 
required to provide estimates of each quarter's 
income, based on lO-Q filings (if any) and the 
kinds of calculations used for estimated taxes. 
Shareholders could be permitted to report the 
estimated income and tax amounts and make 
corrections when fmal reports were issued after 
year end. Such a system would, however, allow 
a significant degree of latitude to corporations 
unless there were rules governing the quarterly 
estimating and annual correction process. Such 
rules would likely be complex. 

This problem would not exist in a pure pass
through integration system with no corporate level 



tax, no differences in the treatment of capital 
gains and losses and ordinary income and full 
flow through of corporate losses to sharehold
ers.31 For the policy reasons stated above, how
ever, the shareholder allocation system retains the 
corporate level tax and does not require a quarter
ly closing of books. Accordingly, unless a satis
factory intermediate solution can be devised, the 
uncertainty of tax consequences for midyear sales 
of stock is unavoidable and is one of the signifi
cant obstacles to adoption of the shareholder 
allocation prototype. 

3.H REPORTING AND AUDITING 
CONSIDERATIONS 

As the preceding discussion makes clear, any 
passthrough integration system would increase the 
administrative burden on corporations and their 
shareholders. Although the shareholder allocation 
prototype includes simplified reporting provisions, 
it does require corporations to provide information 
reports (not now required) to shareholders show
ing each shareholder's portion of corporate tax
able income and credits for corporate taxes paid 
(including other tax credits claimed by the corpo
ration). The information returns also would have 
to provide information on appropriate basis 
adjustments. Because basis will increase for tax
exempt income, the basis adjustment will not 
necessarily be the same as the allocated income 
less the allocated tax credits. Shareholders, in 
turn, must take into account both corporate in
come and credits for corporate taxes paid in 
calculating their own tax liability and will need to 
keep detailed records to determine share basis 
when stock is sold. 

Another administrative problem is the timing 
of income reporting. For example, U.S. corpora
tions cannot report taxable income and corporate 
level taxes to shareholders until they receive 
reports of the taxable income and credits of other 
U.S. corporations in which they own stock. We 
have been unable to devise a precise solution for 
these timing issues. The taxable years of members 
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of a consolidated group or other closely held and 
closely affiliated corporations can be conformed 
so that income is calculated at the same time. For 
corporate portfolio shareholders, however, timing 
difficulties may be severe. Before shareholder 
allocation could be. implemented, it would be 
necessary to design a reporting system capable of 
accommodating corporate cross-ownership. 32 

The shareholder allocation system also re
quires substantial changes in the way corporations 
and shareholders are audited. In theory, under a 
shareholder allocation system, any increase or 
decrease in tax as a result of an adjustment to a 
tax return, resulting from an IRS audit or an 
amended return, should be reflected in the tax 
liability of the shareholders. The current system 
for partnerships carries an adjustment back to the 
partners' taxable year in which the understatement 
arose. Thus, if in 1990, it were determined that a 
partnership'S income for 1988 had been understat
ed by $1,000, the increase of $1,000 would be 
allocated to those who were partners in 1988. 
Extending this regime to corporations under 
integration would require the IRS to track and 
adjust the returns of shareholders holding stock in 
prior years. Furthermore, under such a system an 
adjustment in one year may require related 
adjustments in other years. 

To avoid these problems, the shareholder 
allocation integration prototype would treat any 
audit or other adjustment to corporate income as 
a taxable event in the year of the adjustment. 
Under the prototype, it is unnecessary to adjust 
returns of prior year shareholders because 
adjustments to corporate income would be treated 
as an increase or decrease in the corporation's 
current year taxes and income. The adjustments 
would be passed through to current year share
holders. 33 The IRS would collect deficiencies 
directly from the corporation, and the corporation 
would pass through the credits for corporate taxes 
paid along with the additional income. Share
holders' bases would be adjusted to reflect the 
additional income. 
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3.1 TREATMENT OF TAX
EXEMPT AND FOREIGN 
SHAREHOLDERS 

Tax-Exempt Shareholders 

The shareholder allocation prototype maintains 
the current taxation of corporate equity income 
allocated to tax -exempt shareholders by making 
shareholder credits for corporate level taxes 
nonrefundable to tax-exempt shareholders. Thus, 
tax on corporate income allocable to a tax-exempt 
shareholder would be taxed at the corporate level 
at the corporate rate. Tax-exempt shareholders 
would not be subject to UBIT on corporate 
income allocated to them and would not be 
allowed to use credits for corporate taxes paid to 
offset UBIT liability on other income. 

Foreign Shareholders 

We believe that foreign shareholders making 
investments in the United States should not 
receive, by statute, the benefits of integration 
received by U.S. shareholders. Thus, the share
holder allocation prototype denies refunds of 
corporate level taxes to foreign shareholders and 
continues to impose U.S. withholding tax on 
dividends. As under current law, corporate tax 
would be paid at the corporate level and withhold
ing tax would be imposed at the investor level. 
The branch profits tax would continue to apply to 
U.S. branches of foreign corporations. Although 
in principle, the shareholder level withholding tax 
might be imposed on income allocated annually, 
the prototype continues to impose withholding tax 
only when distributions are made. Annual imposi
tion of both the corporate and the investor level 
taxes would increase the tax burden on foreign 
investments in U.S. corporations as well as the 
disparity in the treatment of debt and equity 
owned by foreign investors. Denying integration 
benefits to foreign shareholders under the share
holder allocation prototype does not violate U.S. 
tax treaty obligations. Refundability of all or a 
part of the credit could be considered in treaty 
negotiations in exchange for reciprocal benefits. 
See Chapter 7. 
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3.J FOREIGN SOURCE INCOME 

We do not believe that an integrated tax 
system should, by statute, treat foreign taxes like 
taxes paid to the U. S. Government. Extending the 
benefits of integration to foreign taxed income, if 
appropriate, is more properly achieved through 
bilateral tax treaty negotiations. See Chapter 7. 
Accordingly, the dividend exclusion and CBIT 
prototypes are designed to collect at least one full 
level of U. S. tax on foreign source income earned 
by U.S. corporations. 

In contrast, the shareholder allocation proto
type treats foreign taxes paid like U. S. taxes paid. 
As a consequence, depending on foreign tax rates, 
the United States may collect only a residual U.S. 
tax or no tax at all on corporate foreign source 
income. We considered modifying the shareholder 
allocation prototype to account separately for 
foreign taxes and deny foreign tax credits to 
shareholders, but such modifi~ations are complex 
and fundamentally inconsistent with the pass
through nature of the prototype.34 Denying a 
foreign tax credit would be harsher than current 
law, which generally allows a foreign tax credit at 
the corporate level and defers the shareholder 
level tax on foreign source income until it is 
distributed. Modifying the shareholder allocation 
prototype to tax foreign source income to share
holders only when distributed would effectively 
convert shareholder allocation into distribution
related integration. 

Accordingly, the shareholder allocation proto
type allows a foreign tax credit, computed under 
current law rules, to offset corporate level tax. 
The foreign tax credit, like other corporate tax 
credits, is passed through to shareholders. One 
issue this approach raises is how, if at all, the 
foreign tax credit limitation rules should be 
applied at the shareholder level. Although the 
foreign tax credit ~itation is computed initially 
at the corporate level, additional restrictions 
would be necessary to prevent individuals with 
marginal tax rates of less than 31 percent from 
using foreign tax credits to offset liability for 
U.S. tax on other income.35 



As under current law, the shareholder 
allocation prototype allows an individual U.S. 
shareholder holding stock directly in a foreign 
corporation to claim a foreign tax credit for 
withholding taxes paid on dividends. The proto
type does not extend the indirect foreign tax credit 
of IRe § 902 to individual shareholders of a 
foreign corporation. The indirect credit was 
originally intended to prevent multiple taxation of 
corporate income earned through a foreign subsid
iary. Because the shareholder allocation regime 
extends integration to foreign taxes, however, 
permitting individuals owning more than 10 
percent of the stock of a foreign corporation to 
claim an indirect credit may merit consideration. 
Extending the indirect credit to U.S. individual 
shareholders would remove the disparity that 
would otherwise exist between foreign corporate 
stock held directly and foreign corporate stock 
held through a U.S. corporation. Such a change, 
however, would be a significant departure from 
current law and would exacetbate the problem of 
fashioning an appropriate limitation rule at the 
shareholder level. 

Another issue for outbound investment in 
structuring the shareholder allocation integration 
prototype is whether to retain or eliminate the 
deferral allowed for profits earned through foreign 
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subsidiaries. As Chapter 7 explains, the deferral 
rule provides that profits of aU. S. investor 
earned through a foreign corporation are generally 
not subject to U.S. tax until the profits are repa
triated. Although theoretical consistency in imple
menting a shareholder allocation integration 
system would require eliminating the deferral 
rule, taxing foreign income currently is not 
essential to shareholder allocation. As a practical 
matter, it would be difficult to end deferral for 
U.S. portfolio shareholders, because sufficient 
information would not be available from the 
foreign corporation to determine the domestic 
shareholder's tax -liability on undistributed 
income. Even for large shareholders, requiring 
annual reporting of income and foreign taxes paid 
by foreign subsidiaries would compound the 
reporting problems discussed in Section 3.H. A 
corporation with foreign subsidiaries could not 
accurately report to its shareholders its own 
income for the year until its subsidiaries had paid 
their own taxes in foreign jurisdictions. Accord
ingly, the shareholder allocation prototype permits 
U. S. shareholders in foreign corporations to 
continue to take income into account only when 
dividends are received. The same rule applies to 
U. S. corporate shareholders, subject to the current 
Subpart F and other current inclusion rules. 



CHAPTER 4: 
COMPREHENSIVE BUSINESS INCOME TAX PROTOTYPE 

4.A INTRODUCTION 

The Comprehensive Business Income Tax 
(CBIT) is the most comprehensive of the integra
tion prototypes developed in this Report. 1 It is 
not expected that implementation of CBIT would 
begin in the short term, and full implementation 
would likely be phased in over a period of about 
10 years. 2 The CBIT prototype represents a very 
long-term, comprehensive option for equalizing 
the tax treatment of debt and equity. 

individual rate of 31 percent rate, regardless of 
the lender's actual marginal tax rate and regard
less of the lender's status as a tax-exempt or 
foreign entity. 3 

Without any overall revenue loss, the CBIT 
prototype permits a reduction in the rate of tax on 
corporations from 34 percent to the top individual 
rate of 31 percent.4 A lower rate of tax on capital 
supplied by tax-exempt, foreign or low-income 

Figure 4.1 
Comparison of CBIT and Current Law l 

CBIT would equate the treatment of 
debt and equity, would tax corporate and 
noncorporate businesses alike, and would 
significantly reduce the tax distortions 
between retained and distributed earnings. 
CBIT would accomplish these results by 
not allowing deductions for dividends or 
interest paid by the corporation, while 
excluding from income any dividends or 
interest received by shareholders and 
debtholders. To ensure consistent treat
ment of corporate and noncorporate enti
ties, CBIT would apply to all but the 
smallest businesses, whether conducted in 
corporate form or as partnerships or sole 
proprietorships. The result is that 
one-but only one-level of tax would be 
collected on capital income earned by 
businesses. An illustration of taxation 
under the current classical corporate tax 
and r::BIT is depicted in Figure 4.1. 

Current Law 

Under current law, income distributed 
on corporate equity generally bears two 
levels of tax, while interest paid to suppli
ers of debt capital bears at most one level 
of tax. CBIT not only eliminates the dou
ble taxation of corporate equity income, 
but also provides equal treatment for debt 
income. By denying a deduction for inter
est, the CBIT prototype subjects interest 
income, like dividend income, to a single 
level of U. s. tax equal to the top 
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IThe figures do not take into account tax preferences or taxes 
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investors could be incorporated into a CBIT 
regime, but we have chosen not to include these 
complicating provisions in the prototype described 
in this chapter. S Taxing income from business 
capital at a 31 percent rate enhances economic 
efficiency and advances the policy goals set forth 
in Chapter 1.6 CBIT taxes corporate and non
corporate businesses (other than very small busi
nesses) under identical rules, thus eliminating the 
current tax bias against the corporate form. CBIT 
also makes significant progress toward the remov
al of incentives to retain earnings, although a 
compensatory tax on distributions of preference 
income, if included in CBIT, would provide some 
incentive to retain such income. 
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Like the other prototypes, the CBIT prototype 
is structured to conform as closely as possible to 
the policy decisions summarized in the introduc
tion to this part with respect to the treatment of 
preferences and tax-exempt and foreign investors. 
Since CBIT would be a greater change from 
current law than either distribution-related integra
tion or shareholder allocation integration-both of 
which would apply only to corporate equity-a 
very gradual phase-in of CBIT over a long period 
will be necessary in order to reduce the economic 
dislocations and the gains and losses that might 
result during the transition. See Chapter 10.7 

4.B OVERVIEW OF CBIT 
PROTOTYPE 

General Mechanics. Under CBIT, distributions 
of business income as dividends or interest are not 
generally taxed when received by investors (see 
the discussion of tax preferences below). The 
income of all business entities, including corpora
tions and unincorporated businesses, is measured 
and taxed at the entity level at a 31 percent rate. 8 

The CBIT tax base is generally the corporate 
income tax base under current law, except that no 
deduction is allowed for interest expense, and 
dividends and interest received from CBIT entities 
are excluded. Losses incurred at the entity level 
do not pass through to the equity holders. Unused 
losses can be carried over at the entity level, 
however, generally in the same manner as under 
the current law rules applicable to cOIporations. 9 

Small Business Exception. Because it is 
difficult to separate returns to capital from returns 
to labor in the case of very small businesses, 
taxing all capital income from those businesses at 
the 31 percent CBIT rate might overtax some 
labor income that otherwise would be taxable to 
an individual in a lower bracket. The CBIT 
prototype includes an exception for very small 
businesses. See Section 4.C. 

Tax Preferences. Tax preferences available to 
corporations generally would be available to CBIT 
entities. To implement this Report's general 
recommendation that preferences not be extended 
to shareholders, a flat rate nonrefundable tax of 
31 percent (a compensatory tax) could be imposed 
at the entity level on dividends and interest 
deemed paid from preference income. Alternative
ly, investors could be required to include in 
income any interest or dividends considered to be 
paid out of preference income. The choice 
between these two methods is discussed in 
Section 4.D. In either case, businesses would 
determine which distributions are made out of 
preference income by maintaining an Excludable 
Distributions Account (EDA), which is similar to 
the EDA described in Chapter 2 under the divi
dend exclusion prototype. The EDA would reflect 
taxes paid and the prototype would stack interest 
and dividend payments first against fully-taxed 
income. to See Section 4.D. 

CBIT Entities as Investors. CBIT entities are 
governed by the rules applicable to nonCBIT 
investors. Income from investments (other than 
dividends and interest from CBIT entities) is taxed 
to the CBIT entity as under current law. Divi
dends and interest from CBIT entities are not 
taxed in the hands of the recipient CBIT entity 
and would result in an appropriate addition to the 
recipient entity's EDA (thereby enabling the 
recipient CBIT entity to distribute such receipts 
without paying additional tax). Additional rules 
would be needed for taxable dividends and inter
est paid by CBIT entities if a compensatory tax 
were not adopted. See Section 4.D. 

Foreign Source Income. CBIT entities would 
be entitled to a foreign tax credit computed as 



under current law, with modifications to reflect 
the nondeductibility of interest under CBIT. 
Foreign source income shielded from U. S. tax by 
foreign tax credits would be treated in a manner 
similar to preference income when distributed and 
either would be subject to a compensatory tax or 
would be taxable at the investor level at that time. 
As with distributions from preference income, 
stacking distributions fIrst against fully-taxed 
income will limit somewhat application of these 
rules. 

Low-Bracket Investors. While the CBIT 
prototype does not include explicit relief for low
bracket equity holders and debtholders, it is 
possible to reduce the effective rate of tax on 
CBIT investments from 31 percent to the investor 
rate with an investor credit for entity level taxes 
paid. See Section 4.F. 

Tax-Exempt and Foreign Investors. Interest 
and dividends paid to tax-exempt and foreign 
investors by a CBIT entity are net of the 31 
percent entity level tax; however, in general 
neither tax -exempt nor foreign investors are 
subject to additional U. S . tax on interest or 
dividends received from CBIT entities. If a 
compensatory tax is adopted, all dividends and 
interest would be excludable. As Section 4.D 
discusses, however, the alternative to a compensa
tory tax is to tax preference and foreign source 
income at the investor level. 

We recognize that, in imposing one level of 
source-based taxation on interest paid to foreign 
investors, CBIT would represent a departure from 
current policy on inbound debt investment. Any 
such departure would have to be the result of 
extensive international discussions with tax au
thorities and market participants. 11 

Capital Gains and Share Repurchases. Chap
ter 8 discusses the treatment of capital gains on 
CBIT equity and debt and the treatment of share 
repurchases. 

NonCBIT Interest and Other Capital Income. 
CBIT does not require any change in the current 
taxation of interest paid on debt issued by a 
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borrower other than an entity subject to CBIT. 
Thus, for example, home mortgage interest would 
continue to be deductible by an individual borrow
er and includable in the income of the recipient. 
State and local bond interest would remain exclud
able from gross income to the same extent as 
under current law. Interest on Treasury debt 
would, as under current law, be includable in 
income by the recipient. 12 See "Interest Not 
Subject to CBIT" in Section 4.G. 

Impact on tax distortions. Table 4.1 illustrates 
the impact of the CBIT prototype on the three 
distortions integration seeks address: the current 
law biases in favor of corporate debt over equity 
fmance, corporate retentions over distributions, 
and the noncorporate over the corporate form. In 
general, CBIT is very successful in achieving the 
goals of integration because it removes most 
differentials in the tax rates on alternative income 
sources for domestic and foreign investors and 
tax-exempt entities. The near-uniform tax rate on 
all nonpreference, U.S. source business income is 
the maximum individual income tax rate (~m, 31 
percent under current law). For individual inves
tors, the only exceptions to this uniform rate are 
for undistributed corporate equity income (if 
capital gains on corporate stock continue to be 
taxed) and for rent and royalties, which would 
continue to be taxed at regular individual rates. 
For tax-exempt entities and foreign investors, the 
only exception to the uniform rate on nonprefer
ence, U.S. source business income is the rate on 
rents and royalties, for which current law rates 
would be retained. 

4.C ENTITIES NOT SUBJECT TO 
CBIT 

In theory, CBIT would apply to all businesses, 
without regard to size or legal form of organiza
tion. Thus, all sole ptoprietorships, partnerships, 
S corporations and other business entities would 
be subject to an entity level tax. After the 
phase-in of CBIT, current law distortions between 
the corporate and noncorporate business sectors 
would thus be eliminated, and taxpayers' choice 
of business entity would depend entirely upon 
nontax considerations. To preserve these 
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Table 4.1 
Total U.S. Tax Rate on a Dollar of 

NonPreference, U.S. Source Income from a 
U.S. Business Under Current Law and the 

CBIT Prototype 

Type of Income Current Law 

I. Individual Investor is Income Recipient 
Corporate Equity: 

Distributed tc + (l-tJt; 

CBIT 

t;m 
Undistributed tc +(1-t,A 

Noncorporate Equity t; 
tt+(l_t;m)t

g 

t;m 
Interest t; 
Rents and Royalties t; 

ll. Tax Exempt Entity is Income Recipient 
Corporate Equity: 

Distributed 
Undistributed 

Noncorporate Equity 
Interest 
Rents and Royalties 

tc 
o 
o 

m. Foreign Investor is Income Recipient 
Corporate Equity: 

t;m 

t; 

Distributed tc + (1 - tJtwo 1; m 
Undistributed tc t; m 

Noncorporate Equity lwN t;m 
Interest twJ t; m 
Rents and Royalties tWR twp. 
Department of the Treasury 

Office of Tax Policy 

tc = U.S. corporate income tax rate. 
l; = U.S. individual income tax rate. 
t;m = Maximum U.S. individual income tax rate. 
tg = U.S. effective individual tax rate on capital gains; is 

zero in one version of the prototype. 
tWD , tWN • tWl • tWR = U.S. withholding rates on payments 

to foreigners of dividends, noncorporate equity 
income, business interest, and rents and royalties, 
respectively. Generally varies by recipient, type of 
income, and eligibility for treaty benefits and may be 
zero. 

neutrality benefits, we believe that any small 
business exception to CBIT should be limited to 
very small entities. 

The CBIT prototype includes an exception for 
small businesses with gross receipts of less than 
$100,000. Such businesses would continue to 
deduct their interest expense, and the interest they 
pay would be taxable to the recipients. Any wages 
or profits distributed by an exempt small business 
would be taxable to the recipients at the 
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recipients' marginal tax rates. CBrr interest and 
dividends received by a small business WOUld. be 
excludable. We concluded that such an exceptIon 
was desirable because of complexities that might 
otherwise arise in the transition from current law 
to CBIT and difficulties in separating capital 
income from labor income for very small busi
nesses (proprietorships, in particular). Although 
CBIT generally taxes the income shares of credi
tors and equity holders at a unifonn 31 percent 
rate, it does not alter the current progressive 
individual rate structure (with graduated rates 
from 15 to 31 percent) for taxing wages or other 
labor income and nonCBIT capital income. While 
all CBIT taxpayers would be allowed to deduct 
reasonable compensa~ion paid for services to the 
same extent as under current law, these rules may 
be inadequate for small businesses. In many small 
businesses, income received by an owner-manag
er, in fact, may be a mixture of returns on both 
physical and human capital. Ignoring the distinc
tion and subjecting all the owner-manager's 
income to the unifonn CBIT rate, might overtax 
the labor component of the owner-manager's 
income. In addition, not allowing losses to flow 
through currently might create significant hardship 
where the owner-manager draws a salary. With a 
small business exception, however defmed, all 
returns on capital in such nonCBIT small busi
nesses would be taxed at the investors' separate 
rates instead of at the uniform CBIT rate. 13 

We concluded that an exclusion based on 
annual gross receipts would be the simplest to 
structure and estimate at the current conceptual 
phase ofthe prototype's development. For pUIpOS
es of determining an entity's eligibility for the 
exception, dividends and interest received from 
CBIT entities would be included (although they 
would not be taxable to the receiving entity). Such 
a deftnition of the exclusion has several advantag
es. A gross receipts criterion is objective and 
easier to apply from a compliance and enforce
ment standpoint than the alternatives discussed 
below. It can be determined readily from docu
ments currently generated for tax compliance 
purposes.14 So long as the lower bound of gross 
receipts determining CBIT status is low, we 



believe that aggregation rules for nonCBIT enti
ties should be unnecessary. 1S 

Other criteria are possible. Ideally, the criteria 
should be related to the potential "blurring" of 
owners' capital and labor incomes. For example, 
businesses with substantial equity held by individ
uals who also supply substantial labor to the 
entetprise might qualify. Other definitions cur
rently used in the Code or elsewhere include 
criteria such as whether the business is closely 
held (as measured by the number of sharehold
ers), the value of the business (as measured by the 
value of stock, net worth, or the value or adjusted 
basis of assets), the annual amount (or average 
annual amount) of net income, and the number of 
employees. The correlation between blurring of 
labor and capital income of owner-managers and 
some of these characteristics may depend on the 
nature of the business, industry characteristics, 
and other factors. We believe the more practical 
course, however, is simply to exempt certain 
"small businesses" based on size. 16 

4.D T AX PREFERENCES 

Introduction 

We have made a general recommendation in 
this Report that integration should not become an 
occasion for extending cOlporate level tax prefer
ences to shareholders. Future policymakers seem 
likely, however, to retain many of the preferences 
currently available to cotporations under the 
Code. Absent special rules, CBIT's general 
exclusion of dividends and interest from income 
would automatically extend those preferences to 
shareholders. 17 

There are two general mechanisms which 
could be used to ensure that one level of tax is 
imposed on preference income when it is distrib
uted. First, CBIT entities could be required to 
report to shareholders and debtholders the 
amount, if any, of each dividend or interest 
payment that is made out of preference income. 
The investor would then include that amount in 
income and pay tax at the investor's tax rate. This 
is the mechanism we recommend in the dividend 
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exclusion prototype. 18 The alternative approach 
is to impose a 31 percent compensatory tax at the 
entity level on all distributions from preference 
income. Such a compensatory tax would not be 
refundable to tax-exempt or foreign investors. 

Although both systems have advantages, the 
dividend exclusion prototype (and the imputation 
credit prototype described in Chapter 11) reject a 
compensatory tax in favor of shareholder level 
taxation of distributed preference income and 
foreign source income shielded from U. S. tax by 
foreign tax credits. As Section ll.B discusses, in 
those prototypes, which are limited to corporate 
equity, this Report would tax preference income 
and foreign source income at the shareholder level 
in order to preserve current tax and dividend 
policy for corporations with substantial amounts 
of such income. 

Under CBIT, however, a compensatory tax 
has considerable conceptual and practical appeal. 
Adopting a compensatory tax would permit inves
tors to exclude all dividends and interest received 
from any CBIT entity. Thus, CBIT would consis
tently collect tax on capital income, whether 
interest or dividends, at the entity level at a 31 
percent rate. 

A compensatory tax would be simpler at the 
investor level. Because all distributions with 
respect to CBIT investments would be excludable 
by investors, no information reporting to share
holders or debtholders would be required. On the 
other hand, if preference income distributed as 
interest or dividends were subject to investor level 
tax, CBIT entities would have to provide informa
tion reports to the IRS and to investors, indicating 
the extent to which a distribution is excludable. A 
compensatory tax under CBIT also would permit 
the complete repeal of the withholding tax on 
dividends and interest paid to foreign investors. 
See Section 4.E. 

The principal disadvantage of a compensatory 
tax under CBIT is that our economic analysis 
suggests that it would create significant ineffi
ciencies in cotporate payout decisions. Our data 
indicate that even if distributions were stacked 
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frrst against fully-taxed income, a compensatory 
tax would impose a significant entity level tax 
burden on distributions. Our models of corporate 
behavior predict that, to avoid this additional tax, 
CBIT entities would increase their reliance on 
retained earnings as a source of fmance and would 
rely less on both new equity and debt. Under the 
assumptions of our models, this effect is strong 
enough to distort corporate payout decisions as 
much as under current law. See Section 13.D. 
Accordingly, the remainder of this chapter 
describes the differences in treatment necessary 
under the CBIT prototype if no compensatory tax 
is imposed and distributed preference income and 
foreign source income are taxed at the investor 
level. 19 

Excludable Distributions Account 

The prototype identifies distributions out of 
preference income and foreign source income 
shielded from tax by foreign tax credits by requir
ing CBIT entities to maintain an Excludable 
Distributions Account (EDA). (The EDA is 
similar to the EDA described in Chapter 2, except 
that interest payments as well as dividend pay
ments are charged against the account.) For each 
$1.00 of U.S. tax paid, approximately $2.23 
would be credited to the EDA. The annual addi
tion to the EDA is referred to as fully-taxed 
income and is calculated using the following 
fonnula: 

Annual additions to EDA = 

[
u.s. tax paid for taxable year us 'd & bl ] 

.31 - .. tax pal lor taxa e year 

+ equity distributions and interest received from CBrr entities 

The EDA is reduced by the amount of all divi
dend and interest payments, in the order in which 
payments are made. The EDA is also reduced by 
approximately $2.23 per $1.00 of tax refunded. 
Positive EDA balances may be carried forward 
without limitation. 

The prototype stacks payments flrst against 
fully-taxed income. Distributions of interest or 
dividends reduce the EDA. When the EDA is 
reduced to zero, distributions would be subject to 
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compensatory tax or, alternatively, wo~l.d be 
taxable to the investor. 20 As in the diVidend 
exclusion prototype, refunds of entity level tax 
would not reduce the EDA below zero. Refunds 
in excess of the taxes reflected by the EDA 
balance would be applied to reduce future entity 
level tax payments. Similarly, net operating losses 
in excess of the EDA would be carried forward. 

To illustrate, assume that a corporation subject 
to CBIT earns $100 in taxable income and $100 
of preference income, and pays $31 in regular 
CBIT taxes but neither pays nor receives divi
dends or interest. Its EDA is thus $69 [$31/.31-
$31]. If it then pays $75 in interest and dividends, 
it will pay a compensatory tax of $1.86 [.31 x 
($75 -$69)] or, alternatively, the $6 of distribu
tions that is attributable to preference income will 
be taxable to investors. 21 

If a compensatory tax is adopted, all distribu
tions on equity and debt of CBIT entities will be 
excludable. A CBIT entity receiving a distribution 
would add the amount received to its own EDA. 
If, alternatively, distributions of preference in
come were taxable to investors, the prototype 
could either (1) tax CBIT entities currently on 
such distributions22 or (2) provide a deduction, 
similar to the current dividends received deduc
tion, for such receipts to defer tax until the in
come is redistributed to a nonCBIT entity. 23 

Alternative Minimum Tax 
Consequences of CBIT 

The CBIT system retains an entity level 
alternative minimum tax (AMT) similar to the 
corporate AMT under current law. As under 
current law, the entity level minimum tax would 
ensure that some entity level tax is imposed 
currently on a profitable business. In a CBIT 
AMT, however, neither interest expense nor 
dividends would be deductible and dividends and 
interest from CBIT entities would be excluded. 
Because the CBIT tax base provides no deduction 
for interest paid, it is likely that relatively few 
nonfmancial businesses would have regular tax 
liabilities low enough to trigger a CBIT AMT 
imposed at the current 20 percent rate. As in the 



dividend exclusion prototype, AMT would be 
treated as taxes paid in the same manner as the 
regular CBIT tax; however, the divisor in the 
EDA formula would still be the regular CBIT tax 
rate, 31 percent. Thus, a CBIT entity could not 
distribute all of its alternative minimum taxable 
income (AMTI) without triggering a compensa
tory tax or an investor level tax. 

Adopting CBIT might permit significant 
simplifying modifications to the current individual 
AMT. If CBIT applied to all but small business 
entities, the individual AMT base would apply 
principally to two items: (1) excess itemized 
deductions and (2) State and local tax-exempt 
bond income treated as a preference under current 
law.24 It would be inappropriate, however, to 
include excludable CBIT interest or equity income 
in an investor's AMTI because any such tax 
imposed would be a second level of tax on income 
that had already been subjected to tax at the 
highest individual rate. 25 

4.E INTERNATIONAL 
CONSIDERATIONS 

Taxation of Income from 
Outbound Investment 

This Report recommends that the tax burden 
imposed by any integration prototype on income 
from U. S. investment in foreign businesses 
(outbound investment) be roughly equivalent to 
the tax burden imposed on such income under 
current law. The shift from two-tier taxation of 
cOIporate foreign source income to a single-tier 
tax should not result in the collection of a signifi
cantly greater or lesser amount of tax revenue 
from such income than under current law. See 
Chapter 7. 

Under current law, foreign source income 
earned through a domestic corporation is poten
tially subject to U.S. tax at both the corporate and 
the shareholder levels. At the corporate level, 
foreign source income is subject to a 34 percent 
tax, which may be reduced substantially or elimi
nated by foreign tax credits. If the U.S. corporate 
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tax liability on foreign source income is less than 
the foreign tax imposed on the income, excess 
foreign tax credits may arise. Upon distribution, 
the income generally is subject to full taxation at 
the shareholder's marginal tax rate, without a 
foreign tax credit. This approach is consistent 
with U.S. income tax treaty commitments. No 
U. S . treaties require that investors in aU. S. 
corporation receive tax relief from foreign taxes 
paid by the corporation. 

Foreign Source Income of CBIT Entities and 
Other Business Entities 

Under the CBIT prototype, results comparable 
to those under current law are achieved by allow
ing the foreign tax credit (with a modified limita
tion, as described below) to offset the regular 
CBIT tax in full, but adding no amount to the 
EDA to reflect foreign source income sheltered 
from U.S. tax by foreign tax credits. 26 

The EDA mechanism does not distinguish 
between foreign source income shielded from the 
regular CBIT tax by the foreign tax credit and 
U. S. source preference income. Both benefit from 
the stacking rule that treats distributions as arising 
first from income subject to the regular CBIT tax. 
Accordingly, as with preference income, so long 
as foreign source income shielded from CBIT by 
the foreign tax credit is not distributed, it will 
bear no further tax burden. The CBIT compensa
tory tax or an investor level tax will be triggered 
only when such income is distributed-the same 
circumstance that would result in imposition of a 
shareholder level tax under current law. 

If a compensatory tax is not adopted, this 
stacking rule ensures that the total Federal tax 
burden on outbound investment by corporations 
should not vary sigIiificantly from that imposed 
under current law, apart from the effect of the 
expanded tax base for foreign branch income 
reSUlting from the nondeductibility of interest. 
Imposition of a compensatory tax could increase 
the tax revenue collected from outbound invest
ment. In either case, the tax burden on outbound 
investment by corporations may actually be less 
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for foreign source income subject to foreign tax at 
a rate less than the CBIT rate, which will be 
subject to only a single level of residual U.S. tax. 
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CBIT will, however, require modification of 
the current rules for computing the foreign tax 
credit. Under current law, the foreign tax credit 
limitation is equal to the product of (I) the tax
payer's pre-credit U.S. tax liability on worldwide 
taxable income and (2) the ratio (j)f the taxpayer's 
foreign source taxable income to its worldwide 
taxable income. This usually reduces to the 
product of the U. S. tax rate and the foreign 
source income. The foreign source income of a 
U.S. taxpayer is currently computed under U.S. 
tax. principles for this purposeY In the case of a 
foreign subsidiary, the amount of foreign taxes 
that are deemed paid by a 10 percent U. S. corpo
rate shareholder in respect of a particular dividend 
distribution is equal to the total foreign taxes paid 
by the subsidiary, multiplied by the ratio of the 
dividend to the total earnings of the subsidiary. 
(This amount is subject to the limitation just 
described.) 

If foreign source income were computed under 
CBIT principles, i.e., with no deduction for 
interest, problems would arise. In the case of 
foreign branch operations of CBIT entities, the 
amount of foreign source income in the limitation 
fonnula could increase dramatically. Such an 
increase would seriously mismatch the computa
tion of taxable income and tax liability by a 
foreign jurisdiction that allowed a deduction for 
interest. Assuming that foreign tax rates were 
high enough to provide an adequate supply of 
credits, no U.S. tax. would be collected currently 
on foreign source income used to pay interest. 
Instead, U.S. tax. would be collected only when 
such income was deemed to have been distributed 
by the entity and a compensatory tax (or an 
investor level tax) was imposed. In the case of a 
foreign subsidiary, the amount of earnings in the 
denominator of the indirect credit fraction could 
increase dramatically, seriously diluting the 
amount of foreign taxes attributed to a particular 
distribution of earnings. 

Accordingly, the CBIT prototype assumes 
that, in computing the foreign tax credit limita
tion, foreign source income of a branch will be 
reduced by interest expense claimed with respect 
to the foreign operations.28 Similarly, in 
computing the indirect foreign tax credit, earnings 
of the foreign subsidiary will be reduced by 
interest expense claimed by the subsidiary. 29 

Under this approach, CBIT entities will continue 
to enjoy approximately the same level of direct 
and indirect foreign tax credits as under current 
law. Some reduction will occur, however, by 
reason of lowering the regular CBIT tax rate to 
31 percent from the current 34 percent. 

Several additional effects of CBIT on the 
taxation of foreign source income should be 
noted. As explained above, CBIT would subject 
all business organizations to an entity level tax. 
This has at least two possible implications for the 
foreign tax credit. First, it suggests that an indi
rect credit for foreign taxes deemed paid by a 
foreign subsidiary should be available to non
corporate domestic shareholders, such as partner
ships, that are CBIT entities. Under CBIT, the 
purpose of the indirect credit would defer the 
additional level of CBIT tax until the time of 
distribution (when a compensatory tax or an 
investor level tax would be imposed) to avoid the 
burden of an immediate tax on foreign source 
profits. If the indirect credit were not extended to 
partnerships and other noncorporate CBIT enti
ties, there would continue to be a strong bias in 
favor of the corporate vehicle for multinational 
enterprises. 

Second, the equal treatment of all business 
entities under CBIT means that foreign tax credits 
will not fully relieve CBIT tax in circumstances 
where U.S. tax is fully relieved under current 
law. If a domestic partnership or S corporation 
receives a dividend, interest, or royalty payment 
from a foreign corporation (or other foreign 
payor) under current law, and the payment has 
been subject to a foreign withholding tax, the 
recipient is eligible for a foreign tax credit, and 
no further U. S. tax is imposed to the extent that 



the partners or shareholders are individuals. 
Under CBIT, however, the credit would only 
relieve the regular CBIT tax. A compensatory tax 
or an investor level tax would be imposed when 
the foreign profits are redistributed to the partner 
or shareholder. 

Finally, CBIT requires some consideration of 
the treatment of foreign business entities. Under 
current law, deferral of U.S. tax on foreign 
profits is available when the profits are earned 
through a foreign corporation. When such profits 
are earned through a foreign partnership, the U. S. 
tax is not deferred, and the results are essentially 
the same as for a foreign branch office of a U.S. 
taxpayer. Under the CBIT prototype, foreign 
entities would generally be treated as nonCBIT 
entities. Thus, interest paid by a foreign entity 
would continue to be taxable to aU. S. lender, 
and would continue to be deductible by the for
eign entity. 30 In addition, deferral would contin
ue to be permitted for profits earned through a 
foreign corporation. 

Foreign branches of CBIT entities. In the case 
of a foreign branch of aU. S. CBIT entity, the 
expanded CBIT income base of the branch would 
be included in the U. S. CBIT entity's income 
currently. Foreign source income earned by a 
CBIT entity through a foreign branch would be 
subject to residual regular CBIT tax prior to 
distribution. As discussed above, there will 
always be a residual regular CBIT tax on the 
portion of the foreign source income base that is 
excluded from the computation of the foreign tax 
credit. Where the foreign jurisdiction's tax is 
computed with an interest deduction, such income 
will bear, in effect, the same tax that it would 
have borne if earned from domestic sources. With 
respect to the remaining portion of the foreign 
source income base, a residual regular CBIT tax 
will be imposed if the foreign income tax liability 
is less than the regular CBIT liability, with the 
effect that such income also will bear the same 
pre-distribution aggregate tax (foreign tax plus 
CBIT tax) that it would have borne if it were 
earned from domestic sources. 31 If the foreign 
income tax liability on the remaining portion of 
the foreign source income base is higher than the 
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regular CBIT liability, such income will bear a 
pre-distribution tax rate that is higher than the 
CBIT rate applicable to domestic source income. 
This disparity, which also exists under current 
law, is entirely attributable to higher foreign tax 
rates. 

Foreign portfolio equity investment (less than 
10 percent of total equity) by a CBIT entity. 
Foreign source portfolio dividends received by a 
CBIT entity would be subject to source country 
income taxation at the level of the foreign corpo
ration and to a second level source country with
holding tax upon distribution. Regular CBIT 
would apply to the foreign source dividend when 
received by a CBIT entity, subject to offset by a 
foreign tax credit for the source country withhold
ing tax. In most cases, some regular CBIT would 
be collected, because regular CBIT liability would 
generally exceed the foreign withholding tax by 
virtue of treaty rate reductions and by virtue of 
the expansion of the CBIT income base to include 
income paid out as interest. While such income is 
subject to an additional level of taxation (the 
foreign corporate level tax) relative to income 
earned through investment in aU. S. subsidiary, 
the disparity should be approximately the same as 
under current law. If distributed by the CBIT 
entity, such income, to the extent shielded from 
regular CBIT by the foreign tax credit, would be 
subject to the CBIT compensatory tax or an 
investor level tax. If the CBIT entity is a corpora
tion, this result generally will be comparable to 
the result under current law. To the extent residu
al regular CBIT is paid, the result will be better 
than under current law for shareholders now 
taxable on dividend income. A CBIT entity that is 
a partnership with individual shareholders or an S 
corporation may be treated less favorably than 
under current law in certain circumstances. 

Foreign direct equity investment (10 percent 
or more of total equity). Foreign source income 
earned by a CBIT e~tity through a direct equity 
investment would be subject to full source country 
corporate level tax and to a second level source 
country withholding tax upon distribution of a 
dividend from the foreign subsidiary. The CBIT 
entity (whether a corporation or partnership) 
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would receive a credit both for the source country 
withholding tax and for the source country cotpo
rate level tax under IRC § 902. Thus, regular 
CBIT would be imposed only to the extent that 
the regular CBIT liability exceeded the total 
amount of foreign taxes paid or deemed paid. 
Given the opportunity to defer the CBIT 
compensatory tax or investor level tax by 
retention of foreign subsidiary profits at the CBIT 
entity level, the disparity between direct equity 
investment in a foreign subsidiary and investment 
in a domestic subsidiary under CBIT should not 
vary significantly from current law. If distributed 
by the eBIT entity, such income would be subject 
to the eBIT compensatory tax or an investor level 
tax to the extent it was shielded from regular 
eBIT by foreign tax credits. However, as with 
portfolio investment, the result will generally be 
similar to the result under current law in cases 
where such dividends would be taxed fully. To 
the extent subject to residual regular CBIT, such 
income will be taxed less heavily than under 
current law. A eBIT entity that is a partnership 
or an S cmporation may be treated less favorably 
than under current law (depending on whether the 
IRe § 902 credit is extended to such 
shareholders) . 

Foreign debt investment. Foreign source 
income earned by a CBIT entity through a debt 
investment in a foreign entity or subsidiary would 
escape source country income taxation to the 
extent that interest is deductible for foreign in
come tax pUlposes. While such income potentially 
would be subject to a foreign withholding tax 
upon distribution as interest, the CBIT entity 
would receive a foreign tax credit for the 
withholding tax (subject to the foreign tax credit 
limitation). Thus, regular CBIT would be imposed 
only to the extent that regular CBIT liability 
exceeds the foreign withholding tax. Interest 
income received from a domestic subsidiary also 
would be subject to CBIT, in this case imposed 
on the subsidiary. Thus, outbound debt investment 
should not be subject to greater entity level tax 
than domestic debt investment until such income 
is distributed. The CBIT compensatory tax or an 
investor level tax then would apply to the extent 
the income had been shielded from U. S. tax by 
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foreign tax credits. The impact of the CBrr 
compensatory tax or an investor level tax, if and 
to the extent imposed, will be similar to the 
consequences described for the imposition of such 
tax on foreign portfolio equity investment. 

Foreign Source Income 
Earned Directly by Individuals 

Under CBIT, foreign cotporations and other 
foreign entities would be treated as nonCBIT 
entities. Accordingly, as under current law, 
interest and dividend income received directly by 
aU. S. resident individual from a foreign corpora
tion would be subject to tax at the individual's 
marginal tax rate. CBIT does not require the 
modification of the foreign tax credit allowed to 
individuals under current law. 

Taxation of Income from 
Inbound Investment 

As noted in Section 4. A, we view CBIT as a 
very long-range option for equalizing the treat
ment of debt and equity. We anticipate that 
adoption of CBIT would be preceded by a lengthy 
period of consideration and, when implemented, 
CBIT would be phased-in over a period of about 
10 years. See Chapter 10. 

Both the dividend exclusion prototype and the 
shareholder allocation prototype retain the current 
U. S. withholding tax on dividends paid to foreign 
shareholders and the branch profits tax on U.S. 
branches of foreign corporations. Retaining the 
second level of tax on equity income in those 
prototypes simply replicates current law and 
permits reduction of the second level of tax 
through tax treaty negotiations. 

We make a different recommendation in 
CBIT, however. Retaining current law in the con
text of CBIT would require collecting two levels 
of tax on dividends and zero or one level of tax 
on interest. (Chapter 7 discusses the current law 
taxation of foreign investors.) Such treatment 
would violate the equality between debt and equity 
that is one of the principal goals of CBIT. To 
maintain parity between debt and equity, the 



CBIT prototype removes the remaining withhold
ing taxes on both interest and dividends paid by 
CBIT entities.32 The result is to subject both debt 
and equity income to CBIT taxation once at the 
entity level. 

Elimination of the remaining withholding taxes 
on both dividends and nonportfolio interest under 
CBIT would clearly affect U. S. income tax treaty 
negotiations. While existing U.S. treaties provide 
for reciprocal reductions of source country tax 
rates on interest and dividends, CBIT might 
reduce U. S. treaty partners' incentive to grant a 
reciprocal exemption in future negotiations. 33 In 
order to obtain a reciprocal exemption, it might 
be necessary for the United States to make con
cessions either with respect to entity level tax 
collected on dividends and interest or CBIT 
compensatory taxes (if any) imposed on dividends 
and interest. For example, a tax credit for CBIT 
taxes paid could be made available only on a 
bilateral basis. Any such treaty concessions should 
be made in a manner to protect CBIT's basic goal 
of equating the taxation of debt and equity. 

If a compensatory tax were not adopted, 
distributed preference income and shielded foreign 
source income will be taxable to investors. 

We recognize that adoption of CBIT would 
represent a departure from current policy on 
inbound debt investment and that any such depar
ture would require extensive international discus
sions with tax authorities and market participants. 

Conduct of a U. S. Trade or Business 

As under current law, income earned by a 
foreign investor through the conduct of aU. S. 
trade or business would be taxed in the same 
manner as income earned by U.S. residents. CBIT 
rules would apply to foreign business activities in 
the United States. Thus, interest expense attribut
able to aU. S. trade or business would be nonde
ductible, and the current law provisions governing 
the allocation of interest expense to effectively 
connectpif income would be unnecessary. 34 
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Small Business Exception 

The small business exception would apply to 
inbound investment. See Section 4.C. Distribu
tions from small, nonCBIT corporations to for
eigners would remain subject to current statutory 
withholding at 30 percent, unless that rate is 
reduced by treaty provision.35 In the case of a 
U. S. branch of a foreign corporation, the size 
criteria would be applied on the basis of the gross 
effectively connected receipts of the branch. 

4.F IMPACT OF CBIT ON 
INVESTMENT BEHAVIOR 
OF LOW-BRACKET, 
TAX-EXEMPf, AND 
FOREIGN INVESTORS 

Overview 

Because substantial nontax factors influence 
investment behavior, we cannot predict with 
certainty CBIT's impact on the manner in which 
investors allocate their portfolios. Indeed, if tax 
considerations were paramount, there would be a 
strong bias under current law against any 
investment by low-bracket taxpayers and domestic 
tax-exempts in domestic corporate equities (as 
opposed to debt). Current experience indicates, 
however, that both of these groups invest in 
corporate equity. While special statutory with
holding provisions, the statutory exemption for 
capital gains realize4 by foreign investors on 
property investments other than in real property, 
and treaty mitigation provisions make it hard to 
generalize in the case of foreign investors, the tax 
provisions of current law, if given paramount 
effect, would direct their investment toward 
domestic debt rather than corporate equity in most 
instances. Other nontax factors are important, 
however, and foreign investment in domestic 
equity occurs despite higher tax rates than for 
domestic debt. 

The United States' stable economic and politi
cal climate attracts investment. The size of our 
consumer market attracts foreign sellers and 
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investors. Opportunities for diversification not 
available through alternative investments can 
override tax disadvantages. These nontax factors 
will temper portfolio shifts by these classes of 
taxpayers, Considering these countervailing 
forces, we believe that the best approach is to 
adopt a gradual phase-in of CBIT, rather than 
specific measures for low-bracket, tax-exempt and 
foreign investors although we discuss such 
measures below. To preserve CBIT's neutrality 
between debt and equity, the discussion contem
plates identical treatment of debt and equity. The 
reductions of tax due to these mechanisms, of 
course, will have revenue consequences. 

Interest Rate Impact of CBIT 

The interest rate on CBIT debt will be less 
than the interest rate on nonCBIT debt, potentially 
by an amount up to the 31 percent entity level 
tax, because interest received on CBIT debt 
represents an after-tax return. 36 For example, if 
market interest rates on nonCBIT debt were 10 
percent, a debt instrument issued by a CBIT entity 
might bear interest at a rate as low as 6.9 percent. 
If this were the case, the after-tax return on the 
two instruments would be the same for a taxable 
investor with a 31 percent marginal rate. While 
predicting the actual rate relationship between 
CBIT and nonCBIT debt is impossible, experience 
with the ratio of interest on tax-exempt state and 
local bonds to that on taxable corporate bonds 
suggests that the CBIT interest rate may not 
reflect a 31 percent tax rate, because there may be 
insufficient demand for CBIT debt by investors 
with a marginal rate of 31 percent. Thus, for 
example, if a nonCBIT bond bore interest at a 10 
percent pre-tax rate, a CBIT bond might bear 
interest at 8 percent if it were necessary to attract 
lower-bracket investors to CBIT debt. In such a 
case, the 8 percent (after-tax) CBIT return would 
be more attractive to an investor in the 31 percent 
bracket than the 10 percent (pre-tax) nonCBIT 
return. 

Because interest rates on CBIT debt should be 
lower than the rates on nonCBIT debt, low-brack
et, tax-exempt, or foreign investors (collectively, 
tax-favored investors) can be expected to increase 
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their holdings of nonCBIT debt and decrease their 
holdings of CBIT debt. (Overall, these portfolio 
shifts may be offset by increased demand for 
CBIT debt and equity by taxable investors.) 
Depending on their tax rates, tax-favored inves
tors, for example, might prefer a 10 percent 
nonCBIT bond to an 8 percent CBIT bond. For 
any investor with a marginal rate of less than 20 
percent, a 10 percent nonCBIT return is worth 
more than an 8 percent CBIT (after-tax) return. 
While a rate differential of less than 15 percent 
between CBIT and nonCBIT bond rates should 
not affect the portfolio choices of low-bracket 
individual taxpayers, any rate differential could 
affect investment choices by tax-exempt and 
foreign investors since, as under current law, all 
nonCBIT interest paid to tax-exempt investors 
(and portfolio interest paid to foreign investors) is 
tax-free at the investor level. Domestic tax-exempt 
entities might be expected to decrease holdings of 
CBIT debt and increase holdings of governmental 
or other nonCBIT debt and CBIT equity.37 

The treatment of preference income under 
CBIT further complicates the analysis of the 
expected rate differential between CBIT and 
nonCBIT investments. If a compensatory tax were 
imposed, all CBIT investments would pay an 
after-tax return, and ·one would generally expect 
the risk adjusted return on CBIT investments to 
be the same. On the other hand, if payments of 
dividends and interest out of preference and 
foreign source income are taxable to investors, 
issuers with substantial preference and foreign 
source income may pay a higher return than 
issuers with substantial fully-taxed income. 

If CBIT were adopted, special attention would 
have to be given to its impact on international 
capital flows. 

Low-Bracket Investors 

As discussed in Chapter 1, we have structured 
the CBIT prototype to impose a unifonn 31 
percent tax on earnings on capital invested in 
CBIT entities. However, the impact of CBIT on 
taxable equity holders and bondholders with 
marginal rates of less than 31 percent could be 



lessened by providing those investors with a tax 
credit. This credit could be designed to give those 
investors a tax benefit equal to all or a portion of 
the difference between their marginal rate and the 
31 percent CBIT rate. While the credit would not 
be refundable, it could offset tax on other income. 
The effect would be similar to full refundability 
for any investor with enough other tax liability to 
absorb the credit. 38 If a compensatory tax were 
not imposed, the credit would be available only 
for excludable payments. 

The credit is essentially the same as the 
shareholder credit for low-bracket investors 
described in Section 2. D in the context of the 
dividend exclusion prototype. Because CBIT 
extends to both dividends and interest, the credit 
would be available to both equity holders and 
bondholders. 

Example. Assume that a CBIT entity earns $100 of 
income and pays $31 in tax. It then distributes $69 
as interest to a bondholder with a marginal tax rate 
of 15 percent. Applying the formula set forth in 
Section 2.0 (adjusted to reflect the 31 percent 
CBIT rate), a bondholder credit of $16 (i.e., 
$69/.69X(.31-.15» would produce a tax benefit 
equal to the difference between the bondholder rate 
and the CBIT rate. 

Tax-Exempt Investors 

Under the other prototypes described in this 
Report, denying refundability of corporate level 
taxes preserves the current law treatment of 
corporate equity owned by tax-exempt and foreign 
investors. Under CBIT, however, some offset for 
corporate level taxes would tend to move CBIT 
closer to current law by mitigating the additional 
tax burden the prototype places on interest earned 
by tax-exempt investors. As with low-bracket 
shareholders, the credit could be set at a rate that 
would refund either all or a portion of the tax 
imposed at the 31 percent CBIT rate. If a com
pensatory tax is not imposed, the credit would be 
available only for excludable payments. 

Because tax-exempt investors have little or no 
tax liability, they would be unable to benefit from 
the nonrefundable investor credit described in the 
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preceding section. One possibility would make the 
investor credit described above refundable. An 
alternative approach would combine an investor 
level credit with a tax on investment income of 
tax-exempt entities. Under this approach, tax
exempt and foreign investors would be liable for 
tax on all investment income (interest, dividends, 
capital gains, rents, royalties, and other invest
ment income). The rate of this tax could be set to 
produce overall revenues (taking into account the 
investor credit) equivalent to those currently borne 
by equity supplied by the tax-exempt sector. A 
tax-exempt entity could then use the investor level 
credit to offset the tax due on other investment 
income. See Section 6.D.39 

Imposing a tax .on investment income and 
allowing a credit would treat CBIT and nonCBIT 
debt instruments alike (although it probably would 
not fully compensate for the interest rate differen
tial between CBIT and nonCBIT debt). It general
ly would encourage tax-exempt entities to hold a 
mixture of CBIT and nonCBIT debt and equity, 
because the nonrefundable investor credit associat
ed with CBIT debt and equity could be used to 
offset the tax due on other kinds of investment 
income. This approach would minimize differenc
es between CBIT and nonCBIT investments, just 
as it could minimize differences between debt and 
equity under distribution-related integration.40 

Foreign Investors 

The absence of special relief for foreign debt 
investors in the CBIT prototype reflects our 
judgment that elimination of the withholding tax 
on CBIT dividends and interest and elimination of 
the branch tax may balance the CBIT change as to 
debt, recognizing that, under CBIT, foreign 
investors may prefer nonCBIT debt to CBIT debt 
and CBIT equity to equity under current law. 

Nevertheless, either of the mechanisms de
scribed for tax-exempt investors-a refundable 
credit or the investment tax and credit mechanism 
described in the preceding section~ould be used 
to provide relief for foreign investors. A gradual 
phase-in of CBIT also would allow assessment of 
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the need for such mechanisms based on 
expenence. 

Impact of Relief Measures for 
Low-Bracket, Tax-Exempt and Foreign 
Investors on the CBIT Prototype 

Our recommended CBIT prototype contains 
none of the relief mechanisms discussed in the 
preceding sections. Adoption of any of these 
mechanisms would result in a revenue loss which 
would have to be recovered elsewhere in the 
prototype or in other offsetting revenues not now 
required by the prototype. For example, a com
pensatory tax could be imposed. (The estimates 
for the CBIT prototype in Section 13. H do not 
include a compensatory tax.) In addition, the deci
sions to eliminate the branch tax and withholding 
taxes for foreign investors could be re-examined 
(although such a modification would be contrary 
to the goal of imposing a single level of U. S . 
tax). 

4.G STRUCTURAL ISSUES 

Current Law Interest Deduction 
Limitations Under CBIT 

Under current law, interest paid or incurred 
by businesses generally is deductible. In special 
circumstances, however, the Code limits business 
interest deductions. These limitations serve sever
al purposes, such as treating debt instruments with 
equity characteristics as equity, preventing mis
matches in the timing of income and expense, and 
preventing tax arbitrage by borrowing to purchase 
tax -favored investments. 

CBIT's elimination of the deduction for 
business interest by all but the smallest businesses 
could allow a major simplification in the Code by 
eliminating (or substantially reducing) the need 
for several provisions designed to prevent exces
sive and mismatched interest deductions. Thin 
capitalization will no longer be a tax concern. We 
believe the following Code sections could be 
repealed or substantially reduced in scope: 
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• IRC § 385 (granting Treasury the authority to 
define the distinction between debt and equity) and 
IRC § 279 (denying deductions for equity-like debt) 
would be repealed, 

• IRC § 163(e)(5) and (i) (deferring interest deduc
tions on high-yield discount obligations) and IRC § 
163(j) (deferring excessive interest deductions on 
certain related-party debt-the anti-earnings strip
ping provision) would be repealed, 

• IRC § 267(a)(2) (relating to matching of interest 
income and deductions between related parties) 
would no longer apply to interest paid by CBIT 
entities, 

• IRC § 469 (the passive loss rules) and IRC § 465 
(the at risk rules) would have no application to 
interest paid by a CBIT entity, 

• IRC § 263A(f) (relating to capitalization of interest 
with respect to self-constructed assets and invento
ry) could be repealed, and IRC § 266 (the election 
to capitalize interest generally) could be repealed 
with respect to CBIT entities,41 

• IRC § 1277 (restricting interest deductions alloca
ble to accrued market discount) and IRC § 1282 
(restricting interest deductions allocable to accrued 
discount) might no longer apply to interest paid by 
CBIT entities, 

• IRC § 263(g) (requiring capitalization of interest 
and other costs of carrying a straddle) might no 
longer apply to interest paid by a CBIT entity, 

• IRC § 265(a)(2) (disallowing deductions for interest 
incurred to purchase obligations bearing tax-exempt 
interest) might no longer apply to interest paid by 
a CBIT entity, 

• IRC § 265(b) (relating to disallowance of interest 
deductions of financial institutions allocable to tax
exempt obligations) and IRC § 291(e)(1)(B)(ii) (an 
earlier version of IRC § 265(b) applicable for tax
exempt obligations acquired by financial institutions 
between 1982 and 1986) could be repealed,42 and 

• IRC § 264(a)(2), (3), and (4) (denying interest 
deductions on certain debts relating to life insur
ance policies) might not apply to interest paid by 
CBIT entities. 

CBIT will expand the scope of provisions, 
such as IRC § 265(a)(2) (which currently disal
lows deductions for interest on indebtedness 



incurred or continued to purchase or carry obliga
tions bearing tax-exempt interest) and IRC § 
265 (a) (1) (which currently disallows expense 
allocable to tax-exempt income other than inter
est), to apply to taxpayers who receive CBIT 
interest and dividends. While the expanded inter
est disallowance rules would not apply to CBIT 
entities, it would apply to individuals and small 
business entities to disallow interest on debt 
incurred or continued to purchase or carry equity 
or debt of CBIT entities. 43 Absent such expan
sion, much of the CBIT tax base would erode in 
tax arbitrage transactions illustrated by the follow
ing hypothetical example: 

Example. Assume that, for each year of its opera
tion, CBIT entity X earns $1 million, pays 
$310,000 in regular CBIT tax and pays the remain
ing $690,000 as a dividend to individual A, its sole 
shareholder. The $690,000 is not taxable to A. 

Assume that A borrowed $6,900,000 from tax
exempt entity C at 10 percent interest per year to 
purchase the X stock. If A is allowed a deduction 
of $690,000 for interest paid, he can shelter up to 
$690,000 in income from other sources while using 
his excludable CBIT dividends to pay the interest 
to C. C will pay no tax on the $690,000 in interest 
it receives each year. If the $690,000 deduction 
allowed to A shelters income otherwise taxable at 
31 percent, $213,900 of the tax paid by X will in 
effect be refunded to A. While the interest paid and 
dividend received in this example are equal, they 
need not be. If C is willing to loan A $10 million 
against his X stock on the same terms, A's interest 
deduction, if used against other income, would 
fully offset the CBIT tax X paid with respect to the 
distribution to A.44 

Under current law, this is simply one of many 
opportunities for rate arbitrage through the issu
ance of debt by taxable issuers to tax-exempt and 
foreign lenders. CBIT, however, generallyelimi
nates businesses' ability to pay interest to tax
exempt and foreign lenders without the payment 
of one level of tax. Thus, to prevent the erosion 
of the CBIT base, it is also necessary to prevent 
investor level rate arbitrage through borrowing. 

Application of modified IRC § 265 would be 
equally appropriate if a compensatory tax is not 
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adopted and interest and dividends paid by CBIT 
entities out of preference income are taxable to 
investors. In either case, the potential for arbi
trage is the same. See "Anti-abuse Rules" in 
Section 2.B. 

Finally, some of the interest deduction limita
tions CBIT might eliminate may serve policies 
that would continue to be important but would 
require new mechanisms under CBIT. One exam
ple is current law's requirement that debt obliga
tions be issued in registered form. Currently IRC 
§ 163(t) denies a deduction for interest on unreg
istered obligations for which registration is re
quired. This sanction would have no deterrent 
effect for CBIT entities because CBIT eliminates 
interest deductions. Because interest received 
from CBIT entities will not be taxed to the inves
tor, the need for registration of debt instruments 
of CBIT entities for tax enforcement purposes will 
be greatly reduced. However, registration may be 
desirable for nontax law enforcement purposes, 
and replacement sanctions may be needed.45 

Identifying Disguised Interest 

CBIT entities and their investors will be 
indifferent to the characterization of payments to 
investors as either interest or dividends, because 
neither will be deductible by the CBIT entity and 
neither will be taxable to the investor. However, 
tax tensions will remain and may be exacerbated 
by CBIT with respect to rent and royalty pay
ments and allocations between principal and 
interest on the purchase of capital assets. 

If the market rate of interest on CBIT debt 
does not fully reflect the nondeductibility of 
interest payments, it will generally be advanta
geous to a CBIT entity to restructure such pay
ments, where possible, into deductible rental and 
royalty payments. Such a restructuring will 
generally be disadvantageous to taxable recipients 
since it will convert interest that is not taxed into 
taxable rents or royalties. No such tension will 
exist, however, if the recipient is a tax-exempt 
entity or a CBIT entity that is in a net operating 
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loss position. Similarly, CBIT entities can be 
expected to maximize principal and minimize 
interest payments on capital purchases, since asset 
basis will give rise to deductible cost recovery 
while interest payments are nondeductible. Again, 
taxable sellers may have opposing interests de
pending on how gains on asset sales are taxed.46 

As with rents and royalties, these tensions will not 
exist where the seller is tax-exempt or is a CBIT 
entity with a net operating loss. 

CBIT therefore will put increased pressure on 
standards, such as those the Internal Revenue 
Service has developed, distinguishing fmance 
leases (which are treated for tax purposes as loans 
and hence generate nondeductible interest for a 
CBIT entity) from true leases (which are 
respected as such for tax purposes and hence give 
rise to deductible rentals for CBIT entities). 47 

We believe that it would be prudent in a CBIT 
regime to include standards for distinguishing 
interest from rents and royalties in the Code, 
modeling them on existing standards, such as 
those the Service has developed for leases, or on 
IRe § 467, which imputes interest to prevent 
uneconomic accruals of rent. 48 

Purchase price allocations are inherently 
factual and governed by the standards of the 
market. While CBIT may change the tax stakes in 
such allocations, the problem presented is no 
different from that confronting the Internal 
Revenue Service in making fair market value 
determinations under current law. We do not 
contemplate that statutory change will be needed 
in this connection to implement CBIT. 

The current original issue discount (OlD) and 
imputed interest rules may be needed in order to 
distinguish interest from principal. For example, 
in the case of sales of property in exchange for 
debt, these rules are needed to determine the 
buyer's basis and the seller's amount realized. 49 

Similarly, in the case of debt issued for cash, 
these rules are needed to distinguish payments of 
interest (which reduce the EDA and, when the 
EDA is exhausted, are subject to compensatory 
tax or investor level tax) from payments of 
principal. 50 
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Interest Not Subject to CBIT 

CBIT does not dictate any change in the 
current taxation of interest paid on debt issued by 
a nonCBIT borrower. Thus, for example, home 
mortgage interest and personal investment interest 
incurred to carry nonCBIT assets would continue 
to be deductible by an individual borrower to the 
same extent as under current law and includable 
in the income of the recipient. Nonmortgage, 
personal interest would continue to be nondeduct
ible by the borrower and includable by the lender. 
State and local bond interest would generally 
remain excludable from gross income to the same 
extent as under current law. Interest on Treasury 
debt would, as under current law, be includable in 
income by the recipient. 51 

One administrative issue raised by nonCBIT 
debt is tracking income and deductions related to 
such debt. For example, maintaining the current 
law treatment for home mortgage interest, interest 
on Federal debt, and debt issued by foreign and 
tax -exempt entities under CBIT will require 
special reporting rules to identify such interest as 
includable in income and to permit it to retain its 
special character when it is collected and distrib
uted by a REMIC, REIT, or other passthrough 
entity. 

Under CBIT, interest earned on bonds issued 
by State and local governments would retain its 
current exemption from tax,s2 but interest in
come on debt issued by CBIT entities generally 
would be exempt. Under CBIT, the rate of inter
est on exempt state and local obligations may 
approximate the interest rate on corporate debt of 
similar risk and maturity. Thus, State and local 
governments might view CBIT as eliminating the 
borrowing advantage they currently enjoy relative 
to corporate issuers. State and local debt would, 
however, retain its advantage over Treasury and 
other nonCBIT debt such as home mortgages. 

Pension Funds 

As Section 2. G discusses, the immediate 
deduction for employer contributions to pension 
plans, combined with the deferral of income to 



the employee until benefits are paid, effectively 
exempts the investment earnings on the contribu
tion from tax. As a consequence, under current 
law pension fund investment earnings from invest
ments in corporate stock bear only one level of 
tax-the corporate tax paid by the corporation. 
Investment earnings on pension fund investments 
in corporate debt, however, bear no tax at all 
under current law, because corporate income used 
to pay interest is not taxed at the corporate lev
el. S3 Under CBIT, however, investment earnings 
from both CBIT debt and equity will be taxed at 
the payor level, with the consequence that pension 
plans will earn an after-tax return on such invest
ments. The introduction of CBIT thus eliminates 
the deferral of tax on inside buildup. 

The position of pension plan trusts under 
current law could be replicated in CBIT only by 
refunding the CBIT entity level tax on interest 
paid to pension trusts. This step would eliminate 
the need to revise pension tax rules, but would 
undermine CBIT's fundamental goals of treating 
debt and equity alike and collecting a uniform tax 
on business capital income regardless of the 
identity of the investor. 

To equate the treatment of CBIT debt and 
equity investments by pension funds, we recom
mend requiring pension trusts to maintain separate 
accounts for CBIT income and other amounts, 
e.g., contributions and nonCBIT income,S4 to 
treat all distributions made each year as made 
proportionately from the income of each account, 
and to notify pension payees of the amount from 
each account included in their pension payments. 
Payees would be entitled to exclude from income 
pension distributions from the CBIT income 
account, thereby reducing the tax burden on cor
porate equity investments relative to current law. 

Because pension trusts will enjoy no inside 
build-up advantage over other investors with 
respect to the CBIT assets they hold, CBIT might 
induce such trusts to alter their portfolio mix 
toward nonCBIT assets. The degree to which this 
occurs depends on the relationship of CBIT to 
nonCBIT yields and the portfolio and diversifica
tion advantages of particular investments. 
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If a compensatory tax were not adopted, 
pension funds would add only excludable CBIT 
income to the CBIT income account. In general, 
taxing distributed preference income at the inves
tor level, rather than imposing a compensatory 
tax, would lessen the extent to which adoption of 
CBIT removes the tax-free inside build-up on 
CBIT investments. 

Subchapter C Recognition and Reorga
nization Rules 

As in the dividend exclusion prototype, the 
CBIT prototype retains the basic rules of Sub
chapter C governing the treatment of taxable and 
tax-free corporate asset and stock acquisitions. 
CBIT entity gain on asset sales would be taxable 
to the CBIT entity and payment of tax on the 
gains would give rise to additions to the EDA, 
thereby permitting distribution of the after tax 
proceeds of such asset sales to investors without 
further tax. As in the dividend exclusion proto
type, the Subchapter C reorganization rules would 
be retained, and no special limitations analogous 
to IRC §§ 382 and 383 would apply to the EDA. 
See Section 2.F. As in the dividend exclusion 
prototype, EDAs would be combined in acquisi
tive reorganizations and allocated in divisive 
transactions. Liquidations would generally be 
treated as in the dividend exclusion prototype. A 
liquidating entity's EDA would generally be 
allocated among equity holders in proportion to 
the amount of other assets distributed to them, 
and any gain would be excludable to the extent of 
the allocable EDA.55 

In CBIT, however, partnerships are treated as 
CBIT entities. Imposing Subchapter C structural 
rules on partnerships would change current law 
significantly by eliminating the partnership rules 
found in IRC §§ 731-732 which permit tax-free 
distribution of partnership property to partners. 56 
While the CBIT prototype contemplates that the 
existing Subchapter C recognition rules for distri
butions ultimately should be applied to all CBIT 
entities, policy makers concerned about the 
implications of such a rule on changes in the 
organization form of smaller CBIT enterprises 
could create carryover basis exceptions to the 
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Subchapter C recognition rules for smaller CBIT 
entities. 57 

Capital Gains, Dividend Reinvestment 
Plans, and Share Repurchases 
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If a compensatory tax were adopted, a full 
exemption of investor level gains and losses on 
equity and debt could be viewed as consistent with 
CBIT's exemption of investor level tax on divi
dends and interest. However, the fundamental 
problem of capital gains taxation in CBIT is 
similar to that encountered in other integration 
prototypes and either resolution (to tax or to 
exempt capital gains) will be controversial. See 
Chapter 8. If capital gains are taxed under CBIT, 
corporations might implement a dividend reinvest
ment plan (see Chapter 9) to reduce the incidence 
of double taxation on retained earnings. The 
appropriate treatment of share repurchases under 
CBIT also depends on treatment of capital gains. 
See Section 8.B. 

4.H CONDUITS 

Treatment of Conduits under CBIT 

Current law exempts certain organizations 
from entity level tax. These entities function as 
tax conduits; they either are granted complete 
passthrough status or are taxed only on their 
undistributed income. Partnerships generally are 
granted passthrough status if they meet certain 
classification tests that distinguish them from 
corporations. 58 Certain publicly traded partner
ships are always treated as corporations. 59 Regu
lated investment companies (RICs) are taxable 
corporations but are allowed a deduction for 
dividends paid out of both ordinary income and 
capital gains. 6O A typical RIC is a mutual fund 
that makes diversified investments for its share
holders. Real estate investment trusts (REITs) are 
taxed similarly to RICs but are restricted to 
investing predominately in real estate. 61 Real 
estate mortgage investment conduits (REMICs) 
are entities that hold flXed pools of mortgages and 
have both regular interests, providing for flXed, 
unconditional payments and taxed as debt, and a 

single class of residual interests, taxed essentially 
like equity interests in a partnership.62 Holders 
of REMIC residual interests are taxed on their pro 
rata share of the REMIC's net income. 

A cooperative, generally, is an organization 
that transacts business with and for its patrons 
(owners). Some cooperatives enjoy a limited 
exemption from tax: Subchapter T cooperatives 
are treated as corporations under current law but 
are allowed a special deduction for patronage 
dividends and per unit returns allocated to patrons 
based on business activity. While this results in 
effective conduit treatment of patronage distribu
tions and allocations, other earnings of a coopera
tive are SUbjected to corporate taxation.63 Typical 
cooperatives include farmers' cooperatives that 
purchase farmers' crops, sell them, and remit the 
proceeds to the farmers or purchase feed and seed 
for resale to farmers. Other cooperatives include 
grocery, hardware, drug, book, and clothing 
stores that operate on a cooperative basis. 

Conduits that are not taxable entities under 
current law could continue as such under CBIT or 
could be treated as CBIT entities. To the extent 
that a conduit holds only CBIT equity or debt, its 
status as a conduit is irrelevant. A RIC, for 
example, that holds only CBIT bonds would pay 
no entity level tax even if it were treated as a 
CBIT entity, because all of its interest income and 
capital gains would be exempt from tax. Any 
dividends paid to shareholders also would be 
exempt from tax. Conduit status would be equally 
irrelevant, whether CBIT included a compensatory 
tax or instead imposed tax at the investor level on 
distributions out of preference income. See 
Section 4.D. 

Thus, the treatment of nonCBIT income 
earned by conduits is the principal issue in decid
ing whether conduits should retain their pass
through status. One of the principal purposes for 
conduit status under current law is to provide 
relief from the double tax applicable to corpora
tions. Because CBIT subjects corporate income 
only to a single level of tax, CBIT might replace 
the need for cond~its. In addition, retaining 
conduit status for some entities would provide a 



means for avoiding the CBIT regime. Conduit 
status permits income to be taxed at shareholders' 
rates (which, for tax-exempt shareholders, may be 
zero), rather than at the CBIT rate. Thus, there 
would be an incentive to have nonCBIT assets 
held through a conduit rather than through a CBIT 
entity. 

Partnerships 

The CBIT prototype treats partnerships as 
CBIT entities in order to avoid perpetuating the 
bias against doing business in the corporate form. 
Exempting partnerships from CBIT would create 
incentives for investors to choose the partnership 
form whenever the tax benefits of passthrough 
treatment outweighed the business costs of operat
ing in partnership rather than corporate form. 

Example. A group of investors (including some 
tax-exempt organizations) is considering undertak
ing a business venture. The investors decide to 
conduct business through a partnership rather than 
a CBIT entity so business income will be taxed at 
the investors' rates rather than at the CBIT rate. 

By removing taxes from the determinants of 
organizational form, CBIT enhances neutrality. 

In general, under CBIT, partnerships that do 
not qualify for the small business exception 
described in Section 4.C would be taxed like 
other CBIT entities. Thus, a partnership would be 
subject to entity level tax each year on its earn
ings (computed under the normal corporate tax 
rules but without a deduction for interest), but 
would not allocate earnings to equity holders. 
Like other CBIT entities, a partnership would 
maintain an EDA and would track actual distribu
tions (rather than allocations of income) to part
ners and interest payments on debt. Distributions 
and payments in excess of the EDA would be 
subject to compensatory tax (or investor level 
tax).M 

Subjecting partnerships to CBIT may treat 
certain types of partnership income less favorably 
than under current law. For example, partnership 
income would be subject to tax at the CBIT rate, 
rather than at the partners' individual rates. 
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Partnership losses, preference income, and foreign 
tax credits would no longer pass through to 
partners. Distributed preference income and 
sheltered foreign source income would be subject 
to compensatory tax (or investor level tax). If 
these results are undesirable, policymakers may 
wish to expand the class of partnerships that are 
exempt from CBIT beyond the small business 
exception discussed in Section 4.C. However, the 
advantages of doing so should be weighed against 
the costs of retaining tax incentives favoring 
noncorporate forms of organization. 

RICs, REITs, and REMICs 

The analysis for these special purpose pass
through entities may be somewhat different, 
however. There is an argument that they should 
retain conduit status because they serve an impor
tant function as pooled investment vehicles for 
small investors. To the extent that individuals and 
tax -exempt organizations could purchase and hold 
nonCBIT investments, e.g., home mortgages, 
Treasury securities, and tax-exempt bonds, direct
ly, they should be permitted to do so indirectly 
through a RIC or REIT. 

Example. A CBIT corporation would like to issue 
new shares in order to purchase a new building. 
Corporate earnings used to pay dividends on those 
shares would, however, bear tax at the CBIT rate. 
The corporation decides instead to lease its new 
building from a REIT, which issues shares to fund 
the purchase. As a consequence, the corporation 
can deduct the payments of rent, and dividends 
paid by the REIT are taxed at shareholder rates. 

While the preceding example might be viewed 
as avoidance of CBIT, the incentives to engage in 
this form of transaction under current law are as 
strong as they would ·be under CBIT. In addition, 
given a decision to simplify CBIT by making it a 
31 percent tax on all capital income, it might be 
considered worthwhile to maintain investment 
opportunities for low-bracket investors that will 
bear tax at the investor's tax rate rather than the 
CBIT rate.6S Maintaining conduit status for 
RICs, REITs, and REMICs will require the 
expansion of IRC § 265(a)(3) to deny such con
duits the ability to deduct expenditures related to 
the purchase or carrying of CBIT assets. With this 
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modification, however, it should be possible to 
retain current rules for such entities. This ap
proach will make enforcement of the leasing 
standards discussed under "Identifying Disguised 
Interest" in Section 4. G particularly important in 
maintaining the CBIT base. 

Given the decision to treat partnerships gener
ally as CBIT entities, it may be appropriate to 
make changes in the REIT qualification rules to 
allow entities with fewer than 100 shareholders 
and state law partnerships to qualify as REITs for 
tax purposes. This would avoid conferring an 
advantage on large, corporate REITs in real estate 
investing. Similar relaxation of the RIC qualifica
tion rules might be considered. 

Cooperatives 

We believe the limited conduit status granted 
to Subchapter T cooperatives would continue to 
be the appropriate model for cooperatives under 
CBIT. Cooperatives would thus be CBIT entities 
but could deduct patronage dividends. 66 As under 
current law, patronage dividends would generally 
be includable in the patron's income. 

4.1 FINANCIAL 
INTERMEDIARIES 
UNDERCBIT 

Financial intermediaries include depository 
institutions, insurance companies, investment 
banks, and other fmancial services entities. 
Although the specific services provided by these 
institutions vary, fmancial intermediaries generally 
solicit funds from investors, depositors, and other 
lenders and use these funds to make loans or to 
acquire the debt and equity issues of other compa
nies. Thus, fmancial intermediaries earn most of 
their income in the form of dividends and interest 
and tend to have substantial noninterest expense 
that is incurred to produce net interest and divi
dend income and gains on securities. 

The following analysis suggests the basic 
outlines of the taxation of fmancial intermediaries 
under CBIT, although further consideration should 
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be given to these issues during the period CBIT is 
under discussion. 67 

Financial Institutions Generally 

CBIT would exempt from tax much of the 
income received by fmanciaI institutions because 
it is received in the form of dividends and interest 
from CBIT entities. In addition, if fmancial 
institutions were treated as CBIT entities, their 
interest expense would no longer be deductible. 
This raises the question of how other operating 
expenses of fmanciaI. institutions should be treat
ed. We have generally recommended that IRC § 
265(a)(1) and (2), which operate to disallow 
deductions and interest allocable to tax-exempt 
income, be extended to cover investment in equity 
and debt of CBIT entities. Given the large portion 
of fmancial institution income that can be expect
ed to come from CBIT investments as well as 
from tax -exempt State and local government 
bonds, this general rule would operate to disallow 
a significant portion of their operating expenses if 
deductions for such expenses were not allowed. 

This effect is likely to be less significant for 
direct lenders such as banks and fmance compa
nies because they would no doubt begin to charge 
fees (rather than interest) to cover the costs of 
making a loan (as contrasted with the institution's 
cost of funds). Indeed, provisions requiring the 
borrower to pay the lender's transaction costs 
such as attorney's fees, filing fees, survey and 
appraisal expenses, inspection costs and similar 
items are already a common feature of negotiated 
loan transactions. The advantage of converting 
interest income into fee income would be that a 
CBIT borrower could deduct fees but not interest. 
Although the fee income will be includable in the 
income of the CBIT lender, the lender will be 
permitted to deduct operating expenses against 
such income without disallowance under expanded 
IRC § 265. Thus, recharacterizing interest income 
as fees may permit better matching of a fmancial 
institution's income and expenses. This strategy, 
however, is likely to be less successful with 
respect to publicly traded instruments of CBIT 
entities, where the intermediary, in many 



instances, will be unable to negotiate borrower fee 
payments to cover its operating expenses. Given 
the prevalence of commissions and fees in the 
compensation paid to investment banks and securi
ties trading entities, however, it may be that 
market adjustments in these amounts would solve 
the problem for these entities. 

For revised IRC § 265(a) rules to function as 
described in this section, mechanical provisions 
which match operating expenses with related fee, 
commission, and reimbursement income will be 
necessary. In particular, a proportional allocation 
rule such as that found in current IRC § 265(b) 
would produce inappropriate results if CBIT 
income were included in the fraction. Instead, 
fmancial institutions should be allowed to allocate 
operating expenses fully to offset fee income. To 
the extent that fee income is insufficient to cover 
operating expenses, the residual expenses would 
be allocated between CBIT and nonCBIT income 
under the pro rata rule of IRC § 265 (b) and the 
portion allocable to CBIT income could be 
disallowed under IRC § 265(a). 

Alternatively, fmancial institutions could be 
exempted from the disallowance rule of expanded 
IRC § 265(a) with respect to their operating 
expenses. 68 This approach would increase the 
incentive for such institutions to generate suffi
cient nonCBIT income (through investments in 
Treasuries, home mortgages, consumer debt, and 
leasing activities) to absorb fully the portion of 
their operating expenses in excess of their fee 
income. Our analysis indicates that most fmancial 
institutions currently hold enough nonCBIT debt 
to achieve this result; accordingly, the impact of 
such an approach on actual investment patterns is 
likely to be minimal. However, there is no rela
tionship between the nonCBIT income and the 
expenses related to CBIT investments; hence, the 
allowance of a full offset may reduce other in
come, rather than matching nonCBIT income.69 

Savings and Loan Associations 

Savings and loan associations (S&Ls) must 
invest heavily in home mortgages to maintain 
their qualification for special tax rules. Assuming 
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these requirements were maintained under CBIT, 
S&Ls would receive primarily taxable income but 
receive no deduction for interest paid to deposi
tors. There should be a significant spread, howev
er, between the interest rates paid on home mort
gages (because recipients will pay tax on such 
interest) and the interest rates paid to depositors 
(because the depositor will not be subject to tax 
on interest received from the S&L as a CBIT 
entity). This spread may be sufficient to allow 
S&Ls to satisfy their CBIT liabilities, and, if so, 
no special rules will be needed. Again, a gradual 
transition to CBIT would allow policymakers to 
study the observed impact of CBIT before finally 
resolving structural decisions. Because the need 
for a special rule for S&Ls is not clear, the CBIT 
prototype does not include such a rule. 

If experience proves that the rate differential 
between interest on home mortgages and interest 
on CBIT deposits is insufficient to allow S&Ls to 
operate successfully, consideration could be given 
to allowing S&Ls to' issue certificates of deposit 
that would bear taxable interest to the recipient 
and deductible interest to the S&L. Even such a 
limited provision would undermine somewhat the 
tax parity between debt and equity achieved by 
CBIT, however, and should be adopted only if it 
proves necessary. 70 

Insurance Companies 

Under the CBIT prototype, insurance compa
nies would be CBIT entities.71 Like other CBIT 
entities, they would not be allowed a deduction 
for interest paid, but distributions to shareholders 
and creditors would not be taxed to the recipi
ents.n Under CBIT, IRC § 809 (which Congress 
intended to equalize the treatment of stock and 
mutual companies' equity returns) would be 
repealed, since equity returns from both stock and 
mutual companies would be exempt to the recipi
ent under CBIT. In both types of companies, 
payment of tax on earnings from sutplus would 
give rise to an EDA permitting distributions free 
of further tax to investors. Distributions in excess 
of the EDA would trigger the compensatory tax 
or an investor level tax, but would preserve the 
equal treatment of investors. 
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CBIT will, however, require an adjustment in 
the deduction permitted insurance companies for 
annual additions to reserves. Under current law, 
tax reserves are calculated on a discounted basis. 
Accordingly, the deduction for reserve additions 
each year consists of two components: (1) the 
discounted present value of amounts required to 
fund future casualty and benefit payments plus (2) 
the expected return for the year on reserve funds. 
This system permits companies to claim deduc
tions currently rather than deducting the entire 
loss or claim when paid. The difference between 
the present value of such losses or claims and the 
full (or nominal) value of such payments is de
ducted each year as expected return until the loss 
or claim is actually paid. The rate used to com
pute expected return under current law is based 
on the applicable Federal rate (APR), which 
reflects a taxable rate of return. 

Under CBIT, reserves would be calculated 
with a blended market interest rate, which would 
be a prorated average of a taxable nonCBIT rate 
and a non-taxable CBIT rate, according to the 
mixture of assets held by each insurance compa
ny. To the extent that reserve assets are invested 
in CBIT securities, no deduction to shield expect
ed return on CBIT entity dividends and interest 
received by an insurance company would be 
appropriate because such amounts would not be 
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included in its income and would increase the 
insurance company's EDA. Accordingly, insur
ance companies would be required to maintain 
CBIT and nonCBIT income accounts similar to 
those of pension funds under CBIT. As with 
pension funds, insurance companies would be 
required to treat their expected return on reserves 
as arising pro rata from the CBIT and nonCBIT 
income accounts. An annual deduction for expect
ed return would be pennitted only to the extent 
attributable to nonCBIT income. As a result of 
this modification, insurance companies should 
neither obtain new benefits nor lose current law 
benefits with respect to their nonCBIT invest
ments. While insurance companies would pay no 
tax on dividends and interest received from CBIT 
entities, they would enjoy no advantage over other 
investors in this respect. 

The prototype's preservation of reserve deduc
tions to prevent entity level taxation of the inside 
build-up (the income earned on reserves held in 
nonCBIT assets) may be regarded as inconsistent 
with the neutrality principles underlying CBIT, 
since the prototype may lead insurance companies 
to prefer nonCBIT investments which benefit from 
this advantage. We believe, however, that a dif
ferent rule is not necessary for CBIT to function 
effectively and would require reversal of long
standing policies underlying insurance taxation. 



PART llI: PRINCIPAL ISSUES 

INTRODUCTION 

Each of the systems of corporate integration 
considered in this Report would move the U.S. 
tax system in the direction of more neutral taxa
tion of capital income and, in so doing, reduce 
current tax-induced distortions in the allocation of 
capital. All the systems of corporate integration 
would substitute a single level of tax for the 
existing two level classical corporate tax system. 
The CBIT prototype also would eliminate tax 
distortions in the choice between corporate and 
noncorporate forms of business organizations by 
taxing all business income uniformly, at entity 
level tax rates. 

Each of the systems of corporate tax integra
tion is economically equivalent if income earned 
by corporations and individuals were taxed at the 
same tax rate, all income earned by corporations 
were treated the same, and all investors were 
taxed at the same tax rates. l But they are not. 2 

The existence of differing tax rates among indi
viduals and between corporations and individuals, 
tax preferences for a variety of kinds of income 
and deductions, domestic tax-exempt and foreign 
suppliers of capital, and foreign source income 
earned by U. S. corporations create significant 
differences among basic systems of integration. 
These circumstances also raise fundamental 
structural issues that must be addressed within the 
context of each of the integration systems. How 
these issues are resolved in an integrated corpo
rate tax system significantly affects the choices 
among the basic integration alternatives and, 
ultimately, the efficacy of the method chosen in 
reducing or eliminating the distortions associated 
with the classical corporate tax system. 

Transition rules also must be addressed in any 
integration proposal. The speed and administrative 
ease with which integration can be implemented, 
the degree of distortion experienced during the 
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transition period, and the revenue impact of 
different rules may affect the feasibility and the 
desirability of different integration prototypes. 

These issues raise important and controversial 
issues of tax policy apart from their effects in 
structuring an integrated corporate tax system. 
Current law reflects compromises among goals of 
economic efficiency, equity in taxation, and other 
political, social, or economic policy goals (includ
ing furthering, for example, specific categories of 
investment) as well as the coordination of taxation 
across international borders. 

The appropriate connection between such 
policy considerations and the construction of an 
integrated corporate tax system is further compli
cated because the Internal Revenue Code to date 
has addressed questions concerning tax preferenc
es, tax-exempt suppliers of corporate capital, 
international considerations, and tax rates only in 
the context of a classical corporate tax system, not 
within the structure .of an integrated system. 
Indeed, in some cases, provisions of current law 
have been enacted, at least in part, to redress the 
burdens of the classical corporate tax. Therefore, 
the treatment of these specific issues under current 
law mayor may not be the appropriate benchmark 
for resolving the issue under an integrated system. 
On the one hand, current law tax rules have had 
a major impact on economic decisions and have 
shaped a wide variety of existing fmanciaI ar
rangements; care must be exercised so unwar
ranted disruptions do not occur in moving to an 
integrated corporate tax system. On the other 
hand, the resolution of these issues may have 
considerable influence on the degree of success of 
an integrated corporate tax system in removing 
the distortions of the existing system. Our task, 
therefore, has been to approach these issues in a 
manner that advances this Report's fundamental 
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objective-more neutral taxation of capital in
come-where practical, without demanding that a 
move from a classical to an integrated corporate 
tax system be accompanied by a comprehensive 
reevaluation of such fundamental issues as the 
treatment of tax preferences or international 
business transactions. 
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Although this part discusses these issues as 
discrete topics, they are often interrelated. For 
example, decisions regarding the use of tax 
preferences may affect decisions concerning the 
treatment of tax-exempt shareholders, and deci
sions concerning tax-exempt shareholders may 
influence policies regarding foreign investors. 



CHAPTER 5: TREATMENT OF TAX PREFERENCES 

Under current law, the Code provides favor
able treatment that is generally recognized as 
deviating from standard accounting rules for 
particular items of income or expense. 1 These tax 
preferences may take the form of exclusions of 
income or preferential rates for items of income, 
accelerated deductions or deferred income recog
nition rules or credits. Some preferences (like the 
exclusion for interest on certain state and local 
bonds) create a permanent reduction of tax liabili
ty. However, most corporate preferences (like 
accelerated depreciation) offer deferral of tax, 
rather than outright exemption. 

Under current law, there are two mechanisms 
for restricting the use of business tax preferences: 
the earnings and profits rules and the corporate 
and individual minimum tax provisions. The 
earnings and profits rules defme the pool of 
corporate earnings that is taxable as dividends 
(rather than as a return of basis or as capital gain) 
when distributed to shareholders. Earnings and 
profits are calculated to include most corporate 
tax preferences. Thus, income that is tax-pre
ferred at the corporate level is generally subject to 
tax when it is distributed to noncorporate share
holders. 2 Thus, under current law, tax preferenc
es may provide corporations with retainable, but 
not necessarily distributable, tax-preferred funds. 

A strengthened minimum tax for both individ
uals and corporations was a central feature of the 
Tax Reform Act of 1986. Under current law, the 
alternative minimum tax (AMT) is payable only if 
the computation of the minimum tax produces a 
tax greater than the tax due under the regular 
computation. For individuals, the AMT is im
posed at a 24 percent rate on an expanded tax 
base that includes most tax preference items. In 
the case of corporations, the AMT is imposed at 
a 20 percent rate on a tax base that includes a 
broad list of tax preference items. The corporate 
minimum tax serves to limit the capacity of tax 
preferences to reduce tax on retained, as well as 
distributed, earnings. 
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The expanded tax bases for the AMT and the 
relatively narrow rate differentials between the 
regular and minimum' taxes make the minimum 
tax provisions of current law a powerful revenue 
source with widespread impact on the tax plan
ning of both high-income individuals and corpora
tions. If the corporate AMT were repealed, a 
significant increase in the corporate tax rate would 
be required to offset the revenue loss. The mini
mum tax provisions not only raise revenue direct
ly but also serve to increase the regular income 
tax paid by individual and corporate taxpayers 
who limit their use of preferences to avoid being 
subject to the AMT. 

In integrating the corporate and shareholder 
income tax systems, the fundamental question 
about tax preferences is the continuing role of 
limitations on corporate tax preferences. Some 
commentators have suggested that integration 
implies giving to shareholders tax reductions due 
to corporate level tax preferences. 3 They argue 
that if integration is to achieve tax neutrality 
between corporate and noncorporate investments, 
extending preferences to shareholders is appropri
ate. The cost of not extending to shareholders 
preferences that are available to noncorporate 
businesses is retaining a bias against the corporate 
form for any activities that are granted tax prefer
ences. Such activities will tend to be performed 
by noncorporate firms. As discussed in Chapter 1, 
an economic loss results to the extent that such 
activities could be carried on by corporations at 
lower costS.4 

With respect to deferral preferences, such as 
those permitting rapid depreciation or amortiza
tion of capital expenditures, some analysts regard 
distribution of the related income to shareholders 
as the appropriate occasion for ending tax deferral 
and view the earnings and profits provisions of 
current law as appropriately serving that function. 
Retaining the approach of current law and taxing 
preferences when distributed to shareholders 
would continue some disadvantages for 
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distributed, as opposed to retained, earnings, but 
this could be mitigated by treating distributions as 
coming fIrst from fully-taxed income. Where 
corporate tax preferences are intended to alleviate 
the classical system's double taxation of equity 
income, they serve no function in an integrated 
system and, at a minimum, should not be passed 
through to shareholders. Some analysts, for 
example, consider the reduced rate on the frrst 
$100,000 of corporate income as a tax preference 
intended to reduce the degree of double taxation 
for small corporations that decline to elect (or are 
ineligible for) S corporation status. 

In addition, there are substantial revenue costs 
to extending corporate level preferences to share
holders just as there are in cutting back on the 
AMT.5 The revenue cost of extending preferenc
es to shareholders or limiting the impact of the 
AMT would increase the cost of corporate inte
gration, require higher tax rates to produce equiv
alent revenues, and, in effect, increase the value 
of tax preferences relative to taxable income. 
Maintaining current law restrictions on tax prefer
ences would reduce the need to raise tax rates and 
thus reduce the efficiency costs associated with 
such rate increases. 6 Hence, the issue of the 
proper treatment of preferences involves a com
parison of these possible costs with the benefits 
provided by the preferences in an integrated 
world. 

Finally, if a goal of integration is to tax 
corporate income once, corporate tax preferences 
should not be extended to shareholders. In an 
integrated system, extending preferences to share
holders may eliminate both the individual level 
and the corporate level tax. Foreign systems 
generall y do not allow corporate preference 
income to be distributed tax-free to shareholders. 
Belgium, Canada, Denmark, and Japan are 
exceptions. 7 

Integration of the corporate and individual tax 
systems provides an opportunity to review both 
corporate and noncorporate tax preferences to 
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detennine whether they are justifiable in an 
integrated system, but such a comprehensive 
review of tax preferences is beyond the scope of 
this Report. This Report concludes, however, 
that, where practical, integration of the corporate 
tax should not become an occasion for expanding 
the scope of tax preferences. Neither equity nor 
economic efficiency would be enhanced by such 
an expansIOn. 

In practice, this conclusion implies that in a 
distribution-related integration prototype, specific 
mechanisms must be devised to playa role similar 
to the earnings and profits provisions of current 
law to ensure that preferences are not extended to 
shareholders. Similarly, the role and function of 
both the corporate and individual AMT must be 
reexamined to prevent the extension of the scope 
of current tax preferences. 

A simple dividend exclusion or shareholder 
imputation credit method of distribution-related 
integration will not produce the desired result with 
respect to preference income. 8 Integrated tax 
systems outside the United States that do not 
extend corporate tax preferences to shareholders 
have principally relied on either or a combination 
of two mechanisms.9 The frrst is an imposition of 
corporate level tax on the distribution of prefer
ences through a compensatory tax system. IO The 
second is a tracing mechanism or overall lim ita
tion that restricts the amount of relief from tax at 
the shareholder level to actual corporate level 
taxes paidY The lirilitation mechanism elimi
nates the benefit of preferences on distributed 
income by imposing tax at the shareholder rate on 
distributed preference income. The two methods 
can vary significantly when the shareholder tax 
rate differs from the corporate tax rate, and 
would, for example, impose very different tax 
burdens on distributions of corporate preference 
income to tax-exempt shareholders. 12 

The choice between the two mechanisms is a 
close one and a different alternative may be more 
appropriate depending on the method of 



integration adopted. In the distribution-related 
integration prototypes described in this Report, we 
have recommended limiting tax relief at the 
shareholder level to the amount of corporate taxes 
paid and imposing shareholder level tax on 
distributed preferences. Under the dividend 
exclusion prototype, this is accomplished by 
requiring corporations to keep an account limiting 
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excludable dividendsY In CBIT, this mechanism 
also is possible; on the other hand, since all tax is 
paid at the entity level, a compensatory tax may 
have more appeal. 14 We conclude that it is not 
practical to attempt to retain the current law tax 
on distributed preference income under the share
holder allocation prototype. 15 



CHAPTER 6: TAX-EXEMPT AND TAX-FAVORED INvEsTORS 

6.A INTRODUCTION 

Current law defmes many different types of 
tax-exempt entities (including pension funds, 
charities, hospitals, educational institutions and 
business leagues) and imposes various conditions 
in order for them to obtain or retain their tax
exempt status (including nondiscrimination rules, 
minimum payout requirements, limitations on 
maximum contributions and restrictions on invest
ments). Tax exemption is generally limited to 
income received by the entity that is either passive 
in nature or substantially related to an exempt 
function. 

Tax-exempt entities may be grouped into two 
general categories. One group, which includes 
pension funds, 401(k) plans, and similar plans 
(collectively, pension funds), is characterized by 
an exempt entity that holds claims to property on 
behalf of specific individuals, with the earnings of 
the fund untaxed as earned but taxed when distrib
uted to the individuals. The second group, which 
includes charities, hospitals, educational and 
religious institutions, is characterized by invest
ment income that does not inure to the benefit of 
any particular individuals. I 

Tax exemption provides both groups with a 
higher after-tax rate of return on investment 
income than if the earnings were currently tax
able. Retirees receive higher after-tax retirement 
income than if pension fund earnings were taxed 
currently or they had invested in taxable savings 
plans themselves, and charities and educational 
institutions can provide more services or activities 
than if the income on their assets were taxable. 
Despite the differences in the mechanics of taxing 
pension funds and other exempt entities, the 
present value benefit is the same. The pension 
fund tax exemption, employer deductibility of 
contributions to the fund and deferral of employee 
tax is equivalent to simply exempting from in
come tax the pension fund's investment income. 2 
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The Code exempts these entities from income 
tax on all receipts other than net income from a 
business unrelated to the entity's exempt purpose. 
Such unrelated income, whether earned directly or 
through a partnership, is subject to the unrelated 
business income tax (UBIT) , which generally is 
calculated under the regular corporate income tax 
rules. 3 The tax generally applies only if the 
business income is unrelated to the organization's 
exempt purpose. Thus, engaging in a particular 
activity might result in the imposition of UBIT on 
one type of exempt organization but not on anoth
er. The Federal Government and State and local 
governments or their instrumentalities (except 
colleges and universities) are exempt from all tax 
including UBIT. The Code explicitly excludes 
income from certain passive investments from 
UBIT, including dividends, interest, rent from 
real property, royalties, and gains from the sale of 
capital assets. Despite the general exclusion, 
passive income generally is subject to UBIT to the 
extent that it is fmanced with debt. 

The tax-exempt sector plays a major role in 
U.S. capital markets, and in the corporate capital 
market in particular. At the end of 1990, pension 
funds and other exempt organizations held over 
one-quarter of total fmancial assets in the United 
States (Table 6.1). Holdings of the tax-exempt 
sector represented even larger fractions of corpo
rate equity and corporate debt-approximately 37 
percent of directly held corporate equity and 46 
percent of outstanding corporate debt. 

Pension funds dominate tax-exempt sector 
corporate investments, holding more than one
quarter of all directly held corporate stock and 
more than two-fifths of corporate bonds. Figure 
6.1 illustrates the dramatic growth in the share of 
corporate debt and equity held by pension funds 
since the 1950s. As the share of corporate capital 
held by pension funds has grown, an increasing 
share of the associated corporate income has 
avoided the investor level tax. 
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Table 6.1 
Financial Assets of the Tax-Exempt Sector 

End of Year 1990 

Total Credit Mar- Corporate Equity Corporate Debf 
ket Assets l 

(billions (billions (billions 
of dollars) (percent) of dollars) (percent) of dollars) (percent) 

Foreigners 1,636 12 218 6 203 12 
Pension Funds3 2,695 19 967 28 722 44 
!RAs & Keoghs4 

Nonprofit InstitutionsS 

560 4 141 4 11 1 

Total Tax-Exempt Sector 

Total All Sectors 

515 
5,450 

13,996 

Department of the Treasury 
Office of Tax Policy 

4 
39 

100 

130 
1,457 
3,416 

4 
43 

100 

10 
946 

1,629 

1 
58 

100 

ITotal Credit Market Assets: total credit market debt owed by domestic nonfinancial 
sectors plus corporate equities (excluding mutual funds). 

2Corporate Debt includes some foreign bonds. The total amount includes bonds held 
by the financial sector. 

3Pension Funds include private pension funds (including Federal Employees 
Retirement Thrift Savings Fund), state and local government employee retirement 
funds, and pension fund reserves held by life insurance companies. 

4lndividual Retirement Accounts (!RAs) and Keogh accounts: figures estimated. 
sNonprofit institutions include charitable, educational, and similar institutions. 

Estimated as percent of household holdings in Flow of Funds. 

Sources: Federal Reserve Board, Flow of Funds (March 1991 revised); Investment 
Company Institute, Mutual Fund Fact Book (1991), p. 60; and Office of Tax Policy 
calculations. 

Figure 6.1 
Pension Fund Holdings of Corporate Capital, 1950-1990 
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Under current law, tax.
exempt investors, in fact, 
are not exempt from the 
corporate level tax on 
income from their corporate 
equity investments. 
Although dividends paid to 
tax -exempt shareholders are 
not taxed to the recipients, 
the earnings attributable to 
such investors are taxed at 
the corporate level whether 
or not distributed. By con
trast, corporate earnings 
paid to tax -exempt investors 
as interest escape both the 
corporate level tax and the 
investor level tax. 

The fundamental ques
tion addressed here is 
whether under an integrated 
tax system this treatment of 
corporate income of tax
exempt investors should 
continue, or, alternatively, 
whether tax-exempt inves
tors should be subject to a 
tax increase or receive a tax 
reduction from integration. 
The current level of taxa
tion of corporate equity 
income received by tax
exempt investors can be 
retained under integration 
as demonstrated in this 
Report. Integration does not 
necessarily require either an 
increase or a reduction in 
tax on income from capital 
supplied by tax -exempt 
entities to corporations. 

On the other hand, 
corporate integration pres
ents an opportunity to 
reexamine the incentives 
under current law for tax
exempt investors to prefer 



debt rather than equity investments in corpora
tions. The specific question raised by corporate 
integration is whether the current distinction in the 
treatment of corporate equity investments by tax
exempt entities (which bear the corporate, but not 
the shareholder level tax) versus corporate debt 
investments (which bear neither corporate nor 
debtholder level tax) should be retained or de
creased. An integration system best fulfills its 
goals if it provides uniform treatment of debt and 
equity investments by tax-exempt investors. 
Equating the tax treatment of debt and equity will 
require either an increase or decrease in the taxes 
on corporate capital supplied by tax-exempt 
investors or the introduction of a separate tax on 
investment income of these investors. As Sec
tion 6.D discusses, such a tax could be designed 
to maintain the current level of tax on income 
from corporate capital supplied by tax-exempt 
investors while equalizing the treatment of debt 
and equity. 

6.B DISTORTIONS UNDER 
CURRENT LAW 

Current law encourages tax-exempt investors, 
like taxable investors, to invest in debt rather than 
equity. Only two types of income from capital 
supplied to corporations by tax-exempt entities are 
actually tax-exempt. Interest paid by corporations 
is both deductible by the corporate payor and 
exempt from tax in the hands of the tax -exempt 
recipient. Corporate preference income distributed 
to tax -exempt shareholders also is exempt from 
tax at both the corporate and the shareholder 
level. 4 Non-preference income is taxed at the 
corporate level, but is not taxed at the shareholder 
level whether it is received by the exempt investor 
as capital gains from the sale of shares or as 
dividends from distributions. Thus, under current 
law, corporate income paid to tax-exempt inves
tors in the form of interest is not taxed at either 
the corporate or investor level, while non-prefer
ence income retained or distributed to tax -exempt 
shareholders is subject to tax at the corporate 
level. 

Current law does not, however, encourage 
tax -exempt investors to invest in equity of 
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noncorporate rather than corporate businesses, be
cause, in both cases, the income is subject to one 
level of tax. While corporate income (other than 
preference income) allocable to tax-exempt share
holders is subject to tax at the corporate level, the 
noncorporate unrelated business income of tax
exempt investors generally is subject to UBIT.5 
For tax-exempt investors who invest in equity, 
current law generally also does not affect their 
preferences for distributed or retained earnings. 
Because corporate income (other than preference 
income) is subject to current corporate level tax 
and both distributed and retained earnings are 
exempt from tax at the shareholder level, a tax
exempt shareholder has no tax incentive to prefer 
distributed earnings over retained earnings. 

6.C NEUTRALITY UNDER AN 
INTEGRATED TAX SYSTEM 

Because of the asymmetric treatment of debt 
and equity investments by tax-exempt entities 
under current law, an integrated system can 
achieve neutrality between debt and equity invest
ments for tax-exempt investors only by either 
decreasing the tax burden on equity income or 
increasing the tax burden on interest. A straight
forward decrease in the tax burden on equity 
investments might be accomplished by removing 
the corporate level tax on earnings distributed as 
dividends to tax-exempt investors. A deduction 
for corporate divide~ds, for example, would 
achieve this result. The contrary approach might 
subject interest income on corporate debt earned 
by tax-exempt investors to one level of tax (at 
either the corporate or the investor level). 

The ftrst approach, taxing neither dividends 
nor interest paid to tax-exempt investors, would 
lose substantial amounts of tax revenue relative to 
current law. Extending the beneftts of integration 
to tax-exempt investors would add costs of ap
proximately $29 billion annually under distribu
tion-related integration and approximately $42 
billion annually under shareholder allocation. This 
revenue loss would increase the costs of integra
tion and would require offsetting increases in 
other taxes or in tax rates, which might create or 
increase other distortions. This approach also 
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would distort the choice between corporate and 
non corporate investment for tax -exempt investors 
if UBIT remained in place for noncorporate 
investment. If corporate dividends were tax
exempt at both the corporate and investor level, 
while earnings from businesses conducted directly 
or in partnership form were subject to UBIT, a 
tax-exempt investor would always prefer corpo
rate dividends. Indeed, anti-abuse rules might be 
required to preclude tax-exempt organizations 
from avoiding UBIT altogether simply by incorpo
rating their unrelated businesses. 

The second approach, taxing both interest and 
dividends at a single rate, would reduce the 
current advantage of tax-exempt investors relative 
to taxable investors. Tax-exempt investors would 
no longer enjoy an after-tax return on a given 
corporate equity or debt investment higher than 
that available to taxable investors. The principal 
advantage of this approach is that it would equate 
the treatment of debt and equity while maintaining 
the neutrality between corporate and noncorporate 
equity for tax-exempt investors. 6 

6.D GENERAL 
RECOMMENDATIONS 

This Report recommends that a level of 
taxation at least equal to the current taxation of 
corporate equity income allocated to investments 
by the tax-exempt sector be retained under inte
gration. The dividend exclusion prototype, de
scribed in Chapter 2, essentially continues present 
law treatment of tax-exempt investors under an 
integrated tax system, so fully-taxed corporate 
profits would continue to bear one level of tax 
and preference income would not be taxed at 
either the corporate or shareholder level. 7 A 
similar result can be accomplished under an 
imputation credit system of integration, but a 
dividend deduction system would eliminate the 
current corporate level tax on distributed earnings 
on equity capital supplied by tax-exempt inves
tors. 8 Under the shareholder allocation prototype 
described in Chapter 3, taxes are collected at the 
corporate level on corporate income allocable to 
investment by tax-exempt shareholders and no 
refund is provided to nontaxable shareholders. 
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Maintaining one level of tax on equity invest
ments by tax -exempt entities would promote one 
of the primary goals of integration: achieving tax 
neutrality for all investors between corporate and 
noncorporate investments. This choice is consis
tent with a move to integration for taxable share
holders, because choosing to reduce the double 
tax burden on corporate income distributed to 
taxable investors does not necessarily dictate a 
commensurate reduction in the tax burden on tax
exempt investors. Finally, continuing to tax equity 
investments by the tax-exempt sector avoids the 
revenue loss that would result if such investments 
were completely tax-exempt. Increasing other tax 
rates to compensate for such a revenue loss would 
entail other inefficiencies. 

Some countries that have adopted integration 
have chosen to tax separately corporate and other 
income allocable to tax-exempt investors. For 
example, in moving to an integrated corporate 
tax, Australia and New Zealand imposed a tax on 
the income of pension funds, thus reducing the 
number of tax-exempt investors. In both coun
tries, the remaining tax-exempt investor base, 
such as charities, is small. Australia imposed a 15 
percent tax on investment income earned by 
pension funds and made available the full 39 
percent imputation credit from dividends as a 
nonrefundable offset. Australia did not project 
collecting more than a token amount of tax from 
this tax on investment income: it devised the 
mechanism to remove distortions between invest
ing in domestic corporations (which pay Austra
lian tax) and investing in foreign corporations 
(which generally do not). The new Australian 
system also removes distortions between investing 
in equity and investing" in debt. New Zealand went 
further and repealed entirely the tax exemption of 
pension funds; they now function basically as 
taxable savings accounts. Under the U.K. distri
bution-related integration system, the corporate 
level tax is not completely eliminated, with the 
consequence that income distributed to tax-exempt 
shareholders bears some tax burden. 9 

This Report also encourages an effort to 
achieve uniform tax treatment of corporate debt 
and equity investments by tax-exempt investors. 



Because of the important role played by the tax
exempt sector in the capital markets, failing to 
create neutrality for debt and equity investments 
by the tax -exempt sector would limit the extent to 
which integration could achieve tax neutrality 
between the two kinds of investments. This is 
achieved under CBIT by treating tax -exempt 
shareholders and debtholders generally like other 
suppliers of cOIporate capital, with tax imposed at 
the cOIporate level. 10 

One potential alternative approach would tax 
all cOIporate and noncoIporate income allocable to 
investment by the tax -exempt sector at a rate 
lower than the rate applicable to taxable inves
tors.11 Such a tax on the investment income, 
including dividends and interest income, received 
by tax-exempt entities could be set to achieve 
overall revenues equivalent to those currently 
borne by cOIporate capital supplied by the 
tax-exempt sector. Under the imputation credit 
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prototype discussed in Chapter 11, for example, 
imputation credits for cOIporate taxes paid would 
be allowed to tax-exempt shareholders. To the 
extent that the credit rate exceeds the tax rate on 
investment income, the excess credits could be 
used to offset tax on interest or other investment 
income. In addition to the substantial advantage of 
equating the tax treatment of debt and equity held 
by such investors, such an approach would allow 
tax -exempt investors to use shareholder level 
credits for cOIporate taxes paid to the same extent 
as taxable shareholders. 12 By doing so, this 
approach would limit both portfolio shifts and 
other tax planning techniques that might otherwise 
be induced by efforts to distinguish among taxable 
and tax-exempt investors in integrating the coIpo
rate income tax. A revenue neutral rate for such 
a system would be in the range of 6 to 8 percent 
depending on the prototype. 13 This would ap
proximate the current law cOIporate tax burden on 
investments by tax-exempt shareholders. 



CHAYfER 7: 
TREATMENT OF FOREIGN INCOME AND SHAREHOLDERS 

7.A INTRODUCTION 

International issues are important in designing 
an integrated tax system because there is substan
tial investment by U. S. persons in foreign coun
tries (outbound investment) and investment by 
foreign persons in the United States (inbound 
investment). At the end of 1990, private U.S. 
investors owned direct investments abroad with a 
market value of $714 billion, and $910 billion in 
foreign portfolio investment, while private foreign 
investors owned $530 billion in direct investment 
in the United States and $1.34 trillion in U.S. 
portfolio investment. U. S. investors received a 
total of $54.4 billion of income from their direct 
investments abroad in 1990, and $65.7 billion of 
income from their foreign portfolio investments, 
while foreign investors received $1.8 billion from 
their direct investments in the United States in 
1990 and $78.5 billion from their U.S. portfolio 
investments. 

The income from transnational investments 
may be taxed by both the country in which the 
investment is made (the host or source country) 
and the country of residence of the investor (the 
residence country). The United States uses two 
primary instruments for mitigating the potential 
problem of double taxation: the foreign tax credit 
and bilateral income tax treaties entered into 
between the United States and about 40 other 
countries. 

Taxation of foreign investment by U. S. inves
tors. The United States taxes the worldwide 
income of its residents.l The U.S. tax on income 
earned by U.S. corporations or individuals 
through foreign corporations is generally deferred 
until such income is repatriated through dividend 
or interest payments to U.S. shareholders or 
creditors. 2 

The United States allows taxpayers to claim a 
foreign tax credit for qualifying foreign income 
taxes paid (the direct foreign tax credit). Current 
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law also allows corporate taxpayers that receive 
dividends (or include Subpart F income) from at 
least 10-percent owned foreign subsidiaries to 
claim a foreign tax credit for a ratable portion of 
the qualifying foreign taxes paid by the subsidiary 
on the income from which the dividends are paid 
(the indirect foreign tax credit). The portion of 
the foreign taxes which taxpayers may claim as an 
indirect credit is proportional to the fraction of the 
earnings of the foreign subsidiary distributed or 
deemed distributed. The dividend income for U. S. 
tax purposes is grossed up by the amount of the 
direct and indirect credits claimed.3 The indirect 
foreign tax credit, like the dividends received 
deduction available domestically, prevents multi
ple taxation of corporate profits at the corporate 
level. 

The Code limits the maximum foreign tax 
credit to prevent the foreign tax credit from 
offsetting taxes on domestic source income. 
Separate limitations apply to several different 
kinds of foreign source income (baskets) in order 
to restrict the use of foreign tax credits from high
taxed foreign source income against low-taxed 
foreign source income. For each basket, the Code 
limits the amount of foreign taxes paid on income 
in that basket which a taxpayer may claim as a 
credit in the current year to a fraction of the 
taxpayer's pre-credit tax on worldwide income in 
the same basket. The fraction is the ratio of the 
taxpayer's foreign source taxable income in the 
basket to the taxpayer's total worldwide taxable 
income in the same basket. Credits that a taxpayer 
cannot use in a given year because of the limita
tions may be carried back two years or forward 
five years. Additional limitations apply to taxpay
ers subject to the alternative minimum tax. 

Taxation of foreign investors. The taxation of 
U.S. investment income of foreign individuals or 
corporations generally depends upon whether they 
are engaged in a trade or business in the United 
States. Foreign corporations and individuals 
engaged in a U.S. trade or business generally are 
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taxed on their net business income under the same 
rules that apply to a U.S. corporation or citizen 
engaged in the same business. 

The treatment of domestic and foreign inves
tors differs, however, at the shareholder and 
creditor level. Foreign investors not engaged in a 
U.S. trade or business are not subject to the 
individual or corporate income tax.4 Instead, 
subject to significant exceptions noted below, they 
are subject to a 30 percent withholding tax on 
their gross dividend, interest and other income. 
Capital gains realized by a foreign investor on the 
sale of stock or securities (except stock in certain 
U.S. corporations owning U.S. real property) 
generally are exempt from tax. 

The Code exempts from the 30 percent with
holding tax qualified portfolio interest and interest 
earned by foreign investors on U. S. bank depos
its. Interest does not qualify as portfolio interest 
if the investor has a 10 percent or greater equity 
interest in the borrower or is a controlled foreign 
corporation related to the borrower or if the 
interest is paid on a bank loan made in the ordi
nary course of a banking business. 

Under bilateral tax treaties, interest (if not 
already exempt) and dividends and other income 
paid to residents of a treaty country may qualify 
for a significantly reduced rate of withholding tax. 
The reduced rate of withholding tax applicable to 
dividends is often IS percent and may be as low 
as 5 percent on dividends distributed by aU. S. 
subsidiary to a foreign direct corporate investor. 
Tax treaties may reduce the rate of withholding 
on otherwise taxable interest income paid to 
foreign investors (in particular, related foreign 
investors) to 5 or 10 percent or, in many cases, 
zero. 

The current U. S. tax treatment of cross-border 
investment generally reinforces the biases created 
by other features of the classical system of corpo
rate taxation: against equity compared to debt and 
for retention rather than distribution of corporate 
earnings. Statutory exemptions for cross-border 
interest payments, together with more favorable 
treaty provisions for interest than for dividends, 
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reinforce the bias against equity. Likewise, the 
potential for deferral of U. S. tax liability on non
Subpart F income reinforces the bias towards 
retention of such income by foreign 
subsidiaries. 

The major international issues that must be 
addressed in any integrated system are: 

• Should foreign taxes paid by U.S. corporations be 
treated identically to taxes paid to the U. S. Govern
ment? If so, the foreign tax credit for corporate 
taxes paid, in effect, would be extended to share
holders. As a consequence, income that is taxed 
abroad at a rate equal to or greater than the U.S. 
tax rate would not be subject to U.S. tax either at 
the corporate level or at the shareholder level. 

• Should the benefits of integration be extended to 
foreign shareholders? If so, income allocable to (or 
paid to) foreign shareholders would be subject to 
only one level of U.S. tax, at either the corporate 
or shareholder level. If the tax is imposed only at 
the shareholder level, U. S. income tax treaties may 
substantially reduce the tax. 

This Report recommends that: (1) foreign 
income taxes paid with respect to outbound 
investment not be treated the same as U. S. taxes 
paid for integration purposes, (2) foreign share
holders not receive by statute benefits of integra
tion received by U.S. shareholders, and (3) the 
United States' income tax treaties with other 
countries be used as the appropriate vehicle for 
relaxing either of the preceding rules where 
reciprocal benefits are given by the foreign coun
try to U. S. taxes or investors in their integration 
systems. 

7.B OVERVIEW OF U.S. 
INTERNATIONAL TAX 
POLICY 

As indicated above, cross-border investments 
are potentially taxable in at least two countries: 
the residence country (the country where the 
investor resides) and" the source country (the 
country where the investment is made). Sover
eignty unavoidably complicates international tax 
policy: a country may set its own tax policies, but 
not the policies of other countries, even though 
the policies of other countries have a direct 



impact on the fIrst country's welfare. As a result, 
a residence country generally must respect a 
source country's claim to tax income that is 
derived within the source country's borders. 
However, the source country has little control 
over the ultimate level of aggregate taxes paid by 
foreign investors on profIts earned in the source 
country. By choosing to impose additional tax on 
an investor's income from the source country, by 
exempting such income from its own tax, or by 
choosing some intermediate policy, the residence 
country, not the source country, makes the fmal 
decision about the tax burden borne by the resi
dence country's investors. 

Normative Guidance for 
International Tax Policy 

No consensus exists about the proper norms 
for capital taxation in economies with internation
al capital and labor mobility. Integrating models 
of capital taxation and international trade, policy
makers have suggested two principles for taxation 
of international investments: 

• Principle 1 (Capital Export Neutrality). Investors 
should pay equivalent taxes on capital income, 
regardless of the country in which that income is 
earned. 

• Principle 2 (Capital Import Neutrality). All invest
ments within a country should face the same tax 
burden, regardless of whether they are owned by a 
domestic or foreign investor. 

Maintaining both principles sh-nultaneously is 
not a practical option, however, because it would 
require that capital income be taxed equally in all 
countries. That will never occur as long as sover
eign countries establish different tax rates. 

National tax systems, such as that of the 
United States, can approach capital export neutral
ity while taxing worldwide income of resident 
multinational enterprises (the worldwide method 
of taxation), if either the residence country pro
vides credits to its enterprises for taxes remitted 
to foreign governments or the source country 
surrenders the right to tax income from foreign 
investments within its borders. Capital import 
neutrality can be achieved if the residence country 
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decides not to tax income earned from foreign 
jurisdictions and allows the source country to be 
the sole taxing authority for international 
investment income. 

Since capital export and capital import 
neutrality cannot be attained simultaneously when 
international differences exist in capital income 
taxation, a clear advantage for one or the other 
would be useful. However, analyses of interna
tional taxation by eConomists specializing in 
international trade generally offer no strong 
endorsement of one principle relative to the 
other. 5 Capital taxation in open economies (econ
omies in which international borrowing and 
lending occur) can distort both the level of saving 
within an economy and its allocation among 
alternative investments at home and abroad. 
Capital import neutrality can enhance worldwide 
economic effIciency if domestic savings are 
ineffIciently low by reducing the tax burden on 
savings. 

Capital export neutrality, in contrast, enhances 
worldwide effIciency in the allocation of savings. 
It may be a guiding principle when effIciency 
costs of distortions in the allocation of savings are 
significant relative to costs of tax-induced distor
tion in the level of savings. Most available evi
dence supports the proposition that the sensitivity 
of domestic savings with respect to changes in net 
return is small relative to the sensitivity of the 
location of investment with respect to changes in 
net return. 6 Accordingly, many economists and 
policy makers presume that capital export neutrali
ty offers better guidance for international tax 
policy. Nonetheless, given the existence of tax
induced distortions in both savings and invest
ment, the complexity of the modern multinational 
enterprise (relative to two-country examples often 
considered in theory), and the possibility of 
international tax competition, some compromise 
between capital export and capital import 
neutrality is inevitable.7 

Outbound Investment 

Since 1918, through the foreign tax credit, 
the United States has generally implemented the 
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principle of capital export neutrality unilaterally 
and without interruption. s Since 1921 the foreign 
tax credit has been limited so it does not exceed 
the U. S . tax liability incurred on the foreign 
source income in the absence of the credit. The 
limitation seeks to prevent the credit from offset
ting U. S. tax on U. S. source income. However, 
because the limitation allows a foreign tax rate 
that is higher than the U. S. tax on the relevant 
income to go unrelieved, the limitation works 
against the policy of capital export neutrality. 

A taxpayer generally receives a foreign tax 
credit only for income taxes paid to a foreign 
government on the taxpayer's own income. Thus, 
a shareholder generally may claim a credit for 
foreign taxes withheld from a dividend payment 
includable in the shareholder's income but may 
not claim a credit for the foreign taxes paid by the 
corporation on the income out of which the 
dividend is paid. The only exception to this 
principle is the indirect foreign tax credit allowed 
for a domestic 10 percent corporate shareholder of 
a foreign corporation for the foreign income taxes 
paid by the foreign subsidiary on the income out 
of which the dividend is paid. 9 

In other respects, however, the U.S. taxation 
of outbound investment tends toward capital 
import neutrality-the tax rate on foreign source 
income of aU. S. investor is detennined by the 
tax imposed by the source country. First, the U. S. 
tax regime generally allows deferral. That is, the 
U. S. tax on foreign source income of U. S. owned 
foreign companies is deferred until such profits 
are repatriated in the fonn of dividends. Deferral 
affects a U.S. investor's initial decision to make 
or forgo a foreign investment because, even if the 
investor is obligated to pay the residual U.S. tax 
(a capital export neutral result), the time for 
paying this tax may be postponed indefinitely. 
Deferral thus substantially reduces, and under 
some conditions virtually eliminates, the present 
cost of the residual U.S. tax (a capital import 
neutral result).10 Deferral, however, is not sig
nificant with respect to dividends paid from 
current earnings, or where foreign tax rates equal 
or exceed the U.S. corporate rate. In addition, 
certain foreign corporations controlled by U. s. 
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residents are subject to current U. S. tax on certain 
types of undistributed income under the Code's 
Subpart F rules. The advantage of deferral also is 
less where the domestic corporate ownership 
interest is less than 10 percent of the voting stock 
in the foreign corporation. In that case, the indi
rect foreign tax credit is not available. Thus, 
dividends will incur both the foreign corporate 
level tax and, after deduction of the foreign tax, 
the U. S. corporate level tax. 

Second, the U.S. tax regime allows averaging. 
That is, in detennining the residual U. S. tax on 
foreign profits, a high foreign tax imposed on one 
item of foreign income may be averaged against 
a low foreign tax imposed on another item of 
foreign income, as long as the different items of 
income are both within the same statutory basket 
for purposes of the foreign tax credit limitation 
rules. If the foreign tax rate on an item of foreign 
income is higher than the U. S. rate, the U. S. 
investor mayor may not bear the cost of the 
higher foreign rate, depending on the opportuni
ties for averaging. If the investor must bear the 
higher rate, it is placed in parity with local inves
tors in the foreign country, a capital import 
neutral result. If, on the other hand, the investor 
is able to average the high foreign tax rate on the 
income in question against low foreign rates on 
other foreign income, then the investor will avoid 
the extra burden of the high foreign rate. This 
should render the investor capital export neutral 
with respect to the highly taxed foreign income 
(since averaging will reduce the total tax on such 
income to the U. S. rate, but no lower), but also 
should render the investor capital import neutral 
with respect to the lower taxed foreign income 
(because the investor is able to escape some of the 
residual U.S. tax on such income). The opportuni
ties for averaging have been reduced since the 
1986 Act created separate foreign tax credit 
limitation baskets for specific types of income. 

Inbound Investment 

U. S. tax policy on inbound investment gener
ally asserts a substantial source country claim to 
tax on certain types of income coupled with a 
policy of nondiscrimination against foreign 



investors. For foreign owned corporate invest
ment, the United States generally imposes two 
levels of tax. Thus, the United States taxes the 
business profits of foreign owned domestic corpo
rations or U. S. branches of foreign corporations 
similarly to the profits of u.S. owned domestic 
companies and imposes significant withholding 
taxes on dividends paid to foreign investors. The 
U.S. rules for taxing the u.S. branch of a foreign 
corporation also are designed to impose on the 
branch's profits the same amount of tax that 
would be imposed if the branch were a subsidiary 
of aU. S. cOlporation. The major exceptions to 
the general U. S. policy are the exemption of 
much of the interest income that is paid from 
u. S. sources to unrelated foreign lenders (other 
than banks), the decision to exempt capital gains 
not effectively connected with aU. S. business or 
attributable to a u.S. real property interest, and 
the reduction of withholding taxes on dividends, 
non-exempt interest, and royalties paid to foreign
ers (whether or not related) through bilateral 
treaties. 11 

The United States's network of bilateral 
income tax treaties significantly modifies the 
statutory orientation toward source country taxa
tion. In general, tax treaties boost the tax claims 
of the residence country, largely by substantially 
reducing the withholding rates at source on invest
ment income. In addition, tax treaties may require 
higher levels of business activity (a permanent 
establishment) before asserting a U.S. claim to tax 
business profits. 12 

7.C INTERNATIONAL TAX 
POLICY AND INTEGRATION 

Outbound Investment
Treatment of Foreign Taxes 

This Report generally recommends that, in an 
integrated tax system, the statutory treatment of 
foreign taxes paid by corporations should differ 
from the treatment of the taxes they pay to the 
u. S. Government. Equal statutory treatment of 
foreign and U. S. corporate level taxes would 
significantly reduce the current U. S. tax claim 
against foreign source corporate profits and often 
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would completely exempt such profits from U.S. 
taxation at both the corporate and shareholder 
levels. Such unilateral action would result in a 
significant departure from the prevailing allocation 
of tax revenues between source and residence 
countries. 13 

The integration systems recommended in this 
Report, therefore, generally retain the corporate 
level foreign tax credit but do not extend to 
shareholders the benefits of a foreign tax credit 
for foreign taxes paid by the corporation. Howev
er, where foreign income is taxed at a foreign rate 
that is lower than the current U. S. corporate rate, 
there would be less double taxation than under 
current law, because corporate level residual tax 
would be treated identically to any other U.S. 
corporate taxes. 14 Foreign source income subject 
to tax in the source country at source country 
rates higher than the U. S. rate would continue to 
be subject to a single level of U.S. tax when 
distributed. Thus, although foreign source income 
earned by U. S. corporations might be subject to 
more tax than domestic income, foreign source 
income generally would not be subject to double 
taxation to any greater extent than under current 
law. Retaining a single level of tax on foreign 
income should not harm the ability of U.S. finns 
to compete in foreign markets relative to current 
law. 

Critics of continuing to impose any U.S. tax 
on foreign profits might contend that, because the 
United States currently is willing to give up 
entirely its tax on certain types of foreign profits, 
it should be willing to do so generally for foreign 
corporate profits in an integrated corporate tax 
system. This argument is not compelling, howev
er. To be sure, the United States does not always 
currently insist on a single level of tax on foreign 
source income, as evinced by its unilateral deci
sion to grant a foreign tax credit to individuals 
earning foreign income directly or through a 
partnership. Individual profits from foreign 
sources, however, have been a small fraction of 
the foreign source profits earned by U. S. -based 
multinational corporations, and the revenue loss 
from such a policy has therefore been small 
compared to that which would occur if foreign 
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taxes paid by corporations eliminated U. S. tax at 
both the corporate and shareholder levels. More
over, allowing a foreign tax credit to individuals 
on the foreign source income directly earned 
alleviates the burdensome tax structure that would 
otherwise arise under current law, because defer
ral would not be available and the foreign and 
U.S. taxes would both be imposed currently. 

Another potential criticism is that failure to 
pass through foreign tax credits to shareholders 
would violate capital export neutrality and, hence, 
would be inconsistent with our underlying goal for 
integration: to enhance economic efficiency. As 
discussed above, however, it is not apparent that 
export neutrality does, in fact, lead to an efficient 
allocation of capital. In any case, if foreign tax 
credits were available to offset the single level of 
tax in an integrated system, the revenue loss 
would be serious-approximately $17 billion a 
year. Taxes would have to be raised elsewhere, 
and that would generate its own inefficiencies. 

Finally, passing through foreign tax credits to 
shareholders would pose significant administrative 
difficulties. The foreign tax credit limitation and 
sourcing rules would have to be applied at the 
individual shareholder level both to ensure that 
taxpayers claimed the proper credit for foreign 
taxes and to prevent the U. S. Treasury from 
bearing the cost of high foreign tax rates. Without 
these rules, shareholders in corporations with 
foreign income that is taxed at a rate greater than 
the U. S. rate could use the excess credits to offset 
tax liability on domestic income, with the conse
quence that the U.S. Treasury would in effect 
provide domestic shareholders with refunds of 
corporate taxes paid to foreign countries. IS This 
is a particularly serious issue because tax rates in 
many foreign jurisdictions are higher than current 
U.S. tax rates. The difficulty of ensuring the 
availability of adequate infonnation concerning 
foreign taxes to both the shareholder and the IRS 
would complicate application of these rules at the 
shareholder level for widely held, non-U.S. 
controlled foreign corporations. 

From a legal point of view, continuing to 
impose a single shareholder level of residence 
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country taxation on foreign source income would 
not violate the United States' treaty commitments 
to eliminate double taxation by granting a foreign 
tax credit. Because U. S. tax treaties generally 
reflect an assumption that treaty partners have 
classical systems of corporate-shareholder taxa
tion, the United States' treaty obligations require 
that U. S. corporations be allowed a foreign tax 
credit against the U. S . tax on foreign source 
income received directly by the corporation, and 
that individuals be allowed a credit for foreign 
source income received by the individual. No 
treaty obligation requires the United States to 
grant further relief with respect to foreign taxes 
paid or deemed paid by a domestic corporation, 
e.g., by eliminating the shareholder tax on a 
taxable dividend under the dividend exclusion 
prototype (or CBIT) or, if a compensatory tax is 
imposed under CBIT, refunding the compensatory 
tax. In specific circumstances, however, the 
United States might agree to extend, by treaty, the 
benefits of integration. to foreign taxes on profits 
of U.S. multinationals. 

Under the dividend exclusion prototype, a 
problem with maintaining a single level of U. S. 
tax on foreign earnings is a continued bias in 
favor of the noncorporate, rather than the corpo
rate, fonn for foreign investment, although, as a 
practical matter, this problem may not be very 
serious. Individuals would be entitled to a foreign 
tax credit for foreign taxes imposed on their direct 
investments but not for taxes imposed on the 
investments of corporations of which they are 
shareholders. Thus, by not treating foreign corpo
rate taxes equivalently to U.S. corporate taxes, an 
incentive to structure foreign investment through 
partnerships would continue. If the corporate fonn 
could not be avoided, there also would continue to 
be an incentive to make foreign investments in the 
fonn of debt, which would reduce the foreign tax 
base and convert foreign profits to domestic 
profits. Large investors might achieve similar 
effects by using rental or royalty payments or by 
aggressive transfer pricing. 

The dividend exclusion and imputation credit 
prototypes implement our policy recommendations 
by maintaining the current foreign tax credit rules 



and by limiting the amounts of excludable divi
dends to corporate income on which U.S. taxes 
have been paid (or limiting shareholder imputation 
credits to U.S. taxes paid).16 In effect, dividends 
paid out of foreign source income not previously 
subject to U.S. tax because of foreign tax credits 
would be taxed fully at the shareholder level, as 
under current law. Under CBIT, the U.S. tax may 
alternatively be imposed through a compensatory 
tax at the corporate level on distributions of 
foreign source income shielded from regular 
CBIT by the foreign tax credit. 17 In either case, 
corporations are allowed to treat dividends as paid 
flrst out of U.S. taxed income. Under the share
holder allocation prototype, foreign taxes, in 
essence, would be treated as equivalent to U.S. 
taxes, and this is among the reasons that this 
prototype is not recommended in this Report. 18 

Inbound Investment
Treatment of Foreign Investors 

The basic issue that an integration proposal 
must resolve for inbound investment is whether, 
by statute, the United States should continue to 
collect two levels of tax on foreign owned corpo
rate proflts or whether foreign investors should 
receive beneflts of integration similar to domestic 
investorsY For the reasons set forth below, this 
Report recommends that, except in the case of 
CBIT, foreign shareholders not be granted inte
gration beneflts by statute, but instead that this 
issue be addressed on a bilateral basis through 
treaty negotiations. Most of the major trading 
partners of the United States that have integrated 
their corporate tax regimes have followed this 
approach. 20 

At least two basic obstacles restrain unilateral 
extension of integration beneflts to foreign share
holders. The fIrst is the inherent limitation on any 
source country's taxation of foreign investors. The 
residence country, not the source country, ulti
mately decides the tax burden that should be 
borne by its resident investors. As a consequence, 
if the United States unilaterally extended the 
benefIts of integration to foreign shareholders, it 
would abandon its right to source country taxation 
of dividends with no assurance that the foreign 
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investors would not be subject to a second level of 
tax in their country of residence. Substantial 
revenue would be lost without any necessary 
increase in efflciency of capital allocation. 

The second obstacle is the interaction between 
a U.S. integration system and existing treaty 
obligations. For example, extending a refundable 
imputation credit to foreign shareholders by 
statute, combined with traditionally low treaty 
withholding rates on dividends, could signifIcantly 
reduce the aggregate U.S. tax on proflts distribut
ed to foreign shareholders, without any compara
ble reduction in foreign taxes on U. S. investments 
in the treaty country. 21 

Thus, there is no reason for the United States 
by statute unilaterally to extend the beneflts of 
integration to foreign shareholders. Integration 
seeks to provide relief for investors using the 
corporate form, not for foreign governments. If a 
second level of tax is to be collected, no obvious 
conceptual or practical reason exists why the 
source country should sacrifIce its claim to this 
tax revenue for the sake of consistency. 

Several of our treaty partners adopting impu
tation credit systems have concluded that refusing 
to extend integration beneflts by statute to foreign 
shareholders residing in treaty countries would not 
violate the provisions of tax treaties that prohibit 
discrimination based on capital ownership. These 
countries argue that, under an imputation credit 
system, all proflts are taxed at the corporate level 
at the same rate (34 percent, for example), with
out regard to "capital ownership," and allowing or 
denying the imputation credit to the shareholders 
is an issue of how to tax the shareholder, not the 
corporation. No treaty requires that foreign 
shareholders receive the same tax credits as 
domestic shareholders. Thus, there is no treaty 
violation. Similar arguments could be made about 
the dividend exclusion prototype. 22 

As Chapter 2 indicates, the dividend exclusion 
prototype generally would not provide any inte
gration benefIts to foreign shareholders, because 
current withholding taxes would continue to 
apply. 23 Similarly, inbound investment in an 
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imputation credit system would remain subject to 
two levels of U. S. tax because imputation credits 
would not be made available to foreigners and 
current withholding taxes would continue to 
apply. Neither approach would treat inbound 
investment more harshly than under current law, 
because deferral of the second level of tax would 
continue. 24 A dividend deduction system, on the 
other hand, would automatically extend the bene
fits of integration to foreign shareholders, unless 
a rule were adopted to deny the deduction for 
dividends paid to foreigners - a rule that would 
violate u.s. treaty obligations. The shareholder 
allocation prototype avoids extending the benefits 
of integration to foreign shareholders by imposing 
corporate level tax, continuing to impose with
holding tax on dividends, and denying refunds of 
corporate taxes paid to foreign shareholders. 25 

In contrast, to ensure parity between debt and 
equity, the CBIT prototype generally removes the 
withholding tax on both dividends and interest of 
CBIT entities and repeals the branch profits tax. 
The result is that both debt and equity mcome 
would be subject to tax once. 

The United States may consider extending the 
benefits of integration to foreign shareholders 
resident in countries that have treaties with the 
United States. The fundamental policy issue in 
deciding whether and how to extend integration 
by treaty to foreign shareholders is how to divide 
the tax revenue from corporate profits between 
the source country and the residence country. As 
noted above, traditional treaty rules reflect an 
allocation of revenue based on the classical, 
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two-tier tax system for corporations and share
holders: the source country generally has the 
exclusive right to tax business profits earned 
therein by a domestic corporation and the two 
countries divide the right to tax the profits when 
distributed, with the greater share of this revenue 
going to the residence country. Integration, of 
course, alters the original pool of tax revenue by 
decreasing the total (assuming no offsetting rate 
increases) and by reallocating it between the 
shareholder and corporation. Thus, moving to an 
integrated corporate tax system may upset the 
balance of interests traditionally reflected in the 
treaty rules of the United States. 

Various methods can be devised for extending 
integration by treaty to inbound and outbound 
investment, and these different methods will 
produce differing allocations of the taxes collected 
from the corporation between the source country 
and the residence country. For example, the 
dividend exclusion prototype could be adopted to 
permit the source country to retain its corporate 
tax revenues: the source country would eliminate 
its withholding tax on distributions to treaty 
residents and the residence country would credit 
the source country taxes against the direct and 
ultimate shareholders' tax liabilities in the resi
dence country and collect any residual tax. An 
alternative approach would impose a tax on 
foreign shareholders at a rate that would approxi
mate the current level of revenues now collected 
by the United States on U.S. source corporate 
income from foreign investments and allow a 
credit against this tax for corporate level taxes 
paid. 26 



CHAPrER 8: THE TREATMENT OF CAPITAL GAINS IN AN 

INTEGRATED TAX SYSTEM 

Moving from a classical to an integrated 
corporate tax system raises issues relating to the 
taxation of capital gains on sales of corporate 
stock. While each of the integration prototypes 
reduces the biases of the classical system, rules 
selected for taxation of capital gains on sales of 
corporate stock will affect the degree of neutrality 
achieved by each prototype. Taxing shareholder 
level capital gains on stock attributable to earnings 
that have been taxed at the corporate level is not 
appropriate in an integrated system. Taxing such 
gains on stock could perpetuate the classical 
system's biases against the corporate form and 
against investments in equity rather than debt. In 
addition, a higher effective tax rate on retained 
earnings could provide a tax incentive for corpo
rations to distribute earnings as dividends. On the 
other hand, a failure to tax shareholder level stock 
gains may result in significant deferral or even 
elimination of tax attributable to unrealized 
corporate asset appreciation. l 

S.A TAXATION OF CAPITAL 
GAINS ATTRIBUTABLE TO 
RET AINED TAXABLE 
EARNINGS 

When a corporation retains earnings, its stock 
will generally increase in value. There is some 
controversy about the extent to which an incre
mental dollar of retained earnings translates into 
share appreciation. 2 In integration prototypes that 
tax earnings at the corporate level, e. g., the 
dividend exclusion and CBIT prototypes, divi
dends would not generally be taxed again at the 
investor level. Under these prototypes, to preserve 
neutrality in the taxation of corporate capital 
income, shareholders' capital gains attributable to 
retained earnings that have already been taxed 
fully at the corporate level should not be taxed 
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again at the shareholder level. Imposition of a 
capital gains tax in this case would be a double 
tax on the retained earnings of the corporation. 

The second level of tax, however, may prove 
temporary. If the corporation subsequently distrib
utes the retained earnings, the value of the stock 
may decline to reflect the distribution of corporate 
assets. As a consequence, the tax on the selling 
shareholder's gain may be effectively reversed by 
an offsetting capital loss of the purchasing share
holder. The extent to which the capital loss 
reverses the double tax will depend on the timing 
of the distribution of the retained earnings and of 
the realization and treatment of the capital loss.3 

When the tax reduction from the later capital 
loss precisely offsets the tax on the earlier capital 
gain, the system will collect only one tax on 
corporate earnings. However, a subsequent capital 
loss deduction allowed to a taxpayer different 
from the one who originally is taxed on the 
capital gain will often be an imperfect offset. For 
example, the tax on the gain may occur in a year 
earlier than the tax reduction from the capital 
loss. The acceleration of tax may even approxi
mate, in present value terms, double taxation if 
there is a substantial period between the payment 
of capital gains tax by the fITst shareholder and 
the recognition of an offsetting capital loss by a 
subsequent shareholder. In addition, limits on the 
deductibility of capital losses may prevent the 
purchasing shareholder from fully using the 
offsetting capital loss. The additional burden 
imposed by a capital gains tax also depends on the 
marginal tax rates of the purchaser and seller of 
stock,4 and the fact that shareholders with differ
ent marginal tax rates will generally face identical 
market prices for their stock further complicates 
analysis of the extent of double taxation. 
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8.B SOURCES OF CAPITAL 
GAINS OTHER THAN 
TAXABLE RETAINED 
EARNINGS 

Not all capital gains from increases in the 
value of corporate equity arise from accumulated 
retained earnings. Gains from other sources may 
imply different tax consequences than those 
applicable solely to gains from fully-taxed 
retained earnings. 

First, capital gains on corporate stock may be 
attributable to retained preference income. In that 
case, taxing capital gains on corporate stock does 
not impose a second level of tax, because no tax 
has been paid at the corporate level. Taxing such 
capital gains produces a single tax on those 
earnings at the shareholder level. If, as we recom
mend in Chapter 5, integration should not extend 
corporate level preferences to shareholders, such 
gains should be taxed. Providing relief for capital 
gains attributable to retained preference income 
would exacerbate the incentive to retain rather 
than distribute preference income or to distribute 
preference income in a nondividend distribution in 
which capital gain treatment might be available. 5 

Second, capital gains may be attributable to 
real unrealized appreciation in the value of corpo
rate assets. In that case, the unrealized corporate 
level gain, in effect, will be realized ftrst at the 
shareholder level upon the disposition of the 
stock. The gain also will be realized at the corpo
rate level when the corporation disposes of the 
asset. Although such gains eventually will be 
taxed at the corporate level, in a realization-based 
income tax system, taxing the shareholder level 
gain seems appropriate, since that is the ftrst 
realization event with respect to the appreciation. 
It may, however, be appropriate to prevent double 
taxation when the corporation subsequently dis
poses of the appreciated asset. 6 

Third, capital gains may be attributable to 
changes in the anticipated value of corporate 
earnings, due, for example, to management 
changes or revised estimates of proftts from new 
products or inventions. Tax considerations for 
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gains attributable to such factors are similar to 
those concerning unrealized appreciation in tangi
ble corporate assets. Accordingly, taxing the 
appreciation when the shareholder sells the stock 
seems appropriate. 

Finally, taxable capital gains may result from 
inflation. In an unindexed system, capital gains 
tax liability can result simply because nominal 
asset values rise with inflation, although a taxpay
er may have no increase in real income. Taxing 
such gains can lead to high effective tax rates on 
capital gains. Indeed, granting relief to capital 
gains to offset the effects of inflation has been one 
of the principal justifications advanced for mea
sures such as lower rates on capital gains or 
indexation of such gains.7 

8.C ADJUSTMENTS TO 
ELIMINATE DOUBLE 
TAXATION OF RETAINED 
CORPORATE EARNINGS 

Although avoiding the double taxation of 
corporate retained earnings is an important factor 
to be taken into account, how capital gains are 
treated in an integrated corporate tax system will 
tum ultimately on the resolution of basic policy 
issues that have long been controversial under the 
income tax. Considerations such as the desire to 
stimulate investment and entrepreneurship and to 
avoid the overtaxation of inflationary gains sup
port preferential rates or exclusions for all or a 
part of capital gains income. On the other hand, 
some analysts will contend that capital gains and 
ordinary income should be taxed similarly. 

Integration of the corporate income tax can 
proceed and will serve to reduce substantially the 
distortions of the current system whichever of 
these options for taxing capital gains is chosen. 
However, in designing an integrated corporate 
tax, one must consider the treatment of capital 
gains, as well as dividends, in developing rules 
that minimize distortions in corporate and 
individual fmancial behavior. 

As discussed in Ch~pter 3, the shareholder 
allocation prototype would allocate corporate 



taxable income to shareholders each year and 
would provide a system of shareholder level basis 
adjustments similar to those used for partnerships 
or S corporations under current law. 8 Share basis 
would increase to reflect the corporation's taxable 
income and certain preference income and would 
decrease to reflect distributions. Thus, under such 
a system, any capital gains on sale of corporate 
stock would be attributable to preference items for 
which no basis adjustment is allowed, unrealized 
appreciation, or inflation. 

On the contrary, the dividend exclusion proto
type, set forth in Chapter 2, does not provide any 
adjustments to share basis to reflect the corpo
ration's retention of income that has been taxed at 
the corporate level. As a consequence, taxing 
capital gains could impose an additional share
holder level tax on retained earnings that have 
already been taxed in full at the corporate level. 
Because retained fully-taxed earnings would face 
a greater tax burden than distributed earnings, 
corporations would have an incentive to distribute 
rather than retain fully-taxed earnings. This 
problem can be limited by allowing a dividend 
reinvestment plan (DRIP), which would permit a 
corporation to declare deemed dividends to the 
extent of its EDA balance and treat the amount of 
dividend as reinvested in the corporation. Under 
such a system, a shareholder would be treated as 
receiving an excludable dividend and would 
increase stock basis to reflect the deemed recontri
bution. Chapter 9 discusses DRIPs in detail. 

If corporations were to use a DRIP to declare 
deemed dividends equal to their fully-taxed 
income each year, the resulting basis adjustments 
would ensure that such income would not be taxed 
again as capital gains. If, however, nontax consid
erations lead corporations not to elect DRIP treat
ment for all their fully-taxed earnings, an elective 
DRIP would not eliminate the potential additional 
tax on retained corporate earnings. For example, 
a corporation that expects to earn substantial 
preference or foreign source income shielded by 
foreign tax credits might want to retain some 
EDA balance to enable it to continue to pay 
excludable cash dividends in future years. If no 
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DRIP is allowed, or if it is expected that corpora
tions will not elect to make deemed distributions 
of all fully-taxed income, one could reduce or 
eliminate the potential disadvantage for retained 
earnings by adopting a preferential rate (or, 
equivalently, a partial exclusion) for capital gains. 

Taxing capital gains on equity and debt invest
ments in business entities creates special issues 
under CBIT. If a compensatory tax is imposed 
under CBIT, all business income would be taxed 
at the entity level, and investors would exclude 
from income all dividends and interest payments 
received. In that case, taxing capital gains would 
create an even greater disparity between retained 
and distributed income than under the dividend 
exclusion prototype. Thus, if CBIT includes a 
compensatory tax, a complete investor level 
exemption for capital gains (and nonrecognition of 
losses) on equity and debt would be consistent 
with CBIT's general exemption from investor 
level tax of dividends and interest. If CBIT does 
not include a compensatory tax, but instead taxes 
dividends and interest considered to be paid out of 
corporate preference income at the investor level 
(see Section 4.D), the case for relief for capital 
gains is essentially the same as under the dividend 
exclusion prototype. 

If CBIT includes a compensatory tax, 
exempting gains and losses from the sale of equity 
interests in CBIT entities could be justified on the 
ground that those gains and losses either have 
been, or will be, taken into account in calculating 
the income tax imposed at the entity level. 
Retained taxable income has already been subject 
to tax, retained preference income will be subject 
to compensatory tax under CBIT when 
distributed, and unrealized appreciation represents 
anticipated higher future earnings that will be 
subject to entity level tax if and when they are 
realized. 9 Exempting capital gains on CBIT 
equity and debt would promote simplicity in the 
CBIT prototype. For example, exempting capital 
gains on CBIT debt and equity would remove the 
need for a DRIP mechanism to allow holders to 
increase basis to reflect earnings taxed at the 
corporate level. 
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The principal disadvantage of exempting gains 
on CBIT equity is the potential for deferral of tax 
on appreciation in an entity's assets. A realiza
tion-based tax system may allow a significant 
delay between the realization of gain by an equity 
investor (through the sale of his equity interest) 
and the realization of future earnings or built-in 
gain at the entity level. Foregoing the opportunity 
to tax gains realized upon a sale of an equity 
interest thus increases the potential for the defer
ral of tax on unrealized appreciation at the entity 
level. 10 Although additional realization rules at 
the entity level could limit deferral, 11 sale of an 
equity interest traditionally has been viewed as an 
appropriate realization event and the more tradi
tional solution to the problem of double taxation 
has been to adjust entity level asset basis to reflect 
investor level realization. 12 

CBIT also raises issues relating to capital 
gains on debt. Some, but not all, changes in the 
value of debt reflect gains and losses that have 
been or will be taxed at the corporate level. 13 

For example, one source of capital gains on debt 
is an increase in the creditworthiness of the 
issuer, which may reflect an increase in the 
corporation's expected future earnings. If an 
increase in creditworthiness is due to earnings that 
will be taxed at the corporate level, the issues 
created by taxing capital gains on debt are similar 
to those for equity. 14 Capital gains and losses on 
debt (and corresponding losses and gains to 
issuers) also may arise from unexpected move
ments in market interest rates. 15 The movement 
to a CBIT system does not demand an exclusion 
of gains on CBIT debt that are due to changes in 
interest rates, and it is impossible as a practical 
matter to distinguish between gains attributable to 
interest rate movements and gains attributable to 
other sources. 16 

8.0 OTHER COUNTRIES 

Many countries recognize the possible distor
tion caused by taxing capital gains on sales of 
corporate stock and have taken measures to 
mitigate this effect. Table 8.1 shows the tax 
treatment of capital gains of the G-7 countries 
with integrated tax systems. All the countries 
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provide some preferential treatment for capital 
gains on corporate stock through a lower effective 
tax rate. For example, Canada, France, and 
Germany all provide for an alternative or reduced 
tax rate applied to such gains. These reductions 
can be substantial. In Germany, for example, all 
gain on securities held more than 6 months may 
be excluded. The United Kingdom does not 
permit a reduction in its marginal tax rate, al
though the tax base is indexed for inflation, but 
instead allows a specific "dollar" exemption. 
Gains exceeding the exemption are taxed at the 
applicable marginal rate. 

8.E SHARE REPURCHASES 

The differences in taxation of gains from 
similar transactions complicates analysis of the 
proper treatment of capital gains on corporate 
stock under integration. The treatment of share 
repurchases is one example. A shareholder who 
sells stock to a person other than the corporation 
that issued the stock or who receives a liquidating 
distribution generally can recover the basis in the 
stock against the amount realized on the sale. In 
contrast, current law may treat a redemption of 
stock by the issuing corporation as a dividend or 
as a sale of stock. A redemption generally quali
fies for sale treatment if it is "not essentially 
equivalent" to a dividend or is substantially 
disproportionate among shareholders. 17 For 
redemptions treated as a dividend, no basis 
recovery is permitted (although, generally, the 
basis in the redeemed stock is allocated to the 
remaining stock and will be recovered eventually). 

Current law favors share repurchases because 
dividends are taxable to shareholders in full, 
while redemptions generally permit recovery of 
basis by shareholders and may permit taxation of 
gain at the maximum rate of 28 percent for long
term capital gains (rather than at the higher 
marginal rates for ordinary income).18 

In general, each of the integration prototypes 
should greatly reduce current law's incentive to 
engage in share repurchases. Shareholder alloca
tion integration, which treats both distributions 
and sales of stock as· tax free to the extent of 
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Table 8.1 
Taxation of Individuals on 

Long-Term Gains on Securities 
Select Foreign Countries 

Principal Issues 

Foreign Country Amount of Gain Exempt 

Maximum Individual 
Tax Rate 

(Capital GainS)1 

pronounced if a compensa
tory tax is imposed on 
dividends but not on share 
repurchases. Avoiding the 
compensatory tax would 
allow preference income 
to be distributed to tax
exempt and foreign inves
tors without tax at either 
the corporate or the share
holder level. 

France All, if the sale proceeds do not 
exceed FF307,760 ($55,323? 

United Kingdom All inflationary gains plus an 
annual exemption of £5,000 
($8,885) of non-inflationary gains 

Canada 

Gennany 

25 % exclusion, plus a lifetime 
exemption of C$l 00,000 
($88,480) 

All gain on securities held more 
than 6 months2 

Department of the Treasury 
Office of Tax Policy 

16% 

40% 

22% 

0% 

One way to eliminate 
the remaining incentive for 
share repurchases under 
the dividend exclusion and 
CBIT prototypes would be 
to treat redemptions like 
dividends. In that case, 
share repurchases, like 

1National tax only. Subnational taxes are relevant in Canada only. 
Provincial taxes (non-deductible) amount to roughly 50 percent of the 
Federal tax. 

dividends, by a corpora
tion with sufficient earn
ings and profits would not 
pennit basis recovery . 
Share repurchases would 
be tax-free to shareholders 
to the extent of the corpo-

2The exemption does not apply in certain cases where the seller held 
a "substantial interest" in the corporation whose shares are being sold. 

share basis and capital gain thereafter, would treat 
share repurchases and dividends similarly. 19 The 
dividend exclusion prototype, which treats divi
dends paid out of fully-taxed earnings as tax free 
to shareholders, generally would encourage 
corporations to distribute fully-taxed earnings to 
taxable shareholders as dividends rather than 
through share repurchases. COlporations that had 
exhausted their EDA balance and could pay only 
taxable dividends, however, would have an incen
tive to distribute earnings through share repur
chases. Even corporations with sufficient EDA 
balances might desire to make selective share 
repurchases from tax -exempt shareholders to 
distribute earnings without reducing the corpo
ration's EDA.20 The incentives for share repur
chases under CBIT are generally the same as 
those under the dividend exclusion prototype, 
except that the incentive to make share repurchas
es out of preference income may be more 

ration's fully-taxed income 
(and would reduce the corporation's EDA). Any 
portion of payments to repurchase shares that 
were made out of preference income would be 
taxable to shareholders, in a dividend exclusion 
system, or subject to compensatory tax or an 
investor level tax, in CBIT.21 This result may be 
inappropriate, however, in a system in which 
capital gains are subject to tax, because a share
holder's basis would be taken into account on a 
sale to a third party, but not in a corporate repur
chase. In theory, dividend treatment could be 
extended to all sales of shares, including sales to 
persons other than the" issuing corporation. How
ever, it may be impractical to extend dividend 
treatment to third-party sales, given the large 
volume of daily trading in corporate stock.22 

Limiting dividend treatment to redemptions 
would, however, create disparities between sales 
of stock to the issuing corporation and to third 
parties. 
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The treatment of capital gains also may affect 
the desirability of measures to equalize the treat
ment of dividends and share repurchases under the 
dividend exclusion and CBIT prototypes. A 
preferential rate for capital gains, for example, 
might reduce, but not eliminate, the disincentive 
for share repurchases out of fully-taxed income 
while increasing the incentive for share repurchas
es out of preference income. On balance, we 
believe that any of the integration prototypes will 
sufficiently decrease incentives for share repur
chases as compared to current law that policy
makers may avoid adopting any additional rules 
and let the passage of time demonstrate whether 
the shifting of EDA balances among shareholders 
requires additional measures. 23 

8.F CAPITAL LOSSES 

In general, the treatment of capital losses on 
corporate stock under integration should parallel 
the treatment of capital gains. As Section 8.A 
discusses, a purchaser's capital loss may serve to 
reverse the tax imposed on a seller's capital gain 
attributable to retained earnings that have 
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previously been taxed at the corporate level. 
However, if relief is provided for capital gains on 
corporate stock, the corresponding loss need not 
be allowed in full as an offset. For example, an 
exemption (or partial exclusion) for capital gains 
on corporate stock might imply a disallowance (or 
partial disallowance) of capital losses on corporate 
stock. Policymakers may, however, decide to tax 
capital gains on corporate stock, on the grounds 
that the second level of tax on retained earnings 
may prove temporary and that preferential treat
ment could exempt from tax other gains (like 
some of those discussed in Section 8.B) that may 
appropriately be taxed under integration. 

Other capital losses on corporate stock may 
arise from unrealized depreciation in corporate 
assets, just as capital gains may arise from unreal
ized appreciation.24 As Section 8.B notes, in a 
realization-based tax system, it seems appropriate 
to allow such losses, although it may be appropri
ate to make adjustments to prevent a second loss 
at the corporate level, e.g., by adjusting corporate 
asset basis. As under current law, the desirability 
of such measures must be weighted against their 
complexity.25 



CHAPTER 9: DIVIDEND REINVESTMENT PLANS 

Under the dividend exclusion and CBIT 
prototypes, corporations (and other entities subject 
to CBIT) may desire to retain earnings but allow 
their shareholders to increase share basis to reflect 
earnings which have been taxed at the corporate 
level. Allowing basis adjustments would reduce 
the extent to which taxes on investor capital gains 
would be a second tax on retained earnings and 
would reduce the tax incentive for corporations 
(and other CBIT entities) to distribute fully-taxed 
income. See Chapter 8. We contemplate that this 
would be permitted through an elective dividend 
reinvestment plan (DRIP).1 DRIPs may be adopt
ed by corporations under current law; such plans 
commonly are used by mutual funds and utilities. 
Because dividends are taxable to shareholders 
under current law, participation in DRIPs general
ly requires an election by the shareholder. Unlike 
existing DRIP arrangements, however, deemed 
dividends reinvested under an integration proto
type would not be taxable to shareholders and the 
DRIP could be adopted by the corporation (or 
CBIT entity) without the consent of the individual 
shareholder. 2 Adopting a DRIP would simply 
represent a corporate decision to reduce the 
corporate EDA in order to increase share basis. 

9.A MECHANICS 

By adopting a DRIP, a corporation would 
elect to treat shareholders as receiving excludable 
dividends in an aggregate amount not to exceed 
the balance in the corporation's EDA. The 
amount deemed distributed would be deducted 
from the EDA. The shareholders would then be 
deemed to recontribute the distributed amount, 
and their share basis would increase by the 
amount of the deemed distribution. Share basis 
would increase only by the amount deemed 
reinvested (rather than by the corporation's pre
tax earnings), because that would be the result 
had the shareholder actually reinvested a dividend. 

Mechanically, the electing corporation would 
declare deemed dividends in the same manner that 
it declares actual dividends. A corporation would 
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choose the amount of deemed dividends and the 
classes of stock on which they would be paid. The 
corporation's ability to stream deemed dividends 
to taxable shareholders would be constrained by 
the anti-streaming rules generally applicable under 
the prototypes for payments of excludable divi
dends. 3 The corporation would allocate the 
deemed dividends to holders of stock on the 
chosen record date and would provide information 
reports to those shareholders showing the amount 
of the deemed dividend and the associated basis 
increase. 

Dividends are generally paid on a per share 
basis, and the share basis increase under the DRIP 
also would be on a per share basis. It would be 
desirable to have a uniform convention governing 
the allocation of such basis, e.g., equally to each 
share or in proportion to the existing basis. 

Example 1. Corporation X adopts a DRIP and 
makes a deemed distribution of $100 to Sharehold
er A. The fair market value of X shares on the 
date of the deemed distribution is $20 per share. A 
owns 10 shares of X which he purchased in two 
lots, Lot A (5 shares at $4 each) and Lot B (5 
shares at $6 each). If basis is allocated on a per 
share basis, the basis of each Lot A share will be 
$14 and each Lot B share will be $16. 

Although a shareholder may have purchased 
various shares of a corporation's stock for differ
ent amounts, the treatment of each share under 
current law as having a separate basis may be 
questioned. If the shares are economically 
equivalent, it may be appropriate to require the 
shareholder to recognize the same gain or loss 
regardless of which shares are actually sold. For 
example, a DRIP could be used to reduce basis 
disparities. 

Example 2. The facts are the same as in Example 
1, except that the fair market value of X shares on 
the date of the deemed distribution is $15 per 
share. The DRIP basis increase could be allocated 
between the Lot A and Lot B shares so that the 
shares in each lot have a basis of $15. 

For some shareholders (particularly those with 
recently purchased shares), a DRIP may create 
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share basis in excess of fair market value, with 
the result that capital losses will be realized when 
the shares are sold. Such losses may serve the 
same function as those discussed in Section 8.A, 
simply "reversing" the double tax imposed on the 
seller of shares. In other cases, however, it may 
be appropriate to craft anti-abuse rules to prevent 
a DRIP from being used to create basis in excess 
of fair market value.4 

The dividend exclusion and CBIT prototypes 
generally adopt stacking rules that treat distribu
tions as made flrst from fully-taxed income. If a 
DRIP is adopted, further stacking rules would be 
necessary to determine whether cash distributions 
on a class of stock following deemed dividends on 
that class of stock are fITst a recovery of basis 
from the DRIP or out of other earnings. Thus, 
issuers would keep an account of deemed divi
dends made on each class of stock (the deemed 
dividend account), in addition to the EDA.5 To 
simplify the operation of these accounts and 
minimize the double taxation of retained earnings, 
we recommend that all cash distributions, includ
ing cash distributions on shares on which deemed 
dividends have previously been paid, be treated 
fITst as payments out of any remaining balance in 
the corporation's EDA. Then cash distributions on 
a class of stock on which deemed dividends had 
been paid would be treated as a return of capital 
to the extent of the balance in the deemed 
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dividend account for that class of stock. The 
deemed dividend account would be reduced by the 
amount of dividends treated as a return of capital 
under this rule. Distributions in excess of the 
deemed dividend account for a class of stock 
would be governed by the prototype's rules 
applicable to distributions in excess of the EDA.6 

9.B DESIGN CONSIDERATIONS 

We anticipate that deemed distributions will, 
in practice, be made only to holders of common 
(or at least participating) equity, because holders 
of preferred stock typically require cash divi
dends. Restrictions limiting DRIP distributions to 
common and participating equity could be consid
ered if it were feared that DRIPs could permit 
inappropriate losses, e.g., distributions on pre
ferred stock bearing limited dividends and a fIxed 
liquidation or redemption value might create such 
a result. 7 

In addition, DRIPs could be made mandatory 
on the theory that double taxation of retained 
earnings through capital gains taxation could be 
minimized by forcing basis allocations as prompt-
1y as possible. 8 However, there seems to be little 
reason why corporations should not be permitted 
to control this, as other aspects, of their 
distribution policy. 



CHAPTER 10: TRANSITION CONSIDERATIONS 

10.A INTRODUCTION 

Under current law, investors and corporations 
generally have made decisions and commitments 
based on the two-tier corporate tax system. 
Investors' decisions to invest in corporate or 
noncorporate entities or in debt rather than stock, 
and corporations' decisions to distribute earnings, 
to issue debt or equity, or to recognize gains 
inherent in appreciated assets all likely have been 
made with an expectation that corporate equity 
income will likely continue to be subject to tax at 
two levels. Introduction of an integrated system 
will alter these expectations. We believe that a 
transition period is appropriate to prevent undue 
dislocation and to mitigate transitional gains and 
losses. 

We anticipate that shifts in investors' portfo
lios will occur under any integration proposal and, 
in some cases, such shifts may be substantial. 
While the magnitude of such shifts will vary with 
the degree of difference between the integration 
proposal and current law, prudence suggests that 
phased-in implementation will permit adjustment 
to the new system while mitigating transition 
gains and losses. It also will provide an opportu
nity for midcourse corrections, if needed. A 
phase-in appears to be the simplest form of 
transition for both taxpayers and administrators to 
implement. It will not require complicated rules 
of uncertain duration for preenactment assets. 

10.B TAXATION OF 
TRANSITIONAL GAINS 
AND LOSSES 

Some believe that it is important for transition
al rules to deal explicitly with gains and losses 
arising from the shift to an integrated system. I 
Several sources of such transition gains and losses 
can be identified. First, the shift to integration 
may affect the value of corporate shares. 2 Sec
ond, at the time of the shift, corporations may 
hold assets with unrealized built-in gains or losses 
and hence face different tax consequences upon 
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realization than under eXIstrng law. (Absent 
specific transitional rules for built-in gains and 
losses, the second effect will likely become a part 
of the fIrst effect.) Finally, some corporations 
may have retained earnings which have been 
realized and taxed while others may have distrib
uted such earnings. The former may gain advan
tage if the retained earnings are not taxed on 
distribution. 3 

While we favor a phase-in of integration 
primarily to allow for gradual portfolio shifting 
and to allow assessment of integration's impact as 
it is implemented, we do not favor other explicit 
transitional rules to deal with transition gain and 
loss. Phase-in itself will mitigate the impact of 
any change in share values.4 

Built-in gains and losses are likely to be 
reflected in share value; in any event, the differ
ing tax consequences that will occur arise primari
ly by virtue of the realization concept fundamental 
to current income tax law. Prior law changes 
(including significant rate changes) generally have 
not attempted to capture this form of transition 
gain (other than through phase-in) and we believe 
that result is appropriate in the shift to integration 
as well. 

Differences in earnings distribution policies 
are likely to be significant only in certain forms 
of integration. They could be significant, for 
example, in the shareholder allocation prototype. 
Because that prototype taxes only current COl-pO

rate income and treats distributions as a return of 
capital, corporations that retained earnings real
ized under current law could be signifIcantly 
favored over those that distributed such earnings. 
In contrast, the dividend exclusion and CBIT 
prototypes' EDA mechanisms will cause distribu
tions from earnings retained before the establish
ment of the EDA to be taxable to the shareholder 
when distributed.s Accordingly, both the dividend 
exclusion prototype and CBIT will produce results 
for pre-integration retained earnings similar to 
current law. 6 
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As an alternative, some fonn of grand
fathering of existing assets or activities could be 
used to limit or eliminate transition gains and 
losses from the shift to integration. Under such an 
approach, current law treatment would be retained 
for assets that otherwise would be treated more 
favorably under integration to preserve asset 
values that reflect the classical corporate tax 
system. In moving to integration, however, a 
penn anent grandfather rule would require main
taining a distinction between pre-enactment and 
post-enactment assets and equity interests and, in 
CBIT, old and new debt as well. Making such 
distinctions over an extended period would create 
difficult, if not impossible, reporting burdens and 
administrative complexity and would inevitably 
result in uneven enforcement. 7 Such an approach 
also could require an extensive array of rules to 
prevent transfonnation of old equity into new 
equity and to govern conversions of non-corporate 
entities to corporate status. 8 More importantly, 
preserving a dual system to limit the benefits of 
integration to new equity, would thwart the goal 
of economic refonn by perpetuating the very 
distortions the new system seeks to eliminate. 9 

We have rejected such an approach on grounds of 
both efficiency and simplicity. 

lO.C PHASE-IN OF INTEGRATION 

Phase-ins have been used in recent legislation 
to moderate the harsh effects of significant 
changes in the tax law. For example, the passive 
loss disallowance rules, the personal interest 
disallowance rules, and the new investment 
interest limitations adopted in the Tax Refonn Act 
of 1986 all were phased in.10 

We generally recommend that a phase-in 
approach be used to implement the transition from 
the classical system to an integrated corporate tax. 
A phase-in approach would moderate the transi
tion effects of integration, while avoiding the 
serious drawbacks of limiting integration to new 
equity. While some transition gains and losses 
may occur, fundamental structural changes in the 
tax law, such as those proposed here, simply are 
not feasible if substantial changes in values of 
taxpayers' assets must be avoided. Indeed, such 
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changes have typically been ignored in connection 
with rate changes that raise similar concerns. A 
phase-in also would mitigate the revenue effects 
relative to immediate change. A phase-in would 
delay application of the new rules, however, and 
the delay would reduce the present value of the 
desired economic changes. 

Under a phase-in approach, integration would 
be introduced gradually over a designated period. 
This approach would reduce the magnitude of 
transition gains and losses. A phase-in would not 
distinguish between old and new equity or, in the 
CBIT prototype, old and new debt. Although 
there would be some delay in full implementation 
of integration under a phase-in approach, this 
delay would be of limited duration, in contrast to 
the virtually indefmite delay that would result 
from limiting integration to new equity. The 
length of the phase-in period should depend on a 
variety of factors, including the particular integra
tion prototype adopted. An appropriate period 
should be selected by striking a balance between 
the need to mitigate the disruption to the status 
quo and the desire to achieve as expeditiously as 
possible the full value of the anticipated gains of 
the new system, taking into account administrative 
costs. 

The dividend exclusion prototype could readily 
be phased in. The EDA would automatically limit 
the amounts of dividends excludable by sharehold
ers to the amount of earnings taxed after enact
ment, although stacking distributions first against 
the EDA would tend to accelerate the benefits of 
integration. See Section 2.B. Additional rules 
distinguishing pre-enactment from post-enactment 
earnings would not be necessary. Because the 
dividend exclusion prototype requires relatively 
few changes to current law, the appropriate phase
in period for that prototype might be relatively 
short, e.g., 3 to 5 years. Mechanically, a phase-in 
approach would allow a corporation to pay 
excludable dividends .to the extent of its EDA 
balance but would limit additions to the EDA to 
reflect the phase-in, e.g., amounts based on 25 
percent of corporate taxes paid in the first year 
after enactment, 50 percent in the second year, 
and so on. 11 



In contrast, a phase-in of the shareholder 
allocation prototype appears complex. Attributing 
a portion of cotporate tax to shareholders in a 
manner that would increase the portion of cotpo
rate income so taxed over time, would require a 
complex system for tracking cotporate income and 
making share basis adjustments, for example, to 
determine how subsequent distributions of phase
in years' earnings would be taxed. On balance, if 
a shareholder allocation system were desired, it 
might be preferable to enact the system in its 
entirety with a delayed effective date. A delayed 
effective date would have effects similar to a 
phased-in effective date in reducing transition 
gains and losses, would allow taxpayers an oppor
tunity to plan for the shift, while avoiding the 
complexity of a phase-in of the shareholder 
allocation prototype. 12 

The CBIT prototype generally eliminates the 
investor level tax on dividends and interest and 
disallows the interest deduction to cotporations 
and other CBIT businesses. In addition to the 
transition gains and losses that might occur under 
the other integration prototypes, under CBIT 
lenders to CBIT entities might enjoy an increase 
in the value of existing debt with the elimination 
of tax on interest received. The magnitude of the 
increase would depend on a variety of factors, 
including the remaining term of the debt. From 
the borrower's perspective, the disallowance of 
interest deductions would effectively increase the 
cost of borrowing for cotporations unable to call 
their bonds or otherwise refmance their debt. 13 

CBIT, therefore, should probably be phased in 
over a longer period than would be appropriate 
for the dividend exclusion prototype. Longer 
phase-ins have greater effect in reducing transition 
gains and losses. Because, as detailed in Chap
ter 4, a CBIT regime will continue to have certain 
types of includable interest (such as interest on 
Treasury securities) even when fully phased in, 
proportionate adjustments during the phase-in 
period would add complexity but should not 
create insurmountable recordkeeping problems for 
investors. 
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Although eliminating the interest deduction 
ultimately could make certain limitations on 
interest deductibility applicable to CBIT entities 
unnecessary,14 they would remain important 
during the phase-in period. Indeed, a phase-in of 
CBIT may require some strengthening of rules to 
prevent acceleration of interest deductions to 
earlier years of the phase-in, as well as deferral of 
interest income into later years of the phase-in. 
Transition rules also would have to address the 
timing mismatches that arise where interest has 
been deducted by the payor but not yet included 
in income by the lender or w here interest has 
been included by the lender but not yet deducted 
by the payor. Alternatively, transition to CBIT 
could be accomplished by beginning with imple
mentation of the dividend exclusion prototype. 

IO.D MECHANICS OF A PHASE-IN 

Dividend Exclusion Prototype. A dividend 
exclusion could be phased in over 4 years, for 
example, by crediting the EDA with an increasing 
percentage of the fully phased-in EDA amount in 
each transition year, i.e., 25 percent of the 
formula amount in the fIrst year, 50 percent in the 
second, 75 percent in the third. Offsetting reve
nues could be phased in on the same schedule. By 
limiting additions to the EDA at the corporate 
level, shareholder level phase-in will not be 
required. However, only 25 percent of income 
taxed at the corporate level in the fIrst year could 
be distributed tax-free to shareholders. Distribu
tions in excess of this amount, like other distribu
tions in excess of the EDA, would be taxable to 
the shareholder. 

CBIT. CBIT is self-fmancing through the 
disallowance of the entity level interest deduction. 
Accordingly, the CBIT phase-in must coordinate 
the dividend and interest exclusions for sharehold
ers with entity level interest disallowance. For 
each year of the CBIT phase-in, the EDA would 
be credited with an increasing percentage of the 
fully phased-in EDA amount and the same per
centage of corporate interest deductions would be 
disallowed, i.e., 10 percent in the fIrst year, 
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20 percent in the second, etc .. In addition, it 
would be necessary to credit the EDA with an 
additional amount equal to the phase-in percentage 
for the year multiplied by the sum of the allow
able interest deduction for the year plus interest 
paid during the year but deducted in a year before 
phase-in begins. 15 Absent this adjustment, the 
CBIT compensatory tax or investor level tax on 
distributions in excess of the EDA would treat 
allowable interest like a preference and the in
come it offsets would be taxed when distributed. 
Unlike the dividend exclusion prototype, CBIT 
requires investor level phase-in to mitigate and 
smooth portfolio shifts during the phase-in period. 
Thus, debtholders would exclude 10 percent of 
interest received from a CBIT entity in the first 
year while shareholders would exclude 10 percent 
of dividends received. 

Example 1. A CBIT entity earns $109 of gross 
income and has $10 of interest expense in the first 
year of a 10 year phase-in of CBIT. If the CBIT 
phase-in percentage were 10 percent, the CBIT 
entity would deduct $9 of interest ($10 minus (10 
percent of $10». It would thus have taxable income 
of $100 and pay CBlT of $31. 

The amount added to the entity's EOA is $7.80, 
computed as follows: 16 

$6.90 (10% of ($311.31-$31» 
+ .90 (10% of $9 interest allowed as a 

deduction) 
$7.80 

Oebtholders would be entitled to exclude $1.00 of 
the $10.00 in interest they receive, thereby reduc
ing the EOA to $6.80. 17 If the entity distributed 
its remaining after-tax earnings of $68 ($109 minus 
$10 interest minus $31 tax) to shareholders, share
holders could exclude $6.80 from income, thereby 
reducing the EOA to zero. 

Example 2. The facts are the same as in Example 
1 except that the entity made no distribution to 
shareholders in the first year and it has identical 
income and interest in the second year. Thus, it has 
$109 of gross income and is allowed an $8 interest 
deduction, resulting in $101 of taxable income. 
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The entity's EOA is computed as follows: 

$ 6.80 (balance of EOA from year 1) 
13.94 (20% of ($31.311.31-$31.31» 

1.60 (20% of $8 interest allowed) 
$22.34 

Oebtholders in this year would be entitled to 
exclude $2.00 of the $10.00 in interest they re
ceive, reducing the EDA to $20.34. If the entity 
distributed its $68 in. after-tax earnings from year 
1 plus its $67.69 in after-tax earnings from year 2 
($109 minus $10 interest minus $31.31 tax), 
shareholders would be entitled to exclude 20 
percent of the $135.69 dividend or $27.14. This 
amount exceeds the EOA balance of $20.34 be
cause only 10 percent of the earnings from year 
one are reflected in the EDA. To compensate for 
the 20 percent exclusion at the shareholder level, a 
31 percent compensatory tax of $2.11 is imposed 
on the $6.80 differential. (Thus, the differential 
amount is treated like retained earnings from pre
CBIT years.) 

Example 3. The facts are the same as in Example 
1, except that the entity earns $20 in preference 
income in addition to the $109 in gross income. 
Thus, its after-tax earnings available for distribu
tion to shareholders in year 1 would be $88 ($68+ 
$20). If it distributed the entire $88 in year 1, 
shareholders could exclude 10 percent of that 
amount, or $8.80. As a result, a 31 percent com
pensatory tax of $.62 is imposed on the $2.00 by 
which the shareholder exclusion exceeded the EDA 
balance ($8.80-6.80). This amount also is 10 
percent of the entity's preference income. 

As the foregoing examples indicate, a unifonn 
investor level phase-in of CBIT could be more 
easily accomplished if the prototype includes a 
compensatory tax. If CBIT does not include a 
compensatory tax, and instead investors are 
subject to tax on preference and sheltered foreign 
source income, a phase-in might be accomplished 
by limiting the portion of dividends and interest 
that are excludable to the lesser of (1) the phase
in percentage multiplied by the amount of the 
payment and (2) the EDA balance. As a conse
quence, all payments would be excludable up to 
the phase-in percentage to the extent of the EDA, 
and all payments thereafter would be taxable. 



PART IV: THE ROADS NOT TAKEN 

INTRODUCTION 

Under an imputation credit system, a share
holder would be taxed on the gross amount of a 
dividend, including both the cash dividend and the 
associated tax paid at the corporate level. The 
shareholder would receive a credit equal to the 
amount of corporate tax associated with the gross 
dividend. From an individual shareholder's view
point, this system would mean that the corporate 
tax on earnings distributed as dividends would 
generally resemble the current withholding tax on 
wages and salaries. An employee includes gross 
wages in his taxable income and receives a credit 
against tax liability equal to the amount of tax 
withheld by the employer. Because of the preva
lence of imputation credit systems abroad, such a 
system would facilitate international coordination 
of corporate tax regimes, especially in the context 
of bilateral treaty negotiations. 1 We therefore had 
expected to recommend an imputation credit 
system as our preferred form of distribution
related integration. 

After a close examination of the imputation 
credit system, reflected in Chapter 11, we deter
mined that its principal advantage is its flexibility 
to respond to different policy judgments on the 
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most important issues of integration. For example, 
an imputation credit can extend the benefits of 
integration to tax-exempt and foreign shareholders 
by allowing refundability of imputation credits or 
it can deny such benefits by denying refunds. Its 
major drawback is its complexity in creating an 
entirely new regime for taxing corporate 
dividends. On balance, we concluded that the 
dividend exclusion prototype set forth in Chapter 
2 was the preferable distribution-related integra
tion alternative because it would implement our 
policy recommendations, including such issues as 
the treatment of preferences and tax -exempt and 
foreign shareholders, in a substantially simpler 
manner. 

An imputation credit system may not be the 
most straightforward distribution-related integra
tion alternative even if policymakers were to 
choose policy goals different from ours. A divi
dend deduction system, described in Chapter 12, 
also would be simpler than an imputation credit 
system if policymakers chose to extend the bene
fits of integration to tax -exempt and foreign 
shareholders. 2 



CHAPTER 11: IMPUTATION CREDIT SYSTEM 

l1.A OVERVIEW OF IMPUTATION 
CREDIT PROTOTYPE 

In producing this Report, we looked carefully 
at the integration systems of other countries. See 
Appendix B. The imputation credit prototype set 
forth in this chapter is the one we consider to be 
most consistent with our policy recommendations. 
It closely resembles the system that New Zealand 
adopted in 1988. 

Mechanics. Corporations would continue to 
determine income under current law rule and pay 
tax at a 34 percent rate. Shareholders receiving a 
distribution treated as a dividend would include 
the grossed-up amount of the dividend in 
income-including both the amount of cash 
distributed and the imputation credit allocated to 
the dividend-and could use the credit to offset 
their tax liability. The credit would be non
refundable; it could reduce tax liability to zero, 
but would not produce a refund. Credits would be 
allowed only for taxes paid after the effective date 
of the proposal. 

Allowing a credit for the full amount of 
cOlporate tax paid with respect to distributed 
earnings would eliminate the corporate level tax 
if the shareholder's tax rate at least equals the 
corporate rate. Even if the shareholder rate were 
less than the corporate rate, the corporate tax 
could be eliminated if the credit were allowed 
against tax on other income or as a refund. Cur
rently, the maximum statutory rate for individual 
shareholders (31 percent) is less than the corpo
rate rate of 34 percent. Thus, if the credit were 
computed at the full corporate rate, most share
holders could shelter other income from tax or 
claim refunds. This need not be permitted, how
ever, if the goal of the imputation credit prototype 
is simply to ensure that distributed earnings that 
are taxed at the corporate level are not taxed 
again to shareholders. Accordingly, rather than 
allowing a credit for the full amount of corporate 
tax paid on a distribution, the prototype computes 
the amount of the credit at the 31 percent maxi
mum shareholder rate. This approach does not 
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eliminate the corporate level tax. However, it 
would generally permit shareholders to pay no 
additional tax on distributions of corporate earn
ings that have already been taxed fully at the 
corporate level, while ensuring that shareholders 
taxable at the maximum individual rate do not use 
excess credits to shelter other income from tax or 
to claim refunds.! Section II.B explains how 
taxes paid at the corporate rate are converted into 
imputation credits at the shareholder rate. 

A corporation would maintain an account of 
its cumulative Federal income taxes paid, comput
ed as though its taxable income had been subject 
to tax at a rate of 31 percent (the shareholder 
credit account or SCA). A corporation could elect 
to attach a credit to a dividend (frank the divi
dend) in any amount, provided it does not exceed 
the lesser of (1) the adjusted corporate level tax 
(computed at the 31 percent rate) on the pre-tax 
earnings that generated the dividend (the grossed
up dividend),2 or (2) the balance in the SCA.3 
The corporation would reduce its SCA balance by 
the amount of credits used to frank dividends and 
by refunds of corporate tax. It would increase its 
SCA by payments of corporate tax and by credits 
attached to dividends received from other 
corporations. 

Tax-Exempt Shareholders. The prototype 
would effectively retain the current level of 
taxation of income earned on corporate equity 
supplied by tax-exempt shareholders. The credit 
would be nonrefundable, and fully-taxed income 
distributed to tax-exempt shareholders would 
continue to bear one level of tax: the corporate 
tax. Preference income distributed to tax-exempt 
shareholders generally would continue to be 
untaxed both at the corporate and shareholder 
level. 

Corporate Shareholders. The dividends re
ceived deduction would be increased to 100 
percent for all intercorporate dividends, and any 
imputation credits attached to a dividend would be 
added to the recipient corporation's SCA. 
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Tax Preferences and Foreign Source Income. 
By adding only U. S. taxes to the SCA and requir
ing that imputation credits be paid out of the 
SCA, the prototype ensures that the credit is 
allowed only to the extent of U.S. corporate tax 
payments. By generally allowing corporations to 
decide how much credit to attach to a particular 
distribution, the prototype allows a corporation to 
treat distributions as coming frrst from fully-taxed 
income and then from preference income and 
foreign source income shielded from U.S. tax by 
foreign tax credits. The prototype does not impose 
a compensatory tax on distributions out of prefer
ence or shielded foreign source income. There
fore, the prototype permits a corporation to make 
distributions out of preference or shielded foreign 
source income without incurring additional corpo
rate level tax liability. However, shareholders 
may not claim credits with respect to such distri
butions. This results in distributed preference 
income and shielded foreign source income 
continuing to be subject to the same level of 
taxation as under present law. 

Foreign Shareholders. The prototype also 
retains the current law treatment of foreign share
holders. The credit would be nonrefundable to 
foreign shareholders, absent treaty provisions to 
the contrary, and dividends would be subject to 
U. S. withholding tax to the same extent as under 
current law. 

Anti-abuse Rules. The imputation credit 
prototype generally permits a corporation to frank 
dividends in any amount (subject to a maximum), 
even if they have a remaining SeA balance. This 
treatment is more liberal than the dividend exclu
sion prototype, which requires corporations to pay 
fully excludable dividends (equivalent to fully 
franked dividends) until their EDA is exhausted. 
Permitting this additional flexibility in the imputa
tion credit prototype may require additional anti
abuse rules to prevent corporations from attaching 
credits to distributions to taxable shareholders and 
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not attaching credits to distributions to 
shareholders with low or zero U.S. tax liability, 
such as tax-exempt and foreign shareholders. See 
Section 11.F.4 

Capital Gains and Share Repurchases. Chap
ter 8 discusses the treatment of capital gains on 
sales of corporate stock and the treatment of share 
repurchases. 

Structural Issues. The prototype generally 
maintains current law rules for corporate acquisi
tions, although new rules would be needed to 
govern the carryover or separation of corpo
rations' SCA balanceasin acquisitive and divisive 
reorganizations. 

Impact on tax distortions. Table 11.1 illus
trates the impact of the imputation credit proto
type on the three distortions integration seeks to 
address: the current law biases in favor of corpo
rate debt over equity fmance, corporate retentions 
over distributions, and the noncorporate over the 
corporate form. The only difference between the 
current law treatment of nonpreference, U.S. 
source business income and its treatment under 
the imputation credit prototype is on corporate 
equity income distributed to individual investors. 
The prototype would reduce the tax rate on such 
income to tc (when tj =tjm) or a lower rate (when 
~ < 1m) , but as long as tc > tjm, the rate will be 
greater than ~. Thus, while the rate on corporate 
equity income distributed to individuals would be 
reduced, it would still be higher than the rate (10 
imposed on noncorporate equity income and on 
interest. It would be lower, however, than the rate 
on undistributed corporate equity income. Some 
bias toward debt fmance and the noncorporate 
form would remain, while the bias toward corpo
rate retentions woul~ tend to be reversed, in the 
absence of a DRIP. See Chapter 9 and Section 
11.1. For tax-exempt and foreign investors, there 
would be no change in the tax treatment of non
preference, U.S. source income. 



I1.B CHOICE BETWEEN A 
CREDIT LIMITATION 
SYSTEM AND A 
COMPENSATORY 
TAX SYSTEM 

Introduction 

As set forth in Chapter 5, this Report 
recommends that integration not become 
an occasion for extending the benefit of 
corporate tax preferences to sharehold
ers. In implementing this decision in an 
imputation credit system, the most 
significant choice is between a share
holder credit limitation system (in which 
tax is collected only at the shareholder 
level on distributed preference income) 
or a compensatory tax system (in which 
a tax, creditable by shareholders, is 
collected at the corporate level on 
distributed preference income). The 
choice between a credit limitation system 
and a compensatory tax system also is 
influenced by the policy recommenda
tions set forth in Chapters 6 and 7 not to 
eliminate the corporate level tax on 
earnings distributed to tax -exempt and 
foreign shareholders and not to treat 
identically U. S. corporate level taxes 
paid and foreign taxes on corporations' 
foreign source income. These policy 
recommendations imply that imputation 
credits should not be refundable to tax
exempt or foreign shareholders and that 
foreign corporate level taxes should not 
be creditable by shareholders. 
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Table 11.1 
Total U.S. Tax Rate on a Dollar of NonPreference, 

U.S. Source Income from a U.S. Business 
Under Current Law and an 
Imputation Credit Prototype 

Type of Income Current Law 

I. Individual Investor is Income Recipient 
Corporate Equity: 

Imputation 
Credit 

Prototype 

Distributed tc + (l-tJt; [(l-t;)tc+ti_tim]/(l_t;m) 
Undistributed tc + (1 - tc)tg 

Noncorporate Equity t; 
Interest t; 
Rents and Royalties t; 

II. Tax Exempt Entity is Income Recipient 
Corporate Equity: 

Distributed 
Undistributed 

tc + (1 - tc)tg 

t; 
t; 
t; 

Noncorporate Equity tc tc 
Interest 0 0 
Rents and Royalties 0 0 

ill. Foreign Investor is Income Recipient 
Corporate Equity: 

Distributed tc + (l-tJtWD tc + (1 -tJtwn 
Undistributed tc 

Noncorporate Equity tWN 
Interest t~ 

Rents and Royalties tWR 
Department of the Treasury 

Office of Tax Policy 

tc = u.s. corporate income tax rate. 
t; = U.s. individual income tax rate. 
t;m = Maximum U.S. individual income tax rate. 
tg = U.S. effective individual tax rate on capital gains. 
two, tWN , t~, tWR = U.S. withholding rates on payments to 

foreigners of dividends, noncorporate equity income, business 
interest, and rents and royalties, respectively. Generally varies 
by recipient, type of income, and eligibility for treaty 
benefits, and may be zero. 

The choice between a credit limitation system 
and a compensatory tax system may differ de
pending upon the kind of integration mechanism 
adopted. For example, in the dividend exclusion 
prototype, we chose to follow a credit limitation
type approach and to tax distributed preference 
income only at the shareholder level. This allows 
adoption of the dividend exclusion prototype with 
minimal changes from current law and would 
continue current law treatment of dividends paid 
out of preference or foreign source income. In 

addition, because the dividend exclusion prototype 
applies only to corporate equity, a compensatory 
tax would tend to increase the incentive for 
corporations with preference income to issue debt 
rather than equity to tax-exempt and foreign 
investors. For similar reasons, we adopt a credit 
limitation approach in the imputation credit 
prototype. 

Experience in other countries makes clear that 
an imputation credit system can accommodate 
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either a credit limitation or a compensatory tax, 
however. Australia and New Zealand, for exam
ple, adopted credit limitation systems, while 
France, Gennany, and the United Kingdom 
adopted compensatory tax systems. 5 

Comparison of a Compensatory Tax 
and Credit Limitation 

Under current law, preference income distrib
uted to tax-exempt shareholders is not subject to 
tax at either the corporate or the shareholder 
level. If a compensatory tax were imposed on 
preference income at the corporate level and not 
made refundable to tax-exempt shareholders, a 
compensatory tax would impose an additional tax 
on such income. 6 Similarly, under current law, 
preference income distributed to foreign share
holders is subject only to the 30 percent withhold
ing tax (often reduced to as little as 5 percent by 
treaty). If distributed preference income were 
subject to a compensatory tax at the corporate 
level and the imputation credits could not be used 
against the foreign shareholders' withholding tax, 
the net tax burden on that income would increase. 

A similar problem arises with distributions of 
foreign source income earned by a U.S. corpora
tion and taxed abroad. As discussed in Chapter 7, 
this Report recommends that foreign taxes remain 
creditable at the corporate level, but that foreign 
taxes not be treated the same as U. S. taxes paid in 
determining imputation credits. Under such a 
rule, distribution of foreign source income that 
has not borne any residual u.s. tax would be 
fully taxable at the shareholder level, as under 
current law. A nonrefundable compensatory tax 
on distribution of foreign source income shielded 
from U. S. corporate tax by foreign tax credits 
would increase the tax burden on distributions of 
such income to foreign and tax -exempt sharehold
ers relative to the burden on such income under 
current law. 

Because of the additional corporate level tax 
imposed by a nonrefundable compensatory tax on 
preference and foreign source income distributed 
to tax -exempt or foreign shareholders, the com
pensatory tax and credit limitation systems have 
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very different implications for corporations that 
currently pay little U.S. tax, due either to sub
stantial use of tax preferences or to foreign tax 
credits. Under current law these corporations 
incur little or no United States corporate level tax, 
but the dividends paid do bear a shareholder level 
tax (except ill the case of tax -exempt 
shareho lders) . 

A credit limitation system allows corporations 
to continue to pay dividends out of preference or 
foreign source income without incurring any 
additional corporate level tax. In contrast, a 
compensatory tax system would require such 
corporations to pay an extra corporate level tax in 
order to maintain their current level of dividend 
payments. In practical terms, a compensatory tax 
may create an extra tax cost for corporations 
engaged in tax-favored activities, such as research 
and experimentation and oil and gas exploration7 

and may affect large multinational corporations 
doing business in high-tax foreign jurisdictions, 
such as certain European countries. In addition, 
U.K. experience with a nonrefundable compensa
tory tax suggests that corporations that would be 
subject to such taxes will engage in tax planning 
behavior to avoid its burdens. Nevertheless, a 
compensatory tax does promote simpler adminis
tration, since it collects tax on distributed corpo
rate preference or foreign source income at the 
corporate level. 8 

The extent to which additional tax burdens 
would be created by a compensatory tax system 
depends on the method for determining when a 
distribution is made out of income that has not 
borne U.S. tax. 9 A stacking rule that treats all 
distributions as having borne tax at the full corpo
rate rate (to the extent possible based on total 
corporate tax paid) may mitigate the imposition of 
a compensatory tax. If distributions do not exceed 
fully-taxed income, no compensatory tax is due. 
Choice of a particular stacking rule also affects 
both the revenue effects of distribution-related 
integration and corporate incentives to pay divi
dends. In this and other prototypes, we have 
consistently rejected a stacking rule that would 
treat dividends as made fIrst from preference 
income, and we have been unable to discover any 



country that stacks preferences fIrst in its distribu
tion-related integration system. Although that rule 
would reduce the revenue loss from adoption of 
distribution-related integration, it also would 
discourage payment of dividends. 1o Most foreign 
systems stack preferences last. See Appendix B. 

A credit limitation system may be somewhat 
more complex to administer than a compensatory 
tax system, because it requires shareholders to 
apply a different rate of gross-up and credit for 
each distribution from each corporation. In con
trast, under a compensatory tax, all distributions 
from all corporations are subject to gross up and 
credit at the same rate. From the shareholder's 
point of view, however, a credit limitation system 
may not be significantly more complicated. Under 
either system, the shareholder must compute tax 
using two pieces of information-the amount of 
the cash dividend and the associated credit (also 
used to compute the grossed-up dividend). The 
only necessary difference between the two sys
tems is that under a compensatory tax system the 
credit rate can be provided by instructions to the 
tax form, while under a credit limitation system it 
would have to be provided by information returns, 
which may reflect differing amounts of credit for 
different corporations and in different years. 

Both compensatory tax systems and credit 
limitation systems have posed problems for 
countries that have adopted them. For example, 
the United Kingdom imposes a compensatory tax 
by collecting Advance Corporation Tax (ACT) on 
all distributed earnings at the time of distribution. 
ACT is then creditable against regular taxY The 
United Kingdom has found that many corporations 
with a large amount of preference or foreign 
source income have built up substantial excess 
ACT accounts rather than reduce their dividend 
payments. The likelihood of excess ACT accounts 
has led to tax planning efforts to avoid imposition 
of compensatory taxes and the existence of excess 
ACT accounts promotes efforts at traffIcking in 
tax attributes. However, credit limitation systems 
have had problems in creating and enforcing 
effective anti streaming rules. Both the Australian 
and New Zealand systems contain an extensive 
network of such rules. 
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On balance, we believe that a credit limitation 
system is preferable to a compensatory tax in both 
the imputation credit prototype and the dividend 
exclusion prototype. In both cases, a credit limita
tion system would permit corporations to maintain 
their current dividend policy without the imposi
tion of additional corporate level tax. 

Mechanics of a Shareholder Credit 
Limitation System 

Under the imputation credit prototype, corpo
rations would keep track of cumulative taxes paid 
by maintaining a Shareholder Credit Account 
(SCA)-an account of cumulative creditable taxes 
paid. A corporation would be allowed to attach a 
credit to a dividend (frank the dividend) in any 
amount, up to a limit. The credit attached could 
not exceed the lesser of (l) an amount equal to 
the product of (a) the distribution and (b) the ratio 
of the current maximum shareholder tax rate to 1 
minus the current maximum shareholder tax rate, 
or (2) the balance in the SCA. The corporation 
would reduce the balance in the SCA by the 
amount of credits used to frank dividends and 
refunds of corporate tax and increase the SCA by 
payments of corporate tax (including estimated 
tax) and imputation credits attached to dividends 
received. 

For example, consider a corporation with 
taxable income of $100. Assuming a 34 percent 
corporate tax rate and a 31 percent shareholder 
rate, it would pay a tax of $34 and have $66 
available for distribution. The corporation would 
add $29.65 to its SCA account. The amount 
added to the SCA is determined using the 
following formula: 

Annual additions ID seA = 

[ -!,. _ I) [u.s. tax paid for taxable year _ u.S. tax paid for taxable year] 
.0' .34 

+ imputation credits on dividends received 

This is the amount of tax that would fully frank, 
at the 31 percent shareholder rate, the 
corporation's actual after-tax income of $66 
($100-$34).12 
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If the corporation distributed a cash dividend 
of $33, the corporation could elect to frank the 
dividend in any amount up to $14.83 (determined 
by multiplying the amount of the distribution by 
.4493 (the shareholder rate divided by one minus 
the shareholder rate). The corporation would 
reduce the SeA by the amount of the credit. 
Thus, if the corporation chose to fully frank the 
dividend, the shareholder would report as income 
the gross dividend of $47.83 ($33 plus $14.83) 
and claim a credit of $14.83 against the individual 
tax. If the $14.83 credit exceeded the shareholder 
level tax imposed on the $47.83 gross dividend, 
a low-bracket shareholder could use the excess 
credit to offset tax imposed on other income. For 
example, a shareholder in the 31 percent bracket 
would incur tax liability on the gross dividend of 
$14.83 (.31 x$47.83) and would receive a credit 
of $14.83, exactly offsetting the tax due. A 
shareholder in the 15 percent bracket would incur 
tax liability on the gross dividend of $7.17 
($47.83XI5 percent) and would receive a credit 
of $14.83, leaving an excess credit of $7.66 to 
offset other tax liability.13 

The imputation credit prototype requires 
corporations to report annually to each sharehold
er and to the IRS the amount of dividend distribu
tions to shareholders and the associated imputation 
credits. The imputation credit prototype also 
requires corporations annually to report to the IRS 
the adjustments to and balance in the SeA. This 
would permit the IRS to verify aggregate allow
able credits to a corporation based on the amount 
of taxes paid and to compare the allowable 
amount with credits reported by shareholders. 

A liquidating corporation would distribute the 
remaining balance in its SeA among shareholders 
in proportion to the amount of other assets distrib
uted to them. As with any other distributions for 
which imputation credits are allowed, the amount 
of the shareholder credit would be included in 
income and could be used to offset gain on the 
liquidation or, in the case of excess credits, other 
income. 

The imputation credit prototype, like the 
dividend exclusion prototype, treats adjustments to 

prior years' tax liability as adjustments made in 
the current year. 14 Thus, an increase in corporate 
tax liability for a prior year would result in an 
increase in the SeA for the year of the audit 
adjustment. A decrease in a prior year tax liability 
could give rise to a refund, but only to the extent 
of the current balance in the SeA. Any excess 
amount would be carried forward to be applied 
against future corporate taxes. IS 

This method ensures that an adjustment that 
affects a corporation's prior year tax liability 
would not affect shareholders' individual tax 
positions for the prior year. Shareholders may 
thus claim the credits reported to them as allow
able by the corporation, without concern that 
subsequent corporate level adjustments might 
require them to fue amended returns. 16 

The imputation credit prototype allows coIpo
rations to carry back losses to claim refunds only 
to the extent of any balance in their SeA, with 
the SeA being reduced by the amount of the 
refund. This limitation prevents corporations from 
carrying back losses in order to obtain a refund of 
taxes that already have served to reduce share
holders' taxes through imputation credits attached 
to dividends. 17 Any unused losses can be carried 
forward as under present law. 18 

The prototype generally pennits corporations 
to choose the extent to which dividends are 
franked, with the consequence that there is no 
need for a mandatory stacking rule. This flexibili
ty allows a corporation with preference or foreign 
source income to continue to detennine its divi
dend policy by weighing the business reasons for 
maintaining a particular level of cash distributions 
against the possible detriment to shareholders of 
receiving unfranked dividends. In contrast, the 
dividend exclusion prototype requires excludable 
dividends to be paid until the EDA balance is 
exhausted. This is equivalent to an imputation 
credit system that requires corporations to pay 
fully franked dividends to the extent of the seA. 
Permitting the additional flexibility to pay partial
ly franked dividends requires anti-abuse rules in 
addition to those ad<?pted in the dividend exclu
sion prototype to prevent corporations from 



paying franked dividends to taxable shareholders 
and unfranked dividends to tax-exempt share
holders. See Section 11. F . 

Corporate Shareholders 

The imputation credit prototype allows a 
corporate shareholder a 100 percent dividends 
received deduction (DRD) for both franked and 
unfranked dividends, regardless of the degree of 
affiliation. 19 Moving to a single level of tax 
under integration does not require increasing the 
DRD to 100 percent for unfranked and partially 
franked dividends. The dividend exclusion proto
type, for example, retains current law for taxable 
dividends. See Section 2.B. The imputation credit 
prototype contains a 100 percent DRD for all 
dividends, however, because retaining current law 
for partially franked dividends would create 
unwarranted complexity. 20 

As under current law, the DRD would be 
available for dividends from domestic corpora
tions and for a portion of dividends from certain 
foreign corporations engaged in business in the 
United States. Any imputation credit associated 
with a dividend would be added to the corpo
ration's SCA. Adding the credit to the corporate 
shareholder's SCA preserves imputation credits 
for individual shareholders when the earnings are 
ultimately distributed out of corporate solution. 

Because the 100 percent DRD would be 
equally available for fully franked and unfranked 
dividends, distributions of corporate preference 
income would be taxed only when ultimately 
distributed to individual shareholders. Mechanical
ly, this result occurs because unfranked dividends 
do not increase the recipient's SCA.21 Retaining 
the DRD for preference income is consistent with 
the rationale for a credit limitation system dis
cussed above. Requiring immediate taxation in 
full of preference income received by corporate 
shareholders would represent a significant depar
ture from current law and would increase the cost 
of intercorporate dividends. Preserving the DRD 
means that the ultimate taxability of preference 
income is determined at the individual level. 22 
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Other countries adopting distribution-related 
integration have dealt with the issues presented by 
affiliated groups in a variety of ways. In most 
cases, these countries have permitted the exten
sion of preferences while the income remains in 
corporate solution, as we suggest here. For 
example, New Zealand generally exempts inter
corporate dividends from taxation and corporate 
shareholders are permitted to add credits from 
franked dividends to their own SCA. Similar rules 
apply in Australia for dividends received by 
public corporations and for franked dividends 
received by private corporations from within the 
same closely held group. In the United Kingdom, 
although the intercorporate dividends are general
ly subject to ACT, a "group dividend election" 
can be made to avoid the ACT and the imputation 
of credits with respect to distributions between 
closely affiliated corporations. See Appendix B. 

l1.C ROLE OF THE 
CORPORATE ALTERNATIVE 
MINIMUM TAX 

Under current law, the corporate alternative 
minimum tax (AMT) seeks to ensure that, in each 
taxable year, corporations pay a minimum amount 
of tax on their economic income. A corporation 
must pay the higher of the AMT or the regular 
tax liability on its alternative minimum taxable 
income (AMTI) for the taxable year. Congress 
adopted the corporate AMT system in 1986 partly 
in response to widely publicized reports of major 
companies not paying taxes in years in which they 
reported substantial earnings and, in some cases, 
paid substantial dividends to shareholders. 23 

The imputation credit prototype retains the 
corporate AMT. 24 Because the imputation credit 
prototype described here does not substantially 
alter the current treatment of either retained or 
distributed preference income, the AMT would 
continue to serve its . current function of limiting 
corporate tax preferences and ensuring that 
corporations continue to pay some minimum 
amount of tax on retained income.25 

Since some corporations are subject only to 
the AMT and pay no regular corporate tax for 
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long periods, the question whether the AMT 
should be considered taxes paid and added to the 
SeA is important. For these taxpayers, the corpo
rate AMT is the only tax paid, and, despite the 
current law provisions that allow the AMT to be 
credited against regular corporate tax in subse
quent years, it would not be realistic to view the 
AMT simply as an advance deposit against ulti
mate corporate tax liability. We therefore treat the 
AMT in the same manner as regular corporate 
taxes paid. Thus, each dollar of AMT is convert
ed into an SeA balance using the formula set 
forth in Section 11.B?6 At the corporate level, 
any AMT paid would continue to be carried 
forward and credited against regular corporate tax 
in subsequent years, but regular corporate tax that 
is not paid by reason of the credit allowed for 
AMT previously paid would not be treated as tax 
paid. Accordingly, under the prototype, both 
regular taxes paid and AMT paid would be added 
to the SeA, and regular tax that is offset by the 
AMT credit would not be added to the SeA. If 
the AMT were not treated as taxes paid, distribu
tions attributable to earnings that have been 
subject to AMT would be taxed twice, and a 
higher rate of tax would be imposed on preference 
activiti~s. However, if distributions are made with 
shareho .. der credits arising from payments of 
AMT, such reductions in the seA will reduce the 
corporation's ability to pay franked dividends 
when the AMT reverses and the corporate tax is 
reduced by AMT credits. 

l1.D FOREIGN SOURCE INCOME 

In general, the prototype permits a U.S. 
corporation to claim foreign tax credits against 
corporate tax to the same extent as under current 
law. A U.S. corporation, however, would in
crease its SeA only by the amount of the residual 
U.S. tax (if any) imposed on its foreign source 
income. Distributions out of foreign source 
income shielded from U. S. corporate tax by 
foreign tax credits generally would be unfranked 
and, therefore, would be taxed at the shareholder 
level as under present law. 

Thus, U.S. corporate shareholders owning less 
than 10 percent of a foreign corporation's voting 
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stock (the threshold requirement for claiming an 
indirect foreign tax credit under IRe § 902) 
would include in income, as under current law, 
dividends from the foreign corporation and claim 
a foreign tax credit for foreign withholding taxes. 
The corporate shareholder, however, would not 
add foreign income taxes paid by the foreign 
corporation or foreign withholding taxes on 
dividends to its SCA. 

U. S. corporate shareholders owning at least 10 
percent of a foreign corporation's voting stock 
would continue to include in income dividends 
from the foreign corporation and to claim a 
foreign tax credit for foreign withholding taxes on 
the dividend as well as foreign taxes paid by the 
foreign corporation. The corporate shareholder 
would add to its SCA only the U.S. residual tax, 
if any, paid on the dividend. 27 

U.S. corporations with foreign branch opera
tions would continue to be subject currently to 
U.S. tax on their worldwide income with a credit 
for foreign income taxes imposed thereon.28 As 
with earnings of foreign subsidiaries, the U.S. 
corporation would increase its SeA only by the 
amount of any residual U.S. tax imposed on the 
foreign source income. 

The imputation credit prototype does not 
change the treatment of individuals owning stock 
in foreign corporations. U.S. individual share
holders would continue to include in income 
dividends received and claim a foreign tax credit 
for any foreign withholding taxes imposed on the 
dividend. Individual shareholders would not 
receive an imputation credit for any income taxes 
paid by the foreign corporation. 

In connection with treaty negotiations with 
countries that have imputation credit systems, the 
United States may wish to consider whether 
imputation credits for foreign taxes paid could be 
extended on a bilateral basis. Serious complexities 
would arise, however, in applying at the individu
al shareholder level the foreign tax credit limita
tions that are designed to ensure that foreign taxes 
paid are not credited against U. S. taxes at tax 
rates in excess of the applicable domestic tax rate. 



On the other hand, ignoring the foreign tax credit 
limitation would reduce or eliminate U. S. taxes 
on U.S. source income, in effect transferring 
domestic revenues to foreign treasuries. A possi
ble approach might be to extend the benefits of 
foreign corporate taxes paid to individual U. S. 
shareholders in the fonn of a shareholder level 
exclusion of foreign source corporate income. 
Even in this event, care would need to be taken to 
avoid inappropriate results. 29 

l1.E CHOICES REQUIRED 
BECAUSE OF 
SHAREHOLDERS WITH 
DIFFERENT RATES 

Tax-Exempt Shareholders 

As discussed in Chapter 6, this Report recom
mends that integration retain the current treatment 
of corporate income distributed to tax -exempt 
shareholders. 30 Corporate taxable income would 
continue to bear one level of tax. Corporate 
preference income and foreign source income 
shielded from U. S. corporate tax by foreign tax 
credits would continue to be exempt from U. S. 
tax at both the corporate and shareholder level to 
the extent distributed to tax-exempt shareholders. 
Imputation credits could not be used against UBIT 
liability. 31 

Foreign Shareholders 

Chapter 7 of this Report recommends that 
foreign shareholders making inbound investments 
should not by statute receive the benefits of 
integration available to U.S. shareholders, and 
that any such extension of the benefits of integra
tion should occur only through treaties. Accord
ingly, the imputation credit prototype does not 
permit foreign shareholders to claim a refund of 
the imputation credit or to use the credit to offset 
withholding tax imposed on dividends. The 30 
percent statutory withholding tax would continue 
to apply to the amount of the dividend without 
gross up, subject to applicable treaty reductions. 
The branch profits tax would continue to apply to 
U.S. branches of foreign corporations. Thus, a 
U.S. branch of a foreign corporation would be 
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taxable on its income effectively connected with 
a U.S. business (subject to any available treaty 
exemptions), and the branch's earnings withdrawn 
from the U.S. business (the dividend equivalent 
amount) would be subject to the branch profits tax 
under IRe § 884(a) (as modified by any applica
ble treaty), without credit for U.S. taxes paid on 
effectively connected income. 

Denying imputation credits to foreign share
holders follows the approach generally adopted by 
our trading partners that have integrated corporate 
tax systems. Although the imputation credit would 
not be available to foreign shareholders as a 
statutory matter, a dividend to a foreign share
holder would reduce the distributing corporation's 
SCA by the same amount as if the distribution had 
been to a taxable domestic shareholder. 32 

Low-Bracket Shareholders 

The imputation credit prototype uses a rate of 
31 percent to compute the shareholder credit. 
Consequently, taxpayers subject to maximum tax 
rates below 31 percent would receive imputation 
credits on dividends received that may exceed the 
shareholder level tax that would otherwise apply 
to dividends received. Unlike the dividend exclu
sion or CBIT prototypes, no additional mechanism 
(such as addition of a credit) is required to adjust 
the tax burden to the shareholder's rate because 
the franking process provides the shareholder with 
the data necessary to compute shareholder level 
tax (the grossed-up income and credit amounts). 
The prototype allows these taxpayers to use 
excess imputation credits to offset tax that would 
otherwise apply to unfranked dividends or other 
sources of income. This feature of the imputation 
credit system produces an additional revenue loss 
in comparison to the dividend exclusion proto
type. Taxpayers who could not fully use such 
credits against other income could not claim a 
refund of the excess credits. 33 

l1.F ANTI-ABUSE RULES 

Adopting an imputation credit system in which 
imputation credits are not refundable to tax
exempt and foreign shareholders rna y create 
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incentives for taxpayers to "stream" fully franked 
dividends to taxable shareholders and unfranked 
dividends to tax-exempt shareholders. 34 Similar 
incentives arise under the dividend exclusion 
prototype, in which corporations would prefer to 
pay excludable dividends to taxable shareholders 
and taxable dividends to tax-exempt shareholders. 
Section 2.B discusses the anti-abuse rules we 
consider appropriate to limit streaming in the 
dividend exclusion prototype, and we would adopt 
similar rules in the imputation credit prototype. 
Thus, for example, a holding period requirement 
would have to be met for a taxpayer to claim an 
imputation credit. 

In general, opportunities for streaming would 
be reduced if the imputation credit prototype 
required corporations to pay fully franked divi
dends until their SeA balance were exhausted. In 
that case, the imputation credit system would be 
substantially similar to the dividend exclusion 
system, which requires corporations to pay 
excludable dividends to the extent of their SeA 
balances. 35 
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Application of this rule in an imputation credit 
context, however, could interfere with corporate 
dividend practices by making the franking level 
(and hence shareholder tax consequences) of 
dividend distributions dependent on taxable in
come. To permit corporations to smooth the 
pattern of dividends, including the pattern of 
associated credits, the prototype permits corpora
tions to pay partially franked dividends. Using 
this flexibility, a corporation could reserve a 
portion of its SeA balance to pay future franked 
dividends. 

Because the imputation credit prototype per
mits corporations to pay partially franked or 
unfranked dividends even when they have an SeA 
balance sufficient to frank the dividend fully, two 
additional anti-abuse rules would be required. 
First, to prevent excessive franking of dividends, 
the prototype limits the amount of credit that can 
be attached to a dividend. The imputation credits 
attached to any dividend should not exceed the 
maximum creditable tax on the pre-tax earnings 
that generated the dividend. See Section II.B. 

Second, the prototype requires corporations to 
frank all dividends paid during a year to the same 
extent. This rule prevents corporations from 
paying unfranked dividends on one class of stock 
held by taxable shareholders and unfranked 
dividends on another class of stock held by tax
exempt shareholders. This rule is essentially the 
same as that adopted by New Zealand.36 This 
latter rule, while necessary to avoid distortion of 
corporate dividend payment practices, could give 
rise to significant complications for a corporation 
with multiple classes" of dividend paying stock. 

l1.G STRUCTURAL ISSUES 

Corporate Acquisitions 

The imputation credit prototype retains the 
basic rules of current law governing the treatment 
of taxable and tax-free corporate asset and stock 
acquisitions. Adopting the imputation credit 
prototype would permit taxable asset acquisitions 
to be made with only a single level of tax. Corpo
rate tax paid on gain recognized on the sale of 
assets would be added to the SCA and would 
create imputation credits to offset shareholder tax 
when the corporation liquidates and distributes the 
proceeds from the sale. Stock acquisitions may 
face a higher tax burden than asset acquisitions 
under distribution-related integration if capital 
gains on corporate stock that are attributable to 
retained earnings are" taxed in full at shareholder 
rates. See Section 8.A. This problem could be 
mitigated by a dividend reinvestment option. See 
Chapter 9. 

Nothing in the movement to distribution
related integration would require a fundamental 
change in the basic pattern of taxing qualifying 
corporate reorganizations. Current law treats a 
qualifying corporate reorganization as tax-free at 
the corporate level (with the target's tax attrib
utes, including its asset basis, carrying over to the 
acquiror) and at the shareholder level. The policy 
underlying the reorganization provisions is that 
imposition of tax is inappropriate where a corpo
rate reorganization merely effects a readjustment 
of shareholders' continuing interests in corporate 
property under modified corporate forms. This 



policy applies equally under distribution-relation 
integration, because it reflects a judgment about 
when income should be recognized under a real
ization-based tax system that does not require 
corporate assets or stock to be marked to market, 
not a judgment about whether two levels of tax 
should be imposed on recognized corporate 
income. 37 

Rules would be needed to divide a corpo
ration's SCA when it engages in a divisive reorga
nization. Rules are needed to discourage the use 
of divisive reorganizations to isolate amounts in 
the SCA in one corporation for the benefit of one 
group of shareholders.38 Current law rules gen
erally provide that earnings and profits of the 
distributing corporation in a divisive reorganiza
tion that qualifies as a D reorganization under 
IRC § 368(a)(1)(D) are divided between the 
distributing corporation and the controlled corpo
ration based on the relative fair market value of 
their assets. A similar rule could be adopted to 
govern the allocation of SCA balances in divisive 
reorganizations. 

For the reasons set forth in Chapter 2, we do 
not urge any rules limiting the use of SCA balanc
es following an ownership change. See "Anti
abuse Rules" in Section 2.B. 

Earnings and Profits 

The imputation credit prototype, like the 
dividend exclusion prototype, retains the current 
earnings and profits rules for determining when a 
distribution is treated as a dividend rather than a 
return of capital. See Section 2.F. 

l1.H EXTENDING THE 
IMPUTATION CREDIT 
PROTOTYPE TO DEBT 

Adopting any of the methods of integrating the 
corporate and individual income taxes discussed in 
this Report would narrow significantly the differ
ences in taxation of debt and equity. Under 
integration, only one level of tax generally would 
be imposed on corporate earnings distributed as 
dividends. Retaining the interest deduction also 
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ensures that no more than one level of tax is 
collected on corporate earnings distributed as 
interest. Accordingly, the introduction of integra
tion, without any change in the rules for taxing 
debt, would create greater parity in the taxation of 
debt and equity. 

Because the dividend exclusion and imputation 
credit prototypes are designed to retain the exist
ing level of corporate taxes on equity capital 
supplied by foreigners and tax-exempt entities, 
however, some disparities will remain in the 
treatment of debt and equity capital supplied by 
those investors. Retaining the interest deduction in 
an integrated system would permit earnings that 
are used to pay interest to tax-exempt and certain 
foreign bondholders to continue to escape U.S. 
tax entirely. 

Thus, for tax-exempt and foreign investors at 
least, the dividend exclusion and imputation credit 
prototypes generally maintain current law's bias in 
favor of debt fmancing. Eliminating this bias is a 
principal argument for CBIT, which represents a 
natural extension of the dividend exclusion proto
type to debt and imposes tax once at the entity 
level. Equating the treatment of debt and equity in 
an imputation credit prototype would require a 
different approach-a bondholder imputation 
credit system. 

Under a bondholder credit system with no 
corporate level deduction for interest, the mechan
ics would generally follow the rules applicable to 
dividends. Corporate tax paid on earnings used to 
pay interest or dividends would be passed through 
to bondholders and shareholders as imputation 
credits. Bondholders and shareholders would 
include in income the amount of the cash interest 
or dividend payments plus the imputation credits 
and could use the credits to offset tax on interest 
income. 39 Tax-exempt and foreign shareholders 
would not be entitled to claim refunds of imputa
tion credits, and taxable shareholders could use 
excess credits to offset tax on other income but 
not to claim refunds.40 

A bondholder credit system differs in certain 
ways from CBIT, which equates the treatment of 
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debt and equity at the business, rather than at the 
individual, level. An imputation credit system 
would tend to impose taxation on the supplier of 
business fmancial capital rather than on the entity. 
The two approaches are similar when the business 
and its suppliers of capital would be taxed at the 
same rates but will diverge if the tax rate of the 
supplier of capital is different from the CBIT 
rate. 41 Thus, for example, if both borrower and 
lender are taxable, but the lender's rate is less 
than the borrower's rate, CBIT will tax the 
interest income at the CBIT rate, while the bond
holder credit system will generally tax the income 
at the lender's rate. 42 

Although the bondholder credit system would 
generally mirror the imputation credit prototype 
detailed in this chapter, addition of a bondholder 
credit may require reexamination of the treatment 
of foreign investors. The issues would be similar 
to those posed in moving from the dividend 
exclusion prototype to CBIT. Retaining current 
law would require collecting two levels of tax on 
dividends and zero or one level of tax on interest. 
Such treatment would, however, violate the 
equality between debt and equity that is the goal 
of adopting a bondholder credit system. Accord
ingly, to maintain parity between debt and equity, 
imputation credits should not be refundable to 
foreign investors, but the 30 percent withholding 
tax now applicable to dividends and nonportfolio 
interest (and the branch profits tax) should be 
repealed. 43 

11.1 DIVIDEND REINVESTMENT 
PLANS (DRIPs) 

Chapter 9 discusses how a corporation might 
use an elective DRIP in the dividend exclusion 
and CBrr prototypes to allow shareholders to 
increase share basis to reflect earnings that have 
been taxed at the corporate level. A DRIP mini
mizes the extent to which taxing capital gains on 
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sales of corporate stock imposes a second level of 
tax on such earnings. See Chapter 8. 

An elective DRIP could be made a part of an 
imputation credit prototype as well. A corporation 
would be pennitted to declare deemed dividends 
up to the amount that can be fully franked by the 
balance in its SCA.44 Shareholders would include 
in income the amount of the deemed dividend plus 
the associated imputation credit and could use the 
credit to offset tax due.45 Share basis would 
increase by the amount of the deemed 
dividend.46 

Permitting a DRIP in the imputation credit 
prototype requires one additional rule to limit 
streaming of credits. As discussed in 
Section 11. F , the prototype limits streaming 
through cash dividends by requiring each corpora
tion to frank all cash dividends paid during a year 
in the same proportion (the consistency rule).47 
The consistency rule is necessary because the 
imputation credit prototype, unlike the dividend 
exclusion and CBIT prototypes, permits corpora
tions to determine the extent to which dividends 
(and interest payments, if a bondholder credit 
were adopted) are franked. 

Absent additional restrictions, a corporation 
could use a DRIP to stream by paying unfranked 
cash dividends on classes of stock held by tax
exempt shareholders and fully franked deemed 
dividends on classes of stock held by taxable 
shareholders. To limit this practice, the prototype 
permits corporations to use an elective DRIP only 
if all cash dividends paid during some defmed 
period before and after the deemed dividend are 
fully franked. This rule effectively extends the 
consistency rule to deemed dividends and limits 
the benefits of a DRIP to corporations that pay 
insufficient cash dividends to carry out its SeA 
balance-not those that underfrank cash dividends 
and distribute the remainder of the SCA through 
the DRIP.48 



CHAPTER 12: OTHER PRoPOSALS TO REDUCE THE 

BIAS AGAINST CORPORATE EQUITY 

12.A DIVIDEND DEDUCTION 

We have not developed a dividend deduction 
prototype in this Report. However, the 1984 
Department of the Treasury Report on tax reform 
recommended a 50 percent dividends paid deduc
tion and the President's 1985 tax proposals includ
ed a 10 percent deduction. 1 A dividend deduction 
system produces results contrary to our general 
recommendations that integration not be the 
occasion for eliminating the corporate level tax 
imposed under current law on distributions to tax
exempt and foreign shareholders. 2 We view these 
general recommendations as important in ensuring 
that corporate income distributed to such share
holders continues to bear tax similar to that under 
current law. In addition, a dividend deduction 
proposal would be substantially more expensive 
than either a dividend exclusion or imputation 
credit system. 3 

The primary arguments for a dividend deduc
tion approach are that it results in equivalent 
treatment for debt and equity and that it taxes 
distributions at the shareholder rate. The first 
claim is not strictly accurate to the extent that 
interest is deductible as it accrues while dividends 
are deductible only when paid.4 The second claim 
is correct but will exacerbate the bias toward 
distribution of earnings inherent in any distribu
tion-based system, particularly when, as under 
current law, the corporate rate exceeds individual 
rates. 

If policy makers were to select a dividend 
deduction system, it would be important to incor
porate a mechanism analogous to the EDA of the 
dividend exclusion prototype to limit the amount 
of deductible dividends to the amount on which 
U.S. corporate tax has been paid. 5 Absent such 
a restriction, a dividend deduction system would 
allow a deduction for dividends paid out of prefer
ence income and foreign source income sheltered 

107 

from U.S. tax by foreign tax credits. Allowing 
such deductions would not simply eliminate 
corporate taxes paid on that income (because, by 
definition no U.S. corporate taxes have been paid) 
but instead would permit the corporation to shelter 
earnings on which U.S. corporate tax would 
otherwise be imposed. 6 

It is not altogether clear how a dividend 
deduction system would treat foreign sharehold
ers. Presumably, the deduction would be allowed 
for dividends paid to foreign shareholders, and the 
30 percent withholding tax on dividends would be 
retained, although treaty provisions reduce the 
withholding tax to as low as 5 percent. Similarly, 
the branch profits tax on domestic branches of 
foreign corporations presumably would be re
tained with a modification to provide parity with 
the dividend deduction for domestic corporations. 

Since dividends would be taxable only to the 
recipient in a dividend deduction proposal, there 
would be no dividends received deduction for 
corporations. 7 A DRIP probably would not be 
appropriate in a dividend deduction approach 
because it could result in allocation of taxable 
income to shareholders without receipt of cash 
sufficient to satisfy the shareholder's resulting tax 
liability. 8 

While we have not developed a dividend 
deduction prototype in this Report, we review 
below two proposals for dividend deduction 
systems, one made in 1991 by the Capital Taxes 
Group of the Institute for Fiscal Studies in the 
United Kingdom and one made in 1989 by the 
Reporter for the American Law Institute's Federal 
Income Tax Project (Subchapter C). These pro
posals are not presented here as fully as other 
integration prototypes but are included as related 
proposals intended to improve the neutrality of the 
tax treatment of debt and equity finance for 
corporations. 



The Roads Not Taken 

12.B INSTITUTE FOR FISCAL 
STUDIES PROPOSAL 

The Capital Taxes Group of the British Insti
tute for Fiscal Studies (IFS) proposed the intro
duction of an "Allowance for Corporate Equity" 
(AFCE).9 Under this approach, a corporation 
would be allowed to deduct in its calculation of 
taxable income an allowance based on share
holders' equity employed in the business. The 
intent of this proposal is to enhance neutrality by 
treating equity flnance like debt fmance. 1o 

The deductible AFCE allowance would be 
equal to the product of tt shareholders' funds" 
(generally the corporation's total equity capital)1l 
and an "appropriate nominal interest rate." The 
interest rate used for calculating the AFCE would 
be set by the government for all corporations and, 
in general, should reflect a normal market rate of 
return. The IFS recommends that the rate be 
established each month equal to the rate for a 
medium-term government security. Because flnns 
with risky opportunities or facing informational 
imperfections in capital markets would have costs 
of funds significantly higher than the allowable 
rate for deduction, mature, less risky flnns would 
receive a greater relative benefit from the AFCE 
system. 

The AFCE system prevents double counting of 
intercorporate investments by reducing share
holders' funds by the amount of funds invested in 
other firms. It also prevents allowance of both an 
interest deduction and an AFCE allowance with 
respect to intercorporate equity investments 
funded by debt by imputing a negative AFCE 
adjustment to the borrower. 12 

The AFCE proposal is designed to operate in 
a classical corporate tax system to reduce the tax 
bias against equity fmance. The IFS proposal is 
not a true integration proposal. Corporate equity 
income in excess of the AFCE allowance would 
remain subject to a second level of tax when such 
income is distributed or when shareholders are 
taxed on carital gains attributable to such income. 
As a consequence, the IFS proposal would not 
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eliminate the bias against the corporate form and 
the incentive to retain rather than distribute 
corporate equity income in excess of the AFCE 
allowance. 

12.C AMERICAN LAW INSTITUTE 
REPORTER'S STUDY DRAFT 

In 1989, the Reporter for the American Law 
Institute (AU) Federal Income Tax Project 
(Subchapter C) outlined a set of four proposals for 
refonn of the corporate tax.l3 The Reporter's 
Study Draft proposals are not integration propos
als. They are intended to revise the classical 
corporate tax system to reduce the tax bias against 
new equity fmance and to eliminate the tax bias 
against dividend distributions relative to non
dividend distributions, e. g. , share repurchases. 
The latter goal would be accomplished by increas
ing tax rates applied to nondividend distributions 
rather than by decreasing tax rates applied to 
dividend distributions. 

The Reporter's Study Draft advances two 
proposals to reduce the tax bias against new 
equity fmance. First, corporations would receive 
a deduction for dividends paid on new equity 
capital (Qualified Contributed Capital or 
QCC).14 The deduction would be equal to a 
prescribed interest rate mUltiplied by net contrib
uted capital less extraordinary dividends and 
nondividend distributions. The prescribed interest 
rate for deductions would be limited to the long
tenn borrowing rate specified under IRe § 1274, 
plus 2 percent. 

Second, the Reporter's Study Draft would 
limit corporate interest deductions to the net 
amount of debt capital raised. In particular, no 
deduction would be allowed for interest on "con
verted equity," including debt incurred to fmance 
an extraordinary dividend or stock acquisition, 
share repurchase, or any other nondividend 
distribution. The deduction allowed for interest on 
any other type of debt also would be limited to 
the long-tenn borrow,ing rate specified under IRe 
§ 1274 plus 2 percent. 



Taken together, these two proposals are 
designed to reduce the tax bias against new equity 
fmance. 1S 

The concern over the tax bias against dividend 
distributions relative to nondividend distributions 
motivates the other two proposals in the 
Reporter's Study Draft. First, the AU Reporter 
proposes a "minimum tax on distributions" 
(MID) equivalent to 28 percent of the gross 
amount of any extraordinary dividend or non
dividend distribution, including distributions in 
redemption and liquidation and any purchase of 
shares. The tax would be collected by the distrib
uting corporation, and would be creditable against 
a shareholder's tax on the distribution (but not 
against other income).16 

Second, in the case of direct investments in a 
corporation by another corporation, the Reporter's 
Study Draft would treat a purchase of shares in a 
corporation by another corporation that owns at 
least 20 percent of the shares as a nondividend 
distribution subject to the MID and other applica
ble rules. However, intercorporate dividends 
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would not be subject to tax, and basis adjustments 
similar to those provided under the current con
solidated return regulations would be made. For 
portfolio investments, on the other hand, the 
investor corporation .would be taxed in full like 
any other investor and no dividends received 
deduction would be allowed.17 

The Reporter's Study Draft proposals would 
reduce the tax bias against new equity fmance, 
while maintaining the tax bias against dividend 
payments from accumulated equity. The economic 
assumptions underpinning the AU proposals seem 
to be those of the "new view" of dividend taxa
tion, in which the taxes on dividends from accu
mulated equity are capitalized into share values 
and do not affect dividend decisions. As a result, 
extending dividend relief to accumulated equity is 
perceived as conferring a windfall gain to "old" 
equity, since under the assumptions of the new 
view, dividend distributions are unavoidable. As 
discussed in Chapter 13, we accept the "tradition
al view," in which reducing the tax burden on 
dividends generally increases dividend payouts 
and economic efficiency. 18 



PART V: ECONOMIC ANALYSIS OF INTEGRATION 

CHAPfER 13: ECONOMIC EFFECTS OF INTEGRATION 

13.A INTRODUCTION AND 
SUMMARY 

This chapter presents quantitative estimates of 
the impact of the integration prototypes developed 
in the Report on the allocation of resources, 
corporate fmancial policy, portfolio allocation, 
and Federal tax revenues. 

We examine the effects of each integration 
prototype using four alternative models of the 
economy and two assumptions about how integra
tion would be financed. Results differ from model 
to model, as well as by fmancing assumption, but, 
in general, the integration prototypes reduce the 
tax penalty on corporate investment and encourage 
capital and other resources to flow into the corpo
rate sector. Depending on the prototype, model, 
and fmancing assumption, this capital expansion 
ranges from a 2 to 8 percentage point increase in 
the capital stock used in the corporate sector. In 
dollar terms, this ranges approximately from $125 
billion to $500 billion in additional corporate 
capital. CBIT generally produces the largest 
expansion of corporate capital, but in several of 
the calculations, the more traditional integration 
prototypes yield a similar expansion. 

In addition, each of the integration prototypes 
generally encourages corporations to use less 
debt. Estimated debt to asset ratios decrease by I 
to 7 percentage points, depending upon the model, 
fmancing assumption, and prototype. CBIT is the 
best prototype for encouraging finns to reduce 
their relative use of debt. 

The integration prototypes encourage corpora
tions to increase the portion of earnings distribut
ed as dividends. Both CBIT and the shareholder 
allocation prototype promote efficient corporate 
dividend policy by almost entirely eliminating 
taxes as a consideration. In contrast, the distribu
tion-related prototypes encourage finns to payout 
more of their earnings as dividends than may be 
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optimal. Depending on the model, fmancing 
assumption, and prototype, nominal dividend 
payout ratios would increase by 2 to 6 percentage 
points. 

By shifting resources into the corporate sector, 
reducing corporate borrowing, and encouraging 
dividends, the integration prototypes generate 
changes in economic welfare. Overall, the proto
types improve economic welfare in all calcula
tions, and the improvement ranges from an 
amount equivalent to 0.07 percent of annual 
consumption (total consumer spending on goods 
and services) to an amount equivalent to 0.73 
percent of consumption, or from approximately 
$2.5 billion to $25 billion per year. CBIT or 
shareholder allocation prototypes generally con
tribute the greatest increases in welfare, but the 
distribution-related prototypes also produce signif
icant economic welfare gains. Much of the varia
tion in results reflects differences in the models 
used to analyze the prototypes or differences in 
fmancing assumptions, rather than differences 
among prototypes. Indeed, one striking feature of 
the calculations is that within each model, and for 
a given fmancing assumption, structurally differ
ent prototypes often have similar overall effects 
on economic well-being. These results accord 
with the general economic equivalence of basic 
integration prototypes in the absence of distortions 
induced by rate differentials demonstrated in 
Appendix C. 

The results summarized above are generated 
from models of the economy that abstract from 
international capital flows. While internationally 
mobile capital can cause tax law changes to have 
different effects from those predicted by closed
economy models, there is no consensus among 
economists regarding the sensitivity of internation
al flows of debt and equity capital to changes in 
net returns, especially for a country such as the 
United States with a very large domestic 
economy. Consequently, the Report does not 
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present a detailed quantitative analysis of integra
tion in an international context, although the 
effects of the integration prototypes on interna
tional capital flows and portfolios are discussed in 
Section 13.F. The distribution-related and share
holder allocation prototypes are estimated to have 
only a small effect on the net capital flows into 
the United States; the effects of CBIT are more 
uncertain. Each integration prototype, however, 
may change substantially the composition of 
international portfolios, even if net flows of 
capital are not greatly affected. 

Section 13.B analyzes the principal economic 
issues surrounding the debate over the benefits of 
corporate tax integration, building on the discus
sion in Chapter 1. Section 13. C describes impor
tant methodological issues in modeling effects of 
integration on economic efficiency. Section 13. E 
evaluates effects of integration on the cost of 
capital and corporate fmancial decisions. A more 
complete analysis of economic effects of integra
tion using a set of computable general equilibrium 
models is provided in Section 13. F. Issues relat
ing to distributional implications of integration are 
discussed in Section 13. G. Finally, estimates of 
integration prototype's effects on Federal tax 
revenue are presented in Section 13.H. 

13.B CORPORATE TAX 
DISTORTIONS: ECONOMIC 
ISSUES 

Bias Against Investment in 
Corporate Form 

The waste of economic resources from the 
tax-induced misallocation of capital between the 
noncorporate and corporate sectors was the 
original focus of economists' criticism of the 
classical corporate income tax system. Beginning 
with Harberger (1962), economists have argued 
that a classical corporate tax system increases the 
share of capital allocated to the noncorporate 
sector, thereby raising pre-tax required rates of 
return in the corporate sector. 

Harberger's model divides the economy into 
two sectors, a corporate sector and a noncorporate 
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sector. The Harberger model has four central 
assumptions. First, in both sectors, output is 
produced by combining capital and labor. Second, 
the total amounts of capital and labor supplied in 
the economy are fixed. Third, although the total 
amounts of capital and labor supplied are fixed, 
the amounts supplied to each sector can vary. 
Fourth, suppliers of capital and labor seek to 
maximize their incomes. 

Taken together, the third and fourth assump
tions above have an important implication: In the 
long run, the net return on the last dollar of 
capital in each sector must be the same, since 
suppliers of capital invest their capital where its 
net return is highest. As a result, capital will flow 
out of the sector with a low net return and into 
the sector with the high return. This flow contin
ues until net rates of return are equalized between 
the two sectors. 

Over the years, more sophisticated versions of 
Harberger's model have been developed to exam
ine more carefully the costs of the economic 
distortions related to the corporate income tax. 
One important step was the development of more 
complex models with many sectors of the econo
my. 1 Most recently, researchers have noted that 
economic distortions from the corporate income 
tax are greater than earlier estimates to the extent 
that the tax distorts the relative importance of 
corporate and noncorporate producers within an 
industry.2 Costs associated with this additional 
margin of distortion arise when corporate and 
noncorporate producers within an industry have 
different advantages, for example, greater ability 
to exploit scale economies by corporations or 
greater entrepreneurial skill in noncorporate 
organizations. 3 

Current U.S. tax law distorts the allocation of 
investment away from the economy's corporate 
sector and into the noncorporate sector whenever 
investors require equity to fmance investment. 
The corporate cost of equity capital generally 
exceeds the noncorporate cost of capital because 
of the two-level tax on corporate equity income. 
Consequently, corporate investment projects 
require a higher pretax rate of return than projects 



of noncorporate business enterprises. Therefore, 
some corporations fail to undertake investments 
that would be profitable if the tax burden on 
corporate and noncorporate investments were the 
same. Moreover, for some business entetprises, 
the added corporate taxes exceed the benefits of 
incorporation, and such businesses forego the 
advantages of incorporation and choose instead to 
operate as partnerships or sole proprietorships.4 

While the classical system may encourage 
corporations to operate in noncorporate fonn, 
aggregate data to date do not document a long
tenn trend of shifting economic activity away 
from the corporate sector. Figure 13.1 shows that 
incomes of owners of noncorporate businesses 
have fallen as consistently as a share of net 
national product as have cotporate profits. By 
contrast, the total income (profits, interest, rents, 
and wages) generated in the cotporate sector has 
increased slightly, from an average of 50 percent 
of net national product in the 1950s to an average 
of 53 percent in the 1980s (Figure 13.2). Other 
long-tenn comparisons of corporate activity to the 
general economy also fail to present any general 
pattern of disincorpora-
tion. S However, data for 

113 Economic Analyses 

net income accounted for only 3 percent of total 
cotporate net income, up only slightly from 2.1 
percent in the previous decade. Data for 1987 and 
1988, in contrast, indicate a substantial increase in 
S cotporation net income to 8.6 percent of all 
cotporate income in 1987 and 9.5 percent in 
1988.7 This increased S cotporation activity 
seems to be a response to the 1986 Act's inver
sion of the top individual and cotporate tax rates 
and repeal of the capital gains rate preference. 8 

A measure of the bias against equity invest
ment in a cotporation that pays dividends is the 
extent to which the combination of the corporate 
tax rate on earnings and the individual tax rate on 
dividends exceeds the individual tax rate on 
business income. In the case of equity investments 
in a cotporation, retained earnings are taxed 
ultimately at the shareholder level as capital gains. 
Accordingly, the measure of the bias against 
equity investment in the cotporate sector in that 
case is the extent to which the combination of the 
corporate tax rate and the individual capital gains 
rate exceeds the effective individual tax rate on 
business income. 

Figure 13.1 the past few years (some of 
it preliminary) does suggest 
reduction in the size of the 
corporate sector relative to 
the overall economy and to 
the noncotporate sector. 6 

Profits of Nonimancial Corporations, 
Proprietors' Income, and Net Interest as a 

Percentage of Net National Product, 1950-1990 

Subchapter S cotpora
tions have accounted for an 
increased share of corporate 
profits and have contributed 
to the declining role of the 
corporate income tax, 
particularly since 1986. The 
Subchapter S Revision Act 
of 1982 increased the 
attractiveness of S corpo
rations and led to an 
expansion of S corporation 
activity. However, in the 4 
years following the 1982 
amendments, S corporation 
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Source: National Income and Product Accounts, Bureau of 
Economic Analysis, U.S. Department of Commerce. 
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Figure 13.2 
Measures of Corporate Activity in the Economy 

1950-1990 

corporate investments. The 
overall effect depends upon 
whether the combination of 
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the corporate tax rate and 
the effective capital gains 
rate is greater than, equal 
to, or less than the individ
ual tax rate on business 
income. Even when real
ized capital gains are taxed 
at the same rate as ordinary 
income, the effective capi
tal gains rate is generally 
lower than the statutory 
rate, because the capital 
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gains tax can be deferred 
until gain is realized 
through a sale or ex
change.1O In an extreme 
case, if the combination of 
the corporate tax rate and 
capital gains rate is lower 
than the individual rate, the 
classical system may actual
ly create a bias in favor of 
investing in corporate 
equity.11 Currently, how
ever, even a full exclusion 
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Year 
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Corporate Gross Domestic Product as a percentage of Gross Domestic Product 

Nonfinancial Corporate Gross Domestic Product as a percentage of Gross Domtstic Product 

Nonfinancial Corporate Gross Domestic Product as a percentage of Gross National Product 

Corporate Gross Dommtic Income as a percentage of Net National Product 

Source: National Income and Product Accounts, Bureau of 
Economic Analysis, U.S. Department of Commerce. 

Assuming a positive effective corporate tax 
rate, the classical system always creates a bias 
against investing in equity in a corporation that 
distributes all current earnings relative to a non
corporate investment. If the corporate tax rate 
were zero, corporate earnings would be taxed 
only at the shareholder rate, and therefore the bias 
against corporate equity would be eliminated.9 

That the corporate rate currently exceeds the 
individual rate does not create a new bias; it 
merely exacerbates a bias that is present whenever 
all current earnings are distributed and the corpo
rate rate exceeds zero, regardless of its relation
ship to the individual rate. 

For equity investments in a corporation that 
retains earnings, differences among tax rates may 
reduce, eliminate, or even reverse the bias against 

from tax of capital gains on 
corporate shares would 

generally not eliminate the tax system's bias 
against equity investment in the corporate sector 
because the corporate rate exceeds the top 
individual rate. 

Two other features of the tax system currently 
reduce the tax bias in favor of noncorporate 
investments. First, the benefits of accelerated 
depreciation are somewhat greater for corpora
tions, because corporate tax rates tend to exceed 
individual tax rates on shareholders and on non
corporate businesses. Second, to the extent that 
corporations fmance investments through debt, the 
relative tax advantage afforded noncorporate firms 
is diminished. Considering only tax factors, 
corporate and non corporate entities face the same 
cost of debt fmanced capital. Thus, to the extent 
corporations fmance new investment with debt, 



the difference in tax burden for total investment, 
both debt and equity fmanced, will be reduced. 

Bias Against Equity Finance 

The Tax Bias Against Equity 

The source of the bias against equity fmancing 
is similar to the source of bias against corporate 
investment described in the preceding section.12 
An investment in corporate equity is subject to tax 
once at the corporate rate and again at either the 
individual rate or the effective rate on capital 
gains. In contrast, interest earned on debt, like 
income from an unincorporated business, is 
subject to tax only at the investor's rate. Conse
quently, equity funded projects generally require 
a higher pretax rate of return than projects 
fmanced with debt. 13 

Nontax Benefits and Costs of Debt Finance 

Chapter 1 discussed important nontax and tax 
considerations in corporate borrowing decisions. 
Central to the argument that the tax bias against 
equity fmance distorts corporate fmancing deci
sions is the existence of nontax costs and benefits 
associated with corporate debt fmancing. If nontax 
costs of debt are significant, losses in economic 
efficiency can accompany the greater debt levels 
resulting from the tax bias against equity fmance. 

As corporate borrowing remained high during 
the 1980s, many nontax arguments for high debt 
fmancing appeared. Analysts most sanguine about 
the rise in debt fmancing typically maintain that 
debt is desirable because it gives suppliers of 
capital an indirect means to monitor the activities 
of managers. Their reasoning is that the need for 
supervision results from the separation between 
ownership and management that is characteristic 
of the traditional corporate structure. A conflict 
between ownership and management can emerge 
if it is difficult for suppliers of capital to observe 
and evaluate the activities of entrenched manag
ers. In this kind of environment, management's 
self interest may not always coincide with effi
ciently operating the business enterpris~with 
maximizing value. 14 
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In practice, increased debt fmancing may be 
an ineffective way to improve managerial incen
tives. It works best when most of the variation in 
an enterprise's cash flow is specific to the firm. It 
works poorly when most of the variation is com
mon across business enterprises (as with industry
wide or business cycle fluctuations). 15 Thus, 
even when there are incentive benefits from debt, 
the most efficient fmancial arrangement will 
involve both debt and equity, with equity serving 
as a cushion against economywide fluctuations in 
profitability. 

Many academic and business economists have 
stressed the nontax costs of a declining reliance 
on equity fmance. One concern is that the costs of 
fmandal distress and bankruptcies could be 
greater than in the past, more businesses with 
high debt fmancing. Firm level data illustrate the 
reason for this concern. Warshawsky has calculat
ed weighted average, median, and ninetieth 
percentile values of (market-value) debt to asset 
ratios for firms in the COMPUSTAT Industrial 
and Full Coverage samples, over the period from 
1969 to 1988.16 As with the aggregate data dis
cussed in Chapter 1, all statistics for the sub
samples indicate a rising debt to asset ratio, 
though much of the increase occurred before 
1980. This measure can, of course, be distorted 
by large swings in the value of equities (as, for 
example, in 1973 and 1974). The debt to asset 
ratio has, however, climbed since 1983 in spite of 
significant increases in the value of equity. 17 

Warshawsky also calculated the ratio of interest 
payments to cash flow for the individual business 
enterprises. Over the 1969-1988 period, the mean 
and median value of the ratio virtually doubled; 
the value for the ninetieth percentile fums more 
than tripled. Much of the change occurred during 
the 1980s. In addition, the average quality of 
publicly issued debt (as measured by bond ratings) 
declined steadily in the 1980s. 

To put the macroeconomic concern in shatper 
perspective, Bemanke and Campbell considered 
the experiment of imposing a reduction in cash 
flows similar to those experienced during the 
1974-1975 recession on a sample of fums with 
fmandal conditions corresponding to 1986 data. 
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The sample was drawn from Standard and Poor's 
COMPUSTAT flle, and therefore consisted 
primarily of large flnns. The simulations implied 
that a downturn like 1974-1975 would force more 
than 10 percent of the sampled fmus into bank
ruptcy. Updates for later years in Bernanke, 
Campbell, and Whited and in Warshawsky yielded 
similar conclusions. IS 

What role have tax distortions played in tilting 
the balance between beneflts and costs of different 
degrees of debt flnancing?I9 Under a tax system 
that treats equity fmance unfavorably, fmus are 
induced to have less equity outstanding, thereby 
lowering their "equity cushion" against business 
cycle risk, and raising the chance of incurring 
costs of fmancial distress during a future down
turn.20 The tax distortion makes this decision 
rational for individual corporations but socially 
inefficient. 

Bias Against Corporate 
Dividend Distributions 
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The current system of corporate income 
taxation also may distort a corporation's choice 
between distributing or retaining earnings and, if 
amounts are distributed, whether they are paid in 
the form of a nondividend distribution, such as a 
share repurchase. There are two alternative 
explanations in contemporary corporate fmance-
commonly known as the "new view" and the 
"traditional view"---of why corporations continue 
to pay dividends despite the high relative taxation 
of dividends compared with capital gains generat
ed by reinvested earnings or share repurchases. 21 
The traditional view asserts that dividends offer 
special nontax benefits to shareholders that offset 
their tax disadvantage. For example, dividends 
may provide signals to investors about a corpo
ration's relative fmancial strength or future 
prospectS.22 Alternatively, high dividend payouts 
may reduce managerial discretion over internal 
funds (see the analogous discussion above of the 
incentive benefits of corporate debt fmancing). 
According to the traditional view, corporations set 
dividend payments so that, for the last dollar of 
dividends paid, the extra beneflt of dividends 
equals their extra tax cost. Thus, the amount of 

dividends paid out is expected to decrease as the 
tax burden on dividends relative to capital gains 
increases. Dividend taxes also raise the cost of 
capital (and thereby lower investment) to the 
extent that corporations payout earnings as 
dividends. Thus, the traditional view argues that 
raising dividend taxes will lower the dividend 
payout ratio and incentives for real investment. 
Moreover, under the traditional view, the need to 
maintain dividend payments constrains the use of 
retained earnings as corporations' marginal source 
of equity fmancing for new investments; instead, 
corporations frequently must turn to new equity 
issues. 

Under the new view, dividend payments offer 
no nontax beneflts to shareholders relative to 
retentions. 23 The hypothesis further assumes that 
corporations have no alternative to dividends for 
distributing funds to shareholders. Given these 
assumptions, investor level taxes on dividends 
reduce the value of the frrm, but do not affect the 
finn's dividend or investment policies. Since 
dividend taxes must eventually be paid, they are 
capitalized in share values, reducing share prices 
enough to compensate for the tax burden. In 
effect, a dividend tax acts as a lump-sum tax on 
equity existing when the tax is imposed, and on 
new equity contributions. Therefore, corporations 
prefer not to issue new shares to fmance 
additional investment opportunities. Retained 
earnings and debt are preferred sources of funds. 
Dividends are determined as a residual after the 
frrm undertakes all profltable investments. 
Consequently, a permanent change in the tax rate 
on dividends will not change a flnn' s investment 
policies or payout decisions.24 Although the 
dividend tax does not affect investment incen
tives,25 the capital gains tax affects investment 
incentives because retentions increase the value of 
a frrm' s shares and such appreciation is taxable as 
a capital gain. 26 

The tax policy implications of the traditional 
and new views with respect to the taxation of 
corporate income are quite different. The new 
view assumes that the investor level taxes on 
distributions are capitalized into share values, 
with the consequence that (1) existing shares are 



valued below the market value of corporate assets, 
so eliminating or reducing taxes on existing 
corporate assets would produce gains to current 
shareholders and (2) moving to a system that is 
more neutral in taxing retentions and distributions 
would not encourage corporations to pay more 
dividends. 27 

In contrast, under the traditional view, where 
new funds rather than retained earnings provide 
the source of fmance for additional investments by 
the corporation (1) shares should not sell at a 
price below corporate asset values despite the 
existence of the existing two level corporate tax 
system, so a major shift in the relative treatment 
of dividends and retentions should not create 
significant share price increases for current 
shareholders and (2) making the tax system more 
neutral between retentions and distributions would 
increase corporate dividend distributions and 
economic efficiency. 28 

As discussed above, these different views have 
different theoretical implications about whether 
corporations will vary payout behavior in 
response to changes in the tax rate on dividends 
relative to the tax rate on capital gains. The 
traditional view regards differences in the tax rate 
on dividends relative to the tax rate on capital 
gains as a determinant of payout decisions; the 
new view does not. One way to resolve the 
controversy would be to determine how dividend 
payout ratios vary over time with the tax rate. 
Poterba has calculated that the average dividend 
payout ratio (the ratio of dividends to inflation
adjusted after-tax profits) for U.S. corporations 
was 0.46 in the 1950s, 0.40 in the 1960s, and 
0.45 in the 1970s, but increased to 0.61 in the 
period from 1980 to 1986 during which the 
taxation of dividends was reduced relative to the 
taxation of capital gainS. 29 Although this pattern 
tends to support the traditional view, it does not 
provide convincing evidence, because nontax 
factors also affect a corporation's dividend policy. 
Statistical analysis of the determinants of dividend 
payment policy is required to determine the 
independent effect of dividend taxes on corporate 
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payout behavior, and several studies have under
taken this task. 30 The studies use different data 
sources and methodologies, and estimates of the 
elasticity of the payout rate with respect to divi
dend taxation. Nevertheless, all of the studies 
conclude that dividend payout ratios do respond to 
changes in the tax rate on dividends.31 Thus, this 
type of empirical evidence is consistent with the 
traditional view. 32 

Corporations also distribute significant 
amounts of earnings to shareholders by 
repurchasing shares. This is inconsistent with the 
assumption underlying corporate fmancial policy 
under the new view. The tax consequences of a 
nondividend distribution, such as through a share 
repurchase, are significant: The shareholder is 
able to recover at least a portion of the cost of the 
shares free of tax, and gain on the sale is taxed as 
capital gain, which may be taxed at a rate lower 
than the ordinary income tax rate on dividends. 

Share repurchases have increased substantially 
in recent years. Shoven presents data suggesting 
that aggregate share repurchases increased from 
$1.2 billion in 1970 to $27.3 billion in 1985 (5.4 
percent and 32.7 percent of dividends, respective
ly). Data presented by Poterba show a similar 
pattern. Share repurchases increased from $1.8 
billion in 1976 to $43 billion in 1985 (5.0 percent 
of dividends and 50 percent of dividends, respec
tively).33 Department of the Treasury calcula
tions reveal that share repurchases rose from $5.5 
billion in 1980 (10 percent of dividends) to $48.8 
billion in 1985 (57 percent of dividends), peaking 
at $65.8 billion in 1989 (47 percent of dividends). 
In 1990, corporate share repurchases totaled 
$47.9 billion (34 percent of dividends).34 

To summarize, the principal distinction be
tween the two views of corporate dividend policy 
for our purposes relates to their assumptions about 
nontax benefits of alternative corporate fmancial 
policies. The new view assumes that dividends 
offer no nontax value to shareholders relative to 
retained earnings. Underlying the traditional view 
is the idea that information and incentive 
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problems in fmancial markets make particular 
corporate fmancial policies valuable for nontax 
purposes. 35 

The present U.S. tax system treats retained 
earnings more favorably than dividends. Alterna
tively, given the potential nontax benefits of 
dividend distributions, one might consider revers
ing this bias by impo~ing relatively higher taxes 
on retained earnings using, for example, an 
undistributed profits tax. However, this approach 
would disadvantage corporations facing high costs 
of external finance relative to internal fmance for 
nontax reasons. Such financing cost differentials 
could arise from the transaction costs of issuing 
securities or from problems of asymmetric 
infonnation between corporations and capital 
markets. 36 

Effects on Savings and Investment 

The corporate tax increases the tax burden on 
the returns from saving and investing. Taxes on 
capital income generally reduce capital fonnation. 
Because of the importance of international capital 
flows, which reflect the possibility of investing 
abroad if U.S. investment opportunities are not 
sufficiently attractive (or, conversely, thepossibil
ity of increased investment in the United States by 
foreign investors if opportunities are more attrac
tive here), the corporate tax may have a larger 
effect on U.S. investment than on U.S. savings. 

The magnitudes of tax-induced distortions of 
investment and savings decisions depend on (I) 
the size of the wedge between pre-tax and after
tax returns and (2) the responsiveness of savers 
and investors to changes in after-tax returns. The 
more responsive savers and investors are to 
changes in taxes, the larger the effect of a tax 
wedge of a given size. 37 

In a closed economy, domestic saving equals 
domestic investment, and the average cost of 
capital summarizes tax incentives to save as well 
as to invest. International capital flows break the 
equivalence of domestic saving and investment, 
however. Consider the case of perfect internation
al capital mobility. Domestic investment would be 
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governed by the pre-tax return needed to cover 
taxes and the worldwide opportunity cost of 
funds. At the same time, domestic saving depends 
on the after-tax return to investor, earned from 
investing at the world rate of return. Domestic 
investment would thus depend on domestic COl'pO
rate level taxes, although domestic saving would 
depend only on domestic individual level taxes. 
More broadly, in the presence of international 
capital flows, the U.S. corporate income tax can 
reduce incentives to invest in the United States, 
even if it has a relatively small effect on saving 
by U.S. citizens. 

13.C METHODOLOGICAL ISSUES 
IN ANALYZING THE 
ALLOCATION EFFECTS OF 
INTEGRATION 

The Importance of Using a 
General Equilibrium Model 

By distorting incentives, the classical corpo
rate tax system produces an inefficient allocation 
of resources. The size of the inefficiency depends 
in part on how the households' and corporations' 
decisions respond to changes in the tax system. 
For example, the more responsive dividend 
distributions are to tax considerations, the greater 
the fmancial inefficiency induced by the double 
tax on dividends. The analysis of the economic 
effects of integration is complicated by behavioral 
effects in one market that can affect other mar
kets. For example, if the corporate tax tends to 
drive capital out of the corporate sector, prices 
and rates of return in the noncorporate sector are 
affected. 

Thus, to assess the economic consequences of 
integration, one must analyze how the various 
markets in the econoiny operate and interact with 
each other. Economists have responded to this 
challenge by constructing computer representa
tions of the economy and using these representa
tions to simulate how the economy would respond 
to various changes in the tax system. These 
representations of the economy are called comput
able general equilibrium (CGE) models. 38 



The Advantage of 
Using Several Models 

As with all economic models, the results 
generated by a CGE model depend on underlying 
assumptions about how the economy operates. 
Since there is no consensus regarding a single best 
set of assumptions, this Report analyzes integra
tion proposals using four different CGE models. 
This procedure assures that the fmdings are not 
associated with a particular modeling strategy. 39 

The general equilibrium models used to 
evaluate integration are detailed representations of 
the U.S. economy and its actual (and proposed) 
tax system. Nonetheless, all the models abstract 
from some important details of both the economy 
and the tax system. For example, none of the 
models captures effects from changes in the 
degree to which corporate preferences are passed 
through to shareholders. In addition, all the 
models focus on long-run results. Various transi
tion issues, which might have important implica
tions for economic behavior and for tax revenues, 
are not considered. This focus on the long run is 
correct, however, because the goal of achieving 
an improved long-term performance of the econo
my is the prime factor motivating a concern with 
integration. Nevertheless, short-run transition 
effects can be substantial. 

The Importance of Replacement Taxes 

Given current budgetary constraints, a com
plete analysis of the integration prototypes re
quires viewing integration as a revenue neutral tax 
reform, including both direct tax changes and 
secondary changes required to maintain the same 
total revenue yield for the government. 

We do not recommend in this Report specific 
changes in the tax system to fmance integration. 
Nonetheless, to avoid confusing the results of the 
simulation analysis by introducing changes in 
government spending on goods and services, some 
form of replacement taxes must be specified to 
hold government revenue constant after the 
introduction of the integration prototypes. In part 
because of the arbitrary nature of choosing 
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replacement taxes, we consider two types of re
placement taxes: (1) lump-sum taxes and (2) 
adjustments to statutory tax rates on capital 
income. Both the size of each prototype's eco
nomic effects and the ranking of prototypes by 
their relative impact may depend on the form of 
replacement taxes chosen. 

Lump-sum taxes are hypothetical, unavoidable 
taxes. That is, taxpayers cannot change their tax 
liability under such a tax by changing behavior. 
As a consequence, by defmition lump-sum taxes 
do not distort economic decisions. Though they 
are commonly used in academic studies of eco
nomic efficiency, lump-sum replacement taxes 
have an important drawback for modeling integra
tion prototypes. They can bias comparisons 
among prototypes in favor of the prototype that 
loses the most revenue, because the efficiency 
gain from replacing distorting taxes on capital 
income with nondistorting, lump-sum taxes in
creases with the amount of revenue that must be 
replaced. This effect is important in an analysis of 
integration because the prototypes have disparate 
revenue costs. Compared to the actual gains that 
might be realized from integration, the calcula
tions based on lump-sum replacement taxes can 
both overstate the size of the gain realized from 
each revenue losing prototype and produce a 
misleading ranking of prototypes. However, 
because not all distortions are analyzed, e.g., the 
"lock in" of capital gains and distortions of 
intertemporal consumption decisions are ignored, 
the lump-sum calculations do not necessarily 
generate efficiency gains that exceed the true 
gains. In addition, since CBIT raises revenue, 
results from the lump-sum replacement may 
understate its true gain. 

Because of the problems with lump-sum 
replacement taxes, calculations also are performed 
holding government revenue constant by propor
tionately increasing or reducing all tax rates on 
capital income. In these calculations, the tax rates 
applied to corporate income, noncorporate equity 
income, dividends, capital gains, interest, and 
home mortgages are increased or reduced by an 
amount sufficient to hold government revenue 
constant at its current law level. Calculations 
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using scaled tax rates offer an important advan
tage over those based on lump-sum replacement 
taxes: The scaled-tax-rate calculations raise 
replacement revenue (and distribute excess reve
nue) by raising (or lowering) taxes that distort 
economic decisions, and so reduce the bias in 
favor of revenue losing tax changes. Nonetheless, 
these calculations are not defmitive. In particular, 
to the extent that the integration prototypes could 
be made revenue neutral by more efficient tax 
changes, the actual economic welfare gains may 
be larger than those obtained in our scaled tax 
rate calculations. 

Because each of the CGE models provides 
only a limited picture of the economy, the ability 
of these models is to simulate the revenue conse
quences of each of the prototypes is somewhat 
restricted. In particular, none of the models 
provide an adequate treatment of the fmancial 
services industry, and indeed only the Portfolio 
Allocation model (described in Section l3.F) can 
account for shifts in the ownership of the various 
fmancial instruments issued by businesses and 
governments. Even this model, however, tends to 
adopt a mechanical approach to the arbitrage 
possibilities possible under the different integra
tion prototypes; in contrast, the revenue estimat
ing models recognize that non-tax factors limit 
actual shifts in asset holdings. Thus, requiring that 
any loss (or gain) in revenues be made up with a 
positive ( or negative) replacement tax also reduces 
any disparities in the results of the different 
models that would otherwise arise from 
differences in anticipated revenues. 

The analysis presented in this Report focuses 
on the scaled-tax-rate calculations, but results 
based on the lump-sum replacement mechanism 
also are presented. 

13.D OVERVIEW OF THE 
INTEGRATION PROTOTYPES 

The basic features of the integration proto
types that are incorporated in the CGE models are 
reviewed below. The actual prototypes are de
scribed in more detail in Chapters 2, 3, 4, and 11 
of this Report. In particular, it should be noted 
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that the CGE models generally do not capture the 
investor level tax imposed when distributions are 
made from tax preference or foreign-taxed 
income. 

Distribution-Related Integration 

Under the distribution-related prototypes, 
corporate earnings are taxed at the corporate 
level, but dividends are excluded at the sharehold
er level (dividend exclusion system), or share
holders receive a credit for the corporate tax paid 
on distributed income (imputation credit system). 
Under these prototypes, the bias against corporate 
equity investment is reduced to the extent that 
returns are paid out as dividends; similarly, the 
relative bias against equity relative to debt fmance 
is reduced to the extent earnings are distributed as 
dividends. Distribution-related integration, in 
principle, can create a tax bias for or against 
dividends, depending on the values of the corpo
rate tax rate, shareholder tax rate, and accrual
equivalent capital gains tax rate. The prototypes 
assume that the current corporate and individual 
tax rates are maintained. Thus, it is likely that 
distribution-related integration would increase 
dividend distributions. 

Dividend Exclusion. The dividend exclusion 
prototype applies the corporate tax rate of 34 
percent to both distributed and retained income, 
but eliminates the seCond shareholder level tax on 
dividends paid from earnings taxed at the 
corporate level. 

Imputation Credit. Relief from the corporate 
income tax is provided to the extent that corporate 
earnings are distributed as dividends. This relief 
takes the form of a tax credit available to share
holders. The nonrefundable tax credit is calculated 
at a 31 percent rate, so that it does not offset 
completely the corporate income tax paid on 
distributed earnings. 

Shareholder Allocation Integration 

The shareholder allocation prototype adopts a 
"modified conduit" approach. Under a pure 
conduit approach, corporations would be treated 



like partnerships, so the corporate level tax would 
be eliminated and all income and expenses would 
be imputed to shareholders, who would then 
include the income and expenses in their own tax 
liability. Shareholders would adjust their basis in 
shares upward by the amount of net income 
imputed to them, and reduce their basis in shares 
downward by the amount of net losses imputed to 
them and by the amount distributed to them by the 
corporation. 

The modified conduit approach taken in the 
shareholder allocation prototype differs from the 
pure conduit approach. For example, the proto
type imputes net income to shareholders, but not 
net losses. In addition, the prototype retains the 
corporate tax at a rate of 34 percent, but credits 
the shareholder with the payment. This tax is 
creditable against shareholder tax liability at a rate 
of 31 percent, but it is not refundable. The share
holder allocation prototype reduces but does not 
eliminate the distortions of organizational form 
and corporate fmancial policy under current law. 

CBIT 

The CBIT prototype imposes a uniform tax 
rate of 31 percent on returns to both debt and 
equity generated by all business. Because the tax 
would be collected at the business entity level, 
interest and dividends would be untaxed to the 
recipient. Under CBIT, interest on U.S. Govern
ment debt would remain taxable. Home mortgage 
interest would remain deductible by the borrower 
and taxable to the lender. 

Investments in corporate equity paying current 
dividends would not be penalized under CBIT 
because, as modeled, all business entities other 
than very small entities, regardless of form, 
would be subject to the same tax rate. Under 
CBIT, neither interest nor dividends would be 
deductible at the business level or taxable in the 
hands of the recipient. Thus, the CBIT prototype 
would equalize the tax burden on interest and 
dividends. The efficiency calculations do not take 
into account any compensatory tax (see Chapter 4) 
on distributions from preference income. 40 

Hence, CBIT would replace the combined 
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corporate-individual tax rate on distributed earn
ings with a single tax' levied at the CBIT rate. The 
same rate would apply to corporate retentions, 
and since, as modeled, capital gains on CBIT 
assets are exempt from taxation, CBIT would not 
distort corporate dividend policy. 

13.E INTEGRATION, CORPORATE 
FINANCIAL POLICY, AND 
THE COST OF CAPITAL 

Table 13.1 illustrates how successful each 
prototype is in reducing the three biases in current 
law that integration is meant to reduce: the bias 
against investment in corporate form, the bias 
against equity fmance, and the bias against corpo
rate dividend distributions. For individuals, all 
prototypes would reduce the tax rate on distribu
tions of corporate equity nonpreference, U. S. 
source income. This ,reduction would address, at 
least in part, the current law biases against the 
corporate form and equity fmance. The distribu
tion-related and CBIT prototypes would result in 
a lower overall tax rate on distributed than on 
undistributed corporate equity income, reversing 
the current law bias against corporate dividend 
distributions. However, this bias could be re
moved from the CBIT and dividend exclusion 
prototypes by allowing shareholders to adjust 
basis of stock for retained earnings through a 
Dividend Reinvestment Plan (DRIP). Only the 
shareholder allocation prototype, as designed, 
would completely remove the bias against corpo
rate dividend distributions. 

Absent a special provision such as the invest
ment income tax discussed in Chaper 6, the CBIT 
prototype alone reduces the current law differen
tials across business income sources for tax 
exempt entities and foreign investors. For both 
classes of income recipient, CBIT equalizes the 
tax rate on all forms of business income
corporate equity income (whether or not distribut
ed), noncorporate equity income, and interest. 
The only exception is rent and royalty income, 
which would be taxed as under current law. Thus, 
CBIT would address all three of the current law 
biases. 
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Table 13.1 
Total U.S. Tax Rate on a Dollar of NonPreference, U.S. S.ource Income from a U.S. Business 

Under Current Law and the Integration Prototypes 

Type of Income Current Law 

I. Individual Investor is Income Recipient 
Corporate Equity: 

Distributed tc + (l-tJt; 
Undistributed tc + (1 - tJtg 

Noncorporate Equity t; 
Interest t; 
Rents and Royalties t; 

II. Tax Exempt Entity is Income Recipient 
Corporate Equity: 

Distributed tc 
Undistributed tc 

Noncorporate Equity 
Interest 
Rents and Royalties 0 

m. Foreign Investor is Income Recipient 
Corporate Equity: 

Distributed to + (1 - tJtwo 
Undistributed tc 

Noncorporate Equity twN 
Interest tWl 
Rents and Royalties 1wR 
Department of the Treasury 

Office of Tax Policy 

tc = U.S. corporate income tax rate. 
t; = U.S. individual income tax rate. 
t;m = Maximum U.S. individual income tax rate. 

Shareholder 
Allocation 
Integration 

t; 
t; 
t; 
t; 
t; 

tc 
tc 
tc 
0 
0 

tc +(l-tJtwo 
tc 

twN 
~ 
tWR 

t, = U.S. effective individual tax rate on capital gains. 

Distribution-Related Integration 

Credit Exclusion CBIT 

[(1-1;)t. Hi -tt]/(l-t;m) tc t;m 

tc +(l-tJtg tc +(l-tJtg t; m + (l-t; m)t, 

t; t; t;m 

t; t; t;m 

t; t; t; 

tc tc t;m 

tc to t;m 

to to t;m 

0 0 t;m 

0 0 0 

tc + (l-tJtwo to+(l-tJtwo t;m 

to to t;m 

tWN tWN t;m 

~ tWl t;m 

tWR tWR tWR 

two, tWN , tWl, tWR = U.S. withholding rates on payments to foreigners of dividends, noncorporate equity income, business 
interest, and rents and royalties, respectively. Generally varies by recipient and may be zero. 

Tax Distortions in Real and Financial 
Investment Decisions 

Although the most succinct measure of the 
economic benefits possible under each of the 
integration prototypes is the estimated welfare 
gain resulting from reduction or elimination of the 
tax distortions affecting real and fmandal invest
ments, this is not the most descriptive or intuitive 
characterization of the effects of integration. In 
this section, we thus focus more directly on the 
extent of these distortions, relying on a more 
commonly used measure of the impact of the tax 
system on investment decisions-the cost of 
capital. Although the specific results noted are 
based on a specific CGE model (the augmented 

Harberger model described in Section I3.F), these 
results are less sensitive to the model used than 
the estimates of the welfare gains, which will be 
discussed in the following sections. We therefore 
also defer discussion of the various CGE models 
used to the following sections. 

An important effect of integration is that it 
would change the tax cost of real investment in 
the corporate sector. We measure the effects of 
taxes on investment decisions using the cost of 
capital concept described in Chapter 1. Taxes on 
capital income generally raise the cost of capital 
above investors' required rate of return. All other 
things equal, a higher cost of capital reduces 
incentives to invest. The cost of capital includes 



the effects of tax rates, depreciation allowances, 
tax credits and inflation. The cost of capital also 
can depend on the method of fmancing. Our 
calculations are designed to be representative, and 
therefore reflect a mix of debt and equity 
fmancing. 

As Section 13.B discusses, the size of the 
distortions created by the classical corporate tax 
system depends in part on whether one believes 
that there are nontax benefits and costs to alterna
tive corporate fmancial policies so that differential 
taxation of fmancial arrangements can distort 
fmancing decisions. 

Under current law, corporations can reduce 
the tax costs of investment by fmancing with debt 
rather than with equity and by retaining rather 
than distributing profits. Altering fmancial behav
ior to reduce tax liability may itself cause distor
tions, and raise the cost of capital. For example, 
as a corporation becomes more highly leveraged, 
it increases the chances that it will experience 
costs associated with fmancial distress. Investors 
in the corporation would require compensation for 
the expected value of these costs, thereby raising 
the return the corporation must earn on its invest
ments. To capture such costs, the model augments 
the traditional corporate sector cost of capital to 
reflect compensation to investors for the efficien
cy costs of tax-induced distortions in corporate 
debt and dividend policy. Tax distortions in 
corporate financial policy raise the cost of capital 
for corporate investment, and thereby act as a 
disincentive to investment in the corporate sector. 
Because economists differ on the appropriate way 
to model costs of fmancial distortion, the Report 
also presents effects of integration prototypes on 
the cost of capital that ignore the efficiency costs 
of tax distortions in corporate fmancial behavior. 

Corporate Financial Behavior 

Description of the Model 

Corporate fmancial policy-which affects the 
debt to asset (leverage) ratio and the dividend 
payout ratio-is determined within the model 
rather than assuming leverage and distribution 
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patterns at the outset. More specifically, the 
corporation chooses its fmancial policy to mini
mize its cost of capital. Consider first debt policy. 
Under current law a corporation may deduct its 
interest expense from its taxable income, so 
interest is taxed only to the lender. In contrast, 
corporate profits are taxed twice, because they are 
(in general) subject to both the corporate income 
tax and the individual income tax when distributed 
as dividends or recognized as a capital gain on 
corporate shares. Consequently, equity fmanced 
corporate investment is tax disadvantaged relative 
to debt fmanced corporate investment. This 
difference induces corporations to increase their 
use of debt. Increased use of debt, however, also 
carries with it the increased possibility that the 
corporation will incur costs associated with fman
cial distress. In determining their leverage ratio, 
corporations trade off the lower tax cost of fmanc
ing with debt against the nontax costs of debt, 
e.g., costs of fmandal distress. In contrast to 
some earlier treatments, however, debt is assumed 
to offer nontax benefits relative to equity (see the 
discussion in Section 13.B). That is, if debt and 
equity were taxed equally, we assume that corpo
rations would continue to fmance part of their 
capital stock using debt. 41 

Consider now corporate dividend policy. 
Under current law, the shareholder level taxes on 
dividends and retained earnings differ. Dividends 
are taxed as ordinary income, while retained 
earnings raise share values and are taxed on a 
realization basis as a capital gain. Because re
tained earnings benefit from the deferral of the 
second level of tax, they enjoy a tax advantage 
over dividends. On the other hand, corporate 
distributions may be valued differently by share
holders than retentions. As a result, the determi
nation of optimal dividend distributions reflects a 
tradeoff of tax costs and nontax benefits. 42 

For modeling purposes, the corporate dividend 
payout ratio divides real corporate earnings into 
dividends and retentions; all purely inflationary 
earnings values are assumed to come in the form 
of asset appreciation and to be taxed as a capital 
gain upon the sale of corporate shares. Corpora
tions choose the real, dividend payout ratio (ratio 
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of real dividends to real earnings) that minimizes 
the cost of equity fmanced investment. Because 
the inflationary component of nominal income is 
excluded, real payout ratios are higher than 
conventional nominal payout ratios. Although real 
dividends are the choice variable in the formal 
models, nominal dividend payout ratios also are 
presented in the results. Taxes are assumed not to 
affect fmancial choices in the noncorporate busi
ness and the owner-occupied housing sectors of 
the augmented Harberger model used in obtaining 
the results presented in this section.43 

Corporate Financial Policy Under Current Law 
and the Integration Prototypes 

Table 13.2 shows a measure of the size of the 
tax incentive for a corporation to fmance with 
debt rather than with equity and to retain rather 
than distribute profits. Results are presented for a 
neutral tax system that does not distort these 
decisions, for current law, and for each of the 
integration prototypes. The table also shows 
estimates of the effects of these tax incentives on 
corporate borrowing and dividend distribution 
policy. 

Consider first corporate borrowing policy. 
Under a neutral tax system, neither debt nor 
equity would be tax favored, so there would be no 
tax advantage to debt. The behavioral model 
predicts that under such a tax system, corpora
tions on average would finance 30 percent of their 
investments using debt. In contrast to the neutral 
tax system, current law discriminates against 
equity finance. To cover its higher tax cost and 
still offer the ultimate investor a 4 percent real 
after-tax rate of return, an equity fmanced invest
ment must earn a real pre-tax rate of return that 
is 3.7 percentage points higher than would be 
required were the same investment instead fi
nanced with debt. Given the assumptions used in 
the calculation, this is equivalent to a 90 percent 
higher real after-tax required rate of return. The 
extra 3.7 percentage point return reflects debt's 
tax advantage over equity and is the amount 
needed to pay the higher taxes on the double
taxed equity investment. Because of this tax 
advantage to debt, or penalty to equity, 
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corporations are induced to use more debt than 
under the neutral tax system and choose a 37 
percent leverage ratio, 7 percentage points greater 
than its value under a neutral tax regime. 44 

Compared to current law, all the integration 
prototypes would reduce debt's tax advantage over 
equity. Consequently, all of the prototypes would 
promote more efficient corporate borrowing 
decisions by moving the corporate leverage ratio 
closer to its undistorted value. As modeled, CBIT 
eliminates differences in the taxation of debt and 
equity by taxing all corporate income once at the 
entity level at a 31 percent statutory rate. Under 
CBIT, corporate borrowing decisions would be 
undistorted by taxes. The other prototypes reduce 
debt's current tax advantage over equity less 
significantly. 

Consider now corporate dividend policy. 
Under a neutral tax system, neither dividends nor 
retained earnings are tax-favored, so there is no 
tax advantage to retentions, nor penalty on divi
dends. The behavioral model predicts that under 
such a tax system, corporations would distribute 
as dividends 80 percent of their real after-corpo
rate tax profits, while retaining and reinvesting 
the remaining 20 percent of real after-tax profits. 

In contrast to the neutral tax system, current 
law favors retained earnings over dividends. 
Given the assumptions underlying Table 13.2, this 
tax advantage is 1.1 percentage points. That is, 
under current law, to provide an equity investor 
with a real after-tax rate of return of 4 percent, a 
corporation distributing all of its earnings as 
dividends must earn a real pre-tax rate of return 
that is 1.1 percentage points greater than that 
required were the company instead to retain its 
earnings. As a result of this tax distortion, corpo
rations payout roughly 73 percent of their after
tax real profits as dividends instead of the fully 
efficient 80 percent. Including inflation in the 
measure of after-tax corporate profits yields a 
corresponding nominal dividend payout ratio 
under current law of about 43 percent. 

All the integration prototypes reduce the tax 
on dividends relative to that on retained earnings. 
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Table 13.2 
Effect of Integration on Corporate Financial Policy! 

Shareholder Distribution-
Current Allocation Related Integration 

Undistorted Law Integration Credit Exclusion CBIT 

A. Scaled Tax Rate Replacement 
Corporate borrowing policy 

Tax incentive to borrow 
Leverage rati03 

Corporate dividend policy 
Tax penalty on dividends· 
Dividend payout ratio 

Real5 

Nominal6 

B. Lump Sum Replacement 
Corporate borrowing policy 

Tax incentive to borrow 
Leverage rati03 

Corporate dividend policy 
Tax penalty on dividends· 
Dividend payout ratio 

Reals 

Nominal6 

Department of the Treasury 
Office of Tax Policy 

.000 .037 
30.0% 36.6% 

.000 .011 

80.0% 72.8% 
42.8% 

.000 .037 
30.0% 36.6% 

.000 .011 

80.0% 72.8% 
42.8% 

.035 .036 .035 .000 
36.5% 36.S% 36.5% 30.0% 

.000 -.OlD -.OOS .000 

80.0% 8S.9% 82.9% 80.0% 
42.8% 46.4% 45.9% 42.7% 

.022 .023 .026 .000 
34.6% 34.7% 3S.1 % 30.0% 

.000 -.006 -.003 .000 

80.0% 84.4% 82.4% 80.0% 
42.8% 45.5% 45.2% 42.7% 

'Calculations are based on the augmented Hargerber Model described in section 13.F. 
All calculations assume a 3.5 percent inflation rate and a 4 percent real after-tax rate of 
return. 

2Calculated as the difference between the cost of capital for an equity financed invest
ment and that for a debt financed investment. The calculations assume that tax deprecia
tion equals economic depreciation and that the corporate tax rate is the maximum statutory 
rate. Debtholder and shareholder tax rates are estimates of average effective marginal 
rates based on calculations from the Office of Tax Policy Individual Tax Model, adjusted 
for the taxation of banks, insurance companies and tax exempt institutions. 

3J'he ratio of debt to total assets. 
·Calculated as the difference between the cost of capital for an investment whose return 

is subject to the dividend tax and one whose return is subject to tax as a capital gain. 
5'fhe ratio of (cash) dividends to after-tax real profits. 
&fhe ratio of (cash) dividends to after-tax nominal profits. 
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the model results), both of 
these prototypes are found 
to come very close to 
eliminating tax distortions 
relating to payout decisions. 

The distribution-related 
prototypes reverse the bias 
under current law. They tax 
retentions less favorably 
than dividends because they 
provide relief from the 
double tax on corporate 
equity only to the extent 
that earnings are distribut
ed. This is illustrated in 
Table 13.2 by a negative 
tax penalty, i.e., a tax 
advantage to dividends 
relative to retentions for the 
distribution-related proto
types. Because of this 
favorable tax treatment, this 
prototype encourages cor
porations to pay about 83 
percent of real after-tax 
profits (or about 46 percent 
of nominal after-tax profits) 
as dividends, as opposed to 
the 72 percent payout ratio 
(43 percent of nominal 
after-tax profits) under 
current law. 45 

Table 13.2 also presents 
calculations based on lump
sum replacement taxes. In 
these calculations, all the 

Therefore, all of the prototypes encourage corpo
rations to raise their dividend payout ratio. Both 
the shareholder allocation prototype and CBIT 
achieve uniformity in the taxation of real divi
dends and real capital gains. Under either proto
type there is no tax penalty (nor tax advantage) to 
dividends, so corporations would choose the 
efficient 80 percent real dividend payout ratio de
fmed by the model. Even when the taxation of 
distributions out of tax preference or foreign-taxed 
income is considered (this feature is ignored in 

integration prototypes encourage (1) more effi
cient corporate borrowing decisions by reducing 
the tax advantage to debt and the leverage ratio 
and (2) higher, generally more efficient, dividend 
distributions. 

Cost of Capital Under 
Integration Prototypes 

Tables 13.3, 13.4, and 13.5 summarize the 
cost of capital calculations. Current law imposes 
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a tax penalty on investment in the corporate sector 
and financial distortions can raise this penalty. 
Thus, current law can create important distortions 
in the allocation of the U. S. capital stock. To 
assess effects of the integration prototypes on the 
current tax penalty on corporate investment, 
effects on the cost of capital must be calculated. 
Table 13.3 presents the effect of the current tax 
system on the cost of capital among sectors 
calculated both with and without the inclusion of 
the costs of the fmancial distortions. Table 13.4 
reports calculations of the cost of capital which 
include the efficiency cost of tax distortions in 
corporate fmancial policy, while the calculations 
in Table 13.5 ignore such costs. The estimated 
reductions in the costs of capital suggest that the 
integration prototypes enhance economic efficien
cy relative to current law. All of the prototypes 
reduce the tax bias against investment in the 
corporate sector under current law, thereby 
improving the allocation of capital among sectors 
in the economy. 

These calculations again assume that investors 
require a 4 percent real, fmancing distortion 
adjusted, after-tax rate of return on all invest
ments, and that the expected inflation rate is 3.5 
percent. The summary measures reported in the 
table are weighted averages of more detailed 
calculations of the cost of capital for each of 38 
real assets, including 20 types of equipment, 14 
types of nonresidential structures, residential 
structures, residential and nonresidentia1land, and 
inventories. 

Cost of Capital Under Current Law 

As noted above, there is no universally agreed 
upon model of effects of fmancial distortions on 
the cost of capital. The calculations in the first 
column of Table 13.3 therefore ignore such 
distortions. In these calculations, no premium is 
imposed to compensate investors for the deviation 
of the leverage and dividend payout ratios from 
their undistorted values. 

To illustrate the effects of the corporate 
income tax on the cost of capital, Panel A shows 
both the corporate and noncorporate cost of 
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capital for three paqicular investments: engines 
and turbines, industrial buildings, and business 
(nonresidential) land. The cost of capital for each 
asset is higher if the investment is undertaken by 
a corporation, because of the extra tax, than if the 
investment is undertaken by a noncorporate 
business. An investment in an industrial building, 
for example, must earn a real return of 6.5 
percent if the investment is made by a corpora
tion, but only 5.1 percent if the investment is 
made by a noncorporate business. These estimates 
reflect a significant disincentive for corporate 
investment; to cover extra taxes, the corporate 
investment must earn 27.5 percent more than the 
comparable noncorporate investment. 

The summary measures in Panel B of Table 
13.3 also illustrate the current tax bias against 
investment in the corporate sector. On average, 
the cost of capital for corporate sector investment 
(5.9 percent) exceeds the cost of capital for in
vestment in the noncorporate sector (4.9 percent). 
Some of this difference, however, results from a 
different mix of capital assets in the corporate and 
noncorporate sector, hence only part of the 
difference is due to intersectoral tax distortions. 

Table 13.3 
Cost of Capital Under Current Law 

A. Representative Assets 
Engines and turbines 

Corporate 
Noncorporate 

Industrial buildings 

Corporate 
Noncorporate 

Business land 
Corporate 

Noncorporate 
B. Summary Measures 

Average Cost of Capital 
Corporate 
Noncorporate 
Owner-occupied housing 
Economy wide 

Coefficient of Variation 

Department of the Treasury 
Office of Tax Policy 

No Financial With Financial 
Distortions Distortions 

.051 .052 

.044 .044 

.065 .066 

.051 .051 

.061 .063 

.049 .049 

.059 .060 

.049 .049 

.040 .040 

.050 .051 

.155 .165 



Owner-occupied housing has the lowest cost of 
capital (4.0 percent). The return on owner-occu
pied housing is virtually free of tax because (1) 
the imputed rental value of the housing is not 
taxed to the owner, and (2) interest on debt 
fmancing is includable by the lender and deduct
ible by the owner. Unless the lender's tax bracket 
is higher than the borrower's, the tax system as a 
whole does not collect tax on the return on the 
investment. Thus, current law discourages invest
ment in the corporate sector in favor of invest
ment in noncorporate enterprises, and discourages 
investment in business enterprises in favor of 
investment in owner-occupied housing. Overall, 
capital income taxes increase the average cost of 
capital for the economy as a whole (5.03 percent) 
to a level greater than the investor's required 
after-tax real return (4 percent). Current law may 
reduce the level of resources devoted to invest
ment and capital formation and distort the alloca
tion of capital across sectors of the economy. 

The last line in Panel B shows the coefficient 
of variation for the cost of capital. The coefficient 
of variation is a summary measure of the degree 
of dispersion in the cost of capital. If all invest
ments were taxed equally, all would have the 
same cost of capital and the coefficient of varia
tion would be zero. Taxes that distort investment 
decisions create dispersion in the cost of capital 
and raise the coefficient of variation. Under 
current law, the coefficient of variation is 0.155. 

The second column of Table 13.3 includes in 
the corporate cost of capital a premium for tax 
distortions in corporate borrowing and dividend 
policies. Tax distortions in corporate fmancial 
policies raise the cost of capital for corporate 
sector investments by approximately 0.1 percent
age point, compared to the prior calculations 
which ignore fmancial distortions, while leaving 
unchanged the cost of capital for investments in 
the noncorporate sector and in owner-occupied 
housing. Including fmancial distortions, therefore, 
increases the tax-induced disparity in the cost of 
capital between corporate and other investments. 
With fmancial distortions, current law's 
coefficient of variation in the cost of capital is 
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O. 165, greater than the 0.155 coefficient of 
variation obtained when fmancial distortions are 
ignored. By raising the cost of investing in the 
corporate sector, fmancial distortions also raise 
slightly the overall cost of investing in the 
economy. 

Cost of Capital Under the 
Integration Prototypes 

Tables 13.4 and 13.5 present summary mea
sures of the cost of capital under current law and 
each of the integration prototypes, with and 
without fmancial distortions, respectively. Table 
13.4 presents calculations assuming scaled tax 
rates for replacement revenue (Panel A), and 
lump-sum replacement taxes (Panel B). All the 
calculations in Table 13.4 assume that corpora
tions vary their borrowing and dividend distribu
tions in response to changes in tax rates, and 
include a premium for tax-induced distortions in 
corporate borrowing policy. 

Table 13.4 presents results from calculations 
that include the efficiency cost of tax distortions 
in corporate fmancial policy. In these calculations 
the integration prototypes change both the corpo
rate leverage ratio and dividend payout ratio from 
their values under current law, but also change 
the magnitude of the associated fmancial distor
tions. In the scaled-tax-rate calculations, statutory 
tax rates on capital income are increased or 
decreased proportionately to hold the overall tax 
burden on investment at its current level. Each 
prototype reduces the corporate cost of capital 
toward the lower average for the rest of the 
economy, thereby reducing the coefficient of 
variation below its current law level. CBIT reduc
es the coefficient of variation in the cost of capital 
most significantly. Compared to current law, 
CBIT reduces the coefficient of variation in the 
cost of capital by more than one-third, from 0.165 
to 0.104. The other prototypes produce a smaller 
reduction in the coefficient of variation, a reduc
tion that is nearly the same for each prototype. 
Thus, in these calculations, CBIT provides the 
greatest incentive for an efficient allocation of 
physical capital.46 
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Table 13.4 In the scaled tax rate 
The Cost of Capital 

Under Current Law and the Integration Prototypes: 
calculations, benefits from 
CBIT still exceed those of With Financial Distortions 
other prototypes, but 

Shareholder Distribution-Related because CBIT reduces 
fmancial distortions more 
than other prototypes, 
there is less difference 

Current Allocation Integration 
Law Integration Credit Exclusion CBIT 

A. Scaled tax rate replacement 
Average cost of capital 

Corporate sector .060 
Noncorporate sector .049 
Owner-occupied housing sector .040 
Economy wide .051 

Coefficient of variation .165 

B. Lump sum replacement 
Average cost of capital 

Corporate sector .060 
Noncorporate sector .049 
Owner-occupied housing sector .040 
Economy wide .051 

Coefficient of variation .165 

Department of the Treasury 
Office of Tax Policy 

.057 

.052 

.040 

.051 

.143 

.052 

.049 

.040 

.048 

.107 

The results based on lump-sum replacement 
taxes presented in Panel B are similar to those in 
Panel A. All prototypes reduce current tax distor
tions in the allocation of capital, particularly by 
reducing taxes on corporate investment relative to 
investment elsewhere in the economy. Thus, all 
prototypes lower the coefficient of variation in the 
cost of capital. The lump-sum replacement mecha
nism, however, allows all of the prototypes except 
CBIT to benefit from lower taxes on capital 
income. Consequently, the shareholder allocation 
prototype most significantly reduces the coeffi
cient of variation, and provides the greatest incen
tive for an efficient allocation of physical capital. 

Table 13.5 presents cost of capital calculations 
that abstract from the costs of tax distortions in 
corporate fmancial policy. In those calculations, 
fmancing is unaffected by tax policy changes, so 
corporations have a 73 percent real dividend 
payout ratio and a 37 percent leverage ratio under 
current law as well as under the integration 
prototypes. 

.057 .058 

.052 .051 

.040 .040 

.051 .051 

.144 .148 

.052 .054 

.049 .049 

.040 .040 

.048 .049 

.111 .120 

. 053 

.054 

. 042 

.050 

.104 

.056 

.057 

.043 

.053 

.123 

between CBIT and the 
other prototypes in Table 
13.5 than in Table 13.4 . 
Nonetheless, the results in 
the two tables are similar . 
In both tables, each proto
type reduces the extra tax 
cost of investing in the 
corporate sector, therefore 
encouragmg a more 
efficient allocation of 
capital. Additionally, in 
both tables, shareholder 
allocation leads to the 
greatest reduction in the 
coefficient of variation in 
the calculations based on 

lump-sum replacement, while CBIT reduces the 
coefficient of variation most in the calculations 
based on the scaled tax rate replacement 
mechanism. 

13.F INTEGRATION AND THE 
ALLOCATION OF 
RESOURCES 

This section reviews the simulated effects of 
each integration prototype on the allocation of 
resources and economic efficiency. Results from 
three models are presented. The first is a 
Harberger-type CGE model modified to account 
for tax distortions in corporate fmancial policies. 
The two alternative CGE models respond to 
important limitations of the Harberger-type mod
el. Overall, the cost of capital calculations provid
ed in the preceding section are reinforced by the 
results from the more comprehensive CGE 
calculations. 
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Table 13.5 
The Cost of Capital 

Under Current Law and The Integration Prototypes: 

fmal goods. In the original 
model, the total supplies of 
capital and labor were 
fIxed. In the augmented 
model, the supplies of labor 
and capital can vary de
pending on their rates of 
return, but in the simula
tions the supply of capital 
is held constant. Investment 
decisions are based on the 
cost of capital described in 
the preceding section . 

No Financial Distortions 

Shareholder Distribution-Related 
Current Allocation Integration 

Law Integration Credit Exclusion CBIT 

A. Scaled tax rate replacement 
Average cost of capital 

Corporate sector 
Noncorporate sector 
Owner-occupied housing sector 

Economy wide 
Coefficient of variation 

.059 

.049 

.040 

.050 

.155 

.055 

.052 

.040 

.050 

.137 

.056 

.052 

.040 

.050 

.138 

.057 

.051 

.040 

.051 

.143 

.053 

.054 

. 042 

.050 

.103 Harberger's approach 
implicitly assumed that 

B. Lump sum replacement corporate fInancial policy 
Average cost of capital was unaffected by the tax 

Corporate sector .059 .051 .052 .053 .056 system. In contrast, the 
Noncorporate sector .049 .049 .049 .049 .057 augmented model incorpo-
Owner-occupied housing sector .040 .040 .040 .040 .043 rates the model of fmancial 
Economy wide .050 .047 .048 .048 .053 

Coefficient of variation .155 .103 .108 .115 .123 behavior discussed above, 
---...:::::.::::::.:..:::=:....:.:.....:=..:===--------=.::....:.....------------- and so allows the tax sysDepartment of the Treasury 

Office of Tax Policy tern to influence corporate 

The Augmented Harberger Model 

Model Description 

In Harberger's original model, the corporate 
tax induces capital to leave the corporate sector, 
a migration that continues until after-tax returns 
are equalized in the corporate and noncorporate 
sectors. Through this adjustment process the 
burden of the corporate tax is spread to owners of 
noncorporate capital and possibly to labor. 47 The 
corporate tax thus causes too much capital to be 
allocated to the non corporate sector and not 
enough to the corporate sector, so that an ineffI
cient allocation of resources results. 

The fIrst model used to study the integration 
prototypes is an augmented version of Harberger's 
original contribution. 48 While the original 
Harberger model had only two sectors, the aug
mented model embodies a richer depiction of the 
economy. It has 18 industries and 35 different 
types of assets, and includes both intennediate and 

borrowing and dividend 
policies. Allowing fInancial 

decisions to be influenced by the tax system is 
particularly important in the present context, 
because previous research has suggested that 
ignoring tax-induced distortions in fmancial 
behavior can lead to substantial underestimates of 
the effIciency costs of the classical income tax 
system.49 

As emphasized earlier, the simulation of each 
integration prototype holds constant real govern
ment spending. As in the discussion of the cost of 
capital, we emphasize calculations using scaled 
tax rates, though calculations based on lump-sum 
replacement taxes are presented for comparison. 

The method of estimation proceeds by com
paring a single equilibrium representing current 
law with a corresponding equilibrium under each 
integration prototype. The simulations are static, 
in the sense that they abstract from savings and 
growth issues by holding constant the economy's 
capital stock in the face of each prototype's tax 
changes. Thus, the model captures effects from 
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the prototype's shifts in the allocation of real 
resources across sectors and industries and from 
changes in corporate financial decisions, but 
abstracts from any tax-induced changes in saving 
and capital formation. Since integration generally 
is perceived as a way to improve the static alloca
tion of real resources and to improve corporate 
fmancial policy, this is appropriate. 50 

Simulation Results 

Table 13.6 presents the results of simulations 
that include the costs of tax distortions in 
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corporate fmancial policy, and Table 13.7 pres
ents results of calculations excluding such costs. 
The results in Table 13.6 that include the costs of 
fmancial distortions illustrate most broadly the 
costs of tax distortions under current law. 

The first three rows of Panel A show each 
prototype's effect on the allocation of capital, 
based upon the scaled-tax-rate replacement mecha
nism. In these calculations, CBIT generates the 
largest changes in capital allocation. CBIT in
creases the corporate share of capital by almost 5 
percentage points, and decreases the share of 

Table 13.6 
General Equilibrium Results, Augmented Harberger Model: 

With Financial Distortions 

Shareholder Distribution-Related Integration 
Allocation 

Credit 
Integration 

A. Scaled tax rate replacement 
Percentage change in capital allocation I 

Corporate sector 2.6 2.3 
Noncorporate sector -2.7 -2.4 
Owner-occupied housing 0.1 0.1 

Annual change in welfare2, by source of change, as a 
percentage of consumption (and as a percentage of tax 
revenue from corporate capital) 

Consumption 0.10 (2.38) 0.10 (2.38) 
Corporate debt policy -0.00 (-0.00) -0.00 (-0.00) 
Corporate dividend policy 0.03 (0.71) 0.01 
Total 0.13 (3.09) 0.11 

B. Lump sum replacement 
Percentage change in capital allocation I 

Corporate sector 3.4 
Noncorporate sector -2.5 
Owner-occupied housing -0.9 

Annual change in welfare2, by source of gain, as a per-
centage of consumption (and as a percentage of tax 
revenue from corporate capital) 

Consumption2 

Corporate debt policr 

Corporate dividend policy3 
Total 

Department of the Treasury 
Office of Tax Policy 

0.24 (5.71) 
0.08 (1.90) 
0.03 (0.71) 
0.35 (8.33) 

0.23 
0.07 

0.02 
0.32 

(0.24) 
(2.62) 

3.2 
-2.4 

-0.8 

(5.47) 
(1.67) 
(0.48) 
(7.62) 

IThese represent changes in each sector's share of total private capital. 

Exclusion 

1.7 
-1.8 

0.1 

0.08 (1.90) 
-0.00 (-0.00) 
0.03 (0.71) 
0.11 (2.62) 

2.6 
-1.9 

-0.6 

0.20 (4.76) 
0.06 (1.43) 
0.03 (0.71) 
0.29 (6.90) 

CBIT 

4.6 
-3.8 

-0.8 

0.20 (4.76) 

0.17 (4.05) 
0.03 (0.71) 
0.40 (9.52) 

4.3 
4.2 

-0.1 

0.10 (2.38) 
0.16 (3.81) 
0.03 (0.71) 
0.29 (6.90) 

2Welfare changes from improvements in real resource allocation are measured as changes in 
"expanded" national income, i.e., changes in national income plus changes in the value of leisure. 

3Welfare changes from changes in financial policies are measured using an excess burden function 
derived from investors' preferences for debt and for equity. 
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Table 13.7 
General Equilibrium Results, Aup:tented Harberger Model: 

No Financial Distortions 

Shareholder Distribution-Related Integration 
Allocation 

Credit Exclusion Integration CBIT 

A. Scaled tax rate replacement 

Percentage change in capital allocation' 

Corporate sector 2.5 2.1 1.6 4.1 
Noncorporate sector -2.6 -2.2 -1.7 -3.S 
Owner-occupied housing 0.1 0.1 0.1 -0.6 

Annual change in welfare2 as a percentage 
of consumption (and as a percentage of tax 
revenue from corporate capital) 0.08 (1.9S) 0.08 (1.71) 0.07 (1.71) 0.17 (4. IS) 

B. Lump sum replacement 
Percentage change in capital allocation' 

Corporate sector 3.3 2.9 2.4 3.8 
Noncorporate sector -2.4 -2.2 -1.8 -3.9 
Owner-occupied housing -0.8 -0.7 -0.6 0.1 

Annual change in welfare2 as a percentage 
of consumption (and as a percentage of tax 
revenue from corporate capital) 0.21 (S.12) 0.20 (4.88) 0.17 (4.15) 0.07 (1.71) 

Department of the Treasury 
Office of Tax Policy 

'These represent changes in each sector's share of total private capital. 
2Welfare changes are measured as changes in "expanded" national income, i.e., changes in national income plus 

changes in the value of leisure. 

capital allocated to other sectors by an equivalent 
amount. The other prototypes stimulate somewhat 
smaller changes in the allocation of capital across 
sectors. 

The next set of calculations in Panel A repre
sents effects on economic well-being resulting 
from adoption of each prototype. Economic 
welfare effects are shown separately for (l) the 
gain caused by the improved consumption choices 
made possible by integration's improvement in the 
allocation of real resources, and (2) the gain due 
to improved corporate fmancial policy. These 
welfare gains do not reflect gains (or losses) 
arising from changes in savings and economic 
growth attributable to the prototypes. Two welfare 
measures are presented. The fIrst measure 
expresses the welfare gain as a percentage of 
consumption under current law, and can be 
interpreted as the percentage gain in annual 
consumption possible under each prototype once 

the economy fully adjusts to the change in law 
and reaches its new equilibrium. The second 
measure (in parentheses) expresses the welfare 
gains as a percentage of the annual tax revenue 
from corporate capital income. 

In this model, the annual economic welfare 
gains from the improved allocation of resources 
range from 0.08 to 0.20 percent of current con
sumption or 1.9 to 4.8 percent of tax revenue 
from corporate capital income (equivalent to a 
range of about $2.3 to $5.7 billion per year). 
CBIT produces welfare gains at least twice as 
large as that generated by the other prototypes. 

The other integration prototypes generate a 
smaller improvement from a more effIcient alloca
tion of real resources, equivalent to about 0.10 
percent of current consumption for each. Thus, 
although these prototypes appear structurally 
different, from an economic perspective they may 
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be quite similar. Indeed, this result can be antici
pated from the above discussion of the cost of 
capital, which showed that these prototypes had 
nearly identical effects on the coefficient of 
variation in the cost of capital. 

The next simulated economic welfare gain 
represents welfare effects of changes in corporate 
debt policy. All the integration prototypes lower 
the corporate leverage ratio. CBIT, however, 
completely eliminates the tax bias against equity, 
thereby producing the largest gain, equivalent to 
0.17 percent of consumption, or more than 4 
percent of tax revenue from corporate capital 
(about $4.8 billion). The dividend exclusion and 
shareholder allocation integration prototypes 
produce only negligible gains from this source. 
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Table 13.6 also shows the simulated economic 
welfare effects of changes in corporate dividend 
policy. With the exception of the imputation credit 
prototype, the prototypes yield welfare gains in 
this respect that are equivalent to an annual 
increase in consumption of 0.03 percent (or 0.71 
percent of tax revenue from corporate capital). 
Welfare gains accompanying the imputation credit 
prototype are smaller at this margin. 

Combining the economic welfare effects from 
changes in debt policy and changes in dividend 
policy, shows that all three prototypes improve 
overall corporate fmanciaI policy. These gains are 
largest for CBIT. By eliminating distortions in 
corporate fmanciaI policy, CBIT produces a 
welfare gain equivalent to 0.20 percent of con
sumption, or 4.76 percent of tax revenue from 
corporate capital. The shareholder allocation 
prototype and the dividend exclusion prototype 
produce much smaller welfare gains from im
provements in corporate fmancial policy, roughly 
equivalent to 0.03 percent of consumption, (0.71 
percent of tax revenue from corporate capital). 
Perhaps the most striking feature of these results 
is that the CBIT prototype's welfare gains from 
improved corporate fmancial policy are as large 
as the welfare gains from improved real resource 
allocation. 

The total improvement in economic welfare 
ranges from a high under CBIT of 0.40 percent of 
consumption to a low for the imputation credit 
and dividend exclusion prototypes of O. 11 percent 
of consumption. By contributing most significant
ly to the efficient allocation of real resources and 
to the promotion of efficient corporate fmancial 
choices, CBIT stimulates the largest gains in 
economic welfare. 

Panel B presents results based on lump-sum 
replacement taxes. In some respects these calcula
tions are similar to those in Panel A. For exam
ple, in both set of calculations, the integration 
prototypes expand modestly the size of the corpo
rate sector relative to the rest of the economy. In 
addition, in both sets of calculations, all proto
types generate modest economic welfare gains. In 
the calculations based on lump-sum replacement 
taxes, however, all prototypes except CBIT show 
welfare gains from reducing taxes on capital 
income (and replacing them with more efficient 
lump-sum taxes). In contrast, as modeled, CBIT 
raises distorting taxes on corporate capital income 
and distributes the excess revenue to consumers 
through lump-sum rebates. Consequently, CBIT 
compares less favorably with the other prototypes 
in the lump-sum calculations than in the scaled tax 
rate calculations, although this result is largely an 
artifact of the revenue estimate for CBIT obtained 
from this model. In the lump-sum calculations, 
the shareholder allocation prototype produces the 
largest improvement in economic well being, 
roughly equivalent to an annual gain of 0.35 
percent of consumption. 

Table 13.7 presents results of calculations that 
do not include the cost of tax-induced distortions 
in corporate fmancial policy. In those calcula
tions, the prototypes do not change fmanciaI 
variables from current law values, and fmanciaI 
distortions do not create welfare costs. 

The calculations in Table 13.7 are similar in 
several respects to those reported in Table l3.6. 
All prototypes continue to shift capital into the 
corporate sector and produce overall gains in 



welfare, measured relative to annual consumption 
or annual tax revenue from corporate capital. The 
shareholder allocation prototype increases 
economic welfare the most under the lump-sum 
replacement taxes, while CBIT increases econom
ic welfare the most under the scaled-tax 
replacement approach. 

The Mutual Production Model 

Model Description 

An important problem with models based on 
the original Harberger approach is the implicit 
assumption that if a commodity is produced in the 
corporate sector, it also cannot be produced in the 
noncorporate sector, and vice versa. This conflicts 
with empirical evidence of such coexistence. To 
address this issue, we use a Mutual Production 
Model (MPM) , in which corporate and non
corporate businesses coexist in industries because 
each has certain advantages: corporate businesses, 
which are relatively large, have the advantage of 
economies of scale, and noncorporate businesses, 
which are smaller, have the advantage of more 
effective managerial skill. 51 

This approach has been incorporated in a 
large-scale model that contains twelve sectors and 
allows for the production of capital goods as well 
as intermediate goods (goods used in other busi
nesses). Each industry produces with managerial 
input, labor input, and a fIxed capital composite 
of 31 different assets. The model is a closed 
economy model characterized by a representative 
consumer, a fIxed labor supply, and a fIxed 
capital stock. Financial decisions about corporate 
debt to equity and dividend payout ratios are 
affected by the tax system. 

In many ways, the analysis of resource alloca
tion in the modilled MPM is structurally similar 
to the augmented Harberger model discussed 
above. 52 For example, both are disaggregated, 
competitive models, which base decisions about 
capital allocations on the user cost of capital. In 
addition, both are closed economy models that 
abstract from international capital flows. The 
models differ, however, in at least two key 
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respects. First, greater substitution exists between 
corporate and noncorporate activity in the MPM 
than in the augmented Harberger model. Second, 
the MPM assumes a ftxed labor supply, while the 
augmented Harberger model allows labor supply 
decisions to vary depending upon the after-tax 
wage rate. Consequently, one would expect 
similar, but not necessarily identical, results from 
the two models. Results from the MPM are 
presented in Table 13.8. 

Simulation Results 

Panel A of Table 13.8 presents the results of 
calculations based on the scaled-tax-rate adjust
ment approach. The fIrst rows of panel A show 
the percentage change in the share of total capital 
used in each of the corporate, noncorporate 
business, and owner-occupied housing sectors, 
respectively. All of the prototypes shift capital 
(and other resources) into the corporate sector. 
CBIT's 7.1 percentage point increase in the 
corporate sector's share of total capital would be 
the largest shift, while the dividend exclusion 
prototype's 2.9 percentage point increase would 
be the smallest. For all prototypes, the resource 
flow into the corporate sector come primarily 
from a contraction of the noncorporate business 
sector, but owner-occupied housing also would 
decline slightly in the CBIT and imputation credit 
prototypes. 

The next two rows of panel A illustrate the 
change in corporate fmancial policy attributable to 
each prototype. As a point of reference, a 5 
percentage point reduction in the corporate lever
age ratio would eliminate current law's distortion 
in this model. In these calculations, CBIT elimi
nates the tax incentive to borrow, and thus reduc
es the corporate leverage ratio to its undistorted 
level. The shareholder allocation prototype 
achieves only a slight reduction. In contrast, the 
distribution-related prototypes do not improve 
corporate borrowing policy in this model. 53 

Both the shareholder allocation and CBIT 
prototypes eliminate the tax penalty on dividends. 
Consequently, under both prototypes, corporations 
increase their real dividend payout ratio by 9 
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Table 13.8 
General Equilibrium Results, Mutual Production Model: 

With Financial Distortions 

Shareholder Distribution-Related Integration 
Allocation 

Credit Exclusion 
Integration CBIT 

A. Scaled tax rate replacement 
Percentage change in capital allocation I 

Corporate sector 4.3 5.5 2.9 7.1 

Noncorporate sector -4.5 -5.3 -3.0 -6.7 

Owner-occupied housing 0.2 -0.2 0.1 -0.4 

Percentage change in financial policy 
relative to current law 

Corporate debt to asset ratio -1.0 2.0 1.0 -5.0 

Real dividend payout ratio 9.0 16.0 10.0 9.0 

Annual change in welfare2, by source of 
change, as a percentage of consumption 
(and as a percentage of tax revenue from 
corporate capital) 

Consumption 0.27 (3.57) 0.37 (4.90) 0.22 (2.91) 0.43 (5.69) 
Corporate debt policy 0.06 (0.79) -0.22 (-2.91) -0.10 (-1.32) 0.23 (3.05) 
Corporate dividend policy 0.07 (0.94) 0.01 (0.13) 0.07 (0.93) 0.07 (0.93) 
Total 0.40 (5.30) 0.16 (2.12) 0.19 (2.52) 0.73 (9.67) 

B. Lump sum replacement 
Percentage change in capital allocation3 

Corporate sector 6.1 6.2 4.2 7.2 
Noncorporate sector -5.0 -5.0 -3.5 -6.7 
Owner-occupied housing -1.1 -1.2 -0.7 -0.5 

Percentage change in financial policy 
relative to current law 

Corporate debt to asset ratio -3.0 -1.0 -1.0 -5.0 
Real dividend payout ratio 9.0 14.0 10.0 9.0 

Annual change in welfare2
, by source of 

gain, as a percentage of consumption (and 
as a percentage of tax revenue from 
corporate capital) 

Consumption2 0.54 (7.15) 0.50 (6.62) 0.39 (5.16) 0.44 (5.83) 
Corporate debt policy3 0.11 (1.46) 0.11 (1.46) 0.07 (0.93) 0.23 (3.04) 
Corporate dividend policy3 0.07 (0.93) 0.04 (0.53) 0.07 (0.93) 0.07 (0.93) 
Total 0.72 (9.54) 0.65 (8.61) 0.53 (7.02) 0.74 (9.80) 

Department of the Treasury 
Office of Tax Policy 

IThese represent changes in each sector's share of total private capital. 

2The model measures the welfare change from an improved allocation of real resources as the 
compensating variation of the change from current law to integration. Compensating variation is a 
measure of the dollar value of the change in consumer's utility as a result of integration. 

3Welfare changes from changes in financial policies are measured using an excess burden function 
derived from investor's preferences for debt and for equity. 



percentage points to the undistorted value calibrat
ed in the model. COlporations also increase their 
dividend payout ratio under the two distribution
related prototypes. Because distribution-related 
prototypes relieve the cOlporate level tax on 
corporate equity only to the extent profits are 
distributed, cOlporations actually pay an 
inefficiently large fraction of their earnings as 
dividends under these prototypes. Nonetheless, 
compared to current law, both prototypes encour
age cOlporations to reduce the difference between 
their actual payout ratio and the undistorted 
payout ratio. 

The fmal four rows of Panel A present each 
prototype's welfare changes in total, and a decom
position by the source of change. Annual welfare 
gains are expressed as a percentage of consump
tion under current law and as a percentage of 
current revenue from cOlporate capital income (in 
parentheses). By improving the allocation of 
resources, all of the prototypes generate improved 
consumption choices, but CBIT has the largest 
improvement, equivalent to 0.43 percent of 
consumption. The dividend exclusion prototype 
yields the smallest improvement, equivalent to 
0.22 percent of consumption. 

The shareholder allocation and CBIT proto
types improve corporate borrowing policy. CBIT 
generates an economic welfare gain equivalent to 
0.23 percent of consumption. While the welfare 
gain accompanying the shareholder allocation 
prototype is smaller in this dimension, the distri
bution-related prototypes encourage corporations 
to increase borrowing slightly above levels under 
current law and thereby generate a small welfare 
loss. 

The shareholder allocation and CBIT proto
types both eliminate the tax distortion in cOlporate 
dividend policy, and in so doing generate a small 
welfare gain equivalent to 0.07 percent of con
sumption. Although the distribution-related proto
types encourage finns to distribute an inefficiently 
large fraction of their profits as dividends, by 
inducing fmns to move the payout ratio closer to 
its undistorted level, both generate welfare gains 
at this margin. 
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In total, in the scaled-tax-rate calculations the 
prototypes produce annual economic welfare gains 
ranging from a low of under 0.2 percent of 
consumption for distribution-related integration to 
a high of 0.73 percent of consumption for CBIT. 
In these calculations, CBIT generates as large or 
larger welfare gains than the other prototypes in 
every category. 

Panel B shows calculations based on lump-sum 
replacement. In these calculations, all of the 
prototypes promote more efficient consumption, 
corporate borrowing, and corporate dividend 
policies. The other prototypes compare more 
favorably to CBIT than in panel A because, as 
modeled, CBIT would raise taxes on capital 
income, while the other prototypes would lower 
capital income taxes. Consequently, although in 
part an artifact of the modeling, the shareholder 
allocation prototype would generate an annual 
welfare gain equivalent to 0.72, almost as large as 
that under CBIT (0.74 percent of consumption). 
Annual welfare gains for the imputation credit and 
dividend exclusion prototypes would be 0.65 and 
0.53 percent of consumption, respectively. 

Portfolio Allocation Model 

Model DeSCription 

Both the augmented Harberger model and the 
MPM capture tax distortions in the allocation of 
physical capital among the corporate, non
cOlporate, and owner-occupied housing sectors. 
Both also capture tax distortions in the supply of 
corporate debt and dividends. Neither model, 
however, is designed to capture tax distortions in 
the allocation of fmancial assets across house
holds. The portfolio allocation (PA) model ad
dresses this shortcoming by focusing on tax 
distortions in household portfolio decisions. 54 

The P A model combines an allocation of capital 
across sectors reflecting production characteristics 
and consumer preferences with an allocation of 
capital across investors and forms of investment 
through a portfolio mechanism. In the PA model, 
real and fmancial variables are determined simul
taneously, and taxes can distort both real and 
fmancial decisions. 
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The PA model explicitly links individual 
fInancial decisions with real variables in the 
economy. Households and pension funds acquire 
securities in a manner consistent with their risk
return preferences, while businesses and the 
government sector issue securities to meet their 
demands for capital. Individuals allocate their 
wealth among corporate equity, noncorporate 
equity, rental housing, owner-occupied housing 
equity, durable goods, tax-exempt bonds, and 
taxable debt according to the riskiness as well as 
the after-tax rate of return on these assets. Indi
vidual households are distinguished by income and 
wealth levels, tax filing status, and whether they 
rent or own their homes. 
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Simulation Results 

Results from the PA model are displayed in 
Tables 13.9 and 13.10. As with the other models, 
two sets of calculations are perfonned. In the fIrst 
set of calculations, presented in Table 13.9, 
statutory tax rates on capital income are increased 
or decreased proportionately to satisfy the con
straint that revenues remain constant. In an alter
native set of calculations, presented in Table 
13.10, lump-sum taxes or rebates are used to 
satisfy the equal yield constraint. 

Scaled Tax Replacement. Table 13.9 presents 
integration's aggregate effects on the allocation of 
real and fmancial capital and on corporate fman
cial policy. The top panel shows changes in the 
allocation of real capital. In the portfolio alloca
tion model, all of the prototypes shift capital into 
the corporate sector. The CBIT prototype produc
es the largest increase in corporate capital, equiv
alent to 2.5 percent of total U.S. real capital, 
followed by shareholder allocation integration (1.7 
percent expansion) and then by distribution-related 
integration (1.6 percent expansion for the dividend 
exclusion prototype). In all prototypes, the flow 
of capital into the corporate sector comes from a 
contraction of other sectors. The prototypes 
improve the allocation of capital within the busi
ness sector as well as between the business and 
nonbusiness sectors. 

The middle panel of Table 13.9 presents 
changes in holdings of fmancial assets, divided 
into changes in households' holdings and changes 
in pension funds' holdings. 55 In the PA model, 
households can make fmancial investments in 
corporate stock, noncorporate equity interests, and 
debt. All of the prototypes induce households to 
raise their holdings of corporate stock. CBIT 
produces the largest such shift, equivalent to 6.5 
percent of total wealth, compared to about 3 to 4 
percent for the other prototypes. In addition, all 
prototypes reduce households' holdings of taxable 
bonds. The shareholder allocation and distribu
tion-related prototypes produce a reduction equiv
alent to between 2.0 percent and 2.5 percent of 
total wealth. CBIT generates a larger reduction, 
and the household sector becomes a net borrower 
in the taxable debt market. Traditional tax-exempt 
debt holdings are largely unaffected by integration 
(except under CBIT). CBIT debt, which is tax
exempt to the lender, accounts for 11.6 percent of 
total wealth. To a large extent, CBIT debt substi
tutes for taxable debt under current law. Thus, it 
is useful to compare the sum of taxable and CBIT 
debt holdings under CBIT and current law. Com
bining CBIT's 14.8 percent reduction in taxable 
debt with the 11.6 percent of total wealth that 
corresponds to CBIT debt shows that CBIT 
reduces households' direct holdings of formerly 
taxable debt by 3.2 percent of total wealth. The 
other prototypes reduce direct household holdings 
of currently taxable debt by an amount equivalent 
to 2.0 to 2.5 percent of private wealth. Combin
ing all types of debt shows that CBIT generates a 
larger reduction in direct debt holdings by house
holds, equivalent to 4.3 percent of total wealth 
w bile the other prototypes generate a smaller 
reduction, equivalent to between 2.0 and 2.6 
percent of wealth. Finally, note that holdings of 
noncorporate capital decline under all the 
integration prototypes. 56 

Pension funds' portfolio shifts are the reverse 
of household portfolio shifts. In the PA model, 
pension funds allocate assets between debt and 
corporate equity. By lowering the tax burden 
households face on corporate equity, but not 
extending the tax reduction to pension funds, all 
prototypes induce pension funds to reduce 
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Table 13.9 
The Effect of Integration on the Allocation of 

Physical Capital, Wealth, and Corporate Financial Policy 
Results from the Portfolio Allocation Model 

(Scaled Tax Rate Replacement) 

Shareholder 
Allocation 

Prototype Integration 

A. Change in the Allocation of Physical Capital 
(as a percent of total physical capital) 

Corporate Business 
Noncorporate Business 
Noncorporate Rental Housing 

Total Noncorporate Capital 
State and Local Government 

1.7% 
-0.1 % 
-0.3% 
-0.4% 
-0.1% 

Distribution-Related 
Integration 

Credit Exclusion 

1.3% 1.6% 
-0.1 % -0.1% 
-0.3% -0.4% 
-0.4% -0.5% 
-0.1 % -0.1% 

Owner-occupied Housing -0.7% -0.4% -0.5% 
Consumer Durables -0.5% -0.5% -0.5% 

Total Household Capital -1.3% -0.9% -1.0% 
B. Change in The Allocation Of the Household Sector's Portfolio 

(as a percent of total wealth) 
Corporate Stock 
Debt 

Taxable to Investors 
Not Taxable to Investors 

Traditional Tax-Exempt 
CBIT 

Total Tax-Exempt 
Total 

Noncorporate Business 
Noncorporate Rental Housing 

Noncorporate Total Capital 
Owner-occupied Housing 
Consumer Durables 

Total Household Capital 
Pensions 

Corporate stock 
Debt 

3.9% 3.2% 4.0% 

-2.3% -2.0% -2.5% 

-0.1 % -0.1% -0.1 % 
0.0% 0.0% 0.0% 

-0.1 % -0.1 % -0.1% 
-2.4% -2.0% -2.6% 
-0.1 % -0.1 % -0.1 % 

-0.2% -0.2% -0.4% 
-0.3% -0.3% -0.5% 
-0.6% -0.4% -0.4% 
-0.5% -0.4% -0.5% 

-1.1 % -0.8% -0.9% 

-2.0% -1.7% -2.5% 
2.0% 1.7% 2.5% 

C. Change in Corporate Financial Policy (in percentage points) 

CBIT 

2.5% 
-0.1% 
-0.4% 
-0.5% 
0.0% 

-0.8% 
-1.2% 
-2.0% 

6.5% 

-14.8%1 

-1.2% 
11.6% 
10.5% 
4.3% 
0.0% 

-0.4% 
-0.4% 
-0.7% 
-1.1% 
-1.8% 

-0.3% 
0.3% 

Leverage Ratio -3.2% -2.7% -2.3% -14.7% 
(Nominal) Dividend Payout Ratio 3.2% 3.3% 3.8% 3.0% 

Department of the Treasury 
Office of Tax Policy 
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the distribution-related 
and shareholder allocation 
prototypes stimulate a 
move into corporate equi
ty equivalent to between 
1.5 and 1.9 percent of 
total wealth. CBIT gen
erates a much larger net 
increase in holdings of 
corporate shares, equiva
lent to 6.2 percent of total 
wealth. The total shift 
from debt is equivalent to 
-4.0 percent of total 
wealth under CBIT, and 
to between -0.1 and -0.4 
percent of total wealth for 
the other prototypes. 57 

The bottom panel of 
Table 13.9 presents each 
prototype's effect on 
corporate borrowing and 
dividend policy. All pro
totypes encourage corpo
rations to use less debt, 
but CBIT generates a 14.7 
percentage point reduction 
in the corporate leverage 
ratio, much larger than 
the reduction generated by 
the other integration 
prototypes. Dividend 
payout ratios increase in 
all cases (by between 3.0 
and 3.8 percentage 
points); not surprisingly, 
the largest such increase 
accompanies the dividend 
exclusion prototype. 

lThe household sector goes from a net lender in the market for taxable bonds 
under current law to a net borrower under CBIT. Lump-Sum Tax Re

placement. Table 13.10 summarizes PA model 
results illustrating integration's aggregate effects 
on the allocation of real and fmancial capital and 
on corporate fmancial policy assuming lump-sum 
taxes are used to maintain revenue neutrality. The 
allocational impacts of integration are qualitatively 
similar to those based on scaled tax rate 

corporate equity holdings and increase debt hold
ings. Consequently, for the economy as a whole, 
the shift out of debt and into equity is less 
pronounced than the change for the household 
sector alone. Overall, in their effects on house
holds' direct holdings plus pension fund holdings, 



Economic Analyses 138 

Table 13.10 
Summary of the Effects of Integration on 

Real and Financial Decisions: 

domestic economy to 
assess the likely effects of 
integration. The models 
are in general agreement 
with respect to the major 
effects of integration on 
capital allocation, corpo
rate fmancial policy, 
portfolio allocation, and 
the overall effect on eco
nomic welfare. 

Results from the Portfolio Allocation Model 
(Lump Sum Replacement) 

Distribution-Related 
Shareholder Integration 

Allocation Credit Exclusion 
Prototype Integration CBIT 

A. Change in the Allocation of Physical Capital 
(as a percent of total physical capital) 

Corporate Business 2.8% 2.6% 2.6% 2.8% 
Total Noncorporate Capital -0.3% -0.3% -0.3% -0.4% 

The results of all the 
models indicate that inte
gration will encourage 
capital to shift into the 
cotporate sector. Most of 
this shift comes from the 
noncorporate business 
sector,58 but in some 
cases owner-occupied 
housing also is reduced. 

State and Local Government -0.1 % -0.1 % -0.1% 0.0% 
Total Household Capital -2.3% -2.2% -2.2% -2.3% 
B. Change in the Allocation of the Household Sector's Portfolio 

(as a percent of total wealth) 
Corporate Stock 6.2% 
Debt -3.8% 
Total Noncorporate Capital -0.3% 
Total Household Capital -2.0% 
Pensions 

Corporate Stock -2.3% 
Debt 2.3% 

C. Change in Corporate Financial Policy 
(in percentage points) 

5.5% 5.3% 6.5% 

-3.3% -3.1% 4.1% 

-0.2% -0.2% -0.4% 
-1.9% -1.9% -2.1% 

-2.0% -1.9% -0.2% 
2.0% 1.9% 0.2% 

With only one excep-
Leverage Ratio -8.3% -7.3% -6.9% -16.6% tion, the models that 
Nominal Dividend Payout Ratio 3.25 3.4% 3.8% 3.0% allow for tax-induced 
-D-ep-art-m-e-nt-o-f-th-e-=T-r=-eas-u-ry--------------- distortions in cotporate 

Office of Tax Policy borrowing behavior agree 

replacement: (I) the share of physical capital 
allocated to the corporate sector rises while that 
allocated to the noncorporate and household 
sectors declines, (2) households shift toward 
corporate equity and away from debt, while 
pension portfolios are reallocated in the opposite 
direction, (3) corporations reduce their leverage 
ratio and increase their dividend payout ratio, and 
( 4) CBIT generates shifts in the allocation of 
physical capital and fmanciaI assets that are at 
least as large as those generated by the other 
prototypes. 

Summary of Results 

There is no universaI agreement about the 
most appropriate way to model the effects of the 
corporate income tax (and the effects of reforms 
of that tax) on real and fmanciaI decisions. This 
Report examined three different models of the 

that the integration proto
types will improve efficiency by reducing corpo
rate borrowing. In general, the models suggest 
that because shareholder allocation and CBIT 
reduce most significantly the tax penalty on 
cotporate equity, they similarly reduce most 
significantly tax-motivated cotporate borrowing. 

The models also agree that the integration 
prototypes will increase cotporate dividend pay
ments relative to current law. Shareholder alloca
tion integration and CBIT promote fully efficient 
corporate dividend policy, while the distribution
related prototypes can encourage corporations to 
make inefficiently large dividend payouts. None
theless, in some calculations even the distribution
related prototypes improve corporate dividend 
policy relative to current law. 

All the models show that the integration 
proposals stimulate improvements in overall 



economic well-being. The exact magnitude of the 
improvements can vary from model to model and 
from prototype to prototype, so integration's 
improvement in welfare ranges between 0.07 
percent and 0.73 percent of current consumption. 
Importantly, these gains take into account that, for 
some of the prototypes, taxes would have to be 
raised to fmance integration. Shareholder alloca
tion integration and CBIT tend to produce the 
largest welfare gains. In addition to the traditional 
welfare improvement from the reallocation of 
physical capital (and other real resources) from 
the rest of the economy into the corporate sector, 
the models also show that, under reasonable 
assumptions, integration may stimulate important 
welfare gains from improvements in corporate 
fmancial policy. 

Comparison of Welfare Gain 
Among Models 

The welfare gains from integration are gener
ally larger in the MPM than in the augmented 
Harberger model. This is especially true for the 
gain from improved resource allocation, and in 
some cases for the gain from changes in corporate 
fmancial policy as well. An important explanation 
for this difference is the MPM's greater substitut
ability between corporate and non corporate 
businesses within an industry. Thus, in the MPM, 
current law reduces economic efficiency more 
than in the augmented Harberger model. Both 
models predict a similar range of welfare changes 
from changes in corporate debt, ranging from 
roughly zero to about 0.20 percent of consump
tion. Additional reasons for this variation include 
(1) slight differences in the underlying behavioral 
models in the measurement of the tax advantage 
of equity and (2) differences in the tax rates 
required for the scaled-tax-rate calculations. 59 

The size of the simulated gains are comparable 
to, or can be reconciled with, results from simula
tions of similar tax law changes published in 
economic literature. 6o Consider first the gains 
from an improved allocation of real resources. 
Using a simple two sector model, Harberger 
originally estimated that the corporate income 
tax's distortion in the allocation of real resources 
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produced a welfare gain roughly equivalent to 
between 0.5 percent and 1.0 percent of GNP, 
corresponding to between 0.75 percent and 1.5 
percent of consumption. Shoven corrected two 
errors in Harberger's original analysis, dramati
cally reducing the size of the corporate tax's 
welfare cost. He then expanded the model from 
two to twelve industries, increasing the welfare 
cost of the tax. On balance, Shoven's estimates of 
the welfare costs of the corporate tax ranged 
between 0.75 percent and 1.5 percent of con
sumption. Fullerton, et al. obtained a similar 
estimate of the welfare cost of the distortion in the 
allocation of real resources under the cOIporate 
tax. 61 

These studies differ in several respects, but 
share a common feature. They all use average 
effective tax rates to measure the distortions of 
the corporate income tax. Average effective tax 
rates are measured for existing assets by taking 
the ratio of the observed tax payments from the 
existing stock of capital to the income generated 
by that stock. While such rates may be useful for 
many purposes, they can be crude representations 
of the effect of taxes on investment incentives. 
For example, they can include tax revenue from 
lump-sum features of the tax system, from invest
ments made under tax systems no longer in 
existence, from unexpectedly profitable invest
ments, or from pure monopoly profits. In addi
tion, as an empirical matter, they bear little 
resemblance to the theoretically preferable concept 
of marginal effective tax rates. 62 

A better measun; of the effect of taxes on 
investment incentives is the marginal effective tax 
rate (or, equivalently, the cost of capital), which 
relates to incentives for incremental uses of 
capital. The marginal effective tax rate is calculat
ed using information on expected fmancing sourc
es, economic depreciation rates, inflation rates, 
required rates of return, statutory tax rates, 
depreciation allowances, and credits. It represents 
taxes that business enterprises would expect to 
pay on an additional unit of new investment that 
is just profitable at the margin. Thus, in contrast 
to the average effective tax rate, it relates closely 
to the forward-looking nature of a business 
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enterprise's investment decisions. Although such 
calculation cannot include every detail of the tax 
code, marginal effective tax rates dominate aver
age effective tax rates as a measure of the 
incentive to invest. 
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Studies using marginal effective tax rates have 
found smaller welfare costs for tax distortions in 
the allocation of real capital than those using 
average effective tax rates. For example, 
Fullerton and Henderson adopt this approach and 
fmd that eliminating all differences in the taxation 
of corporate and noncorporate investments would 
produce a very small annual economic welfare 
gain, equivalent to about 0.007 percent of expand
ed national income (national income plus labor), 
or roughly 0.014 percent of consumption.63 They 
fmd that eliminating all intersectoral tax distor
tions, including those between corporate and 
noncorporate capital and between business and 
housing capital, would produce larger gains. 
Depending on the assumed ease with which 
capital can migrate across sectors, these annual 
gains range from 0.039 percent of consumption 
when such migration is relatively difficult to 0.35 
percent of consumption when such migration is 
relatively easy. For a unitary elasticity of substitu
tion between corporate and noncorporate capital 
(as assumed in the augmented Harberger calcula
tions above), the annual gain is roughly equivalent 
to 0.11 percent of consumption. 

Fullerton and Henderson obtain these relative
ly small gains in part because, at the margin, debt 
fmance and favorable individual level taxation of 
capital gains on corporate stock eliminate much of 
the tax disadvantage to investment in the corpo
rate sector. 64 In addition, Fullerton and 
Henderson's calculations are based on the new 
view of dividend taxes, which magnifies the 
benefit of the favorable taxation of capital gains 
on corporate share appreciation, thereby reducing 
the welfare cost of the current tax system. Even 
under the traditional view adopted in this Report, 
the Fullerton-Henderson estimates of the welfare 
costs of the corporate tax based on marginal 
effective tax rates are likely to remain small 
compared to earlier estimates. Finally, in all 
calculations, Fullerton and Henderson hold 

constant the overall average effective tax rate for 
the economy as a whole. Since the tax changes 
they consider would otherwise reduce revenue, 
their estimated welfare gains are smaller than 
those resulting from lump-sum replacement taxes. 

In both the augmented Harberger model and 
the MPM used in this Report, we have adopted a 
marginal approach to measuring investment 
incentives, and so obtain results that are more 
comparable to those of Fullerton and Henderson 
than to the early results of Harberger and Shoven. 
For a variety of reasons, however, one would not 
expect identical results in the two models. For 
one thing, in several key respects, the modeling 
assumptions used in the augmented Harberger 
model differ from those in Fullerton and 
Henderson. 65 In addition, Fullerton and 
Henderson analyze tax policy changes starting 
from 1985 law, while this Report analyzes tax 
policy changes starting from current law. 
Fullerton and Henderson also hold constant the 
revenue from capital income taxes by directly 
adjusting the cost of capital, while we maintain 
revenue neutrality by using lump-sum taxes or by 
adjusting statutory tax rates. Finally, this Report 
studies integration p~ototypes that differ substan
tially from the hypothetical effective tax rate 
equalization policies considered by Fullerton and 
Henderson. Thus, one might expect that the 
results presented in this Report should be similar, 
though not equivalent, to those presented in 
Fullerton and Henderson, if fmancing distortions 
are ignored. 

That is indeed the case, especially for the 
calculations based on the scaled tax replacement 
mechanism. For the integration prototypes studied 
in this Report, the augmented Harberger model 
simulates annual welfare gains from improved 
consumption choices ranging from 0.07 to 0.17 
percent of consumption when fmancial distortions 
are ignored, and from 0.08 to 0.20 percent of 
consumption when fmancial distortions are cap
tured. The most similar calculation in Fullerton 
and Henderson yields a 0.11 percent gain for 
complete elimination of intersectoral tax distor
tions, the same order of magnitude as results 
presented in this Report. In part because they 



adopt the new view of dividends, however, they 
estimate smaller welfare gains from eliminating 
the corporate-noncorporate tax differential. 

The allocational gains in the MPM used in this 
Report are substantially larger than most of those 
obtained by Fullerton and Henderson; in the 
scaled-tax-rate calculations, the annual gains range 
from 0.22 percent to 0.43 percent of consump
tion. Despite the use of marginal effective tax 
rates, these gains are almost as large as those 
obtained by Harberger and Shoven. The primary 
reason for the MPM's relatively large welfare 
gain is the greater substitutability of capital and 
other resources between the corporate and non
corporate sector of each industry. As a result, 
even small tax differences can reduce economic 
efficiency. Thus, the MPM calculations can be 
compared most fruitfully to the upper range of the 
Fullerton-Henderson calculations. Both sets of 
calculations assume significant substitutability of 
resources across sectors, thereby yielding large 
welfare gains associated with reforms at this 
margin. 

Consider now the size of the gains from 
improved corporate debt policy. In the scaled-tax
rate calculations, the augmented Harberger model 
used in this Report produces annual gains ranging 
from negligible improvements under some proto
types to 0.17 percent of consumption for CBIT, 
while the modified MPM yields annual gains 
ranging from -0.22 percent of consumption for the 
distribution-related prototypes to 0.23 percent of 
consumption for CBIT. These gains from im
proved corporate borrowing decisions appear 
smaller than those estimated by others. 66 Several 
factors account for this Report's somewhat small
er gain. One is that not all the integration proto
types eliminate debt's tax advantage over equity, 
while earlier studies considered complete elimina
tion of debt's tax advantage. Second, our scaled
tax-rate calculations significantly reduce gains 
from improved ftnancial choices by raising the 
difference between the statutory corporate tax rate 
and the tax rate on interest income for nonCBIT 
prototypes. No such effect would be found in 
earlier studies that implicitly used lump-sum 
replacement taxes or that assumed that integration 
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would eliminate debt's tax advantage. Third, 
earlier studies assumed that corporate debt would 
decline to zero, absent a tax advantage, while this 
Report recognizes potential nontax beneftts of 
debt so even without a tax advantage corporations 
would continue to fmance a substantial portion (30 
percent) of their capital investments with debt. 
Thus, there is a much larger scope for improve
ment from eliminating or reducing the tax advan
tage of debt in the earlier studies than in the 
models used in this Report. 

Finally, increases in economic well-being 
accompanying integration are similar to those 
estimated using CGE models for the Tax Reform 
Act of 1986. For example, using lump-sum 
replacement taxes, Gravelle (1989) estimated that 
the 1986 Act would generate annual welfare gains 
ranging from 0.08 to 2.00 percent of consump
tion. Also using lump-sum replacement taxes, 
Fullerton, Henderson, and Mackie (1987) estimat
ed that annual welfare changes attributed to the 
1986 Act would range from -0.30 to 0.89 percent 
of consumption. In their calculations most similar 
to those in this Report, they estimated an annual 
welfare gain equivalent to 0.37 percent of con
sumption. The annual welfare gains presented in 
this Report are therefore on the same order of 
magnitude as estimates for the 1986 Act. 67 

Integration in an International Context 

Although the models described in the preced
ing sections differ in many respects, they all 
ignore international trade and capital flows and 
treat the United States as if it were a closed 
economy. Closed economy effects of tax policies 
may be modilled in important ways in an open 
economy. For example, in a closed economy, a 
successful saving incentive might be expected to 
lower the cost of capital and increase domestic 
investment. In contrast, in a small, open economy 
much of the incremental saving might flow 
abroad, leaving the domestic capital stock largely 
unaffected. It is desirable in principle, therefore, 
to analyze the integration prototypes using a 
model incorporating international capital mobility. 
Such a model, which is presented in the next 
section, permits analysis of effects of tax changes 
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on holdings of debt and equity by U. S. and non
U.S. investors. 

Economists have analyzed the degree to which 
capital is internationally mobile, but there is no 
consensus.68 Also important in the study of inte
gration is the relative mobility of debt and equity 
capital, since the integration prototypes examined 
in this Report affect returns from debt and equity 
investments differently. 69 While there is contro
versy over the extent of mobility of debt and 
equity capital, this Report analyzes some possible 
consequences of the integration prototypes on 
capital flows. The effects of integration proposals 
on foreign investment in the United States, U.S. 
investment abroad, the components of the balance 
of payments, and the U.S. domestic capital stock 
are examined using an open economy model. 
While the Report offers some tentative conclu
sions based on the model results regarding possi
ble net effects of integration-related changes in 
incentives in an open economy setting, more 
research IS needed before reaching flfffi 
conclusions. 

A Model of Taxation and 
Internan'onal Capital Mobility 

Introducing trade and capital flows compli
cates significantly the analysis of corporate taxa
tion. As a consequence, economic models of 
international corporate flows typically embody a 
much simpler representation of the domestic 
economy than the closed economy models de
scribed above. This Report uses a model of trade 
and capital flows between the United States and 
an aggregate of all other countries, viewed as a 
single foreign country. 70 While such a represen
tation is stylized, it offers an indication of the 
likely importance of internationally mobile debt 
and equity capital for assessing economic effects 
of integration. 

In the model, each country has four produc
tion sectors: import-competing goods (from the 
U.S. perspective), equipment (producers' dur
ables, such as machines and airplanes), non
equipment export goods, and nontraded goods and 
services. Consumers in each country can choose 
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between the consumption of domestic and import
ed traded goods depending on relative prices. 

Residents of each country allocate wealth 
among four assets: domestic debt, foreign debt, 
domestic equity, and foreign equity. The alloca
tion depends on real after-tax rates of return. 
Foreign and domestic debt are assumed to be 
closer substitutes than foreign and domestic 
equity, and, thus, international holdings of debt 
are much more responsive to changes in relative 
returns. Business enterprises in each country 
choose the mix of debt and equity to supply 
depending on market interest rates and equity 
returns, and on the tax treatment of these pay
ments at the corporate level. The international 
model thus has features in common with the 
portfolio allocation model presented above. 

The model takes into account the relationship 
among the three major components of the U.S. 
balance of payments: the balance of merchandise 
and services trade, the balance of capital inflows 
and outflows, and the balance of receipts and 
payments of investment income on cross-border 
holdings. One possibility is an increase in imports 
relative to exports in the long run, and a resulting 
fall in the output of the import -competing sector. 

The different tax treatment of resident and 
nonresident investors also plays an important role 
in the model. For example, under current law, 
foreign investors in U.S. equity are subject to the 
U. S. corporate level tax but not to the investor 
level taxes imposed on aU. S. resident. They pay 
only withholding taxes on dividends and these are 
very low on average because of treaty relief. 
Similarly, portfolio interest paid to foreigners is 
exempt from U.S. tax under current law. To the 
extent that integration prototypes alter the relative 
tax treatment of foreign and resident investors, 
they can lead to a reallocation of internationally 
mobile capital among countries. 

Three integration prototypes are modeled 
explicitly: the shareholder allocation prototype 
and the two distribution-related prototypes. While 
potential effects of CBIT are discussed, there is 
no explicit modeling of the prototype due to the 



significant uncertainty surrounding the relative 
substitutability of U. S. exempt and taxable debt in 
the portfolios of U.S. and non-U.S. investors. As 
before, tw'J means of fmancing revenue costs of 
integration are presented: lump-sum taxes and 
scaled-rate replacement taxes on capital income. 
Table 13.11 presents the percentage change in the 
U.S. and foreign capital stock, cross-border 
holdings of debt and equity, and after-tax returns. 
In addition, the three rows at the bottom of the 
table present the absolute (constant) dollar chang
es (constrained to sum to zero) in trade, capital 
flows, and net international investment income. 
As with the closed economy models, simulation 
results refer to effects of integration prototypes on 
economic variables in the long run. 

Foreign Holdings of u.s. Capital 

The shareholder allocation prototype encourag
es foreign investors to reduce holdings of U. S. 
equity and increase holdings of U.S. debt. Pre-tax 
returns for foreign investors in U.S. equity, who 
concentrate their holdings in the U.S. cOIporate 
sector, decline as a result of the shift of capital 
into the corporate sector by U.S. residents. 
Because they would be denied the credit for the 
corporate level withholding tax, their after-tax 
returns decline as well. Accordingly, there is a 
decline in foreign investment in U. S. equity. The 
magnitude of the decline, of course, depends 
more generally on how responsive foreigners are 
to such price changes. With respect to debt, the 
shareholder allocation prototype raises slightly the 
U. S. interest rate because of the competition from 
newly desirable equity. Foreign holdings of U.S. 
debt increase as a result. The overall effect on 
foreign holdings of U. S. capital depends on the 
relative mobility of debt and equity capital. In the 
simulations reported here, equity holdings fall, 
while debt holdings increase. Nonetheless, since 
debt is assumed to be more internationally mobile 
than equity, 71 total foreign investment in the 
U.S. increases. 

The distribution-related prototypes have a 
similar effect on incentives for foreign investment 
in the United States. Foreign holdings of U.S. 
equity decline, while holdings of U.S. debt 
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increase. Because the separate cOIporate tax is 
maintained, however, cOIporations deduct interest 
at a higher rate than under the shareholder alloca
tion prototype. Thus, the U.S. interest rate is 
higher and incentives for foreigners to shift into 
U. S. debt are larger. The calculations presented 
in Table 13.11 suggest that distribution-related 
prototypes increase (slightly) foreign investment 
in the United States. As with the shareholder 
allocation prototype, the change in the composi
tion of foreign investment is more significant than 
the change in its total amount. 

We do not model CBIT's effect on foreign 
investment in the United States. CBIT would shift 
the tax on business interest from the lender to the 
borrower. As a consequence, the market interest 
rate on business debt would fall below its current 
level. Since non-U.S. investors receive no credit 
for the tax that the borrower has paid on interest, 
their net return from U. S. lending would fall, 
giving them an incentive to shift out of business 
debt. To the extent that domestic investors shift 
capital into the corporate sector and, thereby, 
lower the pre-tax rate of return in that sector, 
foreign investors would have an incentive to 
reduce their holdings of U. S. equity. However, 
under CBIT, substantial amounts of government 
and home mortgage debt are taxed identically as 
under current law, offering pre-tax interest rates. 
Foreign investors may shift out of cOIporate 
bonds (and equity) and into these nonCBIT debt 
instruments, thereby mitigating any outflow of 
capital that might otherwise occur. 

u. S. Holdings of Foreign Capital 

The shareholder allocation prototype reduces 
incentives for U.S. taxpayers to hold foreign debt, 
and increases the incentive to hold foreign equity. 
For U.S. taxpayers, the shareholder allocation 
prototype raises the after-tax return to domestic 
investment. The after-tax return on domestic 
equity rises because 'of relief from the cOIporate 
tax, and the after-tax return on domestic debt rises 
because of the likely increase in U.S. intere3t 
rates. Consequently, foreign debt is less attractive 
relative to both domestic debt and domestic 
equity. Foreign equity is more attractive for U. S. 
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Table 13.11 
General EQuilibrium Results: International Model 

Projected Long.:aun Effects of Tax Integration Alternatives 

Shareholder Allocation Dividend Credit Dividend Exclusion 
Financed by Financed by Financed by 

Lump Sum Tax on All Lump Tax on All Lump Tax on All 
Tax Capital Sum Tax Capital Sum Tax Capital 

Percentage Changes 

u.s. Capital Stock .6 1.9 1.2 2.7 .9 1.5 

Rest of the W o rid Capital Stock -.3 -1.2 -.6 -1.3 -.4 -.9 

U.S. Holdings of Foreign Debt -10.9 -26.0 -11.9 -24.6 -9.2 -17.6 

U.S. Holdings of Foreign Equity 10.6 43.7 10.7 30.2 8.6 24.8 

Foreign Holdings of U.S. Debt 7.5 31.8 10.4 28.4 7.7 17.9 

Foreign Holdings of U.S. Equity -24.1 -46.3 -17.1 -30.3 -12.9 -24.6 

After-tax Return to U.S. Equity 
(U.S. Residents) 20.1 1.8 13.7 7.7 10.1 2.6 

After-tax Return to U.S. Equity 
(Rest of the World Residents) -13.8 -28.3 -8.2 -15.2 -6.1 -12.4 

U.S. Interest Rate .8 3.3 1.6 3.8 1.2 2.5 

After-tax Real U.S. Interest Rate 
(U.S. Residents) 2.0 -18.0 3.8 -6.9 2.8 -6.5 

Return to Foreign Equity 
(Rest of the World Residents) .3 .1 .3 .4 .2 .2 

Return to Foreign Debt 
(Rest of the World Residents) .4 1.1 .6 1.2 .4 .8 

Absolute Changes (in $ billions, 1988 base) 
Change in Annual Net Capital Flows -1.5 -.8 1.4 4.5 1.0 1.4 
Change in Net Trade Balance -20.7 48.8 -12.8 -25.6 -9.6 -21.7 
Change in Net Receipts of 

Investment Income 22.2 49.6 11.4 21.1 81.6 20.3 

Department of the Treasury 
Office of Tax Policy 

Note: Simulations assume all U.S. debt is exempt under CBIT. See discussion in text. 

investors because foreign tax credits are passed 
through to U.S. shareholders. 

Distribution-related integration also reduces 
incentives for U.S. investors to hold foreign debt. 
In contrast to the shareholder allocation prototype, 
however, distribution-related integration has an 
uncertain effect on incentives for U. S. investors 
to hold foreign equity. Under an imputation credit 
system, the dividends earned from equity invest
ments overseas are not entitled to a credit to 
offset corporate level taxes, while dividends from 
domestic equity investments do receive such a 
credit. To the extent that this constraint limits the 
typical U. S. multinational's ability to attach 
credits to dividends from foreign source income, 
there is a tax incentive for U.S. investors to 

switch out of foreign equity and into U. S. equity 
(and possibly debt). On the other hand, in prac
tice, the typical U.S. multinational is likely to 
have a pool of available credits sufficiently large 
to attach a credit to dividends ultimately attribut
able to marginal investment income from abroad. 
As a result, U.S. inv~stors might enjoy the bene
fits of integration on their foreign equity holdings, 
so an increase in these investments might occur. 
An imputation credit system, thus, would have an 
ambiguous effect on total U. S. holdings of foreign 
assets. Debt holdings decline and equity holdings 
rise. Because of the greater international mobility 
of debt assumed in the simulations and the greater 
weight of debt in holdings of foreign assets, 
however, total U. S. investment overseas declines 
slightly. 



The projected effects of the dividend exclusion 
prototypes are similar in character to the imputa
tion credit, but somewhat smaller in magnitude 
because dividend exclusion provides a smaller 
benefit to U.S. equity investors. Under the divi
dend exclusion prototype, dividends originating 
form overseas investments are not eligible for 
exemption at the shareholder level. As in the case 
of the imputation credit system, the simulations in 
Table 13.11 assume that this limitation does not 
seriously restrict the typical U. S. multinational 
company's ability to pay excludable dividends. As 
a result, U. S. holdings of foreign equity are pro
jected to increase. U.S. investment in foreign debt 
declines because of the rise in U.S. interest rates. 

CBIT would be unlikely to change 
substantially the incentives for U.S. investors to 
hold foreign equity, but might reduce substantially 
incentives for them to hold foreign debt. In part 
because foreigners might shift out of U.S. debt, 
an increase in the after-tax return available to 
u. S. investors on U. S. debt could accompany 
CBIT. The higher return available domestically 
would offer an incentive for U.S. investors to 
shift out of foreign debt and into U. S. debt. The 
extent of the rise in the after-tax interest rate 
available to U.S. residents, however, is uncertain 
because the extent to which foreign investors 
would switch out of U.S. debt is uncertain. 

Components of the Balance of Payments 

This section discusses each prototype's effects 
on the three major components of the balance of 
payments: net capital flows, net trade balance, 
and net receipt of investment income. These three 
components must balance (sum to zero) so a tax 
law change cannot affect just one; the other 
components must show an offsetting adjustment. 

Shareholder allocation and distribution-related 
prototypes have similar effects on the balance of 
payments in the model. Both would leave net 
capital flows largely unchanged. As the discussion 
above suggests, there is uncertainty about the size 
of the portfolio shifts that the prototypes would 
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cause. Nonetheless, our results suggest that 
offsetting changes in incentives produce a small 
net effect on capital flows. The calculations 
indicate that on balance these prototypes lead to a 
very small change in the flow of capital into the 
United States. Both prototypes reduce net pay
ments of investment income to foreigners. This 
effect arises primarily because of the decline in 
the pre-tax return on U. S. equity. Both prototypes 
reduce the net trade balance. With capital flows 
largely unchanged and reduced net investment 
income paid to foreigners, the trade balance must 
fall, so the overall balance sums to zero. 

Ascertaining effects of CBIT are again diffi
cult. By reducing incentives for foreigners to hold 
CBIT debt, CBIT could encourage some flow of 
capital out of CBIT debt. Foreigners would likely 
shift their U. S. investment out of corporate bonds 
into nonCBIT government and home mortgage 
debt, however. The combination of a possible 
capital outflow under CBIT and the lower pre-tax 
returns available to foreigners on some of their 
U.S. investments implies that net payments of 
investment income to foreigners would fall, or 
U.S. net receipts rise. To the extent that CBIT 
shifts capital out of the United States, but raises 
U.S. net receipts of investment income, CBIT 
would have an ambiguous effect on the trade 
balance. 

Domestic U. S. Capital Stock 

Each prototype's effect on the domestic capital 
stock depends on its effect on net capital flows, 
combined with its effect on saving out of changes 
in real income. Both shareholder allocation and 
distribution-related integration have a small, 
positive effect on the flow of capital into the 
United States in the model. These prototypes also 
increase U. S. real income as a result of efficiency 
gains from reduced net payments of investment 
income to foreigners. Consequently, these proto
types increase very modestly the U.S. capital 
stock. We have not attempted to model formally 
effects of CBIT on the size of the U. S. domestic 
capital stock. 
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13.G DISTRIBUTIONAL EFFECTS 
OF INTEGRATION 

Incidence of the Corporate Tax: 
Theoretical Predictions 

Like most taxes, the corporate income tax 
alters the distribution of real income of individu
als. This section discusses the evidence relating to 
who bears the burden of the corporate tax and 
issues to be resolved in analyzing distributional 
effects of integration. 

Issues 
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A basic principle underlying proposals for 
integration is that because corporations are owned 
by shareholders, corporations have no taxpaying 
ability independent of their shareholders. Corpora
tions pay taxes out of the incomes of their share
holders.72 The economic burden of a tax, howev
er, frequently does not rest with the person or 
business who has the statutory liability for paying 
the tax to the government. This burden, or inci
dence, of a tax refers to the change in real in
comes that results from the imposition of a change 
in a tax. Importantly, the burden of the corporate 
tax may not fall on shareholders. A corporate tax 
change could induce responses that would alter 
other forms of income as well. For example, 
some of the burden may be shifted to workers 
through lower wages, to consumers of corporate 
products through higher prices, to owners of 
noncorporate capital through lower rates of return 
on their investments, or to landowners through 
lower rents. This shifting might not happen 
quickly, so the short-run incidence could well 
differ from the long-run incidence. 

Tax policy analysts have long been concerned 
with the incidence of the corporate tax.73 

Although there is no unanimous view, the most 
frequent fmding is that, while shareholders are 
likely to bear the burden of the tax in the short 
run, much of the tax is probably shifted to owners 
of all capital in the long run. Some further shift
ing onto labor or consumers also may be possible, 
however, under certain circumstances. 

The Basic Harberger Model 

An early incidence analysis was offered by 
Harberger. 74 

Suppose that investors always allocate capital 
so as to equalize its net return at the margin 
across sectors. Consider the imposition of an 
extra tax on corporate capital, starting from an 
equilibrium in which net rates of return are 
equalized. The immediate effect is to lower the 
net rate of return in the corporate sector by the 
amount of the tax. In the short run, therefore, the 
tax is borne by corporate shareholders. Over time, 
however, capital begins to shift out of the corpo
rate sector as investors seek the higher (after-tax) 
rates of return available in the non corporate 
sector. As capital moves into the noncorporate 
sector, its pre-tax rate of return in that sector 
falls, while the pre-tax return in the corporate 
sector rises. The migration of capital stops only 
when the pre-tax returns change enough that the 
after-tax rate of return in the corporate sector 
equals the rate of return in the noncorporate 
sector. Although the tax is levied only on corpo
rate capital, noncorporate capital also suffers from 
the tax in the long run; owners of noncorporate 
capital receive a lower net rate of return. Indeed, 
Harberger found that under reasonable assump
tions, the burden of the corporate income tax is 
borne equally by owners of all capital. 

As in any model, the outcome depends on 
initial assumptions. Much attention in the academ
ic literature has been given to the consequences of 
changing various assumptions.7s For example, if 
the marginal investment is fmanced by debt, the 
burden of the tax may fall on corporate 
shareholders.76 

Incidence in a Dynamic Economy 

In principle, the incidence of the corporate tax 
in a dynamic economy can be quite different from 
the Harberger approach, in which the supply of 
capital is fIxed. Intuitively, to the extent that the 
corporate tax (and taxes on capital income 
generally) reduces saving, the capital stock can 



diminish, thereby decreasing wage rates and 
shifting the burden to labor. 

Analyzing this point is difficult, however. In 
addition to addressing the controversy over the 
size of the sensitivity of saving to changes in the 
net return, one must specify an increase in some 
other tax to compensate for eliminating the corpo
rate tax. For example, in a life-cycle context, 
fmancing the elimination of the corporate tax by 
increasing taxes on individual income could 
increase or decrease the capital stock and income. 
(There are offsetting effects here, since the redis
tribution of income from younger high-savers to 
older low-savers would reduce the incentive 
effects of the tax.) 

While the response of savings to the elimina
tion of the corporate tax (holding total income 
taxes constant) is likely to be relatively small, 
there are important distributional effects across 
individuals within a generation with different 
mixes of labor and capital income and across 
generations. 

Incidence in an Open Economy 

Many authors have suggested that the inci
dence of the corporate tax can be dramatically 
different from Harberger's early closed economy 
analysis.77 With frictionless international capital 
markets for securities and real investment, a 
small, open economy is a price-taker in interna
tional capital markets. Imposing a corporate tax in 
such an economy would cause capital to flow 
abroad until net rates of return are once again 
equalized internationally. To the extent that labor 
cannot emigrate, the incidence of the tax falls on 
domestic labor. 

While correct, this argument is likely to have 
limited applicability to an analysis of the inci
dence of the corporate tax in the United States. 
First, the United States is not a small, open 
economy; it owns approximately 30 percent of the 
worldwide capital stock. Second, world capital
market integration, in practice, is substantially 
less than complete, particularly for equity capi
tal. 78 As a result, even if capital is mobile 
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internationally, owners of domestic capital could 
be expected to bear a significant portion of the 
long-run burden of the tax.79 

Summary 

While there is no finn agreement on the 
incidence of the corporate income tax, the litera
ture suggests the following assumptions on which 
distributional analyses are conventionally based: 
(1) the short-run incidence falls on owners of 
corporate stock in proportion to their corporate 
income or (2) the long-run burden falls either 
completely on owners of all capital, or partly on 
owners of capital and partly on workers. 80 

Assessing Distributional Impacts of 
Integration Prototypes 

Distribution of Effective Tax Rates 

The preceding dis~ussion highlights the impor
tance of assumptions about incidence for analyz
ing long-run distributional effects of corporate tax 
integration. Effects of integration on the distribu
tion of the tax burden also depend on how inte
gration would be fmanced (discussed below). 
Tables 13.12 and 13.13 summarize the distri
butional consequences of the dividend exclusion, 
imputation credit, shareholder allocation, and 
CBIT integration prototypes, consistent with our 
revenue estimates (see Section 13.H) and the 
incidence assumptions discussed above. The tables 
describe the long-run distribution of tax burdens 
as measured by effective tax rates relative to 
current law, after taxpayers have adjusted their 
behavior in response to the new regimes. The 
calculations represent the combined effects of 
changes in individual and corporate taxes, as well 
as changes in fiduciary, employment, and excise 
taxes. 81 

For each prototype, the estimated effective tax 
rates in Table 13 .12 reflect our preferred assump
tion about the long-run incidence of the corporate 
tax, that the tax burden is borne by the owners of 
all capital. Table 13.13 shows for each prototype 
the estimated effective tax rates under the alterna
tive assumption that the corporate income tax is 
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Current Law: 
(1991) 

Family Share of 
Economic Total 

Income Taxes Effective 
($1000s) Paid Tax Rate 

0- 10 0.009 10.1 
10- 20 0.037 13.0 
20- 30 0.061 16.3 
30- 50 0.155 19.1 
50- 75 0.202 20.8 
75-100 0.162 22.3 

100-200 0.191 23.8 
over 200 0.183 24.1 

Total Individual 1.000 20.9 
Department of the Treasury 

Office of Tax Policy 
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Table 13.12 
Effective Tax Rates on Individuals: 

Current Law and Integration Prototypes 
Standard Incidence Assumption1 

Dividend Imputation Shareholder 
Exclusion Credit Allocation 

Witb With With 
Prototype Capital Prototype Capital Prototype Capital 

Alone Tax2 Alone Tax2 Alone Tax2 

(faxes as Percentages of Income) 
10.0 10.2 10.0 10.2 10.0 lOA 
12.9 13.1 12.8 13.0 12.8 13.3 
16.2 16.3 16.0 16.2 16.0 16.5 
18.9 19.1 18.8 19.0 18.7 19.2 
20.6 20.7 20.6 20.8 2004 20.9 
22.0 22.1 22.0 22.2 21.8 22.2 
23.2 23.5 23.4 23.7 22.6 23.3 
23.9 24.4 23.8 24.3 22.1 23.5 
20.6 20.8 20.5 20.8 20.1 20.7 

ICorporate income tax assumed to be borne 100% by capital income. 

<;:BIT: No Tax CBIT: with Tax 
on CBIT on CBIT 

Capital Gains Capital Gains 

Witb With 
Prototype Capital Prototype Capital 

Alone Tax2 Alone Tax2 

10.5 10.4 10.6 10.1 
13.5 13.5 13.8 13.1 
16.8 16.7 17.1 16.4 
19.5 19.4 19.8 19.2 
21.3 21.2 21.6 21.1 
22.8 22.8 23.1 22.6 
23.9 23.8 24.6 23.8 
22.9 22.8 26.0 24.5 
20.9 20.9 21.8 21.0 

2Capital tax change imposed to offset change in revenue from prototype. Capital tax assumed to be distributed uniformly 
across all capital income. 

Current Law: 
(1991) 

Family Share of 
Economic Total 

Income Taxes Effective 
($1000s) Paid Tax Rate 

0- 10 0.009 10.6 
10- 20 0.038 13.3 
20- 30 0.062 16.6 
30- 50 0.IS6 19.5 
50- 75 0.20S 21.3 
7S-IOO 0.164 22.7 

100-200 0.190 23.8 
over 200 0.176 23.4 

Total Individual 1.000 21.0 
Department of the Treasury 

Office of Tax Policy 

Table 13.13 
Effective Tax Rates on Individuals: 

Current Law and Integration Prototlpes 
Alternative Incidence Assumption 

Dividend Imputation Shareholder 
Exclusion Credit Allocation 

With With With 
Prototype Capital Prototype Capital Prototype Capital 

Alone Tax2 Alone Tax2 Alone Tax2 

(faxes as Percentages of Income) 
10.6 10.8 10.6 10.9 10.6 11.2 
13.3 13.5 13.2 13.4 13.2 13.9 
16.5 16.7 16.3 16.6 16.3 17.0 
19.3 19.5 19.1 19.4 19.1 19.7 
21.1 21.3 21.1 21.3 20.9 21.S 
22.4 22.6 22.4 22.7 22.2 22.8 
23.3 23.6 23.S 23.8 22.7 23.5 
23.1 23.4 23.0 23.4 21.3 22.4 
20.7 21.0 20.7 21.0 20.2 21.0 

ICorporate income taxes assumed to be borne SO% by labor, SO% by capital income. 

CBIT: No Tax CBIT: with Tax 
on CBIT on CBrr 

Capital Gains Capital Gains 

With With 
Prototype Capital Prototype Capital 

Alone Tax2 Alone Tax2 

11.3 11.2 ll.5 10.8 
14.0 14.0 14.3 13.5 
17.3 17.2 17.6 16.8 
20.0 20.0 20.3 19.6 
22.0 21.9 22.3 21.6 
23.4 23.4 23.8 23.1 
23.9 23.9 24.7 23.9 
21.5 21.4 24.5 23.3 
21.1 21.0 22.0 21.1 

2Capital tax change imposed to offset change in revenue from prototype. Capital tax assumed to be distributed uniformly 
across all capital income. 



borne half by capital income and half by labor 
income. 

The tables classify individuals according to 
their Family Economic Income (FEI). FEI is a 
broad concept of income that attempts to capture 
family income from all sources, taxed and un
taxed, in the current year. The concept is de
signed to place families into income classes with 
others about equally well off, with those in higher 
income groups considered consistently better off 
than those in lower income groups. 82 

When we presented estimates of integration on 
economic efficiency earlier in the chapter, we 
incorporated explicitly the requirement that reve
nues lost as a result of integration be compensated 
by offsetting tax increases. These we considered 
as replacement taxes lump-sum taxes and uniform 
increases in taxes on capital income. Since lump
sum taxes are not available to policymakers, we 
present distributional information in Tables 13. 12 
and 13.13 assuming that tax rates on capital 
income are increased to fmance integration. 

Dividend Exclusion 

The dividend exclusion prototype would 
reduce total revenues when fully phased in (see 
Section 13.H). All PEl groups would receive a 
slight reduction in effective tax rates. With the 
capital tax replacement, there would be very small 
differences in the effective tax rates under current 
law and the dividend exclusion prototype (includ
ing a slight increase in the effective tax rate for 
the highest income group). Hence, the efficiency 
gains made possible by this integration prototype 
(see Section 13.F) could be obtained with no loss 
in revenue and with only slight changes in the 
distribution of tax burdens across income groups. 
This conclusion holds irrespective of underlying 
assumptions regarding the long-run incidence of 
the corporate tax (compare Tables 13.12 and 
13.13). 

Imputation Credit 

The distributional consequences of the imputa
tion credit prototype are qualitatively similar to 
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those for dividend exclusion under both incidence 
assumptions. The imputation credit prototype, 
described in Chapter 11, would lose revenue 
when fully phased in. The revenue neutral version 
of the prototype decreases the reduction in effec
tive tax rates for upper income groups, with a tax 
increase for the highest FEI group (with FEI 
exceeding $200,000 per year). 

Shareholder Allocation 

The third column of calculations in Tables 
13.12 and 13.13 presents the distribution of 
effective tax rates under the shareholder allocation 
prototype. There would be a significant annual 
revenue loss under shareholder allocation when 
fully phased in (see Section 13.H), leading to 
reductions in effective tax rates larger than under 
the distribution-related integration proposals, 
particularly for the top two income groups (with 
FEI of at least $100,000 per year). With an 
offsetting uniform increase in tax rates on capital 
income to fmance the revenue loss, tax reductions 
for upper-income taxpayers are attenuated, with 
slight overall increases in tax burdens for middle
income groups. 

CBIT 

Unlike the other integration prototypes consid
ered in this Report, CBIT would not lose revenue. 
When fully phased iri, the CBIT prototype would 
raise a small amount of revenue with no taxation 
of capital gains from the sale of CBIT assets, and 
a substantial amount of revenue with current law 
treatment of capital gains (see Section 13.H). In 
the former case, the revenue neutral version 
amounts to a very small tax increase for lower
and middle-income groups and a reduction in the 
effective tax rate for the highest income group. 
The reduction for the highest FEI group more 
reflects the distributional implications of the 
elimination of the capital gains tax on the sale of 
CBIT assets than the characteristics of CBIT as an 
integration prototype. To see this, note that the 
revenue neutral version of CBIT with current law 
treatment of capital gains has only very small 
impacts on effective tax rates relative to current 
law. These patterns of effective tax rates are 
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qualitatively similar under the two incidence 
assumptions we considered. 

13.H REVENUE ESTIMATES FOR 
INTEGRATION PROTOTYPES 

This section presents revenue estimates for 
integration prototypes. Below we discuss: the 
revenue estimating procedures and the assump
tions behind the revenue estimates, long-run 
revenue estimates for each prototype, and revenue 
estimates for a 5 year budget period under the 
assumption that the proposals would be adopted 
effective January I, 1992, and phased in over a 5 
year period. While the prototypes are not legisla
tive proposals and we do not contemplate that any 
would be proposed with so early an effective date, 
5 year estimates based on the economic assump
tions used ~o estimate other items in the Fiscal 
Year 1992 Federal budget are useful to permit 
comparison with other proposals. 

Procedures and Assumptions 

We prepared revenue estimates for the integra
tion prototypes using the Individual Income Tax 
Model and the Corporate Income Tax Model of 
the Office of Tax Policy. These models are based 
on large samples of individual and corporate tax 
returns. Detailed computer programs are used to 
calculate tax liabilities and simulate changes in tax 
law provisions. 

Earlier in this chapter, we examined economic 
effects of the adoption of the prototype integration 
proposals. The revenue estimates presented in this 
section are dynamic. That is, the revenue esti
mates use the changes in economic variables 
predicted by a computable general equilibrium 
model !o adjust the levels of various components 
of income and deductions on the tax models. 
Among the important economic changes incorpo
rated in the estimates for corporations are changes 
in dividend payout rates, debt to equity ratios, the 
share of capital in the corporate sector, and rates 
of return to capital in the corporate sector. 
Among the important changes in individual tax
payer behavior taken into account are those in 
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levels of interest and dividend income, income 
from non-corporate businesses (sole proprietor
ships, partnerships, fanns, and small business 
corporations), capital gains realizations, and 
interest deductions. Changes in interest rates 
affect the income and deductions of both corpora
tions and individuals. The effects of the proposals 
on the incentives of foreigners and tax-exempt 
institutions to hold different types of assets in 
their portfolios are taken into account. 

Following the standard convention of revenue 
estimates produced by the Office of Tax Policy, 
Gross National Product (GNP) and the overall 
inflation rate are assumed to be unchanged as a 
result of the adoption of the prototypes.83 Inter
est rates, relative prices, and the allocation of re
sources among sectors of the economy do change 
depending on the expected economic effects of the 
prototype. The allowance for changes in interest 
rates is not strictly in accord with conventional 
revenue estimating procedures because of the 
nature of the proposals estimated. The integration 
proposals are more likely to affect relative interest 
rates paid on different types of assets than tax 
changes commonly estimated. In particular, the 
significant changes introduced by some of the 
prototypes make it important to consider changes 
in interest rates. 

An important additional assumption for the 
revenue estimates is that tax provisions other than 
those included in the proposal remain the same as 
under current law. An actual legislative proposal 
would include other changes which could affect 
the estimates presented here. 

Effects of Integration on 
Federal Tax Revenue 

We estimated fully phased-in revenue effects 
for each of the prototypes (at the 1991 level of 
real GNP) incorporating behavioral changes that 
would occur in the long run, These behavioral 
changes are those which would be expected to 
occur after the economy has fully adjusted to the 
new tax regime. While these estimates are not 
necessarily correct for the short run or the 5 year 



budget period, they are important for understand
ing the long-run effects of the integration 
prototypes. 

Dividend Exclusion 

The dividend exclusion prototype taxes corpo
rate income (defmed as under current law) at a 
rate of 34 percent. Dividends paid out of taxed 
corporate income, i. e., those qualified by an 
Excludable Distributions Account (EDA) as 
described in Section 2.B, are not taxed at the 
individual level. 84 The amount added to the EDA 
is based on u.S. corporate taxes paid.85 This 
excludes foreign taxes paid to the extent that they 
offset domestic taxes through the foreign tax 
credit. 86 Capital gains from the sale of corporate 
shares are treated the same as under current law. 
Outbound foreign investment is basically treated 
the same as under current law. For inbound 
investment, the withholding tax on dividends paid 
to foreigners is maintained. 

The basic principle of the dividend exclusion 
prototype is to reduce the double tax on distribut
ed corporate income. We estimate that when fully 
phased in, integration through dividend exclusion 
loses $13.1 billion annually at 1991 levels of 
mcome. 

Dynamic changes in the economy would 
increase corporate income tax receipts under the 
dividend exclusion prototype. Increases in corpo
rate tax receipts would result from the incentive to 
shift corporate fmancing from debt to equity. The 
reduction in corporate borrowing would decrease 
corporate interest deductions. Induced changes in 
interest rates also would affect corporate interest 
deductions and therefore affect corporate tax 
revenues. The increases in corporate tax revenues 
would be slightly more than offset by the decrease 
in individual income tax receipts from the divi
dend exclusion. The dividend exclusion, thus, 
provides incentives for corporations to increase 
excluded dividends. In closely-held corporations, 
the incentive under current law to payout profits 
as managerial wages or interest would be largely 
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eliminated, and there would therefore be some 
substitution of dividends for wages and interest 
payments to owners. 

CBIT 

The CBIT prototype for integration extends 
the logic of the dividend exclusion prototype to 
debt. Neither interest nor dividend payments 
would be deductible at the corporate level, but 
both interest and dividend payments from CBIT 
entities generally would be excludable at the 
investor level. The entity level CBIT tax rate of 
31 percent would apply to both corporate and 
noncorporate businesses (except for small busi
nesses, which would be taxed as under current 
law). Unlike interest on CBIT debt, home mort
gage interest would continue to be deductible by 
the borrower and taxable to the lender, as under 
current law. Interest on U.S. Government debt 
would be taxable to· the recipient. Interest tax
exempt under current law would remain tax
exempt to recipients under CBIT. We considered 
two alternative assumptions for the taxation of 
capital gains on CBIT assets: (1) no taxation of 
capital gains on CBIT assets and (2) current law 
treatment of capital gains on CBIT assets. 

In contrast to the other integration prototypes, 
the CBIT prototype would increase tax receipts 
relative to those under current law. Once the 
behavioral changes are fully accounted for, the 
annual increase in revenues would be $3.2 billion 
with no taxation of capital gains on CBIT assets 
and $41.5 billion with current law treatment of 
capital gains. While overall tax receipts would be 
increased under the CBIT prototype, individual 
tax payments would be substantially reduced 
because dividends, noncorporate business income, 
most interest and some capital gains would no 
longer be taxable to individual recipients. The 
reduction in individual income tax receipts reflects 
the taxation of capital income at the entity level. 
Noncorporate entities subject to CBIT would now 
be taxed at the 31 percent CBIT rate. Much of 
this income is currently taxed under the individual 
income tax. 
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Shareholder Allocation 

The shareholder allocation prototype approxi
mates passthrough integration more closely than 
the dividend exclusion or CBIT prototypes. The 
prototype would retain a corporate tax rate of 34 
percent. Taxable shareholders would receive a 31 
percent credit for corporate level taxes paid, while 
tax-exempt and foreign shareholders would re
ceive no credit. The credit would accompany the 
allocation of corporate income to the shareholder. 
Intercorporate dividends would be granted a full 
dividends-received deduction in lieu of a credit. 
Under this prototype, corporate income tax is 
taxed at the individual level as part of corporate 
income rather than as a separate income item. 
Capital gains on corporate stock due to retained 
earnings would not be taxed, since undistributed 
corporate income would increase shareholders' 
basis. Increases in corporate stock values from 
other sources would be taxed as under current 
law. For outbound investment, the foreign tax 
credit would be passed through at the taxable 
investor's rate. For inbound investment, the 
withholding tax on dividends paid to foreign 
investors would be retained. 

Because shareholder allocation integration 
would extend distribution-related integration to 
retained earnings and shareholders would not be 
taxed on untaxed corporate preference income, it 
would lose significantly more revenue than would 
the dividend exclusion prototype. We estimate that 
when fully phased in, shareholder allocation 
integration would lose $36.8 billion annually at 
1991 levels of income. 

Most of the revenue loss would be in the 
individual income tax. While taxable income of 
individuals would be increased substantially by 
including all corporate income (rather than just 
dividends received), this would be more than 
offset by the revenue loss from the credit for 
corporate taxes paid. For taxpayers in the 31 
percent tax bracket, the tax on the additional 
income and the credit for corporate taxes paid 
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would offset each other and leave taxes approxi
mately unchanged. For taxpayers in lower tax 
brackets, however, the additional corporate 
income subject to tax would be taxed at a lower 
rate than the credit. For example, taxpayers in the 
15 percent bracket would be taxed at 15 percent 
on the additional income but receive a credit at a 
31 percent rate. For lower tax bracket taxpayers, 
the corporate credit can be used to offset taxes 
against wages and other income. 

The other major factor in the large revenue 
loss from the shareholder allocation prototype is 
the basis adjustment for corporate stock. 
Shareholders' basis would rise to reflect income 
already taxed at the corporate level, and so reve
nues from the taxation of capital gains on sales of 
stock would be reduced. 

Corporate tax receipts would increase, since 
dynamic behavioral changes (including the expan
sion of the corporate sector) are taken into ac
count. As with distribution-related integration, the 
increase in corporate tax receipts results primarily 
from the reduction in corporate debt and therefore 
in interest deductions. 

Imputation Credit System 

The fmal prototype we considered is distribu
tion-related integration through an imputation 
credit system. Under this prototype, corporate 
taxes paid are credited to a shareholder credit 
account (SCA). Individual shareholders report 
dividends grossed-up (by one divided by one 
minus 0.31) to reflect corporate taxes paid and 
receive a credit for corporate taxes paid. The 
prototype calculates the credit and gross-up factor 
at the top individual 31 percent tax rate rather 
than the top 34 percent corporate tax rate to limit 
the credit to no more than the individual income 
tax paid by individuals in the highest tax bracket. 
We estimate that accomplishing distribution
related integration through an imputation credit 
system would generate a fully phased-in revenue 
loss of $14.6 billion per year. 
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ApPENDIX A: 

THE CORPORATE INCOME TAX IN THE UNITED STATES 

A.1 BRIEF DESCRIPTION OF THE 
CORPORATE INCOME TAX 

The corporate income tax originally was 
enacted in 1909 as an excise tax on the privilege 
of doing business in the corporate form. An 
individual income tax on dividend income was 
enacted in 1916. 

The Corporate Income Tax Base 

Corporations are generally taxed at a 34 
percent marginal rate on their taxable income. To 
compute taxable income, a corporation deducts 
from gross income business expenses paid or 
incurred during the taxable year. These expenses 
include employee compensation, state and local 
taxes, depreciation, and interest expense, but not 
dividends paid. When deductions exceed income, 
a corporation has a net operating loss (NOL). 
Corporations generally can carry back net operat
ing losses to offset taxable income for the 3 
preceding years and can carry forward any re
maining net operating loss to offset taxable 
income for 15 years. 

Like individuals, corporations generally 
include gains on appreciated assets in income (and 
deduct losses on depreciated assets from income) 
only when the assets are sold or otherwise dis
posed of (when the gains or losses are realized). 
Corporations may deduct capital losses only 
against capital gains, and unused capital losses 
may be carried back for 3 years and forward for 
5 years. 

Because the double tax on corporate earnings 
distributed to shareholders might become a triple 
or quadruple tax if corporations were taxed in full 
on dividends received from other corporations, a 
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corporate shareholder is entitled to a full or 
partial dividends received deduction (DRD) , 
depending on its percentage ownership of the 
distributing corporation. 

U. S. corporations are subject to tax on foreign 
as well as domestic income. Although aU. S. 
corporation is required to pay U.S. tax currently 
on foreign income earned through a foreign 
branch, U.S. tax is generally not imposed on 
earnings of a foreign subsidiary until the sub
sidiary distributes its income to the parent cor
poration as a dividend. In computing U.S. tax 
liability, U.S. taxpayers (including corporations) 
are allowed a credit for foreign taxes paid, subject 
to certain restrictions. See Chapter 7. 

In addition to these general rules, special rules 
apply to specific types of businesses that conduct 
activity in corporate fonn, such as financial 
institutions and insurance companies. Other 
special rules apply to specific types of activities, 
such as the exploration, development, and produc
tion of natural resources. Certain types of corpo
rations are granted full or partial relief from 
corporate level tax. 

Tax Rates 

Corporations are subject to tax at a rate of 15 
percent on the first $50,000 of taxable income, 25 
percent on the next $25,000 of taxable income, 
and 34 percent on tax,able income above $75,000. 
The marginal rate on a corporation's taxable 
income between $100,000 and $335,000 is in
creased by 5 percent to phase out the benefit of 
the graduated rate structure. Thus, corporations 
with incomes in the phaseout range pay tax at a 
marginal rate of 39 percent. Corporations with 
taxable incomes in excess of $335,000 pay tax at 
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a flat 34 percent rate. In 1989, over 90 percent of 
corporate taxable income was taxed at the 34 
percent rate. 

Corporations also are subject to an alternative 
minimum tax (AMT). Corporations pay AMT 
only if their minimum tax liability exceeds their 
regu lar tax liability. A corporation's AMT base is 
its taxable income, adjusted to eliminate the 
benefit of certain deferrals of income, accelera
tions of deductions, and permanent exclusions. 
The resulting amount, alternative minimum tax
able income (AMTI), is reduced by an exemption 
amount and is taxed at a 20 percent rate. The 
basic exemption amount is $40,000, which is 
reduced by 25 percent of the amount by which 
AMTI exceeds $150,000. A corporation's mini
mum tax liability can generally be credited against 
future regular tax liability. 

Entities Subject to the Corporate Tax 

A business entity is taxable as a corporation if 
it is organized as a corporation under state law. In 
addition, Treasury Regulations treat an unincor
porated entity as a corporation if it has more 
corporate characteristics than noncorporate 
characteristics. The four relevant corporate char
acteristics are: (1) continuity of life, (2) central
ization of management, (3) limitation of liability 
for debts to property of the entity, and (4) free 
transferability of interests. 1 Certain partnerships 
also are treated as corporations if their interests 
are traded on an established securities market or 
are readily tradable on a secondary market (or its 
equivalent) and the partnership is not engaged in 
a qualifying passive activity. 2 

Subchapter C refers to the provisions of the 
Code that apply to most corporations. In 1958, 
Congress enacted Subchapter S of the Code to 
enable certain corporations to elect exemption 
from the corporate level tax. S corporations, like 
partnerships, are generally treated like conduits 
for tax purposes. The income of S corporations is 
taxed directly to their shareholders. To qualify for 
this passthrough treatment, a corporation must 
have no more than 35 shareholders and only one 
class of stock, and all of its shareholders must be 
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individuals who are U.S. citizens or residents or 
certain trusts and estates. There also are restric
tions on an S corporation's affIliations with other 
corporations. 

In addition to S cOlporations, other entities 
that meet certain restrictions on assets, type of 
business, and distributions to shareholders qualify 
as conduits for all or a portion of their income. A 
regulated investment company (RIC), a mutual 
fund that makes diversifIed investments for its 
shareholders, pays no tax on amounts distributed 
to its shareholders if it distributes currently at 
least 90 percent of its dividend and interest in
come and meets certain other conditions. 3 A real 
estate investment trust (REIT), a corporation or 
association that specializes in investments in real 
estate and real estate mortgages, also may receive 
passthrough treatment if it meets certain condi
tions designed to ensure that its assets and income 
are primarily related to real estate.4 A real estate 
mortgage investment conduit (REMIC), an entity 
that holds a fIxed pool of mortgages and issues 
multiple classes of interests to investors, also 
qualifIes for passthrough treatment. 5 Qualified 
distributions to members of cooperative organiza
tions also are taxed directly to the members and 
are not taxed at the entity level. 

Treatment of Debt and Equity 

Under present law, the tax treatment of the 
returns to an investor in a corporation depends 
upon whether an investment is considered debt or 
equity. A corporation generally can deduct inter
est on corporate debt. 6 Consequently, corporate 
earnings paid to debtholders as interest bear no 
tax at the corporate level. In contrast, because 
dividends are not deductible, corporate tax must 
be paid on the earnings attributable to equity 
investments, regardless of whether the earnings 
are retained or distributed. 

Individual debtholders are taxed on interest 
income when received or accrued, in accordance 
with their method of accounting. Individuals are 
taxed on corporate income when the income is 
distributed to them as dividends.? Increases in the 
value of corporate stock held by individuals, 



whether due to retained earnings, appreciation of 
the cotporation's assets, or other factors, are 
generally not taxed until the stock is sold. 8 Such 
gains are generally capital gains. Individuals also 
may not deduct losses on cotporate stock until the 
stock is sold. Such losses are generally capital 
losses and may be deducted without limitation 
against capital gains. However, capital losses in 
excess of capital gains also may be used to offset 
only $3,000 of an individual's ordinary income 
per year, with any excess carried forward 
indeftnitely. 

Cotporate debtholders also pay tax on interest 
income when received or accrued, in accordance 
with their method of accounting. A corporate 
shareholder must include all dividends in income 
but can deduct a portion of dividends received 
from other domestic cotporations. The deduction 
for dividends received is 70 percent if the recipi
ent corporation owns less than 20 percent of the 
stock of the payor, and 80 percent if the recipient 
corporation owns between 20 percent and 80 
percent of the stock of the payor.9 Intercotporate 
dividends among members of affiliated groups 
(each 80 percent or more owned, directly or 
indirectly, by a common parent) are generally 
fully deductible by the recipient. Thus, the maxi
mum rate of tax on dividends received by cotpo
rate shareholders is generally 10.2 percent (30 
percent of dividends received multiplied by the 34 
percent corporate tax rate). Corporate capital 
gains are currently taxed at the same rate as 
ordinary income, and capital losses may offset 
capital gains, but not ordinary income, with a 
3 year carryback and 5 year carryforward. 

Although debt and equity are treated very 
differently by the tax system, distinguishing debt 
from equity is not straightforward. In 1969, 
Congress authorized the Department of the Trea
sury to issue regulations to determine whether an 
interest in a corporation should be treated as stock 
or debt for tax purposes. Congress suggested that 
Treasury consider the following factors in making 
this determination: (1) the existence of a written 
unconditional promise to pay on demand or on a 
specifted date a sum certain in money at a ftxed 

155 Appendices 

rate of interest, (2) whether the instrument is 
subordinated to or has preference over any debt of 
the corporation, (3) the issuer's debt to equity 
ratio, (4) whether the instrument is convertible 
into stock, and (5) the relationship between 
holdings of the issuer's stock and holdings of the 
instrument in question. to 

Although Treasury issued three drafts of 
regulations attempting to distinguish debt from 
equity, the task of devising simple, workable rules 
for distinguishing between debt and equity proved 
elusive. Ultimately, Treasury withdrew all of 
these regulations. 

In the absence of regulations, taxpayers and 
the IRS look to judicial opinions and IRS rulings 
to determine whether an instrument will be treated 
as debt or equity for tax putposes. In addition to 
the factors listed in the 1969 statute, the following 
factors have been considered relevant: (l) the 
holder's rights upon default, (2) the equity fea
tures of the instrument, such as voting rights or 
participation in earnings, (3) whether the corpora
tion has sufftcient projected cash flow to service 
the debt, (4) whether the holder has management 
rights, and (5) whether the holder acts like a 
reasonable creditor in protecting its rights. 

To summarize, it has not proved possible to 
develop simple and acceptable guidelines for 
distinguishing between debt and equity. As ftnan
cial markets become more flexible and innovative, 
that task becomes more difftcult. The administra
tive complexity and compliance costs associated 
with making the debt-equity distinction are serious 
problems in the current system of corporate 
taxation. 

Cross-Border Investment 

The tax treatment of cross-border investment 
is discussed in Chapter 7. 

Tax-Exempt Organizations 

The treatment of tax-exempt organizations is 
discussed in Chapter 6. 
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A.2 OVERVIEW OF U.S. 
CORPORATE TAX RECEIPfS 

In 1990, the corporate tax generated Federal 
revenues of $93.5 billion. Federal corporate tax 
receipts have generally increased over the past 40 
years, but when adjusted for inflation, they have 
fallen since the late 1960s. In constant 1982 
dollars, corporate tax receipts averaged $85 
billion per year in the 1950s, $86 billion per year 
in the 1960s, $77 billion per year in the 1970s, 
and $56 billion per year from 1980 to 1986. Since 
1986, real corporate tax receipts have averaged 
$76 billion per year in 1982 dollars. From the 
1950s to 1986, corporate receipts also fell as a 
percentage of Federal budget receipts and of gross 
national product (GNP). See Figure A.l. Since 
1986, however, the decline in the relative impor
tance of the corporate tax has stopped and may 
have reversed. From 1987 through 1990, COIpO
rate receipts averaged 9.9 percent of total Federal 
budget receipts, above the average of 8.9 percent 
for the rest of the 1980s, but less than the 1970s 
average of 15.0 percent. From 1987 to 1990, 
estimated tax liabilities for nonfinancial corpora
tions, relative to GNP or gross domestic product, 
also slightly exceeded the 
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for example, rules requiring unifonn capitalization 
of certain expenditures. As anticipated, the 1986 
Act increased corporate income tax receipts (and 
lowered individual income tax receipts) as a 
percentage of total income tax receipts. The 
percentage of income tax receipts accounted for 
by corporate taxes increased from 15 percent in 
1986 to 19 percent in 1989 and dropped back to 
17 percent in 1990. The percentage of income tax 
receipts accounted for by individual income taxes 
fell from 85 percent to 81 percent, rising to 83 
percent in 1990. Current estimates indicate that 
the 1986 Act increased corporate income tax 
receipts by approximately $130 billion from 1987 
to 1991. 

The level of corporate tax receipts depends 
heavily on economic conditions. When the u.s. 
economy is growing, corporate profits are strong, 
and corporate tax receipts increase, but when the 
economy is in recessfon, corporate profits tend to 
fall, and corporate taxes decrease. During the 
recession of the early 1980s, for example, 
corporate taxes as a percentage of total budget 
receipts fell from 10.2 percent in 1981 to 6.2 
percent in 1983. This decline was mostly 

average for the early 1980s. 

The Tax Reform Act of 
1986 (the 1986 Act) adopted 
base-broadening measures 
designed to increase the 
overall level of corporate 
taxes, although it reduced the 
maximum marginal corporate 
tax rate from 46 percent to 
34 percent. The base broad
ening was accomplished 
primarily by repealing the 
investment tax credit, limiting 
depreciation deductions, re
stricting the use of net oper
ating losses, strengthening the 
cOIporate alternative mini
mum tax, repealing the 
General Utilities doctrine, 
and adopting significant 
changes in accounting rules, 

Fi~re A.1 
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attributable to the a decline in pre-tax corporate 
profits, from $202 billion in 1981 to an average 
of $178 billion in 1982 and 1983. 

Foreign countries have a wide variety of tax 
systems, which make it difficult to compare 
directly corporate tax burdens across countries, 
but some general observations can be made. In 
1988, corporate income taxes accounted for an 
average of 8 percent of total income tax receipts 
for the 22 countries in the OECD. The average in 
1988 was the same as in 1980. Although U.S. 
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corporate income taxes were 8 percent of total tax 
receipts in 1988, the same as the average for the 
22 OECD countries, the U.S. percentage is 
expected to be higher in subsequent years if 
current trends continue. Countries with percentag
es higher than the OECD average in 1988 include 
Japan at 24 percent, the United Kingdom at 11 
percent, and Italy at 9 percent; countries with 
percentages below the OECD average include 
Germany at 5 percent, France at 5 percent, and 
Switzerland at 7 percent. 11 



ApPENDIX B: EXPERIENCE OF OTHER COUNTRIES WITH 
DISTRIBUTION-RELATED INTEGRATION SYSTEMS 

This appendix briefly describes the distribu
tion-related integrated systems of six of the United 
States' major trading partners. I The Australian 
and New Zealand imputation credit systems most 
closely resemble the prototype discussed in Chap
ter 11. The United Kingdom system is a promi
nent example of a compensatory tax system. This 
appendix also discusses the Canadian, French and 
Gennan distribution-related systems. This appen
dix does not describe the Japanese corporate tax 
system, because in 1989 Japan replaced its split 
rate tax system with a classical system. 

B.1 AUSTRALIA 

Introduction 

Australia's imputation credit system became 
effective July 1, 1987. Major changes to related 
tax laws have subsequently taken effect, most 
notably: 

• a reduction in the top corporate rate from 49 
percent to 39 percent, 

• the imposition of a 15 percent tax. on the invest
ment income of pension plans, and the extension to 
them of the imputation credit (at the full rate of 39 
percent), and 

• the exemption of most foreign income from the 
corporate tax base. 

Description of Mechanics 

Imputation Credits 

Australia's imputation credit system makes 
imputation credits available to taxable sharehold
ers (including pension plans) for distributions 
from the corporation's franking account. Imputa
tion credits provide full relief from the corporate 
level tax paid with respect to distributed income. 
Distributions not paid from the franking account 
are considered to be paid from preference income 
and are taxed to the shareholder without gross-up 
and without credit. 
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The shareholder receives an imputation credit 
equal to the amount of distributions from the 
franking account (franked distributions), grossed
up at the corporate rate (currently, 39 percent), 
and then multiplied by that rate. 2 The shareholder 
includes this amount in his income and receives a 
credit in the same amount against his personal tax 
liability. Imputation credits generally are not 
refundable. 

The balance in the franking account represents 
the portion of the corporation's after-tax income 
that, in effect, has been taxed fully (taxed at the 
corporate rate). In general, the franking account 
balance derives from the amount of tax the corpo
ration pays. At the current tax rate of 39 percent, 
for every AU$39 the corporation pays in tax, it 
adds AU$61 to the balance of the account. The 
calculation converts after-tax corporate income 
that is taxed at various rates into an equivalent 
combination of fully-taxed and fully exempt 
amounts. 3 Thus, Australia's system accords 
shareholders relief only from corporate level tax 
actually paid with respect to distributed income, 
and distributed preference income is subject to tax 
at the shareholder level. 

An Australian corporation must make entries 
in its franking account throughout the year upon 
the occurrence of specified events in the assess
ment, payment, and adjustment of tax. The 
franking account is credited when the corporation: 
carries forward a franking surplus from the 
previous year, pays tax, receives franked divi
dends from another company, is served with a 
detennination reducing the amount of a "franking 
deficit tax offset," or has an "estimated debit 
detennination" (see "Allocating Credits to Divi
dends," below) that lapses or substitutes a new 
estimated debit detennination. 

The franking account is debited when the 
corporation: pays franked dividends, has tax 
refunded, is served with a detennination (or 
increase) of a franking deficit tax offset, receives 
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(or is deemed to receive) notice of an estimated 
debit detennination, e.g., appeals a tax assess
ment, makes on-market share buybacks; or under
franks a dividend (franks it by less than the 
required franking amount, if the required franking 
amount is 10 percent or more of the dividend). 

Compensatory or Withholding Tax 

The Australian system does not have a com
pensatory or withholding tax on distributions. 

Di~7'dends Defined, Bonus Shares, 
Shnre Repurchnses 

In general, dividends include all non-liquidat
ing distributions of money or other property to 
shareholders out of profits (under corporate law, 
the corporation cannot pay dividends as a return 
of capital without a court order). Liquidating 
distributions generally are deemed to be dividends 
to the extent they represent profits. 

A corporation can issue bonus shares as a 
mechanism for extending the imputation system to 
retained earnings. An issue of bonus shares 
distributed to a shareholder is treated as a divi
dend unless it is paid out of the corporation's 
share premium account (which represents amounts 
paid on issuance of shares in excess of par value). 
Thus, if the corporation has a sufficient balance in 
its share premium account, it can choose the tax 
treatment of the bonus issue by choosing whether 
or not to debit the account, subject to certain rules 
for dividend-streaming arrangements. See 
"Streaming" below. 

The tax treatment of a share repurchase (or 
"buyback") differs depending upon whether the 
transaction is an "on-market" or an "off-market" 
purchase. An on-market buyback occurs in the 
ordinary course of business on an official ex
change; an off-market buyback (a buyback by an 
unlisted company or by a listed company not in 
the ordinary course) occurs otherwise. 

An off-market buyback is treated as a dividend 
to the extent it exceeds paid-up capital for the 
shares (share capital plus the amount, if any, 
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allocated to the buyback from the share premium 
account). With respect to the dividend portion, the 
corporation debits its franking account as required 
under the general rules and the shareholder re
ceives the imputation credit. The shareholder's 
basis in his stock is irrelevant for dividend pur
poses but is relevant for the portion treated as 
return of paid-up capital, so the shareholder could 
have a dividend and a capital gain or loss on the 
same transaction. 

An on-market buyback is treated as a capital 
transaction to the shareholder (because he does 
not know that his buyer is the corporation). The 
corporation has no gain, loss, or deductions. 
However, the corporation must treat the buyback 
as a dividend to the extent it would be a dividend 
if it were off-market and, with respect to such 
amount, must debit its franking account under the 
allocation rules. See "Allocating Credits to Divi
dends, " below. (This notional dividend also might 
affect any provisional required franking amount 
for any actual frankable dividend.) No imputation 
credit is available to the shareholder to offset his 
capital gain. 4 

Allocating Credits to . Dividends 

Australia has adopted allocation rules general
ly designed to assure that a corporation pays 
dividends first out of the franking account, and to 
prevent corporations from streaming franked 
dividends to resident shareholders, who can use 
imputation credits, and unfranked dividends to 
foreign shareholders (and tax-exempt sharehold
ers), who cannot. The allocation rules impose a 
minimum "required franking amount" for a 
dividend and provide for adjustments and some
times penalties if a dividend is overfranked or 
underfranked by more than a de minimis amount. 

The required franking amount ideally franks 
all dividends paid during the year to the extent of 
the corporation's after-tax income. To ensure that 
the corporation does not underfrank a dividend, 
the rules require the company: (1) to take into 
account all dividends. to be paid on the same day, 
that have been declared but not yet paid, or that 
the corporation is committed to pay later in the 



same year (a committed future dividend), such as 
dividends on preferred stock, in allocating frank
ing credits to a given dividend, (2) to frank a 
dividend that was a committed future dividend at 
least to the same extent as the earlier dividend, 
and (3) to frank a dividend at least to the same 
extent as any other dividend on the same day.s 
These rules do not, however, prevent a corpora
tion from franking an earlier dividend on one 
class of stock at one rate and franking a later 
dividend on another class of stock at a lower rate 
where the corporation was not committed to pay 
the later dividend or where the later dividend is 
paid in the succeeding year. An upper limit on 
franking is set by reference to the corporate tax 
rate; at current rates, a dividend of AU$61 can 
carry no more than AU$39 of imputation credits. 

The required franking amount could range 
from zero, for a corporation with no taxable 
income, to 39 percent of the dividend, for a 
corporation with sufficient after-tax income. 
However, the required franking amount might not 
be readily determinable when a dividend is dis
tributed during the year, where it is not clear 
whether the corporation will have sufficient 
taxable income for that year. The situation also 
could be complicated by later events, such as a 
refund of previously paid tax. If, for such a 
reason, a year-end deficit were to result, the 
corporation would be subject to a franking deficit 
tax and possibly a penalty tax. An estimated debit 
determination is a procedure for resolving this 
problem; if the corporation expects such a later 
debit, so the dividends paid would tum out to 
have been overfranked, the corporation may 
notify the tax authorities and make an anticipatory 
debit to its franking account. 

If a corporation underfranks a dividend (and if 
the required franking amount is 10 percent or 
more of the dividend), the corporation must debit 
its franking account to the extent of the under
franking. Thus, the corporation is treated as 
having franked the dividends to the required 
amount, but the shareholders forfeit the imputa
tion credit attributable to the underfranking. 
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Where overfranked dividends (or other adjust
ments) result in a deficit in the franking account 
at the end of the year., the corporation must pay a 
franking deficit tax. The franking deficit tax is the 
amount of tax sufficient to restore the franking 
account to zero. 6 This tax does not result in a 
positive credit to the franking account, because it 
functions as a prepayment of corporate tax prema
turely imputed to shareholders by the payment of 
overfranked dividends. The franking deficit tax is 
not a penalty, and therefore a corporation may 
offset a payment of franking deficit tax against its 
future tax liability. However, to discourage more 
than de minimis overfranking, a penalty equal to 
30 percent of the franking deficit tax is payable 
where the franking deficit exceeds 10 percent of 
the total of the franking credits arising during the 
year and any dividend paid during the year was 
overfranked. 

Tax Rates 

The corporate tax· rate currently is 39 percent. 
Marginal tax rates for individuals range from ° 
percent to 47 percent. The 47 percent rate applies 
to taxpayers with taxable income exceeding 
AU$50,OOO. Capital gains on assets acquired after 
September 19, 1985 are taxed at ordinary income 
rates. However, to determine the amount of gain 
recognized on disposition of a capital asset, basis 
in the asset is indexed for inflation if the asset 
was held for more than 1 year. 

Treatment of Preference Income 

Dividends paid out of preference income 
(when the franking account balance is zero) are 
taxable when received by shareholders and thus 
corporate preferences are not extended to share
holders. 

The Australian system currently provides 
corporations few preferences. In 1988 Australia 
reformed its depreciation system and other tax 
concessions. For example, depreciation rates for 
"plant" were based on 5 or 3 year lives; now they 
are based on effective lives (using a 150 percent 
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declining balance or "prime cost") plus a 20 
percent "loading." The 150 percent deduction for 
research and development expenditures is sched
uled to be scaled back to 125 percent in the 
mid-1990s. 

Treatment of Domestic 
Intercorporate Dividends 

Dividends received by an Australian cOIpora
tion from another Australian corporation generally 
are free of tax because tax is rebated. In addition, 
credits attached to intercorporate dividends are 
credited to the recipient cOIporation' s franking 
account. However, unfranked dividends to private 
corporations (generally, unlisted corporations) are 
taxed without refund. This exception is designed 
to prevent the use of private corporations to defer 
tax on distributed preference income. Australia 
does not permit consolidation of affiliated coIpo
rations for purposes of its imputation system (or 
for its corporate tax generally, although there is 
loss transfer for 100 percent related corporations). 

Treatment of Foreign Source Income 

Beginning July 1, 1990, foreign source income 
derived from comparable tax countries through a 
branch is generally excludable from corporate 
income. An exemption from corporate tax also 
applies to dividends received from a corporation 
resident in a comparable tax country if the Austra
lian corporation owns at least a 10 percent interest 
in that corporation. Dividends received from 
portfolio investments (i.e., less than 10 percent) 
in corporations resident in comparable tax coun
tries are taxable with a credit allowed for foreign 
withholding taxes. However, because foreign 
taxes paid with respect to foreign source income 
derived from comparable tax countries do not 
generate credits to the franking account, dividends 
paid by an Australian corporation out of such 
income do not carry credits in respect of such 
foreign taxes and are exposed to shareholder level 
tax. Thus, this foreign source corporate income is 
still double-taxed, once when earned in the for
eign country and once when the after-foreign-tax 
amount is distributed to domestic individual 
shareho lders. 
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Income derived from low-tax countries 
through a branch or a nonresident corporation 
generally is subject to full taxation at the corpo
rate level with a credit for foreign taxes paid on 
such income. Where an Australian corporation 
owns a 10 percent or more interest in a corpora
tion residing in, or deriving substantial income 
from, a low-tax country, the Australian corpo
ration is taxed currently on its share of the non
resident corporation's income and may credit its 
share of foreign taxes paid by the nonresident 
corporation on an "accruals" basis, provided that 
the foreign corporat~on is a controlled foreign 
company (that is, 5 or fewer Australian residents 
control 50 percent or more of the company). Such 
a 10 percent shareholder maintains an "Attribution 
Tax Account" (ATA) for every entity in the 
chain, in which income is attributed to that entity; 
when a dividend is paid between entities, a debit 
is made to the AT A of the paying corporation and 
a credit is recorded in the AT A of the receiving 
cOIporation. 7 Where the Australian cOIporation 
owns a lesser percentage, the accruals tax does 
not apply, but dividends received are subject to 
Australian tax (with a tax credit for foreign 
withholding taxes paid on the dividend). Because 
foreign taxes paid do not generate credits to the 
franking account, dividends paid out of such 
income to the shareholders of the Australian 
corporation are exposed to shareholder level tax. 
The net effect of this system is the equivalent of 
allowing a deduction for foreign taxes on distrib
uted foreign source. income earned through an 
Australian corporation. 

Treatment of Tax-Exempt 
Shareholders 

Excess imputation credits are not refundable to 
any shareholder, including tax-exempt sharehold
ers. Accordingly, income taxed at the corporate 
level is subject to one level of tax even where it 
is distributed to tax-exempt shareholders. 

Until 1988, pension funds were tax-exempt, 
although distributions were taxable to beneficia
ries. The new statute imposes a tax at a 15 per
cent rate on the investment income of pension 
funds, but allows pension funds an imputation 



credit for franked dividends at the full 39 percent 
rate. Thus, a pension fund can use the excess 
imputation credits (a 24 percent credit) to shelter 
the tax on a large amount of other investment 
income (such as interest, rents, royalties, foreign 
income, capital gains, and unfranked dividends). 
Pension funds also may utilize imputation credits 
to reduce tax imposed on contributions. These 
changes are designed in part to encourage pension 
funds to invest in domestic corporations having 
Australian tax liability, thus reducing the tax 
arbitrage gains to pension funds from investing in 
bonds or in corporations paying unfranked 
dividends. 

Treatment of Foreign Shareholders 

Australia generally imposes a withholding 
tax on dividends from Australian corporations to 
nonresident shareholders. No distinction is made 
between portfolio and nonportfolio investment. 
The normal withholding rate is 30 percent, but 
treaties may reduce this rate to 15 percent. The 
gross-up and imputation credit procedure does not 
apply to nonresident shareholders. However, the 
franked portion of a dividend is exempt from the 
withholding tax. Thus, the franked portion of a 
dividend bears Australian tax at the 39 percent 
corporate rate. Unfranked dividends are subject to 
withholding tax and, thus, bear Australian tax at 
the applicable withholding rate. 

Treatment of Low-Bracket 
Shareholders 

Although a shareholder may use excess credits 
to offset any other tax liability he may have, 
excess credits are not refundable. Unused credits 
may not be carried forward or back. The imputa
tion credit (aggregated with other nonrefundable 
credits) is stacked so refunds from other sources 
cannot impair use of the credit. 

Streaming 

In addition to the allocation rules described 
above, Australia has adopted several anti-stream
ing provisions. First, where a dividend is paid to 
a corporate shareholder as part of a dividend 
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stripping operation, imputation credits attached to 
the dividend and the tax rebate for intercorporate 
dividends may be denied. One effect of the divi
dend stripping rule is to discourage sales of shares 
by tax -exempt or nonresident shareholders in 
anticipation of the payment of a franked dividend. 
Second, to inhibit streaming through partnerships 
and trusts, imputation credits received by a part
nership or trust are generally allocated in accor
dance with a partner's or beneficiary's share of 
partnership or trust income. Third, a special debit 
to the franking account is required when a 
corporation distributes an unfranked dividend or 
tax-exempt bonus share to a shareholder in substi
tution for a franked dividend as part of a dividend 
streaming arrangement. Generally, the franking 
debit is calculated as if the franked dividend had 
been franked to the same extent as the dividend 
for which it substituted, thus ensuring equal 
franking for all dividends paid on a particular 
class of stock as part of the same distribution. 

Treatment of Interest 

Interest paid by an Australian corporation 
generally is deductible. Interest paid to a resident 
lender is includable in the lender's income. 
Interest paid to a foreign lender (whether or not 
resident in a treaty country) is subject to a 10 
percent withholding tax. Australia has a thin 
capitalization rule that denies a resident corpora
tion a deduction for interest paid to foreign 
shareholders where the foreign shareholders own 
at least 15 percent of the resident corporation and 
the resident corporation's debt to equity ratio with 
respect to the nonresident shareholders' invest
ment is in greater than 3 to 1 (6 to 1 for fmancial 
institutions). Beginning July I, 1990, this rule 
applies even if the foreign controlling shareholder 
is in turn controlled by Australian residents. 

B.2 CANADA 

Introduction 

Canada introduced distribution-related integra
tion in 1971 with the adoption of a straight credit 
system that grants a credit to resident individual 
Canadian shareholders with respect to dividends 
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received from Canadian corporations. The credit 
is not required to be funded at the corporate level. 
That is, the amount of the shareholder credit does 
not depend on the payment of tax by the corpora
tion. Excess credits are not refundable. 

Description of Mechanics 

Credits 

Where a Canadian resident individual share
holder receives a taxable dividend (described 
below) from a Canadian corporation, the share
holder grosses up the dividend by 25 percent (i.e., 
includes 125 percent of the dividend in income) 
and takes a credit against his Federal individual 
income tax for 66.7 percent of the amount of the 
gross-up. Provincial individual taxes are calculat
ed as approximately 50 percent of the share
holder's Federal tax liability (after the reduction 
for the shareholder tax credit). Thus, the provin
cial tax is reduced by approximately 33.3 percent 
of the amount of the gross-up, and the total value 
of the shareholder credit against the combined 
Federal and provincial liability of the shareholder 
is approximately equal to the amount of the 
gross-up. 8 

The gross-up and credit are not dependent on 
the payment of Canadian tax at the corporate 
level. Thus, the shareholder credit may provide 
full or partial relief from corporate level tax, 
depending upon the tax rate applicable to the 
corporation paying the dividend. If no tax is paid 
at the corporate level, the shareholder credit 
completely or partially offsets the shareholder 
level tax, which is the only level of tax that would 
otherwise apply to the distributed income. For 
example, a dividend that is paid exclusively out of 
preference income would carry the full credit, the 
same as a dividend paid out of Canadian source 
sales income. In the fonner case, the corporation 
pays no Canadian corporate tax and, in the latter 
case, it pays a net Federal tax of more than 28 
percent. 

The degree to which the Canadian system 
integrates corporate and shareholder tax depends 
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on the rate at which distributed income has been 
taxed at the corporate level under the Federal and 
provincial tax systems. See "Tax Rates," below. 
Combining Federal and Ontario provincial tax, the 
system integrates 32 percent of a regular cotpO
ration's tax, 41 percent of a manufacturing cotpO
ration's tax, and 86 percent of a small business 
corporation's tax. 9 

Compensatory or Withholding Tax 

Canada does not impose a compensatory or 
withholding tax on dividends to resident share
holders. 

Dividends Defined, Bonus Shares, 
Share Repurchases 

In general, a taxable dividend includes any 
nonliquidating distribution with respect to shares 
out of surplus funds. Accordingly, a return of 
contributed surplus that has not been converted 
into paid-Up capital is a taxable dividend. A 
liquidating distribution constitutes a taxable 
dividend to the extent it exceeds paid-up capital 
(deftned to exclude contributed surplus). 

A stock dividend is generally treated as a 
taxable dividend. However, subject to certain 
exceptions, the amount of the dividend is limited 
to the increase in paid-up capital in respect of the 
stock dividend. 

A share repurchase generally is treated as a 
taxable dividend to the extent that the amount paid 
exceeds the paid-up capital on the shares repur
chased. The amount so treated is excluded in 
detennining the shareholder's capital gain or loss. 
These rules, however, do not apply to a corpo
ration's open market purchases of its shares. 

Allocating Credits to Dividends 

Because the shareholder credit is not depen
dent on the actual payment of corporate tax, the 
Canadian system does not require rules allocating 
credits to dividends. 



Tax Rates 

The Federal basic corporate rate is 38 percent. 
Provincial basic corporate rates generally range 
from 14 percent to 17 percent. However, an 
abatement of Federal corporate tax is allowed in 
respect of provincial tax equal to 10 percent of 
taxable income earned in a province. In addition, 
a surtax currently is imposed on corporations 
equal to 3 percent of a corporation's Federal tax 
liability. Thus, effective combined Federal and 
provincial corporate tax rates vary from 42.8 
percent to 45.8 percent. 

For individuals, Federal tax rates are 17 
percent for taxable income up to $28,784, 26 
percent for taxable income of $28,784 to $57,578, 
and 29 percent for taxable income in excess of 
$57,578. 10 A Federal surtax of 5 percent is cur
rently in place. Provincial tax is imposed as a 
percentage of Federal tax, varying from 46.5 
percent to 62 percent. Some provinces impose a 
surtax on high-income individuals. 

Corporate and individual taxpayers are taxed 
at ordinary income rates on 75 percent of their net 
capital gain in a taxable year. For individuals, a 
lifetime exemption of $100,000 of gain applies. 
The lifetime exemption is $500,000 for small 
business shares and farm property. For individu
als, in addition to actual realized gain, gain is 
deemed to be realized with respect to many kinds 
of assets at death, at the time of transfer by gift 
or at the time the owner gives up Canadian 
residence. 

Treatment of Preference Income 

Because the shareholder credit is not depen
dent on the payment of tax at the corporate level, 
the Canadian system can be described as extend
ing preferences to shareholders. However, be
cause the Canadian system may provide less than 
100 percent integration of the corporate and 
shareholder taxes on distributed income, the 
extension of preferences may be more than offset 
by the remaining double tax on taxable income. 
For example, for regular corporations the credit 
generally equals half of Federal corporate tax. 
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Thus, preferences are not extended to sharehold
ers until preference income exceeds half of total 
corporate income. 11 

A 5 percentage point reduction in the basic 
rate of corporate tax (from 38 percent to 33 
percent) applies to manufacturing and processing 
income of a resident corporation. For Canadian 
small business corporations, a deduction applies 
that effectively reduces the basic rate by 16 
percentage points (from 38 percent to 22 percent). 
Except for a 35 percent research and development 
credit, investment tax credits apply only in select
ed geographic areas. A more generalized invest
ment tax credit was phased out in 1988 as part of 
tax reform. As discussed above, only 75 percent 
of net realized capital gains are included in in
come. Certain assets are eligible for accelerated 
depreciation. 

Treatment of Domestic Intercorporate 
Dividends 

The gross-up and shareholder credit mecha
nism does not apply to dividends paid by a 
Canadian corporation to a Canadian corporate 
shareholder. In general, however, domestic 
intercorporate dividends are deductible in com put -
ing the income of the Canadian shareholder cor
poration. 12 Thus, preferences generally are not 
recaptured when preference income is distributed 
to corporate shareholders. However, for Canadian 
portfolio dividends received by a private or 
privately-controlled Canadian corporation, a tax of 
25 percent is payable by the recipient corporation 
and is refunded to the corporation when the 
dividends are redistributed to shareholders. 

Treatment of Foreign Source Income 

Resident corporations are taxed on their 
worldwide income. This includes current taxation 
on an accrual basis of passive income earned 
through a controlled foreign affiliate. However, 
Canada provides exemptions for certain types of 
foreign source income and a foreign tax credit 
with respect to certain other types of foreign 
source income. For example, dividends received 
from a foreign affiliate resident in a prescribed 
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country out of its active business income in that 
country or another prescribed country generally 
are exempt from Canadian corporate tax. Tax 
credits are allowed with respect to portfolio 
dividends received from a nonresident corpora
tion, but not for underlying foreign taxes paid by 
that corporation on the income distributed. The 
effect of these exemptions and credits is to re
lieve, in whole or in part, corporate level Canadi
an tax on foreign source income. Because the 
shareholder credit does not depend on the extent 
to which the underlying corporate income has 
been taxed, the Canadian system extends the 
benefits of integration to foreign source income to 
the extent of the shareholder credit. 

Treatment of Tax-Exempt 
Shareholders 

Certain persons are excluded from Canadian 
tax, including charities and pension funds. How
ever, because the shareholder credit is nonrefund
able, tax-exempt shareholders do not receive the 
benefit of Canadian integration. 

Treatment of Foreign Shareholders 

The Canadian integration system generally is 
not extended to nonresident shareholders because 
the gross-up and shareholder credit mechanism 
does not apply to dividends paid to nonresident 
shareholders. Dividends paid to foreign sharehold
ers are subject to a withholding tax at a statutory 
rate of 25 percent. By treaty, Canada typically 
reduces the rate to 10 percent for direct invest
ment dividends and to 15 percent for portfolio 
dividends. The 1980 U.S. treaty, reflecting this 
policy, was the first in which Canada reduced its 
dividend withholding rate below 15 percent. This 
concession for direct investment dividends in the 
U. S. treaty was seen as extending to U. S. direct 
investors in Canadian corporations some of the 
benefit of Canadian integration. 

Low-Bracket Shareholders 

Excess shareholder credits are available to 
offset income tax liability with respect to other 
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income. Credits not used in the year received may 
not be refunded or carried forward. 

Streaming 

The Canadian system includes stop-loss rules 
that inhibit dividend stripping by requiring that, in 
certain circumstances, the amount of a loss 
recognized on a sale of shares be reduced by 
dividends received on the shares. 

In addition, the gross-up and credit mechanism 
does not apply where a "dividend rental arrange
ment" exists. A dividend rental arrangement 
essentially is a transfer of shares where the trans
feree receives the dividend but the transferor 
retains the risk of loss and opportunity for gain 
with respect to the shares. Finally, under a gener
al anti-abuse rule, Canadian tax authorities may 
deny a tax: benefit where there is an avoidance 
transaction and a misuse of provisions of tax 
laws. An avoidance transaction is a transaction 
resulting in a tax benefit unless the transaction 
reasonably could be considered to have been 
undertaken primarily for non-tax reasons. 

Treatment of Interest 

Interest paid by a Canadian corporation is 
deductible if the interest relates to borrowed 
money used for the purpose of earning income 
from a business or property or for acquiring 
property for gain upon resale. A thin capitaliza
tion rule prohibits the deduction of interest paid 
by a thinly capitalized corporation to nonresident 
shareholders owning 25 percent or more of any 
class of the corporation's stock. 

Interest income generally is taxable to resident 
lenders. A withholding tax generally is imposed 
on interest paid by Canadian corporations to non
resident lenders at the statutory rate of 25 percent. 
No withholding tax is imposed with respect to in
terest paid on corporate bonds or debentures to an 
arm's-length lender if no more than 25 percent of 
the principal amount is repayable within 5 years 
of issuance. In addition, the withholding rate may 
be reduced by treaty to 10 or 15 percent. 



B.3 FRANCE 

Introduction 

The French distribution-related integration 
system combines three elements: (1) an imputation 
credit (avoir fiscal), (2) a compensatory tax 
(precompte mobilier), and (3) for 1989 through 
1991, a "split" tax rate on corporate profits. 

The avoir fiscal credit was enacted in 1965 
and, simultaneously, a 24 percent withholding tax 
on dividends was repealed. The new system 
became fully effective in 1967. 

In 1989, the French introduced a split rate 
system, which applies a higher tax rate to distrib
uted profits. The split rate system was designed to 
provide an incentive for corporate fmancing 
through retained earnings and balance the incen
tive, created by the avoir fiscal, to distribute 
earnings and to fmance through new equity capi
tal. This system has been eliminated, however, 
beginning in 1992. 

Description of Mechanics 

Imputation Credits 

Upon receipt of an eligible dividend (described 
below), a French resident individual or corporate 
shareholder is allowed a tax credit (the avoir 
fiscal) equal to 50 percent of the amount of the 
dividend, or 33.3 percent of the amount of the 
dividend plus the avoir fiscal. A shareholder must 
include in income both the amount of a dividend 
payment and the amount of the avoir fiscal. 

The gross-up and avoir fiscal partially inte
grate corporate tax paid on distributed income. 
For 1991, distributed income is subject to a tax 
rate of 42 percent at the corporate level. The 
avoir fiscal, thus, equals 69 percent of the tax 
paid by the corporation on distributed income and 
29 percent of the pre-tax amount of such income. 
For example, profits of FI00 are subject to 
corporate tax of F42 prior to distribution, leaving 
a net amount for distribution of F58. A share
holder would include a total of F87 (F58 + F29) in 
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income. The avoir fiscal associated with this F87 
dividend is F29. For 1992, distributed income 
will be subject to corporate level tax at the rate of 
34 percent. The avoir fiscal will thus equal 97 
percent of the tax paid by the corporation on 
distributed income and 33 percent of the pre-tax 
amount of such income. 13 

In order to encourage corporate distributions, 
the avoir fiscal is not allowed to shareholders in 
respect of dividends paid out of profits realized 
more than 5 years prior to distribution. In addi
tion, the avoir fiscal is not available to foreign 
shareholders, unless specific provision is made in 
an income tax treaty: If the amount of the avoir 
fiscal exceeds the tax liability of an individual 
shareholder, the excess is refunded. The same is 
true for some tax-exempt shareholders. No refund 
is available to a corporate shareholder. 

Split Rate Tax and Compensatory Tax 
(Precompte Mobilier) 

The French split rate tax system, in effect for 
1989 through 1991, is unusual in that it applies a 
higher tax rate to distributed profits than to 
retained profits. For fiscal years beginning on or 
after January 1,1991 and before January 1, 1992, 
retained corporate profits are taxed at a rate of 34 
percent, and distributed corporate profits are taxed 
at a higher rate of 42 percent. The additional 8 
percent is imposed as a surtax in the year of 
distribution. The application of a higher tax rate 
to distributed profits was instituted for 1989 
through 1991 to encourage corporate saving and 
investment. Taking into account the avoir fiscal 
credit allowed to shareholders, the effective 
corporate level tax rate on distributed taxable 
income is 13 percent for 1991. Consistent with 
recent corporate tax rate reductions in the United 
States and other EC countries, however, the 
French government recently eliminated the ~ 

percent surtax on distributed income. 

The precompte mobilier is imposed on a 
distributing corporation in respect of dividends 
distributed (l) out of profits that have not borne 
regular corporate income tax at the 34 percent 
rate, e.g., foreign source income, preference 
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income, and dividends received by a parent 
company from a 10 percent owned subsidiary or 
(2) from fully-taxed profits earned more than 5 
years before the distribution. 14 The precompte 
mobilier is imposed at a rate of 50 percent of the 
amount of the dividend, or 33.3 percent of the 
dividend plus the precompte mobilier. Thus, the 
amount of the precompte mobilier is equal to the 
amount of the avoir fiscal associated with the 
dividend. No distinction is made in calculating 
precompte mobilier liability between income that 
is not taxed and income that is taxed at a rate 
lower than 34 percent. 15 

French corporations are required to segregate 
fully-taxed income from income potentially sub
ject to the precompte mobilier for tax accounting 
purposes. In general, dividends eligible for avoir 
fiscal are deemed to be distributed fITst out of 
current fully-taxed income, and then out of fully
taxed retained income of each of the immediately 
preceding 5 years. Once fully-taxed income for 
this 5 year period has been exhausted, a corpora
tion may choose to allocate a dividend distribution 
to (1) dividends received from foreign subsidiar
ies, (2) the long-term capital gains reserve, or (3) 
other miscellaneous preference income in any 
order. France thus allows stacking of dividends 
last against preference income. 

A French corporation may elect, alternatively, 
to allocate part or all of a distribution eligible for 
the avoir fiscal first against dividends received 
from a French subsidiary within the last 5 years 
(rather than to current taxable income). Dividends 
received from French subsidiaries are subject, in 
principle, to the precompte mobilier. On redistri
bution, however, the avoir fiscal associated with 
such dividends may be credited against the 
precompte mobilier liability. 

Dividends Defined, Bonus Shares, 
Shnre Repurchases 

Distributions are eligible for the avoir fiscal if 
they are made from corporate income, are made 
pro rata to shareholders, and are based on a 
regular decision of the corporation. Repayments 
of share capital are not taxable, but payments to 
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shareholders are considered to be repayments of 
share capital only if all of the corporation's 
earnings and reserves previously have been 
distributed. 

Distributions in liquidation are taxed as ordi
nary dividends to the extent the distribution 
exceeds the greater of contributed capital or share 
basis, and are eligible for the avoir fiscal. To the 
extent that liquidating distributions are deemed 
made from preference income, they are subject to 
the precompte mobilier. 

Stock dividends generally are not subject to 
tax in the hands of a recipient. However, if the 
distribution of new shares is the result of a rein
vestment of cash dividends at the election of the 
shareholder, the distribution is taxed as an 
ordinary dividend distribution. 

Proceeds from share repurchases are treated as 
distributions, although only the difference between 
the value of consideration received and the share
holder's basis in the shares is subject to tax at the 
shareholder level. The amount distributed does 
not qualify for the avoir fiscal or trigger the 
precompte mobilier unless it is paid on a pro rata 
basis to all shareholders in accordance with a 
regular decision made by the corporation. 

Allocation of Credits· to Dividends 

The avoir fiscal applies regardless of the rate 
of corporate level tax actually borne by distributed 
lllcome. 

Tax Rates 

For the 1991 tax year, individual marginal 
income tax rates range from 5 percent to 56.8 
percent. France also imposes a net wealth tax at 
rates, for 1991, ranging from 0.5 percent to 1.5 
percent. 

For fiscal years beginning on or after Janu
ary 1, 1991 but before January 1, 1992, undistrib
uted profits are taxed at a flat rate of 34 percent 
and distributed profits at a flat rate of 42 percent. 
The higher rate applicable to distributed profits 



does not apply to profits distributed in the fonn of 
a stock dividend. For fiscal years beginning on or 
after January 1, 1992, all corporate profits (dis
tributed and undistributed) will be taxed at a flat 
rate of 34 percent. 

Net short-tenn capital gains (generally, gains 
on the sale of assets held less than 2 years) are 
included in taxable income and taxed at regular 
rates in the year realized (subject to certain 
exceptions that allow gains arising from mergers 
or similar reorganizations to be spread over 
periods from 5 to 15 years). Net short-tenn 
capital losses are either deductible from operating 
profits in the year realized or, for a loss corpora
tion' added to the net operating loss (and thereby 
made available for 5 year carryforward or an 
elective 3 year carryback). 

For dispositions occurring prior to July 1, 
1991, net long-tenn capital gains generally are 
taxed at a rate of 25 percent. Long-tenn capital 
gains on property other than buildings, land and 
fmancial instruments are taxed at 19 percent and 
long-tenn capital gains on industrial property 
(e.g., patents) are taxed at 15 percent. Net long
tenn capital losses may not be used to offset 
operating profits, but may be carried forward for 
10 years to offset future long-tenn capital gains. 
The after-tax amount of net long-tenn capital gain 
is credited to a special capital gain reserve. When 
a dividend is deemed distributed out of the capital 
gain reserve, a compensatory tax is imposed at a 
rate of 17 percent, equal to the difference between 
the long-tenn capital gains tax rate (25 percent) 
and the tax rate applicable to distributed profits 
(42 percent). For dispositions occurring on or 
after July 1, 1991, the French government has 
replaced the multiple rates on capital gains with a 
single 18 percent rate. Compensatory tax will thus 
be imposed at a rate of 16 percent for 1992, equal 
to the difference between 18 percent and the 34 
percent rate applicable to distributed profits. 

Treatment of Preference Income 

Tax preferences available at the corporate 
level include special accelerated depreciation for 
new construction in depressed areas, shares in 
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certain building companies, software acquired 
from third parties, research installations, and air 
and water purification installations. Corporations 
also may be entitled to a tax credit for research 
and development expenditures, a tax holiday for 
start-up businesses, and a reduced rate of tax on 
French headquarters of multinational corporations. 

Preferences are not passed through to share
holders, since the precompte mobilier is imposed 
on distributions of preference income. However, 
as described above, French law allows preference 
income to be stacked last. 

Treatment of Domestic 
Intercorporate Dividends 

Nonparent Companies 

"Nonparent companies" are defmed as compa
nies that own less than 10 percent of the issued 
share capital of the distributing corporation. 
Nonparent companies are eligible for the avoir 
fiscal. Like an individual shareholder, a nonparent 
company must include in income the entire 
amount of a dividend received from another 
French company and may use the avoir fiscal 
associated with the dividend as a credit against its 
income tax liability. If, however, the nonparent 
company's income tax liability for the year in 
which a dividend is received is less than the 
amount of the avoir fiscal, no refund or carry
forward is allowed. 

Parent Companies 

"Parent companies" are defmed as companies 
that own 10 percent or more of the shares of the 
distributing corporation. Parent companies are 
eligible for a "participation exemption" as well as 
the avoir fiscal. Under the participation exemp
tion, 95 percent of the amount of a dividend 
received from a 10 percent-owned subsidiary 
(including the amount of the avoir fiscal) is 
excludable from taxable income. 16 

The avoir fiscal associated with dividends 
received by a parent company from its subsidiar
ies is passed on to the parent's shareholders when 
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the dividends are redistributed. In principle, the 
precompte mobilier applies to such redistribution, 
because the subsidiary dividends are almost 
entirely exempt from tax. The parent company is 
pennitted a deduction, however, for the avoir 
fiscal associated with the subsidiary dividends and 
this deduction exact! y offsets the parent's 
precompte mobilier liability. Any available credit 
for foreign withholding tax paid on the subsidiary 
dividends also may be used to offset the 
precompte mobilier. As a result, the shareholders 
of the parent company are placed in the same 
position as if they had owned shares in the subsid
iaries directly. 

Consolidated Groups 

A French parent company may consolidate for 
tax purposes with its direct and indirect 95 per
cent-owned French subsidiaries. Dividends paid 
within the consolidated group are subject neither 
to precompte mobilier nor to corporate income 
tax. 

Treatment of Foreign Source Income 

In general, the French integration system does 
not extend the benefits of integration with respect 
to foreign income taxes imposed on foreign source 
Income. 

Profits earned by a French company through 
a foreign branch or other penn anent establishment 
generally are excluded from taxable income until 
they are repatriated to France and distributed to 
shareholders. Upon distribution of these profits, 
the precompte mobilier is imposed. However, if 
a branch profits tax is imposed on the branch 
income in addition to foreign income tax, and 
provided the branch is located in a treaty country, 
the French corporation may credit the branch 
profits tax against the precompte mobilier. 17 

A French nonparent company is taxed on the 
net amount of a dividend received from a foreign 
corporation (after deduction of foreign withhold
ing tax) resident in a nontreaty country and may 
not credit any foreign withholding tax against its 
corporate tax liability. Where the foreign 
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corporation is resident in a treaty country, the 
dividend is grossed up for any foreign withholding 
tax, which is then allowed as a credit against 
French corporate tax. Dividends paid by the 
nonparent company out of foreign source dividend 
income are subject to the precompte mobilier and 
qualify for the avoir fiscal. 

Under the participation exemption, 95 percent 
of the amount of a dividend received by a French 
parent company from a 1 ° percent -owned foreign 
subsidiary (including the amount of the avoir 
fiscal) is excludable from taxable income. Foreign 
withholding tax is not allowed as a credit against 
French corporate tax on the foreign source divi
dend. The precompte mobilier is imposed on, and 
the avoir fiscal applies to, dividends paid by the 
French parent company out of foreign source 
dividends. However, where the foreign subsidiary 
is resident in a treaty country, the amount of the 
dividend received by the French parent company 
is grossed up by the amount of any foreign with
holding tax, which may then be credited against 
the precompte mobilier due upon the redistribu
tion of the foreign source dividend (provided the 
redistribution occurs within 5 years of the receipt 
of the foreign source dividend). 

As of January 1, 1990, special rules apply to 
French holding companies. A French holding 
company is exempt from the precompte mobilier 
upon redistribution of dividend income received 
from foreign subsidiaries to its shareholders, if 
the holding company satisfies three requirements: 
(l) the exclusive purpose of the holding company 
is to hold shares in other companies, (2) at least 
two-thirds of the capital assets of the holding 
company consist of interests in foreign subsidiar
ies, and (3) the holdiJ1g company derives at least 
two-thirds of its accounting profit (excluding 
capital gains) from such foreign interests. Gener
ally, the French holding company must hold at 
least a 10 percent interest in a foreign subsidiary. 

Dividends distributed by a qualifying French 
holding company out of dividends received from 
foreign subsidiaries are not eligible for the avoir 
fiscal, but give rise to a tax credit equal to any 
foreign withholding tax imposed on the foreign 



subsidiary dividends. If such dividends are redis
tributed to a holding company shareholder resid
ing in a nontreaty jurisdiction, the standard 25 
percent withholding tax imposed on dividends is 
increased to 50 percent. 18 

Treatment of Tax-Exempt 
Shareholders 

Pension funds, charities, and other tax-exempt 
organizations are not taxed on dividends received 
from French corporations, but are subject to tax 
at a reduced rate of 24 percent with respect to 
certain types of investment income, including 
dividends received from foreign corporations. 

Tax-exempt organizations generally are not 
eligible for the avoir fiscal. However, retirement 
and disability benefit funds, as well as certain 
foundations and associations of "public utility," 
are granted a refundable avoir fiscal with respect 
to dividends received from French corporations. 

Treatment of Foreign Shareholders 

Dividends paid by a French company to a 
foreign shareholder are subject to French with
holding tax at a rate of 25 percent, subject to 
reduction by treaty. The avoir fiscal is not gener
ally available to foreign shareholders (whether 
individuals or corporations). This is the case even 
if a French corporation distributes income subject 
to, and pays, the precompte mobilier. 

France has extended the avoir fiscal (by means 
of a cash refund) to shareholders of a French 
corporation who are resident in some treaty 
countries and who (1) are subject to income tax in 
their residence country on dividends received 
from the French corporation and (2) do not 
qualify for exemption or foreign tax credit relief 
in respect of deemed-paid foreign corporate taxes, 
i.e., individuals and corporate portfolio investors. 

The avoir fiscal refund is subject to French 
withholding tax at a rate of 25 percent, subject to 
reduction by treaty. Under some treaties, 10 
percent corporate shareholders (nonportfolio 
shareholders) and other nonresident shareholders 
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not entitled to the avoir fiscal refund are allowed 
a refund (subject to withholding tax) of any 
precompte mobilier imposed in respect of 
dividends received. 

Under the United States treaty, for example, 
the avoir fiscal is refunded to shareholders who 
are either (1) United States resident individuals or 
(2) United States corporations that own less than 
10 percent of the issued share capital of the 
distributing corporation and that do not qualify for 
the indirect foreign tax credit under IRe § 902 
(corporate portfolio shareholders). The avoir 
fiscal is treated as an additional dividend amount 
and is subject to a 15 percent withholding tax. 
United States corporations that are 10 percent 
shareholders of the distributing corporation (non
portfolio shareholders) are not eligible for an 
avoir fiscal refund, but are entitled to a reduced 5 
percent withholding rate on dividends and to a 
refund of the precompte mobilier. 

Treatment of Low-Bracket 
Shareholders 

The avoir fiscal is refundable to low-bracket 
shareholders. 

Streaming 

France does not have specific rules to prevent 
streaming, although the avoir fiscal is available 
only with respect to ~ distribution made pro rata 
to all shareholders. 

Treatment of Interest 

Interest paid to third parties who are not 
shareholders and who do not have legal or effec
tive control over the payor is deductible at the 
corporate level. 

Interest from corporate indebtedness is gener
ally included in the taxable income of a resident 
lender (collected in part by withholding). Resident 
individuals holding certain fixed income securities 
may elect to have interest taxed at a flat rate 
collected by withholding. For 1991, the flat rate 
is 27 percent for income from bonds. 
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Interest from corporate indebtedness generally 
is subject to a withholding tax imposed at statuto
ry rates from 25 percent to 51 percent. However, 
interest on bonds paid abroad is exempt. Reduced 
treaty rates also may apply. 

B.4 GERMANY 

Introduction 

The Gennan integration system has both a 
split rate tax and an imputation credit system with 
a compensatory tax. The split rate tax applies a 
"statutory" rate (currently 50 percent) to retained 
income and a lower "distribution" rate (currently 
36 percent) to distributed income. The imputation 
credit mechanism imputes to shareholders the 
corporate level income tax paid on distributed 
income. In general, the shareholder receives a 
credit based on the distribution rate regardless of 
the corporation's actual tax liability. However, as 
discussed more fully below, the corporation may 
become liable for compensatory tax if it has not 
paid tax on distributed income at the full 
distribution rate. 

Description of Mechanics 

Imputation Credits 

Imputation credits are available to any share
holder subject to German tax on his worldwide 
income. This generally excludes nonresident 
aliens, foreign corporations, and domestic entities 
not subject to Gennan tax (although imputation 
credits are available to a foreign corporation or 
nonresident that holds the shares as part of a 
permanent establishment in Germany). 

In general, dividends are subject at the corpo
rate level to a creditable 36 percent distribution 
tax (described below) and to a 25 percent with
holding tax at the corporate level. The withhold
ing tax is imposed on the amount of the declared 
distribution. Thus, a distribution of DM64 is 
reduced by DM16 of withholding tax, leaving a 
cash distribution of DM48. The withholding tax 
applies without regard to whether the stock of the 
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distributing corporation is held publicly or pri
vately, or by domestic or foreign shareholders. 
(The effect of tax treaties on withhOlding is 
discussed below.) In some circumstances the 
government will grant an exemption certificate to 
the shareholder which, when provided to the 
withholding agent, will exempt the shareholder 
from withholding. 

The shareholder inust gross up the amount of 
the dividend by the amount of the withholding tax 
plus the imputation credit (equal to 36/64 of the 
declared distribution). Thus, a cash dividend of 
DM48 (net of withholding tax) is grossed up to 
DM64 (for the withholding tax), and the resulting 
DM64 is then grossed up to DMIOO. The share
holder reports the grossed-up distribution as 
income and claims a credit equal to the amount of 
the total gross-up. If the credit exceeds the share
holder's tax liability, the shareholder receives a 
full refund of the excess; if the shareholder's tax 
liability exceeds the credit, the shareholder must 
pay the excess. 

Compensatory Tax 

The German system uses an "available net 
equity" account to track taxable and preference 
income with both the .split rate tax and the imputa
tion credit mechanisms. Available net equity 
represents after-tax corporate income and certain 
other balance sheet items available for distribu
tion. Available net equity is divided into baskets 
representing the rate at which the income was 
taxed. These "Eigenkapital" (equity capital) 
baskets, abbreviated "EK," are: 

• EK 56, containing available net equity from income 
taxed at the pre-1990 statutory rate of 56 percent. 
(As of January 1, 1995, the balance in this basket 
will be "emptied" into the EK 50 basket at a rate 
equal to 56/44 of the amount in the EK 56 basket.) 

• EK 50, containing available net equity from income 
taxed at the post-1989 statutory rate of 50 percent. 

• EK 36, containing available net equity from lesser 
taxed income that has been converted into an 
equivalent amount of income taxed at 36 percent, 
and thus matches the distribution rate of 36 percent 
(see discussion below). 



EK 0, containing available net equity from income 
subject to no corporate tax. EK 0 is further divided 
into four categories: EK 01, containing foreign 
source income realized after 1976 (the imputation 
credit became effective in 1977), EK 02, contain
ing items not included in EK 01, 03 or 04, for 
example net operating losses (discussed below) and 
distributions made when there is no available net 
equity in any category (in the latter case, the 
corporation pays the 36 percent compensatory tax 
and includes the distribution in EK 02 as a negative 
item, permitting the corporation to later distribute 
an offsetting amount of EK 0 without a compensa
tory tax), EK 03, containing available net equity 
from years before 1977, and EK 04, containing 
shareholder contributions to capital in years after 
1976. 

Fully-taxed income (EK 56 or 50 income) is 
considered distributed flrst, followed next by EK 
36 income, and last by EK 0 income. 

Germany implements its split rate tax by 
refunding to corporations the excess tax paid on 
distributions out of EK 50 and EK 56Y Distri
butions out of EK 36 generate neither a refund 
nor extra corporate tax. Distributions out of EK 0 
(other than EK 04) are subject to a compensatory 
tax of 36 percent. If the corporation has DMI00 
in its EK 01 account, for example, it may pay the 
shareholder only DM64-the original DMI00 in 
the account net of a 36 percent distribution tax. 
The additional tax is added to the corporation's 
total tax liability for the year to which the distri
bution is assigned. Distributions out of EK 04 
(contributions to capital) generate no tax to the 
corporation and are excluded from the share
holder's income (as a return of capital). 20 

There are generally no time limits on relief. 
Thus, a distribution from EK 56 earned in 1977 
produces the same credit for corporate tax paid as 
a distribution from EK 56 earned in 1989. This 
means that the available net equity accounts need 
not be segregated into vintage accounts, and 
instead may be kept as "pools." Income earned 
prior to 1977, however, is placed in the EK 03 
category, and thus there is no imputation relief at 
the shareholder level for German corporate taxes 
paid on such income. 
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A corporation might actually pay tax on 
certain income at rates other than those for which 
corresponding EK categories exist. (A substantial 
portion of such income is foreign source income, 
discussed below.) The German imputation system 
converts income subject to some other effective 
tax rate into appropriate amounts of EK 50, EK 
36, and EK 0 income. The conversion formula 
maximizes the amount of pre-tax income convert
ed into income taxed at the 36 percent distribution 
rate, since distributions from EK 36 neither entitle 
the corporation to a refund nor require the pay
ment of compensatory tax. If the corporation's 
effective tax rate exceeds 36 percent, the remain
der of its income is converted to EK 50 income; 
but if the corporation's effective tax rate falls 
short of 36 percent, the remainder of its income 
is converted to EK 0 income. 21 For example, if 
the corporation has pre-tax income of DM 1 00 on 
which it pays German tax of DM40, then the 
effective tax rate is greater than .36 (40/100 = 
.40), and so a portion of the income will be 
converted into income taxed at the 50 percent 
statutory rate. 22 By contrast, if the corporation 
has pre-tax income of DMIOO on which it pays 
German tax of DM25, then the effective tax rate 
is less than .36 (25/100 = .25), and so a portion 
of the income will be converted into income taxed 
at a zero rate. 23 

The EK accounts are determined at the end of 
the taxable year. 24 A distribution is classifled 
according to the accounts for the year preceding 
the year of the dividend declaration. 

Dividends Defined, Bonus Shares, 
Share Repurchases 

Any distribution of cash or property (whether 
liquidating or nonliquidating) is a taxable dividend 
for German tax purposes unless it is a distribution 
out of EK 04 or otherwise is a repayment of share 
capital. 

Stock dividends are not subject to the distribu
tions tax and are not taxable to shareholders. 
However, in certain circumstances, distributions 
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in reduction of share capital within 5 years of the 
stock dividend (to the extent not in excess of the 
increase in share capital resulting from the stock 
dividend) are taxable as dividends and are subject 
to a penalty tax. 

Stock corporations generally are prohibited 
from making share repurchases under Gennan 
corporate law. A GmbH is pennitted to make 
share repurchases but is effectively required to 
finance them out of retained earnings (as opposed, 
for example, to borrowing against unrealized 
appreciation in its assets). Share repurchases are 
not subject to distribution tax at the corporate 
level and are capital gains transactions at the 
shareholder level. 

Allocation of Credits to Dividends 

As discussed above, Germany applies a uni
fonn rate for purposes of determining the share
holder credit regardless of the rate of corporate 
tax that the distributed income has actually borne. 

Tax Rates 

Before 1990, individual marginal rates ranged 
from approximately 22 percent to 56 percent 
(effective for income exceeding DMI30,000). 
Beginning in 1990, marginal rates range from 
approximately 19 percent to 53 percent (effective 
for income exceeding DM120,000). 

There is a flat rate of 50 percent for retained 
profits (before 1990, the rate was 56 percent). 
This rate is reduced to 36 percent for distributed 
profits. Certain German "public banks" (banks 
generally owned by municipal or other public 
bodies) and Gennan branches of foreign corpora
tions are subject to a flat rate of 46 percent (pre-
1990, 50 percent). (See below for a discussion of 
Gennan branches.) Income sourced in the former 
western sector of Berlin is subject to a special tax 
rate of 38.75 percent (pre-1990, 43.4 percent). 
West Berlin branches of foreign corporations are 
subject to a special tax rate of 35.65 percent (pre-
1990, 38.75 percent). The special tax rate for 
such income, however, is being phased out over 
a number of years as a result of unification. 25 
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Gains from sales of stock by individuals are 
exempt unless (1) the sale is connected with a 
business, (2) the stock is held 6 months or less, or 
(3) the shareholder owned more than 25 percent 
of the company's stock at some time during the 
preceding 5 years. Business and short-tenn gains 
are taxable to individuals at normal rates, except 
that short-term gains are exempt up to DM1,000 
each year. Short-term losses may be netted against 
short-term gains. Gains by substantial individual 
shareholders are taxed at one-half the normal rate 
up to the first DM30 million of net gain and at 
the normal rate thereafter. Gains from exchanges 
of stock in a liquidation or redemption are treated 
as sales (except for any portion that is taxed as a 
dividend distribution). 

Gains from sales of stock by corporations are 
taxable as ordinary income. 

Effective for the period July 1, 1991, through 
June 30, 1992, Germany has imposed a tax on 
each taxpayer equal to 7.5 percent of the tax that 
such person would otherwise pay. The surtax 
applies to all individual and corporate taxpayers, 
foreign shareholders subject to dividend withhold
ing tax, and German branches of nonresident 
corporations. For taxpayers using a calendar 
taxable year, the surtax has the effect of a 3.75 
percent surtax in each of the 1991 and 1992 
taxable years. 

Treatment of Preference Income 

Investment incentives in Germany generally 
take the form of accelerated depreciation for 
certain industries or regions of the country; there 
is no investment tax eredit. There are special low 
corporate rates for income derived from the 
fonner western sector of Berlin (these rates, 
described above, are being phased out). Gov
ernment "incentive grants" (in the form of cash 
awards) are awarded in certain cases (usually 
related to research and development and energy 
production). 

The benefit of preferences that take the fonn 
of accelerated depreciation is not extended to 
shareholders. The benefit is eliminated through 



the 36 percent compensatory tax applied to distri
butions out of EK O. Preferences are stacked 
according to the EK accounts, as indicated. Thus, 
fully-taxed income (EK 56 or 50) is distributed 
first, and EK 0 is distributed last. 

The benefit of the current reduced tax rate for 
West Berlin income is extended to shareholders. 
Such income is deemed to have borne the full 
imputation burden (EK 50 or EK 56). 

Treatment of Domestic 
Intercorporate Dividends 

Dividends paid to domestic corporations are 
treated exactly the same as dividends paid to 
resident individuals. The dividends are subject to 
the 36 percent distributions tax. The recipient 
cOJporation must include the grossed-up distribu
tion in income and is entitled to claim the imputa
tion credit. Therefore, preferences are recaptured 
at the corporate level on intercorporate dividends. 
No exemption from these rules is provided even 
where the distributing corporation is a subsidiary 
of the recipient corporation. 

Treatment of Foreign Source Income 

German corporations are subject to German 
corporate tax on their worldwide income. Howev
er, Germany has two methods for relieving double 
taxation with respect to foreign profits: by statute, 
it gives a foreign tax credit and, by treaty, it 
exempts foreign business profits earned by a 
domestic corporation (and gives no credit). 

The foreign tax credit is not treated as tax 
paid for purposes of the imputation credit. In 
effect, foreign taxes are treated as deductible 
expenses for purposes of applying the imputation 
system. If the profits are covered by a treaty 
exemption, then the profits (net of foreign tax) are 
simply placed in EK 01 and are subject to the 36 
percent distribution tax when paid to shareholders. 
If the profits are not covered by a treaty exemp
tion, they are subject to a residual German corpo
rate tax, as in the United States. In applying the 
imputation system to this latter class of profits, it 
is assumed that the profits (net of foreign tax) 
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were subject to a rate of German tax equal to the 
residual tax divided by the net profits. 

Treatment of Tax-Exempt 
Shareholders 

In Germany, the tax-exempt sector is divided 
into two separate groups for tax purposes: (1) 
public law corporations or bodies, e.g., the 
government and certain central banks, and (2) 
charitable organizations, including religious 
groups. Charitable organizations are exempt at the 
shareholder level, but public corporations are 
subject to one-half of the normal withholding tax 
of 25 percent. 

In general, neither group is entitled to the 
imputation credit. However, the imputation credits 
are refunded where the dividend is paid out of EK 
01 (foreign source income that has not borne 
German tax) or EK 03 (pre-1977 profits). In 
addition, all shareholders (except shareholders of 
foreign corporations with German branches) 
benefit from the 36 percent distribution rate on 
distributed profits. 

Treatment of Foreign Shareholders 

Income distributed to foreign shareholders, 
like all other income, is taxed at the corporate 
level at the distribution rate rather than at the 
statutory rate. No distinction is made, for this 
purpose, between portfolio and direct 
shareholders. 

Dividends to direct and portfolio foreign 
shareholders are subject to the statutory withhold
ing tax of 25 percent, except where reduced by 
treaty. Treaties frequently reduce the rate from 25 
percent to 15 percent for direct corporate share
holders that are residents of the treaty partner. In 
some cases, the reduction applies to all residents 
of the treaty partner. (This was, for example, the 
treatment provided in the 1954 U.S.-Gennany 
treaty).26 Foreign shareholders also will be 
subject to the 7.5 percent surtax previously de
scribed. The surtax will be refunded to share
holders entitled to limited withholding under a tax 
treaty. 
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In general, foreign shareholders are not enti
tled to the imputation credit, and the withholding 
tax applies to the dividend without gross-up. 
Although Gennany has not extended the imputa
tion credit to foreign shareholders, it has been 
willing to reduce withholding rates by treaty, in 
part in recognition of the benefits of its imputation 
system to resident shareholders. In the new U.S.
Gennany treaty that entered into force on August 
21, 1991 (generally effective retroactive to Janu
ary I, 1990), Gennany grants a 5 percent with
holding rate for direct corporate shareholders (1 ° 
percent prior to 1992) and a 1 ° percent withhold
ing rate for U.S. portfolio shareholders. Under 
the treaty, the United States agreed to treat the 
additional relief for portfolio investors as a divi
dend resulting from a refund of Gennan corporate 
tax equal to 5.88 percent of the declared dividend; 
the entire amount (declared dividend plus refund) 
is considered to have been subject to a 15 percent 
Gennan withholding tax. Thus, for U.S. tax 
purposes, if a Gennan corporation declares a 
dividend of DMI00 payable to a U.S. individual 
shareholder, the dividend will, in effect, be 
grossed up to DMI05.88. After application of a 
15 percent withholding rate, the shareholder will 
receive a net amount of DM90 and be eligible for 
a foreign tax credit of DM15.88. 

Foreign shareholders are entitled to a refund 
(subject to withholding tax) of the 36 percent 
distribution tax imposed on two types of distribu
tions: (1) distributions out of foreign source 
income and (2) distributions out of domestic 
source income earned prior to the adoption of 
integration in 1977. The refund is only for the 36 
percent distribution tax, not for the foreign or 
pre-1977 taxes. Refunds paid to foreign share
holders with respect to such distributions are 
subject to 25 percent withholding unless a treaty 
provides for a reduced rate. In the latter case, the 
reduction is granted directly by the government, 
eliminating the need to apply for a refund of 
excess withholding. 

Gennan branches of foreign corporations are 
subject to a corporate tax rate of 46 percent (pre-
1990, 50 percent). There is no reduction in the 
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corporate rate when the profits are remitted to the 
home office or distributed to the foreign corpo
ration's shareholders (nor is there imposed a 
branch tax, as under IRe § 884); the distribution 
of the profits to the shareholders is not subject to 
Gennan withholding; and the shareholders are not 
entitled to any imputation credit with respect to 
the Gennan corporate taX.27 

Treatment of Low-Bracket 
Shareholders 

As discussed above, excess credits are fully 
refundable to low-bracket shareholders. 

Streaming 

An anti-streaming rule applies where (1) a 
shareholder sells a substantial interest in a Ger
man corporation (i. e., shares with a value of more 
than DMIOO,OOO), (2) the shareholder is not 
entitled to the shareholder credit (i.e., a tax
exempt or foreign shareholder), (3) the sharehold
er sells the shares to a person entitled to the credit 
(i.e., a Gennan resident), and (4) the gain real
ized on the sale is not subject to German tax. In 
such case, the acquiror is not allowed to recognize 
loss on disposition of shares within 1 ° years to 
the extent the loss is attributable to dividends paid 
by the Gennan corporation. 

Treatment of Interest 

Interest paid by German corporations on 
indebtedness incurred for business purposes 
generally is deductible. However, interest paid by 
an undercapitalized subsidiary to a related party 
may be recharacterized as a hidden dividend. 

Interest paid by Gennan corporations to 
resident lenders is includable in income. Interest 
paid by German corporations to nonresident 
lenders generally is not subject to any Gennan 
withholding tax. Interest paid on participatory or 
convertible bonds, however, is subject to with
holding at a statutory rate of 25 percent rate. 
Lower treaty rates or treaty exemptions may 
apply. 



B.5 NEW ZEALAND 

Introduction 

New Zealand adopted an imputation credit 
system beginning with the tax year starting 
April 1, 1988. 

Description of General Mechanics 

Imputation Credits 

For purposes of shareholder level taxation, the 
amount of a dividend includes the amount of 
imputation credits that the corporation allocates to 
the dividend (see "Allocating Credits to Divi
dends," below) from its "imputation credit ac
count" (lCA). The imputation credits are then 
creditable against shareholder tax liability. Excess 
credits are not refundable but do convert into an 
equivalent loss carryforward. 

The New Zealand system requires every 
taxable domestic corporation to maintain an ICA. 
The ICA is a memorandum account that runs 
from April 1 to March 31, regardless of the 
corporation's fiscal year. The first imputation year 
ran from April 1, 1988, to March 31, 1989. 
Unlike Australia's year-to-year franking account, 
the ICA is a continuing account, and so a negative 
year-end balance in the ICA results in a tax levy. 

The ICA is credited when the corporation pays 
New Zealand income tax or receives imputation 
credits attached to dividends paid by another 
corporation. Where a refund of tax becomes due 
because of a revised tax assessment, the amount 
of the refund available is limited to the closing 
balance of the ICA for the previous year. The 
amount of a refund in excess of the balance is 
carried forward and may be used to reduce future 
tax liability of the corporation. 

The ICA is debited when the corporation 
attaches imputation credits to dividends paid to 
shareholders, receives refunds of New Zealand 
mcome tax, or alters its credit ratio without 
making a ratio change declaration. See 

177 Appendices 

"Allocating Credits to Dividends, II below. A 
closing debit must be cleared within two months 
by making a "further income tax" payment
available to offset future income tax liabilities, but 
not arrears-and also results in a 10 percent 
penalty.28 See also "Streaming" below. 

Compensatory or Withholding Tax 

New Zealand does not impose a compensatory 
tax. Recently, New Zealand introduced a with
holding tax for dividends paid to residents that do 
not carry imputation credits. Technically, the 
resident withholding tax is imposed on all divi
dends at a rate of 33 percent (the higher individu
al marginal rate), but an offset is allowed to the 
extent the corporation is passing through imputa
tion and foreign source dividend withholding 
payment credits allocated to the dividend. (See 
"Treatment of Foreign Source Income" below for 
a discussion of the "dividend withholding pay
ment" relating to foreign source dividends.) As 
with imputation credits, the amount of the divi
dend includes the resident withholding tax paid 
and the withholding tax is creditable against 
shareholder tax liability. However, excess resident 
withholding tax credits are refundable. 

Dividends Defined, Bonus Shares, 
Share Repurchases 

In general, all nonliquidating distributions to 
shareholders are treated as taxable dividends 
(under corporate law, the corporation cannot pay 
dividends as a return of capital without a court 
order); on liquidation, the amount in excess of 
paid-up capital is a dividend. 

A taxable bonus issue, although technically not 
a dividend, may carry imputation credits. A 
corporation with profits essentially may elect 
whether to treat a bonus issue as taxable. In 
addition, a bonus issue is taxable if shareholders 
may elect to receive cash in lieu of stock. Howev~ 
er, the importance of bonus issues as a mecha
nism for extending the imputation system to 
retained earnings is reduced, because, as 
described under "Tax Rates," below, New 



Appendices 

Zealand does not impose tax on capital gains 
(including gains on sales of stock of New Zealand 
corporations) . 

In the case of share repurchases, the amount 
tr~ated as a dividend is limited to the excess of 
the amount paid over the sum of the stated capital 
and qualifying premium with respect to the share. 
The qualifying premium is equal to the propor
tionate share of the subscription premium paid on 
issuance of the class. The limitation applies, 
however, only if the Inland Revenue Department 
is satisfied that the shares are not being redeemed 
pursuant to an arrangement to redeem shares in 
lieu of the payment of dividends. 

Allocating Credits to Dividends 

New Zealand's imputation statute does not 
require a corporation to allocate any credit to a 
dividend, but certain allocation rules significantly 
limit a corporation's flexibility to reduce opportu
nities to stream imputation credits to shareholders 
who can best use them. The maximum amount 
that can be allocated to a dividend is determined 
by multiplying the dividend by a fraction, the 
numerator of which is the corporate tax rate and 
the denominator of which is one minus the corpo
rate tax rate. Once the corporation allocates 
credits to a dividend, the corporation has estab
lished the "benchmark" imputation ratio, and the 
corporation must generally use the same ratio in 
allocating credits to any other dividend paid in the 
same imputation year on any class of stock. The 
corporation may change its ratio, if it files with 
the Inland Revenue Department a "ratio change 
declaration" showing that the change is made for 
commercial reasons and not to convey an imputa
tion credit benefit to one group of shareholders 
over another. If the corporation uses a ratio 
different from the benchmark and has not filed a 
ratio change declaration, it must debit its ICA by 
the amount by which the account would have been 
debited if all dividends that year had been credited 
at the highest rate used that year. Additional tax 
and penalties are due if, as a result, the closing 
balance is negative. 
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Tax Rates 

The corporate tax rate is currently 33 per
cent. Individuals pay tax at two marginal rates: 24 
and 33 percent. The 33 percent rate applies to 
individuals with taxable incomes exceeding NZ 
$30,875, adjusted for inflation. New Zealand 
currently imposes no tax on capital gains. 

Treatment of Preference Income 

Because a corporation may attach credits to 
dividends only to the extent of taxes actually paid 
by it, corporate tax preferences generally are not 
extended to shareholders. When preference 
income is distributed as an uncredited dividend, 
the amount of the dividend, in general, is subject 
to resident withholding tax. However, subject to 
the credit allocation limitations described above, 
a corporation may choose the order in which 
taxable income and preference income are consid
ered distributed. In addition, New Zealand recent
ly attempted to eradicate most tax preferences. 
Various concessions remain for certain industries, 
most relating to timber, livestock, farming and 
fishing. New Zealand also offers certain export 
incentives. The research and development deduc
tion is 100 percent, with special rules for 
depreciable property. 

Treatment of Domestic 
Intercorporate Dividends 

Until April 1, 1992, corporations are exempt 
from tax on the receipt of domestic source divi
dends. Any imputati.on credits attached to such 
dividends are credited to the recipient's leA and 
may be used to frank dividends to its sharehold
ers. The effect of this system is preserve corpo
rate tax preferences until preference income is 
distributed out of corporate solution. 

Under a recent decision of the New Zealand 
Government, domestic source dividends are not 
exempt from tax when received by a corporate 
shareholder on or after April 1, 1992. Instead, the 
normal gross-up and credit rules apply and a 



corporate shareholder thus will be taxed on the 
receipt of an unfranked, domestic source divi
dend. The reason for this change is to prevent 
corporations with tax losses from effectively 
transferring the losses to corporate shareholders 
through the issuance of redeemable preference 
shares and using the proceeds to invest in interest
bearing securities. Another effect of the change is 
to recapture preferences on the distribution of 
preference income to a corporate shareholder. 

To mitigate the effect of the repeal on affiliat
ed groups of corporations and for other reasons, 
a group of corporations with 100 percent common 
ownership is allowed to consolidate for tax pur
poses. A consolidated group would maintain a 
single ICA and intercorporate dividends would be 
ignored. 

Treatment of Foreign Source Income 

Foreign source income other than dividends is 
includable in income, and New Zealand allows a 
credit for foreign taxes paid. Because a corpora
tion credits its ICA only with any additional New 
Zealand corporate tax paid, foreign taxes do not 
give rise to imputation credits, and dividends to 
shareholders of a New Zealand corporation paid 
out of foreign source nondividend income are 
exposed to a second level of tax. Foreign source 
dividends received by New Zealand corporations 
are exempt from tax but are subject to a "dividend 
withholding payment" as described below. For
eign taxes paid on the dividend generally are not 
added to the ICA and, accordingly, dividends paid 
to shareholders of the New Zealand corporation 
out of foreign source dividend income also are 
subject to shareholder level tax. Special rules 
apply to income derived from controlled foreign 
corporations (CFCs). The net effect of the New 
Zealand system is the equivalent of allowing a 
deduction for foreign taxes on distributed foreign 
source income earned through a New Zealand 
corporation. 

Dividend WzthholLiing Payment Account (WPA) 

New Zealand enacted a withholding payment 
system (at the 33 percent corporate rate) that 
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applies to all foreign source dividends received by 
New Zealand resident corporations. The payment 
is designed to approximate the income tax that a 
New Zealand individual shareholder would pay on 
a dividend from a nonresident company. The 
corporation makes dividend withholding payments 
only to the extent the New Zealand corporate tax 
rate exceeds the foreign withholding tax rate. 

Although styled a withholding payment, the 
payment is imposed when the corporation receives 
the foreign dividend, regardless of whether it 
makes a distribution to its own shareholders. 
However, the corporation records the dividend 
withholding payments in its ICA, and thus can 
pass through a credit to its shareholders when it 
pays dividends. Alternatively, the corporation may 
establish a sep1rate Withholding Payment Account 
(WPA) and allocate dividend withholding payment 
credits from the WPA to its shareholders. A WPA 
might be desirable because the imputation credit 
is nonrefundable and can only be converted into 
a loss, but the dividend withholding payment 
credit is refundable to shareholders. In addition, 
only dividend withholding credits are creditable 
against the withholding tax that applies to divi
dends paid to nonresident shareholders. Accord
ingly, a corporation that owns significant interests 
in nonresident companies and that is owned in 
significant part by tax -exempt or foreign share
holders will find the additional paperwork of a 
separate WPA worthwhile. 

The WP A is maintained under rules similar to 
the leA rules. The WPA is credited when the 
corporation pays dividend withholding payments, 
and when it receives dividends bearing dividend 
withholding payment credits. The WPA is debited 
when dividend withholding payment credits attach 
to dividends paid to shareholders, and when the 
corporation chooses to transfer any part of a WPA 
closing credit balance to its ICA. If the corpora
tion has an income tax loss carryforward, or 
expects to generate one, it may reduce that loss to 
satisfy all or part of the dividend withholding 
amount payable (or obtain a refund of payments). 
A closing negative balance in the WPA must be 
satisfied with a "further" dividend withholding 
payment (which may be credited against future 
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dividend withholding payments due, but cannot be 
refunded). A debit closing balance, in addition, 
automatically incurs a 10 percent penalty. 

Dividend withholding payment credits may be 
allocated to dividends paid to shareholders under 
rules similar to and coordinated with the alloca
tion rules for imputation credits. 

Branch Equivalent Tax Account (BETA) 

The Branch Equivalent Tax Account (BET A) 
regime is designed to reduce the potential for 
deferring New Zealand tax by accumulating 
income in low-tax countries. A CFC is a foreign 
corporation (not resident in Australia, the United 
States, the United Kingdom, Japan, France, 
Germany or Canada) in which five or fewer New 
Zealand residents have a controlling (50 percent 
or more) interest. 29 Any New Zealand resident 
with a 10 percent interest in a CFC must include 
in income its proportionate share of the CFC' s 
income and receives credit for its proportionate 
share of foreign income taxes paid by the CFC. 
Any New Zealand tax paid is then credited to the 
BETA (or to the ICA if the corporation does not 
elect to maintain a separate BETA). Credits from 
a BETA can be used to satisfy the dividend 
withholding payment liability on later dividends 
actually received from the CFC. When BETA 
credits are so used to satisfy the WPA liability, a 
corresponding credit to the ICA is made. 

Treatment of Tax-Exempt 
Shareholders 

New Zealand has a small tax-favored investor 
sector. Under recent reforms, New Zealand fully 
taxes pension plans. At the same time the new 
imputation scheme went into effect, New Zealand 
confonned the treatment of Maori authorities to 
that of corporations (or, in appropriate cases, to 
that of trusts). In addition, New Zealand repealed 
the income tax exemption on "qualifying activi
ties" enjoyed by certain cooperatives dealing in 
primary products. 

For tax-exempt charitable and governmental 
shareholders, imputation credits in excess of tax 
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liability are not refundable. However, such tax
exempt shareholders are exempt from resident 
withholding tax so preferences are not recaptured 
where preference income is distributed to them. 

Treatment of Foreign Shareholders 

In general, the benefits of the imputation 
credit system generally are not extended to for
eign shareholders. New Zealand imposes a non
resident withholding tax at the rate of 30 percent 
for dividends, with no difference in treatment of 
portfolio and nonportfolio investors. In some 
cases, treaties reduce that rate, but to no less than 
15 percent. Imputation credits are not creditable 
against nonresident withholding tax (although 
dividend withholding payment credits are 
creditable against such tax). 

Low-Bracket Shareholders 

Excess imputation credits are available to 
offset any other tax liability of the taxpayer, but 
are not refundable. Imputation credits not used in 
the year that they are received convert into a loss, 
which carries forward indefInitely. Excess divi
dend withholding payment credits and resident 
withholding tax credits are refundable. 

Streaming 

In addition to the allocation rules discussed 
above, New Zealand's imputation system contains 
several anti-streaming provisions. The ICA, 
WPA, and BETA must be debited to reverse a 
credit where, after the credit arises, the corpora
tion undergoes a change of beneficial ownership 
of more than 25 percent (34 percent after April I, 
1992).30 In addition, the ICA and WPA are 
debited if there is a "shareholder or company tax 
advantage arrangement" (a streaming arrange
ment). The use of credits by shareholders is 
denied if the shareholders are party to such an 
arrangement of if there is an arrangement for the 
shareholder to be paid a dividend by another 
company. The latter provision applies, for exam
ple, where streaming is accomplished through 
stapled share arrangements. 



Treatment of Interest 

Interest paid by a New Zealand corporation is 
generally deductible. Interest paid to a resident 
lender is includable in the lender's income and, 
with certain exceptions, is subject to a withhold
ing tax imposed at a rate of 24 percent. Withhold
ing tax at a statutory rate of 15 percent is imposed 
on interest paid to a foreign lender. The New 
Zealand Government recently announced its 
decision to exempt from withholding tax interest 
paid on debt issued on or after August 1, 1991 by 
"Approved Issuers" (issuers that agree to pay a 
levy equal to 2 percent of the amount of the 
interest paid for the right to pay exempt interest). 
In addition, in some cases, treaties reduce the 
withholding rate, but to no less than 10 percent. 

B.6 UNITED KINGDOM 

Introduction 

The United Kingdom provides for distribution
related integration of the individual and corporate 
income tax systems by allowing a credit for 
corporate tax paid with respect to distributed 
earnings. The amount of the credit is determined 
as though the corporation had paid tax at the 
"basic" individual rate, currently 25 percent, 
rather than at the corporate rate, currently 33 
percent (except for small corporations, which may 
be taxable at a 25 percent rate). Thus, the credit 
provides only partial relief (except for small 
corporations) from corporate level tax because 
actual corporate tax paid with respect to distribut
ed earnings is not fully creditable at the share
holder level. 

Description of Mechanics 

Imputation Credit 

When a corporation makes a "qualifying 
distribution" (described below) to its shareholders, 
the distribution carries with it an imputation 
credit. The shareholder includes the amount of the 
credit in his taxable income in addition to the 
amount of the distribution and may use the credit 
against his income tax liability. The amount of the 
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imputation credit equals the amount of net qualify
ing distributions, grossed up at the basic personal 
rate (25 percent), and then multiplied by that 
rate. 31 Accordingly, if the shareholder's actual 
marginal tax rate equals the basic rate, then the 
shareholder owes no tax on the distribution. 
Generally, the imputation credit is refundable to 
all resident, non-corporate shareholders, including 
tax-exempt shareholders. 

Compensatory or Withholding Tax 

The United Kingdom imposes an "Advance 
Corporation Tax" (ACT) on qualifying distribu
tions equal to the amount of corporate tax imputed 
to shareholders (at a 25 percent grossed-up rate). 
The corporation may apply ACT payments against 
its regular tax liability (mainstream tax) subject to 
the limitations described below. Because prefer
ence income generates no mainstream tax, ACT 
effectively recaptures preferences at the corporate 
level on the distribution of preference income, 
thereby assuring that preference income ultimately 
is taxed at shareholder rates. 

The amount of ACT that may be applied 
against mainstream tax is limited to an amount 
that equals 25 percent of the corporation's taxable 
income for the year. Excess ACT may be carried 
back for up to 6 years and may be carried for
ward indefinitely. Alternatively, current year and 
surplus ACT can be surrendered to a more than 
50 percent-owned subsidiary. Because excess 
ACT is not refundable, uncredited ACT repre
sents an additional tax liability to the corporation 
until the corporation earns sufficient additional 
taxable income to ab~orb it. In practice, because 
of the numerous tax preferences provided by U.K. 
law, many corporations carry excess ACT credits 
on their books. 32 

Dividends Defined, Bonus SluJres, 
Share Repurchases 

The U.K. system generally defines a qualify
ing distribution to include any non-liquidating 
distribution of cash or property made by a corpo
ration with respect to its shares, other than a 
repayment of share capital. Liquidating 
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distributions are not treated as qualifying distribu
tions, and thus neither the ACT nor the gross-up 
and credit mechanism applies. 

Bonus issues are not qualifying distributions. 
This rule prevents corporations from having to 
pay ACT on bonus issues. However, cash distri
butions on bonus issues of redeemable shares 
made within 1 ° years of their issuance generally 
are qualifying distributions even if paid out of 
share capital. 

Share repurchases are generally treated as 
qualifying distributions to the extent that the 
amount paid exceeds share capital, and the corpo
ration must pay ACT on the amount so treated. 

Allocation of Credits to Dividends 

Because the gross-up and credit mechanism 
described above applies to each qualifying distri
bution at the assumed 25 percent rate, no alloca
tion rules are necessary. 

Tax Rates 

The corporate rate, until recently, was 25 
percent for income up to £100,000 and 35 percent 
for income greater than £500,000. (The U.K. 
system phases out the reduced corporate rate, 
which resulted in a marginal rate of 37.5 percent 
for corporate income between £100,000 and 
£500,000.) On March 29, 1991, the Chancellor of 
the Exchequer introduced a budget that (l) reduc
es the 35 percent corporate rate to 34 percent 
retroactive for profits earned in financial year 
1990, and to 33 percent for profits earned in 
1991, and (2) raises the ceiling on the 25 percent 
rate to £250,000. 

The individual rate is 25 percent for income 
up to £20,700 and 40 percent for income over this 
level. 

Capital gains are taxed at the same rate as 
ordinary income. In calculating the amount of 
gain on disposition of a capital asset, the basis in 
the asset is indexed for inflation. In addition, 
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individuals are eligible for an annual capital gains 
exclusion of £5,000, also indexed for inflation. 

Treatment of Preference Income 

As discussed above, the ACT generally 
prevents corporate preferences from being extend
ed to shareholders (preference income is taxed at 
shareholder rates when distributed). However, 
crediting ACT against mainstream tax has the 
effect of treating distributions as made fITst from 
taxable income. 

The U.K. system provides corporations with 
a variety of tax preferences. The most significant 
is accelerated capital allowances or "writing 
down" allowances (equivalent to accelerated 
depreciation or amortization). To provide invest
ment incentives, accelerated cost recovery is 
allowed for certain types of capital expenditures. 
Generally, all investments in business machinery 
and equipment are "pooled," i.e., treated as a 
mass asset. In lieu of depreciation, taxpayers are 
pennitted to recover 25 percent of the pool each 
year, on a declining balance basis. Scientific 
research expenditures and certain oil exploration 
costs in the U.K. can be fully deducted in the 
year incurred even if they create an asset. Capital 
expenditures on industrial and commercial build
ings in enterprise zones are deductible in full 
when incurred. Additional preferences are avail
able for mineral extraction operations, industrial 
buildings, and patents and know-how. 

Treatment of Domestic 
Intercorporate Dividends 

A U.K. corporation paying a qualifying 
distribution to another U.K. corporation generally 
must pay ACT on the distribution, but the recipi
ent corporation is exempt from tax on the distri
bution. A U.K. corporation receiving a dividend 
generally cannot claim a refund or credit of ACT 
paid on that dividend. However, the recipient 
corporation can redistribute a dividend that has 
been subject to ACT (franked investment income) 
without incurring further ACT, and its share
holders are entitled to a credit for the ACT paid 



by the original distributing company. The effect 
of imposing ACT on intercorporate dividends is to 
recapture preferences prior to distribution of 
preference income out of corporate solution. 

If a recipient corporation receives more 
franked investment income than it distributes, it 
can carry forward the excess franked investment 
income indeftnitely. Alternatively, the recipient 
corporation may claim a refund of ACT paid on 
the excess franked investment income by offset
ting the excess against any losses for the year. If, 
in a subsequent year, payments by the corporation 
of franked investment income exceed receipts of 
franked investment income, any refund of ACT 
received in the earlier year is recaptured. 

Qualifying distributions between U.K. corpo
rations are not subject to ACT if a group dividend 
election has been made. Such an election may be 
made with respect to dividends from a more than 
50 percent owned subsidiary. If a group dividend 
election is made, the distribution is not treated as 
franked investment income and thus is subject to 
ACT when redistributed. 

Treatment of Foreign Source Income 

U.K. corporations are taxed on their world
wide income, with relief from double taxation 
provided through a foreign tax credit system. 
U.K. corporations are allowed a credit for foreign 
taxes paid subject to the following limits.33 First, 
the foreign tax credit is allowed only against U.K. 
tax payable on foreign source income from the 
particular source with respect to which the foreign 
tax was paid. Second, unused foreign tax credits 
may not be carried forward or back. 

Foreign tax credits cannot be used to satisfy 
liability for ACT where qualifying distributions 
are paid out of foreign source income. Thus, the 
benefit of the foreign tax credit is washed out 
with respect to distributed foreign source income. 

The amount of ACT that may be applied 
against mainstream tax imposed on foreign source 
income effectively is the lesser of (I) the main
stream tax on foreign source income and (2) 25 
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percent of foreign source taxable income. The 
effect is that foreign tax credits are allowed before 
the ACT and ACT that is unused because of 
foreign tax credits is carried back or forward. 
This ordering rule favors taxpayers because 
surplus ACT, unlike surplus foreign tax credits, 
can be carried forward. 34 

Treatment of Tax-Exempt 
Shareholders 

A tax-exempt shareholder is entitled to a 
refund of the shareholder credit. The primary 
entities exempt from tax on investment income are 
charities, pension plans (called "exempt approved 
schemes"), and building societies. 

Treatment of Foreign Shareholders 

The treatment of dividends paid by U.K. 
corporations to foreign shareholders varies de
pending on whether they are entitled to treaty 
beneftts. Except as provided by treaty, onl y 
shareholders that are U.K. residents are entitled to 
imputation credits on dividends received from 
U.K. corporations. On the receipt of such divi
dends, a foreign shareholder not entitled to treaty 
beneftts is treated as having income equal only to 
the amount of the distribution (rather than the 
distribution plus the imputation credit), the rate of 
tax applicable is the same as for residents (25 or 
40 percent for individuals), the foreign sharehold
er is treated as having paid tax at the 25 percent 
rate on the distribution, and the foreign sharehold
er generally is not entitled to the imputation 
credit. 

Under tax treaties, foreign shareholders 
generally are entitled to some or all of the imputa
tion credits otherwise allowable to resident share
holders with respect to a dividend from a U.K. 
corporation, and the rate of tax is reduced (the 
amount of the reduction may vary depending on 
whether the shareholder is a portfolio or nonport
folio investor). For example, for aU. S. share
holder owning less than 10 percent of the stock of 
the distributing corporation, the U.S. treaty 
entitles the shareholder to the full imputation 
credit and reduces the tax to 15 percent of the 
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amount of the dividend grossed up for the credit 
(imposed as a withholding tax). For a U.S. 
shareholder owning at least 10 percent, the share
holder is entitled to one-half of the imputation 
credit and the rate of tax is reduced to 5 percent 
of the dividend grossed up for the amount of the 
credit allowed (also imposed as a withholding 
tax).35 

Streaming 

The U.K. system contains several anti-stream
ing provisions. For example, tax-exempt share
holders purchasing at least 10 percent of a corpo
ration are subject to tax at a 10 percent rate on 
dividends made out of pre-acquisition earnings 
(but may use attached credits to offset the tax). 
Restrictions on entitlement to imputation credits 
apply where there is an arrangement to channel 
credits to shareholders of a close investment 
holding company. 

In addition, the United Kingdom has adopted 
measures to prevent trafficking in excess ACT. 
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The principal limitation is triggered where, fol
lowing a major change in share ownership (a 
more than 50 percent increase by one or more 
5 percent shareholders over a 3 year period), 
there is a major change in nature or conduct of 
the corporation's business or a considerable 
revival of business that had been negligible prior 
to the ownership change. In such a case, pre
change surplus ACT cannot be used to offset post
change mainstream tax. 

Treatment of Interest 

Interest paid by U.K. corporations generally is 
deductible if the indebtedness is incurred for 
business purposes. Interest received by a resident 
lender generally is includable in the lender's 
income. Foreign lenders are taxed on U.K. source 
interest at the same rate as residents, but this tax 
may be reduced or eliminated under treaties. For 
example, U.K. source interest received by a U.S. 
resident is exempt from U.K. tax under the U.S. 
treaty. 



ApPENDIX c: EQUIVALENCE OF 

DISTRIBUTION-RELATED INTEGRATION SYSTEMS 

The dividend exclusion, imputation credit and 
dividend deduction systems produce equivalent 
results if corporate and shareholder tax rates are 
the same, all shareholders are taxable, and no 
corporate tax preferences exist. This appendix 
illustrates that equivalence and shows how the 
three systems diverge when each of these 
assumptions is relaxed. 

C.1 EQUIVALENCE OF SYSTEMS 
IF TAX RATES WERE EQUAL 

Table C.I illustrates the equivalence of the 
three different types of systems when individual 
and corporate tax rates are equal (34 percent in 
the example), all shareholders are subject to tax, 
and no corporate tax preferences exist. For 
simplicity, all examples assume that corporations 
distribute all income when earned. 

It might appear counterintuitive that the 
dividend deduction and imputation credit systems 
lead to exactly the same result. Nevertheless, 
from an economic perspective, the two systems 
are equivalent under these assumptions. This 
equivalence depends on the assumption that 
shareholders are indifferent between receiving a 
certain amount of money as a cash dividend or the 

Table C.I 

same amount split between a cash dividend and a 
tax credit. Under either the dividend deduction or 
the imputation credit system, the shareholder has 
the same after-tax income and pays the same 
amount of tax. Thus, the corporation's behavior 
should be the same economically under both 
systems. To achieve equivalence under the three 
systems, in the example above, the corporation 
must adjust its cash dividends to leave its share
holders in identical after-tax positions. This 
assumption probably better reflects long-term than 
short-term behavioral responses to the various 
integration mechanisms. 

C.2 EFFECTS OF RATE 
DIFFERENCES, PREFERENCE 
INCOME, AND EXEMPT 
SHAREHOLDERS 

Rate Differences 

If corporate and shareholder tax rates differ, 
the three systems no longer produce equivalent 
results. A dividend exclusion system eliminates 
whatever shareholder level tax would otherwise be 
imposed. A dividend deduction system eliminates 
the corporate level tax and retains the shareholder 
level tax. 

Equivalence of Distribution-Related Integration Systems 

An imputation credit 
system can be structured to 
tax distributed earnings at 
either the corporate or indi
vidual rate. To tax distribu
t~ons at the individual rate, a 
credit would be allowed to 
shareholders for the full 
amount of corporate tax paid 
with respect to a distribution. 
This credit would be allow
able against tax on other 
income, or, if there were no 
such tax, fully refundable. To 

Classical Dividend 
System Exclusion 

Corporate income 100 100 
Distribution 66 66 

Corporate tax 34 34 
Shareholder credit 0 0 
Cash received 66 66 

Shareholder income 66 0 
Shareholder taxi 22 0 

Total tax paid 56 34 
ITax due after credits, if any. 

Dividend 
Deduction 

100 
100 

0 
0 

100 
100 
34 
34 
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Imputation 
Credit 

100 
66 

34 
34 
66 

100 
0 

34 

tax distributions at the corpo
rate rate, a credit would be 
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allowed only for tax at the shareholder rate on the 
sum of the cash distribution and the credit ($95.65 
in the second to last column in the example 
below).l 

Table C. 2 assumes a shareholder rate of 31 
percent and a corporate rate of 34 percent. 

Preference Income 

If some corporate income is not taxed, or is 
taxed at a lower rate, the alternative systems also 
do not produce equivalent results. Without modifi
cation of the sort described in Section 2.B, a 
dividend exclusion would automatically extend 
corporate tax preferences to shareholders, because 
preference income would not be taxed (or would 
be taxed at a lower rate) at the corporate level 
and, with an exclusion for all dividends received, 
would not be taxed at the shareholder level. A 
dividend deduction system would not extend 
preferences to shareholders because shareholders 
would include dividends in income. 

An imputation credit system can be designed 
to achieve either result. If, as this Report recom
mends, the policy choice is not to extend prefer
ences to shareholders, a system can be designed 
to limit the shareholder credit to the corporate tax 
actually paid with respect to the distribution. If 
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the policy choice is to extend preferences, where 
corporate and shareholder rates are equal, the 
system could determine the shareholder credit as 
though the corporation had paid tax at the full rate 
on all income, i.e., by grossing up the cash 
distribution at the full corporate rate. 2 Passing 
through preferences where there are rate differ
ences is somewhat more difficult. 3 

To illustrate the effects of preferences, holding 
tax rates equal, Table C.3 assumes that the corpo
rate rate and the shareholder rate are both 34 
percent. 

Tax-Exempt and Foreign Shareholders 

If certain shareholders are wholly or partially 
exempt from U.S. tax, the alternative distribution
related integrated systems do not produce equiva
lent results, even if corporate preferences are not 
taken into account. A dividend exclusion system 
replicates the current treatment of tax -exempt 
shareholders, because corporate income is taxed 
at the corporate level, and a tax-exempt share
holder would receive no additional benefit from a 
shareholder level exclusion.4 In contrast, a divi
dend deduction system produces an absolute 
benefit to tax -exempt shareholders because corpo
rations could reduce or eliminate the corporate 
level tax that appli~s to income from equity 

Table C.2 
Effect of Rate Differences 

Imputation Credit 
Classical Dividend Dividend 
System Exclusion Deduction At Shareholder At Corporate 

Rate Rate 
Corporate income 100 100 100 100 100 
Distribution 66 66 100 66 66 
Corporate tax 34 34 0 34 34 
Shareholder credit 0 0 0 29.65 34 
Cash received 66 66 100 66 66 
Shareholder income 66 0 100 95.65 100 
Shareholder taxi 20.46 0 31 0 0 
T ota! tax paid 54.46 34 31 34 312 

ITax due after credits, if any. 

"The shareholder would have an excess credit of $3 that would be refunded or could be used to 
offset other tax liability. 
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Table C.3 
Effect of Preferences 

Imputation Credit 
Classical Dividend Dividend 
System Exclusion Deduction Preferences Preferences Not 

Passed Through Passed Through 

Corporate income 100 100 100 100 100 
Preference income 40 40 40 40 40 
Taxable income 60 60 0 60 60 
Distribution 79.61 79.6 1 100 79.6 1 79.6 1 

Corporate tax 20.4 20.4 0 20.4 20.4 
Shareholder credit 0 0 0 41 20.4 
Cash received 79.6 79.6 100 79.6 79.6 
Shareholder income 79.6 0 100 120.6 100 
Shareholder tax? 27.06 0 34 0 13.6 
Total tax paid 47.46 20.4 34 20.4 34 

IThis is the maximum amount the corporation can distribute after payment of the corporate level tax. 
2Tax due after credits, if any. 

supplied by tax -exempt shareholders by deducting 
payments of dividends to tax-exempt shareholders. 
A dividend deduction system also would maintain 
the same benefit relative to taxable investors that 
tax-exempt shareholders enjoy under current law. 

An imputation credit system with full refund
ability would have the same effect as a dividend 
deduction system. An imputation credit system 
that does not permit credits to be refunded to tax-

exempt shareholders would have the same effec 
as a dividend exclusion system. 

Table C. 4 assumes that all shareholders an 
fully exempt from tax and that the corporatior 
pays tax on all of its income at a 34 percent rate. 

The treatment of foreign shareholders unde] 
each system is similar. A dividend deductior. 
system would extend automatically the benefits oj 

Table C.4 
Effect of Tax-Exempt Shareholders 

Effect of Tax-Exempt Shareholders 

Imputation Credit 
Classical Dividend Dividend 

System Exclusion Deduction1 Not 
Refundable Refundable 

Corporate income 100 100 100 100 100 
Distribution 66 66 100 66 66 
Corporate tax 34 34 0 34 34 
Shareholder credit 0 0 0 34 34 
Cash received 66 66 100 66 66 
Shareholder income 66 0 100 100 100 
Shareholder tax2 0 0 0 03 0 
Total tax paid 34 34 0 0 34 

INo withholding on dividends. (A dividend deduction system with a nonrefundable "withhold
ing" tax of 34 percent would duplicate the results under a dividend exclusion system or an 
imputation credit system with nonrefundable credits.) 

2Tax due after credits, if any. 
Jyhe tax-exempt shareholder would receive a $34 refund. 
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integration to foreign shareholders, because only 
one level of tax (the current withholding tax on 
dividends) would be collected on corporate in
come distributed to foreign shareholders. A 
dividend exclusion system would automatically 
deny the benefits of integration to foreign 
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shareholders (assuming, again, that the current 
withholding tax remains in place). In contrast, an 
imputation credit system would extend benefits to 
foreign shareholders if the imputation credit is 
refundable and would deny benefits if the credit is 
not refundable to foreign shareholders. 
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NOTES 

PART I 

Chapter 1 

1. If corporate income were not subject to tax until distributed to shareholders, retained eamings would be taxed under the 
individual income tax system only when shareholders realize capital gains on the sale of stock. Shareholders could defer or 
avoid individual income tax simply by retaining earnings in corporations. See Pechman (1987) and Warren (1981). While 
this argument counsels against repeal of the corporate income tax, it does not apply to the integration proposals discussed 
in this Report, none of which permit such indefinite deferral of tax on corporate income. 

Some have suggested that a mark-to-market regime for corporate stock would remove the potential deferral associated 
with investment in corporations and, thus, the need for the corporate tax. Under a mark-to-market regime, shareholders 
would recognize each year the change in the value of the corporation, including corporate income. See Shakow (1986) and 
Thuronyi (1983). While marking to market corporate stock could be considered a method of integrating the corporate and 
shareholder tax systems, it also would tax shareholders on income that is unrealized at the corporate level. We do not explore 
that approach in this Report, because abandoning the realization requirement goes well beyond the changes necessary to 
achieve integration. 

2. Tax Reform Act of 1986, P.L. 99-514, 100 Stat. 2085, Oct. 22, 1986. 

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

4. This increase in welfare compares favorably to that estimated for the 1986 Tax Reform Act at the time of its adoption. 
See Fullerton, Henderson, and Mackie (1987). 

5. Appendix A contains a more detailed discussion of the taxation of corporations under current law. 

6. Characterizing the corporate income tax as a double tax rests on the assumption that the corporate level tax reduces 
corporate income available to shareholders. If the corporate tax does not reduce profits but instead increases prices charged 
to consumers or lowers wages paid to workers, little or no additional tax may be paid on dividends. Section 13.G discusses 
the incidence of the corporate tax. In addition, not all income earned by corporations is taxed when earned, and not all 
shareholders are subject to taxation. Chapter 5 discusses tax preferences and Chapters 6 and 7 examine the issues of tax
exempt and foreign investors. 

7. The Omnibus Budget Reconciliation Act of 1990, Pub. L. 101-508, 104 Stat. 1388 (the 1990 Act) made three changes 
in the individual income tax rate structure. First, the 1990 Act increased the top marginal tax rate for individuals to 31 
percent from 28 percent. A number of other statutory provisions may affect statutory marginal rates. For example, the 1990 
Act created an explicit phaseout of personal exemptions for taxpayers with adjusted gross income (AGI) above certain 
thresholds. For a married couple filing jointly, for example, the deduction for personal exemptions phases out at a rate of 
2 percent for each $2,500 of AGI above $150,000. The 1990 Act also enacted a rule disallowing a portion of itemized 
deductions otherwise allowable to high-income taxpayers. Itemized deductions (other than medical, casualty and theft, and 
investment interest deductions) are generally reduced by 3 percent of AGI in excess of $100,000, except that the disallowance 
cannot exceed 80 percent of the affected itemized deductions. 

8. Interest received by foreign lenders that are related to the borrower or by foreign banks on loans made in the ordinary 
course of business, is, however, subject to withholding tax at 30 percent or a lower treaty rate. 

9. In addition to the distortions created by the two-tier tax, distortions may result from the rules used to measure business 
income. For example, the Code generally fails to correct for distortions in the tax base attributable to inflation or to the 
requirement that a capital gain be realized before being subject to tax. These measurement problems affect both corporate 
and unincorporated business income. Because the general reform of business income measurement rules is beyond the scope 
of this Report, we take the existing system of income measurement rules as given. 

10. See Harberger (1962 and 1966) and the subsequent studies cited in Chapter 13, note 1. 
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11. This simple example abstracts from other factors affecting the cost of capital, including: (i) differences between tax and 
economic depreciation; (ii) differences in tax rates among investors; and (iii) inflation. 

12. See Gravelle (1991). These calculations assume (i) a rate of inflation of 4 percent; (ii) an average holding period of 7 
years; and (iii) that tv.'o-thirds of capital gains are deferred until death. 

13. Data for the past few years (some of it preliminary) shows a reduction in the size of the corporate sector relative to the 
noncorporate sector and the overall economy. Particularly since 1986, S corporations have accounted for an increased share 
of corporate profits. Long-term comparisons of corporate activity '.vith general economic activity, however, present no clear 
trend toward disincorporation. See Chapter 13. 

14. See Gravelle (1991). 

15. Inflation adds a complication here. Because the tax system taxes nominal rather than real returns, the deductibility of 
interest expense under current law offers an even greater tax advantage to corporate debt financed investments (relative to 
corporate equity financed or noncorporate investments) in the presence of inflation, since corporations typically deduct 
nominal interest payments at a higher tax rate than the rate at which lenders are taxed on these payments. See Fullerton, 
Gillette, and Mackie (1987) and Gertler and Hubbard (1990). 

16. While both book-value and market-value measures are subject to criticism, market-value measures of debt burdens are 
generally superior for measuring bankruptcy risks because they reflect inflation and other factors that influence the value of 
alternative claims on the firm. See, e.g., Bernanke and Campbell (1988) and Warshawsky (1991). 

During inflationary periods, book-value measures tend to overstate the burden of debt and to understate the value of a 
finn's assets. The debt burden may be overstated because with inflation part of the interest rate reflects a return of principal, 
not a real cost to the firm. As a result of inflation, new debt can be issued without increasing the effective debt burden of 
the finn; some new debt would merely represent a rollover of the portion of the real principal that must be repaid, rather 
than a net issuance of new debt. In addition, to the extent that inflation is higher than anticipated, the burden of a given 
amount of debt falls because real income is transferred from bondholders to shareholders. Book-value ratios also understate 
the value of the finn's assets because traditional accounting measures of asset values are based on the historical price of the 
asset, not on its current market (replacement) price. In addition, because book-value debt to asset ratios do not reflect 
changes in equity values, they may be misleading indicators of the true burden of debt, especially during periods (such as 
the 19808) with large increases in stock prices, 

While market-value measures of the firm's debt and equity reflect adjustments for inflation and for other changes in the 
market value of the finn and its securities, they also may be criticized. First, market-value measures generally are estimated 
rather than directly observed. One approach for estimating the market value of equity and debt, for example, is to capitalize 
dividend and interest payments, respectively. The Federal Reserve market value ratio shown in Figure 1.5 is a more 
sophisticated measure, but it also relies on estimates of equity and debt values. Second, market-value ratios are inaccurate 
if stock market prices do not reflect fundamental values. 

17. See, e. g., Shoven (1987) and Auerbach (1989). Share repurchases are discussed further in Chapters 8 and 13. 

18. See the evidence in Shaven (1987) and Auerbach (1989). 

19. Estimates are based on data for dividends and buybacks from the COMPUSTAT II database, Standard and Poor's 
COMPUSTAT Services, Inc. Assuming the corporate AAA bond interest rate for all years, the figures represent the 
maximum interest properly attributable to the increase in share repurchases because they assume that (1) repurchases were 
financed completely by debt, and (2) the additional debt remains outstanding during the 1980s. The elimination of the capital 
gains exclusion by the 1986 Act reduced the attraction for investors of share repurchases, since the gain component of the 
distribution is no longer generally taxed at preferential rates. Share repurchases continued strong through 1989, but declined 
in 1990. 

20. Similarly, leveraged buyouts (LBOs), which replace substantial equity with debt, also may have contributed to the 
IDcrease in corporate debt during the 1980s. The dollar value of completed mergers and acquisitions in the United States rose 
at an annual rate of 14.3 percent between 1981 and 1989. The LBO share of this activity rose 8.6 percent in 1983 to 22.7 
percent in 1986, but receded to 18.4 percent in 1989 (excluding RJR Nabisco), dropping sharply to 9.3 percent in 1990. 
(Source: Mergers and Acquisitions, Almanac and Index, May-June 1985-1991). By the end of 1988, outstanding LBO debt 
was estimated to be about 20 percent of the (book) value of outstanding corporate bonds or more than 9 percent of the (book) 
value of total nonfinancial corporate debt (based on data from the Federal Reserve Board's Flow of Funds Accounts, 
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Financial Assets and Liabilities, Year End (1967-1990), hereinafter cited as Flow of Funds Accounts). See Gertler and 
Hubbard (1990». 

21. See, e.g., Warshawsky (1991). 

22. See Friedman (1990) and Gertler and Hubbard (1990). 

23. Potential nontax benefits of debt finance are discussed in Chapter 13. See also Jensen (1986) and Gertler and Hubbard 
(1990). 

24. See Chapter 13 and Gordon and Malkiel (1981). 

25. The Congressional Research Service estimates that the shareholder level effective Federal income tax rate on dividends 
is 32 percent, compared to 11 percent or less on capital gains attributable to retained earnings. See Gravelle (1991). 

26. This assumption is controversial, since not all economic models of the effects of taxation on dividend payments maintain 
that nontax benefits are associated with dividend payments. There are two leading explana~ions of why corporations continue 
to pay dividends in spite of the greater investor level tax burden on dividends than on capital gains attributable to retained 
earnings or share repurchases: the "traditional view" and the "new view." The "traditional view" asserts that dividends offer 
nontax benefits to shareholders that offset their tax advantage. Accordingly, dividend taxes distort payout decisions and raise 
the cost of capital. The "new view" assumes that dividend payments offer no nontax advantages to shareholders and that 
corporations have no alternative to dividends for distributing funds to shareholders. Under this assumption, dividend taxes 
reduce the value of the firm, but do not affect firms' dividend or investment decisions. This Report adopts the framework 
suggested by the "traditional view. " The two approaches are discussed in more detail in Chapter 13. 

27. These studies are discussed in Section 13.B. 

28. The 1970 data in the text are from Shoven (1987). The 1989 and 1990 data are from Department of the Treasury 
calculations based on tabulations of the Standard and Poor's COMPUSTAT Industrial and Research files. 

29. The effect of taxation on savings is uncertain because changes in the after-tax rate of return have an ambiguous effect 
on savings. A higher after-tax return makes future consumption cheaper than foregone present consumption. This substitution 
effect encourages households to reduce present consumption and increase savings. However, a higher after-tax return also 
allows a given level of future consumption to be reached with less savings today. This second effect, called the income effect, 
reduces saving. Because the substitution effect of a rise in the after-tax return increases saving, while the income effect 
reduces saving, the net effect of a rise in the after-tax return is an empirical question. 

30. As noted in note 29, the net effect of changes in the after-tax rate of return on saving is difficult to determine because 
it depends on opposing income and substitution effects. There is less theoretical uncertainty about the direction of the effect 
of capital taxation on investment. The distinction between saving and investment is an important one in an analysis of 
corporate taxation. In an economy without international trade and investment flows, national saving equals national 
investment, and the average cost of capital summarizes tax incentives to save as well as to invest. International capital flows 
break the equivalence of domestic saving and investment, however. In a world with perfect international capital mobility, 
incentives for domestic investment would be governed by the pre-tax return needed to cover taxes and the worldwide 
opportunity cost of funds. At the same time, domestic saving would depend on the after-tax return earned by savers from 
investing at the worldwide rate of return. Hence, domestic investment depends on domestic corporate level taxes, while 
domestic saving depends on domestic individual level taxes. 

31. U.S. Department of the Treasury, Tax Reform for Fairness, Simplicity, and Growth (1984) (hereinafter cited as Treasury 
D, Vol. 2, pp. 135-144 and The White House, The President's Tax Proposals to the Congress for Fairness, Growth, and 
Simplicity (1985) (hereinafter cited as The President's 1985 Proposals), pp. 120-129. See also U.S. Department of the 
Treasury, Blueprints for Basic Tax Reform (1977) (hereinafter cited as Blueprints). 

32. See Appendix B. 

33. See, e.g., McLure (1979). 

34. So-called partial integration (referred to in this Report as distribution-related integration) has been viewed as a 
compromise between the passthrough ideal and considerations of administrability. A conventional definition of full integration 
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is given in McLure (1979), p.3: " ... income earned at the corporate level, whether distributed or not, would be attributed 
to shareholders, as in a partnership. and taxed only at the rates applicable to the incomes of the various shareholders. " 

35. Appendix C discusses the effect of rate relationships on integration proposals. 

36. For general discussion of economic benefits of neutrality in the taxation of capital income, see Institute for Fiscal Studies 
(1978) and Bradford (1986). 

37. See Sections 2.D and 4.F. 

38. This Report also does not generally address tax distortions created by inflation. 

39. Under a corporate cash-flow tax, corporations would be taxed on the net cash flow from their business activities. 
Corporate cash-flow taxes have generally been advanced as part of an overall restructuring of the tax system that would 
replace the individual income tax with a consumption or cash-flow individual tax. See Institute for Fiscal Studies (1978), 
Aaron and Galper (1985), and Bradford (1986). Recently, however, some economists have proposed cash-flow taxes on 
businesses, while the current income tax rules would be maintained at the individual level. See, e.g., King (1987), Feldstein 
(1989), and Hubbard (1989). 

Under one corporate cash-flow tax proposal, a corporation would determine its tax base by subtracting from its receipts 
from sales of goods or services its cost of purchasing real goods and services for production. No deductions for financing 
investments would be allowed; that is, neither dividends nor interest payments would be deductible. Several significant 
changes would be required to convert the current corporate income tax base to a cash-flow tax base, including replacing 
depreciation deductions with a deduction for the cost of capital assets in the year of acquisition (expensing), and eliminating 
corporate investment interest deductions. Other ways to define the base of a corporate cash-flow tax are discussed in Institute 
for Fiscal Studies (1978) and King (1987). 

Proponents of a cash-flow tax emphasize that, because the initial purchase of assets would be deductible, the system 
would generate a zero marginal effective tax rate on investment. In effect, the tax system would not distort the cost of capital 
investment decisions. Income generated in the corporate sector, however, would continue to bear a tax at the individual level. 
In contrast, noncorporate business income would face no tax at the margin if it were taxed on a cash-flow basis. Hence, a 
bias against investment in the corporate sector would still exist. 

Because interest payments would not be deductible, the tax advantage that debt enjoys under the current system would 
be eliminated, but a cash-flow tax would not achieve neutrality with respect to choice of finance. Rather, under the 
reasonable assumption that the marginal individual tax rate on dividends exceeds the marginal effective accrual tax rate on 
capital gains, retained earnings would have an advantage over either debt or new equity .as a source of corporate finance. 

40. See generally Treasury I. 

Part II 

Introduction 

1. While the prototypes discussed in this Part and in Part IV contain considerable technical detail, they do not provide a 
comprehensive summary of technical changes that would be required. For example, the prototypes do not address the effect 
of an int~gration system on groups of corporations filing consolidated returns. We concluded, consistent with the approach 
to consohdated return matters under the current corporate tax system, that consolidated return issues are better addressed 
after a basic integration approach is selected. 

2. The distribution-related integration systems of several major U. S. trading partners are described in Appendix B. 

Chapter 2 

I. Peel (19~5) also proposes a dividend exclusion system. While Peel's proposed system resembles the dividend exclusion 
prototype dIscussed here (e.g., in allowing shareholders to exclude dividends only to the extent of income that has been taxed 
fully at the corporate level), there are significant differences. For example, Peel's proposed system would track taxable 
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income rather than taxes paid, would extend the benefits of integration to foreign shareholders by statute, and would treat 
foreign taxes like U.S. taxes in determining the extent to which a corporation's income has borne tax. 

From 1954 to 1986, the Code provided a very small exclusion for dividends received by individuals. Immediately 
preceding repeal, IRC § 116 provided an exclusion of up to $100 of dividends received ($200 on a joint return). 

2. Although a detailed treatment of the financial accounting consequences of adopting an integrated system is beyond the 
scope of this Report, and the fmancial accounting authorities have never addressed the integration prototypes developed in 
this Report, a few preliminary observations can be made. Because the dividend exclusion prototype generally retains the 
current rate structure and rules for calculating corporate income subject to tax, adoption of the prototype should not 
significantly change corporations' provision for income tax expense or the determination of taxes currently payable or payable 
at a future date. Of course, the economic effects of moving to an integrated tax system, e.g., changes in corporations' 
distribution policies and capital structures, would be reflected in fmancial statements. 

3. This is similar to an imputation credit system that taxes corporate income at a 34 percent rate and allows shareholders 
imputation credits at the individual shareholder rates. 

4. An imputation credit system that demes refundability of imputation credits to tax-exempt shareholders achieves the same 
results. See Section 11.E. 

5. An imputation credit system that relies on a shareholder credit limitation rather than a compensatory tax reaches the same 
result. See Section 11. B. 

6. An imputation credit system reaches the same result if foreign taxes are not added to the shareholder credit account. See 
Section I1.D. 

7. In an imputation credit system, this result can be achieved by denying refundability of imputation credits to foreign 
shareholders and continuing to impose withholding tax. See Section 11. E. 

8. For simplicity, Table 2.1 (and the corresponding tables in Chapters 3, 4, and 11) refer to the tax imposed on a foreign 
investor's noncorporate equity income as a withholding tax, lwN, although the method and rate of taxation actually vary 
depending on the type of income. Very generally, a foreign investor is taxed on income from an equity investment in a 
noncorporate business as if the foreign investor had earned directly the income earned by the business. A foreign investor 
is generally subject to tax at rates applicable to U.S. persons on income that is "effectively connected" with a U.S. trade or 
business. A partnership generally must withhold tax from a foreign partner's distributive share of effectively connected 
income under IRC § 1446. A partnership also withholds tax on a foreign partner's distributive share of dividends, interest, 
and other income to the extent required by IRe § 1441. 

9. A compensatory tax is used in some foreign imputation credit systems, e.g., the Umted Kingdom, France, and Germany, 
to ensure that corporate level preferences are not extended to shareholders. See Appendix B. 

10. Because the prototype treats AMT as corporate taxes paid, it does not treat as taxes paid the portion of a later year's 
regular taxes that are offset by the AMT credit allowed by IRC § 53. 

Example. A corporation earns $100 of preference income. The corporation's regular tax is $0, and its AMT is $20. 
The addition to the EDA is $38.82 «$20/.34)-$20). This is the amount of hypothetical income that would be left 
for distribution if the corporation had earned taxable income of$58.82 and paid $20 of regular tax at the 34 percent 
rate (58.82 X .34 = 20). 

11. In mathematical terms, for each dollar of taxes paid, the corporation can add (1 It) - 1 to its EDA, where t is the 
corporate tax rate. This formula also can be expressed as (l-t)/t. 

The graduated rates set forth in IRe § I 1 (b) for corporations with incomes of less than $75,000 would continue to be 
available. Converting the entire amount of taxes paid at a 34 percent rate provides a simple rule and should not harm most 
corporations, because the benefit of graduated rates begin to phase out for corporations with taxable incomes greater than 
$100,000. It would, however, be possible to modify the EOA conversion formula to reflect graduated rates. One possibility 
is to build the graduated rate structure into the EDA formula for corporations with taxable incomes of less than $100,000 
by permitting conversion of the first $7,500 of taxes paid at the 15 percent rate (into $42,500 of ED A) and conversion of 
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the second $6,250 of taxes paid at the 25 percent rate (into $18,750 of EOA). These amounts would be reduced for 
corporations in the phaseout range. 

12. Example. In year one, a corporation reports $100 of income and pays $34 of tax. The corporation's EOA 
balance is $66, and it pays an excludable dividend of $66. In year two, the corporation incurs a net 
operating loss of $50 and files a claim for refund of $ 17. Making that adjustment retroactive to year one 
would require adjusting shareholders' incomes to reflect a taxable dividend of $33. Because this is 
impractical, the prototype requires that the refund in the year of the adjustment be carried forward to be 
applied against future corporate taxes. 

13. Payment of a refund when the EDA balance is exhausted would, in effect, refund corporate taxes that have already been 
used to qualify distributions as excludable by shareholders; only by requiring a negative balance in the EDA could this be 
compensated for in later years. 

14. We rejected the alternative of permitting refunds and NOL carrybacks to create a negative EOA. If such an approach 
were adopted, a negative EOA would be increased by subsequent payments of corporate tax. In addition, a corporation with 
a negative EOA would be required to pay additional tax to increase its EDA to zero upon certain events, e.g., upon 
liquidation. 

15. While a 100 percent dividends received deduction could be extended to all corporate shareholders to defer completely 
taxation of corporate preference income until it is distributed out of corporate solution, it would add approximately $400 
million to the revenue cost of the dividend exclusion prototype. Because of the additional complexity that would arise from 
a partial dividends received deduction under an imputation credit system, we make a different recommendation under that 
system. See Section 11.B. 

16. As under current law, hybrid instruments and derivative products (e.g., convertible debt and options may allow a tax
exempt or foreign investor to capture the portfolio benefits of holding stock while avoiding corporate level tax. 

17. One anti-streaming mechanism is inherent in the prototype. Because all dividends paid reduce any positive balance in 
the EOA, a corporation cannot simultaneously pay excludable dividends on one class of stock and taxable dividends on 
another. The imputation credit system, described in Chapter 11, allows greater flexibility in attaching shareholder level tax 
credits to dividends and, as a result, demands additional anti-streaming restrictions. 

Requiring dividends to reduce the EOA does not prevent all streaming, however. For example, excludable dividends 
can be paid to taxable shareholders to the extent of the EOA and thereafter all taxable dividends can be paid to tax-exempt 
shareholders. Further, complex corporate structures and corporate reorganization (either acquisitive or divisive) also might 
be used to stream excludable dividends by isolating or shifting shareholders' interest in a corporation's EOA. If necessary, 
anti-abuse rules can be formulated to prevent such arrangements. 

18. IRC § 246 (which governs corporations' eligibility for the dividends received deduction) may provide a model for 
developing related rules. 

19. IRC § 1059 limits the ability of corporate shareholders to strip dividends by claiming the dividends received deduction 
with respect to distributions more properly treated as a return of capital. It does so by requiring stock basis to be reduced 
to the extent of the dividends received deduction with respect to extraordinary dividends paid within 2 years of an acquisition 
of stock. The appropriate scope of an IRe § 1059-type basis adjustment will depend on the treatment of capital gains under 
integration. See Chapter 8. 

As discussed in the text under "Corporate Shareholders," an excludable dividend received by a corporate shareholder 
increases the recipient's EOA. Consideration should be given to whether additional anti-streaming rules are necessary to 
prevent streaming through the shifting of EDA balances among corporations. 

20. Under IRC § 305(b)(2), a distribution (including a deemed distribution) by a corporation of its stock is treated as a 
dividend if the distribution (or a series of distributions of which distribution is a part) has the result of (1) the receipt of 
money or other property by some shareholders, and (2) an increase in the proportionate interests of other shareholders in 
the assets or earnings and profits of the corporation. For example, assume a corporation issues two classes of common stock 
in an attempt to stream excludable dividends to certain shareholders. The first class pays excludable dividends and is intended 
to be held by taxable persons. The second class pays stock dividends (or receives an increased interest in the corporation's 
assets) and is intended to be held by tax-exempt persons. In such a case, IRC § 305 would impute dividends on the second 
class of stock and the corporation's EDA would be reduced accordingly. 
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Similarly, IRC § 305(c) authorizes the Department of the Treasury to issue regulations treating a wide variety of 
transactions as constructive distributions to any shareholder whose proportionate interest in the corporation's assets or 
earnings and profits is increased thereby. For example, IRC § 305(c) would prevent a corporation from issuing preferred 
stock on which a redemption premium substitutes for dividends. 

21. Example. Corporation X is owned by a tax-exempt shareholder, and its only asset is a $100 EDA balance, 
e.g., because it previously distributed preference income and retained only enough cash to pay the tax 
liability when the preference subsequently turned around. Corporation Y is owned by taxable shareholders 
and has substantial preference income and cash but a $0 EDA balance. Corporation Y acquires corporation 
X in a tax-free merger described in IRC § 368(a)(a)(A), and subsequently uses X's EDA balance to 
distribute $100 of Y's cash as excludable dividends. If Y's $0 EDA balance is attributable to deferral 
preferences, it will ultimately owe tax when the preferences turn around. However, the acquisition of X's 
EDA enables Y to defer tax on the preference income that otherwise would have resulted from V's current 
distribution of dividends. 

22. The American Law Institute, Reporter's Memorandum No.3, (1991), pp. 7-8, makes a similar recommendation in 
discussing an integration proposal involving maintenance of a "taxes paid account" at the corporate level. 

23. In the interim, the rules of IRC § 269 could be applied to prevent the most obvious tax-motivated acquisitions. 

24. Similar issues arise under the shareholder allocation and imputation credit prototypes, but we do not discuss them 
separately in Chapters 3 and 11. The dividend exclusion prototype taxes corporate equity income once at a 34 percent rate, 
regardless of the tax rate of the shareholder. Thus, if an interest disallowance rule applied, it should apply regardless of 
whether the dividends paid on the stock are excludable or taxable. While excludable dividends bear a superficial similarity 
to tax-exempt interest under IRC § 103, one level of tax on the earnings used to pay the dividend has been collected. 
Similarly, taxable dividends paid, for example out of preference income, to a taxable shareholder also bear one level of tax, 
although at the shareholder's rate. Thus, if an interest disallowance rule were adopted, it would be inappropriate to apply 
it only to the extent of excludable dividends. On balance, this Report does not recommend deVeloping rules to deal with the 
potential rate arbitrage of equity holders borrowing from low rate or tax-exempt lenders for either excludable or taxable 
dividends. See note 25. 

25. As under current law, the general deductibility of interest permits significant rate arbitrage through the issuance of debt 
by taxable issuers to tax-exempt and foreign lenders. the relative importance of the rate arbitrage potential of borrowing to 
purchase corporate stock may be less in an integrated system that does not change the treatment of interest generally. In 
contrast, CBIT generally eliminates businesses' ability to pay interest to tax-exempt and foreign lenders without the payment 
of one level of tax. Thus, in CBIT, we found it appropriate to eliminate investor level rate arbitrage through borrowing as 
well. Compare IRC § 246A. 

26. No other country with an integrated system has adopted this approach, however. 

27. If such treatment of foreign taxes were permitted, special rules would be required to ensure that appropriate amounts 
are added to the EDA when foreign tax rates exceed the U.S. rate. If the foreign tax rate is less than the U.S. rate, foreign 
taxes paid could be converted into the appropriate EDA balance by applying the formula set forth in Section 2.B. 

Example 1. A corporation has $100 of foreign source income and pays $20 in foreign taxes. After applying the IRC 
§ 904 limitation, the corporation would be entitled to credit all $20 of foreign taxes against its U.S. tax liability of $34. 
The U.S. residual liability would be $14, which would convert into a $27 ($14/.34-$14) addition to the EDA. The $20 
of foreign taxes paid would convert into a $39 ($201.34-$20) addition to the EDA. The total EDA would be $66, which 
would enable the corporation to distribute its after-tax earnings of $66 as excludable dividends. 

However, if foreign tax rates exceed U.S. tax rates, the foreign taxes cannot be converted into an EDA balance using 
the formula set forth in Section 2.B. In that case, the foreign taxes must be converted using the higher foreign tax rate. 

Example 2. A corporation has $100 of foreign source income and pays $40 in foreign taxes. After applying the IRC 
§ 904 limitation, the corporation would be entitled to credit $34 against its U.S. tax liability of $34. The U.S. residual 
liability would be $0. It would be inappropriate, however, to add $66 to the EDA, because the corporation has only $60 
($100 income-$4O foreign taxes) of after-tax earnings to distribute. Adding $66 rather than $60 would permit the 
distribution of $6 of U.S. source preference income without shareholder level tax. Thus, the amount to be added to the 
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EOA should be limited to $60, which can be accomplished by applying the EOA fonnula to actual foreign taxes paid 
using the higher foreign rate ($401.4 - $40). 

This approach would create some complexity at the corporate level, because it would require separate tracking of foreign 
taxes paid and foreign tax rates. The alternative of tracing foreign income and adding to the EOA foreign income less foreign 
taxes is likely to be at least as complex. 

28. A low taxable income is not necessarily inconsistent with wealth. For example, a low-bracket individual may have large 
amounts of income from tax-exempt sources, e.g., tax-exempt bond interest. Alternatively, a low-bracket individual who 
is retired may have a small income but a large accumulation of wealth. That is, individuals may prefer to maintain a level 
of consumption over their lifetime, and thus reduce consumption during high-income working years in order to be able to 
maintain consumption during low-income retirement years. See, e.g., Ando and Modigliani (1963). 

29. The credit fonnula is: Credit = (DIV/.66) x(.34-t), where DIV is the dividend and t is the shareholder's marginal rate. 
This credit fonnula is designed to replicate the excess credit under an imputation credit system, i.e., the difference between 
the imputation credit (.34 X (DIV 1.66» and the amount of shareholder tax due on the grossed up dividend at the shareholder 
rate (tx(DIV/.66». 

30. Alternatively, relief for low-bracket shareholders also might take the form of a deduction. The credit formula could be 
converted into a deduction formula by dividing the credit by the shareholder tax rate: [(DIV 1.66) X (.34 -t)]/t, where DlV 
is the net dividend and t is the shareholder's marginal rate. Thus, a shareholder in the 15 percent bracket would be entitled 
to a deduction of $127 «$66/.66)x.19/.15). 

31. A corporation's EOA would be allocated among shareholders in proportion to the amount of other assets distributed to 
them. 

32. The policy underlying the reorganization provisions is that imposition of tax is inappropriate if a corporate reorganization 
merely effects a readjustment of shareholders' continuing interests in corporate property under modified corporate forms. 
This policy applies equally under the prototype, because it reflects ajudgment about when income should be recognized under 
a realization-based tax system that does not require corporate assets or stock to be marked to market, not a judgment about 
whether two levels of tax should be imposed on recognized corporate income. 

33. Under current law, earnings and profits of the distributing corporation in a divisive reorganization that qualifies as a 
reorganization under IRC § 368(a)( 1 )(0) are divided between the distributing corporation aI,ld the controlled corporation based 
on the relative fair market value of their assets. 

34. Under current law, nonliquidating distributions to shareholders are treated as dividends to the extent paid out of the 
corporation's post-February 28, 1913, accumulated earnings and profits or its earnings and profits for the current taxable 
year. The earnings and profits rules may be viewed as serving two principal functions with respect to dividend taxation. First, 
the earnings and profits rules may be seen as a mechanism to assure that corporate preferences are not extended when 
preference income is distributed to shareholders. Second, the rules may be seen as a mechanism to distinguish whether a 
distribution represents a distribution of income earned on the shareholder's investment or a return of that investment. 

35. IRC § 30I(c). 

36. See, e.g., Andrews (1956), Blum (1975), and American Bar Association (1986). 

37. Earnings and profits also are relevant in contexts other than determining dividend taxation. Earnings and profits are 
relevant, for example, in determining the extent to which gain on a disposition of IRC § 306 stock is recaptured as ordinary 
income, whether certain corporate divisions qualify for tax-free treatment under IRC § 355, the amount of taxes paid by a 
foreign corporation that under IRC § 902 are credited to its 10 percent corporate shareholder upon receipt of a dividend, 
the amount of Subpart F income that must be currently included in income by a United States shareholder of a controlled 
foreign corporation, whether an S corporation with substantial passive income is subject to entity level tax on such income 
under IRC § 1375 or whether such income causes the termination of S corporation status under IRC § 1362(d)(3); the amount 
of any basis adjustments in the stock of consolidated subsidiaries pursuant to the consolidated return regulations, and the 
amount of the adjusted current earnings adjustment for AMT purposes. In some contexts, it is possible to eliminate references 
to earnings and profits or to devise alternatives that are simpler. Nevertheless, in other contexts-especially in the rules 
governing the taxation of foreign income--developing simple alternatives may prove more difficult. The benefit of 
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eliminating the earnings and profits rules for purposes of dividend taxation is considerably reduced if alternatives are not 
found for the rules in other contexts. 

38. Recently, the American Law Institute Reporter circulated a draft memorandum that would eliminate earnings and profits 
as part of its distribution-related integration proposal. American Law Institute, Reporter's Memorandum No.3 (1991), p. 
5. 

39. Just as under current law, however, the connection between earnings and profits and the economics of shareholder 
investment is severed, however, by sales of stock and other transactions or events increasing or decreasing shareholder basis 
without adjusting earnings and profits. Preserving the connection would require earnings and profits accounts to be 
maintained and adjusted on a per share basis. Thus, for example, a seller of stock in a corporation with retained earnings 
would recognize dividend income to the extent of the earnings and profits attributable to such stock and the earnings and 
profits account for the stock would be reduced to zero. This system would not be feasible for actively traded stock. 
Accordingly, the earnings and profits rules may yield arbitrary and incorrect results from the shareholder's perspective. The 
alternative rules are likely to be no more accurate in distinguishing between income distributions and returns of capital 
because they also do not take into account changes at the shareholder level. Indeed, by eliminating earnings and profits as 
a limitation on dividend taxation, the alternative rules would tend to increase the likelihood of imposing dividend taxation 
on a distribution that economically is a return of shareholder investment. 

40. For a discussion of the equivalence of deducting the cost of an investment and exempting investment income from tax, 
see Graetz (1979), Warren (1975), Andrews (1974), and Brown (1948). 

Chapter 3 

1. If income is not taxed at the corporate level (because of tax preferences or foreign tax credits), there is no additional tax 
burden on retained earnings, and therefore corporations will tend to retain preference income. Under the dividend exclusion 
prototype, as well as under the current system, retained preference income is taxed at the shareholder level only when the 
stock is sold. To the extent that retaining preference income increases the value of stock, it also increases the capital gain 
realized on the sale. Thus, distribution-related integration treats retained corporate preference income more favorably than 
distributed preference income. 

2. Because the shareholder allocation prototype would generally continue to tax the corporation in the same manner as under 
current law, it should not significantly change a corporation's fmancial statement provision for income tax expense, taxes 
currently payable, and taxes payable at a future date. The prototype's denial of carrybacks for net operating losses and 
removal of the corporate AMT will, however, be reflected in the reporting of corporate tax liability for financial accounting 
purposes. 

The denial of carryback treatment for net operating losses may increase the provision for income tax expense in certain 
circumstances. For fmancial accounting purposes, when a operating loss can and will be carried back, the tax effects of such 
carryback generally increase net income, or reduce the net loss, during the loss period. See Accounting Principles Board, 
Opinion No. 11 (1967), paragraph 44 and Financial Accounting Standards Board, Statement No. 96 (1987), paragraph 52. 
The tax effect of the NOL carryback (which is included in the determination of net income or loss) is based on income, or 
loss, reported for financial accounting purposes rather than for tax purposes. The refund of taxes expected as a result of the 
carryback is recorded as a current asset. Any difference between the tax loss and financial accounting loss carryback benefit 
is recorded in the deferred tax account. The shareholder allocation prototype would preclude corporations from recognizing 
the benefits of NOL carrybacks. 

Because the shareholder allocation prototype eliminates the corporate AMT, it would reduce the provision for tax 
expense in those limited situations in which a corporation would otherwise calculate a hypothetical AMT liability. For 
fmancial accounting purposes additional tax expense is only provided with respect to the corporate AMT when the application 
of the AMT rules to financial accounting income would result in a hypothetical AMT liability, i.e., to the extent AMT relates 
to deferral items no additional tax expense is recorded for fmancial statement purposes. The corporate AMT also affects the 
fmancial statement allocation of tax expense among taxes currently payable and taxes payable at a future date. Accordingly, 
the shareholder allocation prototype also could affect these allocations. 

3. Because both the dividend exclusion and shareholder allocation prototypes retain the corporate interest deduction, interest 
paid to tax-exempt organizations and foreign investors generally escapes U.S. tax, while corporate equity income distributed 
to such investors is subject to at least one level of U.S. tax. Achieving equal treatment of debt and equity under a shareholder 
allocation system would require a corporation to allocate its taxable income to both bondholders and shareholders each year, 
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whether or not interest or dividends were paid. A bondholder, like a shareholder, would be entitled to a credit for the 
corporate level tax on the income allocated, and the bondholder's basis would increase by the after-corporate tax amount of 
income allocated. Tax-exempt and foreign bondholders would not be entitled to claim refunds of tax credits. Unlike current 
law, which requires accrual-basis bondholders to include interest in income whether paid or not, a shareholder and 
bondholder allocation system might limit bondholders' interest income to the amount of the corporation's earnings. 

Such a system would require rules for allocating corporate earnings to classes of debt as well as stock. The allocation 
rules in such a system should provide that earnings would be allocated first to interest payable or accrued on debt, and any 
remaining income would then be allocated to equity. One method for allocating income to traditional debt instruments would 
determine the maximum amount of income to be allocated to a given class of debt based on the current law rules for accrual
basis taxpayers (or for holders of bonds with original issue discount). Available earnings could then be allocated to each class 
of debt according to its priority, i.e., first to senior debt, then to senior subordinated debt, and then to subordinated debt. 
For example, assume that a corporation has $100 of earnings and three classes of debt. The first class of debt is bank debt, 
senior to the other two classes. The second and third classes are of equal priority. The interest accruing on the bank debt 
is $80; the interest accruing on the second class is $30; and the interest accruing on the third class is $10. Of the 
corporation's $100 of earnings, $80 would be allocated to the bank debt. The remaining $20 would be allocated 
proportionately between two classes of junior debt, so that $15 (or $20 multiplied by $30/$40) would be allocated to the 
second class, and $5 (or $20 mUltiplied by $30/$40) would be allocated to the third class. No earnings would be allocated 
to equity. 

4. For a more detailed examination of problems involved in administering a widely held passtbrough entity, including 
reporting issues, allocating items (such as built-in gain on contributed property) to members, and collection issues, see 
Department of the Treasury, Widely Held Partnerships (1990). Proposals are pending in the Congress to modify the conduit 
treatment of certain large partnerships. Under H.R. 2777 and S. 1394, !02d Congress, 2d Session (1991) the income of 
partnerships with at least 250 partners would be consolidated at the partnership level, resulting in a reduction in the number 
of separate items that would be reported to partners. Audit adjustments would result in a single, current year adjustment to 
partnership income, rather than adjustments to the returns of prior year partners. Under these bills, the tax administration 
of large partnerships would move toward an entity approach and away from the aggregate approach that dominates current 
law partnership rules. 

In 1966, Canada's Carter Commission recommended a modified shareholder allocation integration system, but Canada 
did not adopt the recommendation. See Royal Commission on Taxation (1966). Similarly, the United States did not adopt 
the Blueprints proposal for a shareholder allocation integration system. In 1971, the Federal Republic of Germany's Tax 
Reform Commission rejected a shareholder allocation integration system because of administrative complexity. See 
Gourevitch, (1977), pp. 48-54. In addition, other countries have implicitly rejected shareholder allocation integration by 
adopting distribution-related integration systems, although most countries have passthrough entities that are taxed under a 
shareholder allocation integration approach. 

5. For ease of computation, the discussion and examples in this chapter use a 31 percent corporate tax rate. The shareholder 
allocation prototype could retain the current 34 percent corporate tax rate but provide credits to shareholders at a 31 percent 
rate if maintaining the credit rate differential were desirable or necessary. The revenue estimates set forth in Chapter 13 
assume a 34 percent corporate rate. Maintaining the corporate tax rate at 34 percent would require an adjustment in the 
amount of tax passed through to shareholders to allow shareholders a tax credit no greater than the maximum 31 percent 
individual rate. For example, if a corporation reported $100 of taxable income and owed $34 of tax, only $31 of tax would 
be passed through to shareholders. Retaining the rate differential would necessitate numerous calculations to transform 
corporate level preferences into shareholder level preferences; for example, if a corporation also had a $10 low-income 
housing credit, the shareholders should be entitled only to 31134 of the credit. 

6. The additional economic income sheltered by the credit, absent an upward adjustment of the shareholder's basis, will be 
taxed upon distribution by the corporation or sale of the shareholder's stock. 

If the corporation had a $40 credit, shareholders would be allocated $31 of tax credits, and the $9 excess credit would 
be carried forward at the corporate level to the extent permitted under the Code. As discussed above, a shareholder with tax 

liability less than the amount of credit allocated to him could use excess credits against other income. As in the imputation 
credit prototype discussed in Chapter 11, consideration might be given to providing a carryforward at the shareholder level 
for unused credits. See Chapter 11, note 33. 

7. Example. A corporation earns $100 of taxable income and pays $31 of corporate tax. The corporation's shareholders 
increase their basis in their stock by $69, the after-tax income of the corporation. This achieves the same result as 
a partnership that earns $100 of taxable income and distributes $31 in cash to P~!oplll' the tax. 



199 Notes 

8. Because the shareholder allocation prototype treats distributions first as a nontaxable return of capital to the extent of 
shareholder basis and second as capital gain to the extent of any excess over basis, the earnings and profits rules are not 
needed. Compare note 14, below. 

9. To mitigate somewhat the effect of eliminating loss carrybacks, consideration might be given to extending somewhat the 
carryforward period, for example, from 15 to 18 years, so the total period in which corporate losses could be used would 
not be reduced under shareholder allocation. 

10. Corporations with more complicated capital structures may require more complicated allocation provisions. See 
Section 3. F. 

11. While noting that corporate level payment would facilitate payment of tax, Blueprints did not include such payment in 
its model system. See Blueprints, pp. 73-74. Compare IRC § 1446, which requires withholding by partnerships on income 
that is effectively connected with a trade or business in the United States and that is allocable to a foreign partner. 

12. If passthrough of losses were permitted, corporate losses, like partnership and S corporation losses, could be used by 
shareholders to the extent of share basis. Losses in excess of share basis might be carried forward at the shareholder level. 
See IRC § 704(d). 

13. One method for eliminating most preferences would require corporations to allocate AMTI, rather than taxable income, 
to shareholders. Each corporation would thus impute to shareholders the full amount of both taxable and preference income 
(at least to the extent preference items are included in AMTI), regardless of whether the corporation was subject to the AMT. 

Example. Assume that a corporation has $100 of taxable income and $30 of tax-exempt interest as its only 
preference item. The corporation would not be subject to the AMT, because the tentative AMT ($26) would not 
exceed the regular corporate level tax ($31). Nevertheless, the corporation would allocate $120 of income among 
its shareholders. 

Under this approach, corporations would continue to pay corporate level tax as under current law, at either the regular 
or AMT rate, whichever is applicable. Shareholders would be entitled to credit both corporate level tax and AMT but would 
not be entitled to credit corporate tax to the extent it was offset in later years by the AMT ci·edit. 

The following example illustrates this method. The example assumes a 31 percent corporate and shareholder rate and 
a 20 percent corporate AMT rate. 

Year I 

Corporate Level Tax Calculation 

Corporate taxable income $100 

Corporate preference income 200 

AMTI 300 

Tentative AMT 60 

Regular tax 31 

AMT 29 

AMT credit 0 

Net corporate tax payable 60 

Shareholder Level Tax Calculation 

Shareholder income $300 

Shareholder tax 93 

Credit for corporate taxes paid 60 

Net shareholder tax payable 33 

Year 2 

$100 

0 

100 

20 

31 

0 

II 

20 

$100 

31 

20 

II 

Year 3 

$164 

o 
164 

33 

51 

o 
18 

33 

$164 

51 

33 

18 

In this case, a total of $175 of tax has been paid on $564 of economic income (a 31 percent rate). 

This approach would effectively eliminate corporate level preferences, whether or not distributed, by taxing corporate 
preference income currently at shareholder rates. A shareholder in the 31 percent bracket would generally be liable for 
additional shareholder level tax to the extent that corporate AMTI exceeded corporate taxable income. Thus, corporate level 
preferences essentially would be taxed the same as corporate level taxable income, unless the absence of a corporate level 
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tax were signjficant. For example, a tax-exempt shareholder would not owe additional shareholder level tax, with the 
consequence that allocated preference income would be tax-exempt (except to the extent of the corporate AMT). 

14. The following approach would tax preference income to shareholders only upon a distribution or a sale of stock. 
Corporations would track taxes paid, which would include payments of regular tax and AMT, as well as any AMT credits 
for AMT paid in prior years. An amount of deemed income equal to the amount of income that would give rise to the actual 
amount of corporate tax paid if tax had been imposed at a 31 percent rate would be allocated among shareholders. Thus, 
each $1 of regular tax or AMT would give rise to $3.23 of deemed income ($11.31). Shareholders would report the deemed 
income and would be entitled to a credit for corporate taxes paid. Because this approach treats the amount of income that 
would be allocated to shareholders as if it had been taxed at the maximum corporate rate, no shareholder would owe 
additional tax on corporate level preferences currently and lower bracket shareholders could use excess credits to offset other 
tax liability. Share basis would increase by the amount of deemed income reported to the shareholder, net of the credit for 
taxes paid. 

The following example compares the treatment of two corporations, only one of which, corporation B, is an AMT 
taxpayer. It assumes a 31 percent corporate rate and shareholder rate and a 20 percent AMT rate. 

Corporation A Corporation B 

Corporate Level Tax Calculation 

Corporate taxable income $645 0 

Corporate preference income 350 $1,000 

Regular tax 200 0 

AMT 0 200 

Total corporate taxes paid 200 200 

Shareholder Level Tax Calculation 

Shareholder income $645 $645 
Shareholder tax 200 200 

Credit for corporate taxes paid 200 200 
Net shareholder tax payable 0 0 

Under this approach, corporations with significant preference income would pay tax at corporate AMT rates, but no 
additional shareholder level tax would be imposed currently. Additional shareholder tax would be collected only when 
preference income is distributed or shares are sold. Tax would be collected at that time because share basis is increased only 
by the amount of the deemed income. Thus, if a corporation has income that is taxed at less than a 31 percent rate, the 
shareholders' aggregate basis in their shares will be less than the corporation's aggregate earnings available for distribution. 
When distributions exceed shareholder basis (or when shares are sold for amounts in excess of basis), additional shareholder 
tax will be paid. 

Example. A corporation has $100 of assets and a single shareholder with a stock basis of $100. During the year, 
the corporation earns $200 of preference income and pays AMT of $40. The corporation allocates $129 ($40 +- .31) 
of income and $40 of tax credit to the shareholder. The shareholder's basis increases to $189 ($100 original basis 
plus ($129 -$40»). The corporation has $260 of assets available for distribution. Ifthe corporation distributes $260 
to its shareholder, the shareholder will recognjze gain of $71, the amount of preference income not previously taxed 
at 31 percent. 

Under this approach, distributed preference income is generally taxed at capital gain rather than at ordinary income rates, 
because distributions in excess of basis are treated as gains from the sale of stock. In contrast, under current law and under 
distribution-related integration, only retained preference income (which increases share value) is taxed as capital gains, while 
distributed preference income is taxed as ordinary income. 

In contrast to the treatment of dividend distributions under current law, this method treats distributions first as a return 
of capital, so preference income is not taxed until share basis is exhausted. This stacking order is not consistent with the 
dividend exclusion or CBIT prototypes or the imputation credit prototype, described in Chapter 11, which require that 
distributions in excess of fully-taxed income be treated as taxable distributions of preference income before they are treated 
as returns of the shareholder's investment. It is possible, however, to conform the stacking order in the shareholder allocation 
prototype to the stacking in those prototypes. To do so, a corporation would be required to maintain an accumulated earnings 
and profits account (essentially under the rules of current law). Within the earnings and profits account, the corporation 
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would maintain a subaccount for fully-taxed earnings and profits (computed by tracking taxes paid, as in the EOA). See 
Section 2.B. Distributions in excess of the fully-taxed earnings, up to the amount of earnings and profits, would be treated 
as taxable dividends, rather than a return of the shareholder's investment. 

15. Example. Assume that a shareholder has a basis of $10 in stock of a corporation. If the corporation earns 
$100 of taxable income and receives $50 of tax-exempt bond interest in year one, the corporation would 
pay $31 in tax. The shareholder would include $100 in income and would be entitled to offset the $31 
shareholder tax by the $31 credit for corporate level tax. The shareholder's basis would increase by $119 
(the tax-exempt interest income plus the taxable income, reduced by the amount of taxes paid). Thus, the 
corporation could distribute its net cash of $119 without giving rise to shareholder level tax. This basis 
adjustment differs from the $150 adjustment that would be made in a partnership because of the $31 of tax 
collected at the corporate level. 

16. Example. Assume that a shareholder invests $100 in stock of a corporation. The corporation invests the 
$100 of contributed capital in an asset that costs $100. Assume that the corporation earns $100 and is 
entitled to expense the asset in year one, rather than depreciating it over its economic life of three years. 
The deferral preference will reduce the corporation's income subject to corporate level tax in year one to 
$0. In years two and three, however, the preference turns around, because the corporation will have more 
income than it would have if the asset had been depreciated over 3 years. Thus, the corporation's and the 
shareholder's income in years two and three will be higher. 

17. Example. A corporation's only income is $100 of tax-exempt interest on bonds described in § 57(a)(5). 
Thus, its taxable income is $0 and its AMTI is $100. The corporation pays $20 of AMT. Assume that an 
individual taxpayer with a 31 percent marginal tax rate holds all the stock of the corporation and has no 
other income. Disregarding AMT exemption amounts, the shareholder would include the $100 of corporate 
AMTI in his own AMTI, and thus would owe individual AMT of $24. The shareholder could then credit 
the $20 of corporate AMT against his own AMT liability, resulting in a net AMT liability of $4. 

Ifthe shareholder had other income, e. g., $100 of wage income, the shareholder would pay $31 of regular tax and $17 
of AMT ($200 AMTI X .24-$31). The $20 of corporate level AMT paid at the corporate level would be creditable to reduce 
the total tax due from the shareholder to $28. The shareholder would have an AMT credit of $17 to use against future regular 
tax liability but no corporate level AMT credit would be allowed. 

18. Permitting shareholders to credit corporate AMT paid against their regular tax liability without including any amounts 
in shareholder AMTI, in effect, would refund the corporate AMT to taxable shareholders. 

Example. The facts are the same as in the example in the preceding footnote. The 31 percent bracket shareholder 
also has $100 of wage income. If the AMT paid at the corporate level were creditable against regular tax, but no 
AMTI were imputed to the shareholder, the shareholder would pay only $11 of regular tax. 

19. One approach would continue to impose the corporate AMT without any current credit to shareholders for corporate 
AMT paid. Shareholders would benefit from corporate AMT payments only when the corporation made the AMT credit 
allowed by IRe § 53 to reduce a subsequent year's regular tax liability. The AMT credit would be passed through to 
shareholders like other credits. This rule would, however, deny integration benefits to shareholders of corporations that are 
chronic AMT taxpayers, because those corporations may never use their AMT credits. This system also would require 
modifications to the shareholder basis rules to decrease share basis to reflect the payment' of a noncreditable, nondeductible 
tax. 

An alternative rule would impute to shareholders, in addition to the corporation's taxable income, an amount of income 
based on the corporate AMT paid, and allow shareholders to credit the corporate AMT against their regular tax. The 
additional income imputed would equal the amount of corporate AMT paid, grossed up at 31 percent. 

Example. The facts are the same as in the examples in the preceding two footnotes. Instead of including corporate 
AMTI in shareholder AMTI, the corporation would allocate $64.52 of additional income ($201.31) to its 
shareholder. The shareholder would then credit the $20 of corporate AMT against his regular tax liability. Thus, 
the shareholder's total taxable income would be $164.52; total tax liability would be $51; and the shareholder would 
be allowed to credit the corporate AMT to reduce the tax due to $31. 

This approach is similar to the method described in note 13. Unlike that method, however, this rule imputes a grossed-up 
amount of income to shareholders only to the extent of corporate AMT paid. As a consequence, it produces erroneous basis 
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adjustments in the case of deferral preferences, because deferral preference gives rise to partial basis when AMT is paid and 
subsequently gives rise to the full amount of basis when the preference turns around and generates regular taxable income. 
The basis adjustments could be corrected by continuing to calculate basis adjustments based on grossed-up taxes paid (rather 
than taxable income allocated to shareholders). Such alternative basis adjustments would require complex rules, complicated 
information reporting, and would create basis adjustments the timing of which differ from the timing of income passed 

through to shareholders. 

20. S corporations allocate income items pro rata. An S corporation allocates to each share of stock exactly the same amount 
of each item arising in a taxable year. This system is simple and administrable; it works well for S corporations because they 
may not have more than one class of stock. IRC § 1361(c)(4) permits classes of stock in an S corporation to have different 
voting rights, but other differences generally are prohibited. Thus, the system achieves simplicity by requiring all the stock 
of an S corporation to possess similar economic rights. An integration proposal that limits all corporations to a single class 
of stock, however, is neither feasible nor economically desirable. The variety of existing corporate capital structures 
precludes serious consideration of such a system. 

2 \. IRC § 704(b). 

22. Treas. Reg. § 1.704-1. 

23. The complex capital account maintenance rules contained in the regulations under IRC § 704(b) illustrate the variety of 
issues that would have to be addressed. An alternative approach would look to IRC § 305 to impute income to a shareholder 
whose proportionate interest in the corporation increases as does the holder of class B stock in the example in the text. We 
do not explore the implications of such an approach. 

24. Example. Two shareholders form a corporation and contribute $100 each. One shareholder receives 
preferred stock with a liquidation preference of $100 and a return of 10 percent. The other shareholder 
receives common stock, which is entitled to the remaining income and assets. Assuming the corporation 
makes no cash distributions, corporate income would be allocated as follows: 

Year 

2 

3 

Corporate 
Income 

50 

50 

50 

Allocations 

Preferred 

10 

11 

12 

Year-End Capital Accounts 

Common Preferred Common 

40 110 140 

39 121 179 

38 133 217 

Under the terms of the preferred stock, the liquidation preference of the preferred stock increases each year as its capital 
account increases. In year one, the preferred shareholder is treated as if it received $10 and purchased an additional $10 
of preferred stock. As a consequence, the preferred shareholder is allocated $11 in year two (10 percent of $110 of 
preferred stock). If the corporation is liquidated at the, end of year three, the corporation has total assets of $350 and 
the preferred stock has a capital account (liquidation preference) of $133. The common stock would thus receive the 
remainder of the assets, or $217. 

As the text notes, capital accounts would be adjusted to reflect corporate losses. Assume that the corporation is not 
liquidated until year four and there is a $100 loss in year fOUi, so the corporation's assets are reduced to $250. In that 
case, no income would be allocated to either shareholder in year four, but the $100 loss would reduce the common 
shareholder's capital account to $117. Upon liquidation at the end of year four, the preferred shareholder would receive 
$133 and the common shareholders would receive $117. 

25. The full integration proposal in Blueprints used an annual record date method and designated the shareholders on the 
first day of the taxable year as the shareholders of record to avoid "trafficking" in shares of loss corporations at year end. 
Blueprints, pp. 70-71, rejected a "last day" rule because, at year end, the market would have information indicating that the 
corporation would incur a tax loss for the year, and shares could then be sold to high-bracket taxpayers to whom the loss 
would be most useful. Because the shareholder allocation prototype does not permit the passthrough of losses to shareholders, 
loss trafficking is not an issue. The quarterly record date approach also minimizes tax-motivated year-end trading to capture 
credits for corporate taxes paid by limiting the benefit of year end ownership to one quarter of income and its proportional 
share of tax. 
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26. It may be desirable to allow (or require) corporations to close their books under certain circumstances. For example, 
a seller of a majority stock interest in a corporation may wish to ensure that income generated by activities after the sale will 
not be allocated to her. Similarly, the government could have an interest in requiring closing of the books after extraordinary 
corporate events to assure that net income and loss are allocated to the appropriate shareholders. 

27. The effect of A's loss is to defer taxation of $10.35 of corporate income until the purchaser sells his stock. If A can fully 
use the capital loss, A's loss offsets the tax on $10.35 of corporate income. The purchaser, however, has a basis of $144.85 
($117.25 plus $27.60) in the stock of a corporation having assets with a value of $155.2,0. The purchaser thus has built-in 
gain of $10.35 in his stock. 

28. The Code provides that a partnership's taxable year closes with respect to a partner whose entire interest is sold. See 
IRe § 706(c). If a partner's interest varies during a year, the Code simply provides the general rule that tax items are to 
be allocated to take into account this variation. Specific rules are provided for a few items of cash basis taxpayers, such as 
interest and taxes, which must be allocated on a per day basis throughout the taxable year. See IRC § 706(d)(2). 

29. In that case, each prior quarter's income would be unaffected by subsequent events, and each future quarter's income 
would be allocated to the purchaser. 

30. We also rejected the alternative of allocating a corporation's income on a per share per day basis throughout the taxable 
year. Although current law employs this system for S corporations, which must allocate income among stockholders on a 
strict pro rata basis, including daily allocation of income where there has been an ownership change, we believe that this 
system could not successfully be applied to large corporations with publicly held stock in which there is frequent trading. 
Publicly traded partnerships are widely held, publicly traded entities that are required under current law to allocate certain 
items among partners on a per day approach. However, these partnerships typically adopt conventions to minimize the 
difficulties of tracking frequent changes in ownership, for example, by allocating each month's share of partnership income 
to the partner holding the partnership unit on the first day of the month. Compared to publicly traded partnerships, publicly 
held corporations have more shares of stock outstanding, and the stock is traded more frequently; for example, trading of 
the most actively traded stock can exceed one million share per day. A per share per day approach would require tracking 
of many millions of transfers during a year, and therefore a daily allocation method would be impractical for publicly traded 
corporations. 

31. The Blueprints system is one example. That system did not include a corporate level tax, taxed capital gains at ordinary 
income rates, and permitted unlimited use of capital losses against ordinary income. See Blueprints, p. 77. Accordingly, the 
Blueprints system permitted a shareholder of record who sold stock during the year to calculate gain or loss calculated by 
reference to his basis at the beginning of the year, based on the observation that the allocation of current year income would 
not affect the difference between the sale proceeds and his basis as of the date of sale. The corporate income or loss that 
he would have to report as the shareholder of record would be exactly offset by a corresponding basis adjustment. See 
Blueprints, pp. 71-72. 

The results are somewhat different under the shareholder allocation system, which retains a corporate level tax. The 
introduction of a corporate level tax means that allocations of taxable income increase share basis but do not create any 
additional shareholder level tax liability (because the corporate tax rate is at least equal to the maximum shareholder rate). 
For example, under the Blueprints system, an unexpected increase in allocable earnings of $100 would increase a selling 
shareholder's taxable income by $100 but would increase basis (and reduce gain, or increase loss, on sale) by the same 
amount. Ignoring differences in character (which may have significant consequences), the shareholder's total income would 
be the same. Under the shareholder allocation prototype, however, an unexpected $100 increase in earnings would result 
in an allocation of $100 of earnings and $31 of tax credits. If this increase occurred for a period prior to the period in which 
the sale took place, e.g., an unexpected increase in earnings for the first quarter with respect to stock transferred in the 
second quarter, the withholding credit will be available to the selling shareholder. The parties to the transfer would need to 
estimate the potential for material changes in earnings on pricing the stock. Blueprints acknowledged that the addition of a 
corporate level tax complicates calculation of gain on sale. Blueprints, p. 74. 

The current treatment of capital gains and losses would complicate calculations under a record date system. A 
shareholder who sold stock with a basis of $100 for $150 might not be indifferent between $50 of capital gain (if gain were 
calculated at the time of sale) and $75 of ordinary income and a $25 capital loss (if calculation of gain were deferred and 
the corporation earned $75 for the year). 

32. Where corporate tax is imposed at a rate greater than or equal to the maximum individual rate, the government does not 
suffer from delay in attributing income to the proper corporate entity. An upper tier corporation that held stock in a lower 
tier corporation might be required to report its income from the lower tier corporation with a one year delay. Thus, if an 
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upper tier corporation purchased stock in another corporation during year one, the upper tier corporation would report no 
income from the investment in year one. The upper tier corporation's share of the lower tier corporation's year-one income 
would be reported in year two. The government's interest would not suffer, as the lower tier corporation's income would 
have been subject to tax at the corporate rate in year one. The upper tier corporation and its shareholders would, however, 
suffer a detriment to the extent that the corporate rate exceeds shareholder rates and shareholders would have been entitled 
to use excess credits for corporate taxes paid. In that case, the upper tier corporation's shareholders have, in effect, made 

an interest-free loan of the excess credits to the government. 

Such a system could be restricted to situations where the upper and lower tier corporations have identical taxable years. 
If taxable years differ, the upper tier corporation would report the lower tier income in its taxable year in which the lower 
tier corporation's taxable year ends. If two corporations own stock in each other, this system could result in a continuous 
delay in proper attribution of the income. Under such a system, taxpayers would have an incentive to structure their 
investments to minimize relationships that cause detrimental reporting delays. To the extent such arrangements are 
impractical, however, a shareholder allocation system would treat intercorporate investments more harshly than direct 

investment. 

33. The pending tax simplification bills would adopt a similar approach for large partnerships. See The Tax Simplification 
Act of 1991, H.R. 2777 and S. 1394, to2d Cong., 1st Sess. (June 26, 1991). See also U.S. Department of the Treasury, 

Widely Held Partnerships (1990). 

34. This problem is closely analogous to the problem of extending preferences to shareholders, discussed in Section 3.E. 

35. Example. A U.S. corporation's only income is a dividend from a foreign subsidiary. Under IRC § 902, 
the corporation includes $100 in income and receives a credit for foreign taxes paid of $40. Under the 
foreign tax credit limitation rules of IRC § 904, the corporation's foreign tax credit is limited to $31. The 
corporation's sole shareholder is Shareholder A who has a marginal tax rate of IS.percent and wage income 
of $100. Without foreign tax credit limitation rules at the shareholder level, Shareholder A will treat $31 
as a credit for taxes paid and use the excess credit of $16 to offset all tax due on his wage income. 

Section 11. D discusses the feasibility of using a shareholder level exclusion of foreign source income to avoid the 
application of IRC § 904 at the shareholder level if foreign taxes were treated like U.S. taxes under the imputation credit 
prototype. 

Chapter 4 

1. Although there are no existing models of this prototype, others have suggested a similar approach using a bondholder 
credit. See, e.g., Steuerle (1989) (describing a "simplified integrated tax" that would be withheld by corporations at the 
maximum individual or corporate rate); Seidman (1990) (describing an FDIC proposal to require corporations to withhold 
34 percent of all their dividend and interest payments and require recipients to report the grossed-up amount of the 
distributions and claim a credit for the tax withheld by the corporation); H.R. 4457, WIst Cong., 2d Sess. (1990) (introduced 
by Congressman Vander Jagt, and proposing an approach similar to the FDIC proposal outlined by Mr. Seidman). For 
proposals that resemble CBIT even more closely, see Jacobs (1987) (describing a 28 percent "single business tax" on capital 
income that would be imposed by disallowing business interest deductions and excluding interest and dividends from 
investors' taxable income); Bravenec (1989) (describing a "nontraditional approach to integration" that would deny 
corporations interest deductions and exclude from income of investors dividends and interest received from corporations). 

The financial accounting ramifications of CBIT are, in many respects, the most direct of all the integration prototypes. 
The nondeductibility of interest expense would increase corporations' income tax burden, thereby increasing the provision 
for income taxes and reducing earnings per share. Generally, we would expect an increase in the provision for income taxes 
and a reduction in earnings per share for net borrowers. In the rare case of certain net lenders, the provision for income taxes 
could be reduced and earnings per share could be increased. Because nondeductibility of interest expense would increase 
taxes currently payable, CElT also would serve to increase the reported current liability for income taxes and the cash flow 
requirements associated with this current liability. The recommended gradual phase-in of CBIT should allow for gradual 
changes in capital structures and enhance the comparability of interperiod financial results. 

A less obvious financial accounting effect of CBIT arises if a compensatory tax is imposed. The standards for accounting 
for income taxes generally require corporations to recognize as income tax expense both the taxes currently payable and the 
taxes that are payable during a future period but are, nonetheless, associated with earnings during the current period. See 
Accounting Principles Board, Opinion No. 11 (1967), paragraph 34, and Financial Accounting Standards Board, Statement 
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No. 96 (1987), paragraph 7. Under these standards, income tax expense recognized by a CBIT entity would include the 
potential compensatory tax liability that is associated with preference income which is earned and retained by the entity. 
Thus, the compensatory tax could serve to further increase the provision for income taxes. The fmancial accounting for a 
compensatory tax has never been formally considered, however, and it is conceivable that the financial accounting authorities 
might permit corporations to disregard potential tax expense associated with future compensatory taxes provided the 
corporation's earnings distribution policy suggests that the likelihood of a distribution of preference income is remote. The 
Accounting Principles Board has adopted such a position with respect to the provision for taxes that may arise with respect 
to distributed earnings of subsidiaries, e.g., foreign subsidiaries or subsidiaries that are not consolidated for tax purposes. 
See Accounting Principles Board, Opinion No. 23 (1972), paragraphs 9-14. 

2. See Chapter 10. 

3. CBIT is related to, but not identical with, a bondholder credit system that taxes interest income at the debtholder level 
through an imputation credit system. CBIT differs from a bondholder credit system where the borrower and lender have 
different marginal tax rates. See Section II.H, which describes a bondholder credit system and discusses the differences 
between that system and CBIT. 

4. See Section 13.H. If gains on sale of CBIT equity and debt are not subject to tax, losses on such securities also would 
not be allowed. Given the difficulty of the analysis of capital gains in the context of integration (see Chapter 8), we simply 
note here that the CBIT prototype would be revenue neutral at a 31 percent rate with full exclusion of capital gains and losses 
on sales of CBIT equity and debt at the investor level. 

5. See Sections 4.F and 6.D. 

6. Compare Sweden's flat rate tax on capital income, adopted in 1991 as part of a comprehensive tax reform package. See 
Swedish Ministry of Finance (1991) and Lodin (1990). Under the new system, a flat tax rate of 30 percent applies to all 
capital income received by individuals, including dividends, interest, and capital gains. Earned income is taxed separately, 
at graduated marginal rates ranging from approximately 31 to 50 percent. Unlike CBIT, Sweden's flat rate tax on capital 
is not an integration proposal. Sweden generally retains the classical system of corporate taxation, taxing corporate income 
at a rate of 30 percent. The Swedish system provides a limited dividends paid deduction for new equity and a "tax 
equalization reserve" that reduces the effective tax burden on retained earnings to approximately 23 percent. Swedish 
Ministry of Finance (1991), p. 39. 

7. A gradual phase-in also would provide an opportunity to evaluate the extent to which imposing one level of tax on interest 
paid to tax-exempt and foreign investors might induce those investors to change the composition of their portfolios or the 
level of their investment in U.S. business. Adjustments in the application of CBIT to these investors can be adopted to reduce 
such effects if undesirable portfolio shifts or changes in capital flows occur. See Section 4.F. Partial steps toward a CBIT 
regime that would narrow distinctions between debt and equity also are possible on a revenue neutral basis. See Section 6.D. 

8. As recommended, the CBIT prototype can use a 31 percent rate--equal to the top individual marginal rat~rather than 
a 34 percent rate without losing revenue relative to current law. See Section 13.H. 

9. Carrybacks would not, however, be permitted if they would create a negative balance in the EDA. 

10. Fully-taxed income is determined in the same manner as under the dividend exclusion prototype. See Sections 2.B and 
4.D. 

11. Several nations have expressed concern about their increasing inability to tax capital income, and some interest has been 
shown in the adoption of a withholding tax of 10 to 15 percent on capital income, although concern over the potentially 
adverse implications of the unilateral adoption of such a tax has precluded general acceptance of such a tax. In 1989, the 
European Commission (EC) proposed a 15 percent withholding tax on savings bank and bond interest income earned by 
residents of the EC. This proposal, which would not have affected Eurobonds or resid'!nts of countries outside the EC, was 
not accepted, although an informal meeting of the Finance Ministers of the member countries supported a withholding tax 
on capital income if such tax also were supported by the United States, Japan, and other countries. See TUITO (1989). EC 
Tax Commissioner Madame Scrivener subsequently proposed a 10 percent tax on interest income, but this proposal also was 
not generally accepted; see Goldsworth (1990). Since then, Madame Scrivener has continued to express the view that a 
general withholding tax on interest income is the best solution to the problem of tax avoidance in a world of increased capital 
mobility. See Nagle (1990) and Daily Tax Report (November 8, 1991). 
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12. This Report explores CBIT as an integration prototype directed to the taxation of equity and debt income generated by 
businesses. The CBIT approach, however, might be extended to other types of interest income. Such an expansion of CBIT 
might provide a means of taxing all interest income at a uniform rate. Economic efficiency suggests that taxing capiial income 
at a uniform rate might improve welfare. ·While an expanded CBIT approach is beyond the scope of this Report, we note 
that it raises difficult issues. 

Home mortgage interest would be one important issue in considering an expanded CBIT regime. Under current law, 
home mortgage interest generally is deductible by the payor and includable in the income of the recipient. While the basic 
CBIT prototype retains the current law treatment, an expanded CBIT regime might subject home mortgage interest to CBIT. 
Subjecting home mortgage interest to the CBIT rules would ensure that one level of tax is collected on home mortgage 
interest. Under current law, home mortgage interest paid to tax-exempt or foreign investors (who may hold mortgage 
passthrough certificates) escapes the U.S. tax base entirely. Depending upon the level of interest rates following adoption 
of an expanded CBIT regime, the average homeowner with a mortgage might be better off with CBIT treatment than with 
the deductibility of current law. 

In addition, if all capital income were taxed at a single rate at the payor level, the distinction between interest and other 
types of capital income that may have a significant interest component would become more important. "Identifying Disguised 
Interest" in Section 4. G discusses the implications of CBIT for the current law distinction between true leases that are treated 
as leases and financing leases that are treated as loans. That section reflects our judgment that, under the CBIT prototype, 
no important changes in current rules for distinguishing between interest and other types of capital income are necessary. 
In an expanded CBIT regime, however, the pressure on the line between interest and other capital income would be greater. 

13. hterest and dividends received from a nonCBIT business would be included in the taxable incomes of individual and 
business investors, and capital gains realized on the disposition of interests in nonCBIT businesses would be taxable without 
regard to any change due to CBIT. 

14. We anticipate that entities might move freely from CBIT to nonCBIT status based on annual gross receipts, i.e., a 
business which had gross receipts of $75,000 in year I, $125,000 in year 2, and $75,000 in year 3 would report its income 
under current law provisions in years 1 and 3 and file a CBIT return in year 2. CBIT tax paid in year 2 would allow payment 
of tax-free distributions attributable to the taxed amounts in year 3 and later nonCBIT years. The impact of year to year 
changes would cause some complexity and would cause a rate notch effect as an entity moves in and out of CBIT status. 
An alternative would allow organizations that generally meet the gross receipts test to remain nonCBIT entities until they 
have exceeded the floor for several years. 

15. If the lower bound were higher, an aggregation rule probably would be required. The least complicated approach would 
require individuals with more than a threshold amount, e.g., $100,000, on Schedules C and K of their Forms 1040 to pay 
tax at a schedular rate of 31 percent on the excess. While this approach would inhibit multiplication of entities to avoid the 
CBIT loss limitation, it would not be effective to prevent use of mUltiple entities to evade the CBIT interest deduction 
disallowance rule. A refinement could require all nonCBIT small entities to report to their shareholders and partners their 
deductions for business {nterest paid. (Individual proprietors would, of course, know this amount for Schedule C activities.) 
Individuals could then be required to add these amounts to the income reported on Schedules C and K in computing the 
schedular tax described above. 

16. An alternative would adopt graduated CBIT rates to reduce the impact of CBIT on small businesses. Because the 31 
percent CBIT rate eqlL1ls the top individual rate, this would have the effect of imposing CBIT at rates identical to those at 
the individualleve!. The principal disadvantage of this approach is that it would require complex rules to combat multiple 
use of the graduated rates by common owners. Compare IRC § 1551 (denying the benefit of graduated rates to corporations 
under common contro\). 

Another alternative that we rejected as unduly complex would subject all corporations and unincorporated businesses 
to CBIT, but tax all income of owner-managers at their personal rates rather than at the CBIT rate. Once owner-managers 
have been identified, the business would proceed to calculate its CBIT tax, excluding the share of profits and other income 
attributable to the owner-managers (whether that income is called salary, bonuses, partnership income, dividends, or interest) 
from the CBIT income of the business. The owner-managers then would include these amounts in their personal income when 
they calculate their taxes. This alternative, however, would introduce a set of complexities that a receipts-based exception 
avoids. One example would be the need to separate all interest income and expense items between their business and persJnai 
cOP.Jponents. Some taxpayers will see this task as unnecessarily difficult, while others will see it as an opportunity for tax 
planning. For example, a proprietorship operated out of the proprietor's home should bear a (nondeductible) portion of the 
home mortgage interest expense. Additional rules would be needed to address these problems. Taxpayers would likely find 
the rules to be complex, arbi trary, and unfair. 
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The criteria for being considered an owner-manager might be similar to the requirements for "material participation" 
under the passive loss limitations of mc § 469. Another possible set of criteria would treat as owner-managers all individuals 
who report net earnings from self-employment under IRC § 1402. (Net earnings from self-employment, as defined in IRC 
§ 1402(a), would have to be modified for CBIT purposes by adding back all the capital income that is excluded from the 
current self-employment tax. See, e.g., IRC § 1402(a)(I) and (2), which exclude most rents, dividends, and interest from 
self-employment income.) A third possibility would follow the concept in IRC § 911(d)(2)(B), which identifies individuals 
who are engaged in trades or businesses in which both personal services and capital are material income-producing factors. 
That identification also was used to apply the maximum tax on earned income of former IRC § 1348, repealed in 1981, and 
the IRS and the courts developed a considerable body of law on whether services and capital are material income-producing 
factors in a given trade or business. 

17. On the other hand, imposition of tax on distributed preference income (at either the corporate or shareholder level) may 
be viewed as retaining, in small part, the current system's bias against dividend distributions. See Chapter 5. 

18. See Section 2.B. To illustrate the functioning of such a mechanism under CBIT, assume that a corporation earned $100 
of taxable income and $100 of preference income. The corporation would pay tax of $31 and would add $69 of fully-taxed 
income to its EDA. The balance in the account would translate into $69 of excludable distributable income. Thus, if the 
corporation distributed $75 during the year, $6 would be deemed made from preference income and would be includable 
in the investor's taxable income. 

19. Other solutions may be possible. For example, a compensatory tax could be imposed, but a tax credit like that described 
in Section 4.F could be provided to tax-exempt and foreign investors. A compensatory tax would raise sufficient revenue 
to allow a refund of up to 50 percent of entity level taxes paid to tax-exempt and foreign investors. We expect that such a 
credit would significantly reduce the distortion in payout decisions the compensatory tax would create. As Section 11.B 
discusses, the compensatory tax creates a real increase in the tax burden on distributed preference income because we do 
not recommend refunding it to tax-exempt and foreign investors. If the compensatory tax were completely refundable to such 
investors, the amount of tax collected from investments by those investors would remain the same, and one would expect 
businesses and investors to adjust, in the long run, to what is merely a change in the collection mechanism without an 
additional burden. A partial refund of entity level tax would mitigate the distortions created by a compensatory tax. See also 
Section 6.D. 

20. If a compensatory tax is adopted in CBIT, consideration could be given to allowing payments of compensatory tax to 
be credited against subsequent regular tax liability. Such a rule would allow the most taxpayer-favorable stacking of taxable 
income and preference income earned in different years. However, the existence of excess compensatory tax carry forwards
like excess ACT accounts in the U.K. system-may create "trafficking" concerns. See American Law Institute, Reporter's 
Memorandum No.3 (1991). 

Example. A corporation earns $100 of preference income in year 1 and distributes $69, incurring $31 of 
compensatory tax. In year 2, the corporation earns $100 of taxable income and owes $31 of tax, which is offset by 
the previous year's payment of compensatory tax. The corporation now has a zero EDA and will owe $31 of 
compensatory tax when it distributes the second year's income. 

If compensatory tax is not creditable against regular tax liability, the corporation would owe $31 of regular tax in year 2 but 
would have a $31 EDA. This is the approach we generally follow in discussing a compensatory tax under CBIT. 

21. The CBIT prototype uses the imputed interest and OlD rules to distinguish payments of interest from payments of 
principal; similar rules may be required for preferred stock. See "Current Law Interest Deduction Limitations Under CBIT," 
in Section 4.G. These rules are necessary to ensure that payments representing a return of debt or preferred stock capital 
do not reduce the EDA and are not subject to compensatory tax or investor level tax. 

The role, if any, of the current earnings and profits rules requires reconsideration under CBIT. Although earnings and 
profits could be computed under CBIT principles, i.e., without an interest deduction, it is unclear whether those rules would 
be necessary or appropriate as an additional (or alternative) mechanism for identifying payments that represent a return of 
equity or debt capital. The dividend exclusion prototype, which applies only to stock, retains the earnings and profits rules. 
See Section 2.F. 

22. The tax paid would result in an addition to the EDA and would ensure that the income would not be taxed again when 
redistributed. 
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23. It may be desirable to provide a 100 percent deduction without regard to the degree of affiliation between the payor and 
the recipient. Although the dividend exclusion prototype retains current law, that prototype applies only to equity. Under 
CBIT, which applies to both debt and equity, there seems to be no reason to accord a larger deduction to a related creditor 
than to a portfolio creditor, and maintaining parity between debt and equity requires the same treatment for shareholders. 

24. Imposing a 31 percent tax on all individual income in excess of $100,000 reported on Schedules C and K of Form 1040 
might be required to achieve these simplifications. See note 15 supra. 

25. Historically, the corporate and individual minimum taxes were enacted in response to public perceptions that corporations 
and individuals with substantial economic income were not paying any income tax. Although eBiT may result in some 
taxpayers not writing checks to the IRS (because most of their income is excludable CBIT interest and dividends), individuals 
do not in fact escape tax on interest and dividends paid by a CBIT entity, because the investors' income tax is prepaid at 
the entity level and at the CBIT rate (which is equal to the top individual rate and exceeds the individual AMT rate). 

26. Other countries with integrated systems of corporate taxation typically treat foreign source income in a similar fashion; 
the domestic tax on foreign source income that is not initially collected because of foreign tax credits (or an exemption rule) 
is collected, at the shareholder's tax rate, when the foreign source income is distributed to resident shareholders. Collection 
of this tax is not considered inconsistent with income tax treaty obligations to grant relief for foreign taxes. If a compensatory 
tax were imposed under CBIT, the domestic tax would be collected at the 31 percent CBIT rate, rather than the rate paid 
by the shareholder on its other income. 

27. See U.S. v. Goodyear Tire & Rubber Co., 493 U.S. 132 (1989). 

28. Under this approach, the CBIT prototype collects U.S. tax currently on foreign source income of a branch used to pay 
interest. We view this as the correct approach. Unlike other differences typically found between the U.S. and foreign 
computations of the foreign source income base (e.g., depreciation or inventory), the treatment of interest under CBITwouid 
be a major systemic difference. The decision not to permit a foreign tax credit against the portion of a branch's foreign 
source income base used to pay interest can be analogized to placing such income in a separate limitation or "basket" under 
IRC § 904( d). Since the foreign jurisdiction can be expected never to impose tax on this income, it is appropriate to prevent 
the averaging of high foreign taxes imposed on other foreign source income against the "zero" rate of tax imposed on the 
income used to pay interest. 

We recommend that the foreign tax credit limitation be computed as the lesser of (1) .31 times foreign source income 
computed with a deduction for interest expense allowable under foreign law and (2) actual U.S. tax liability. This approach 
has a disadvantage in that dividend income received by aU. S. corporation from a foreign subsidiary will be included in the 
foreign source income base without a reduction for interest expense allocable to the corporation's investment in that 
subsidiary, i. e., because that interest expense will not be deductible for foreign tax purposes. The resulting inflation of the 
limitation will permit the U. S. corporation to absorb excess foreign tax credits generated by non-dividend income. 

An alternative approach would compute the foreign tax credit limitation by taking into account the interest expense that 
would be deductible and allocable to foreign source income under current law rules. See IRC §§ 861 and 864. Under this 
approach, the foreign tax credit limitation formula would be: .31 X (worldwide income) x (foreign source income/worldwide 
income), where worldwide income is reduced by interest expense that would be deductible under current law and foreign 
source income is reduced by interest expense that would be allocable to such income under current law. An obvious 
disadvantage of this approach is that it would require the retention of current law provisions that determine the deductibility 
and allocation of interest expense. On balance, the choice between these alternatives depends upon whether the complexities 
associated with retention of current law interest rules are more or less acceptable than the potential averaging that would arise 
from reliance on foreign law. See also Section 4.G. 

29. Computation of the earnings of a foreign subsidiary without a deduction for interest might be considered appropriate on 
the ground that such earnings are calculated under IRC § 902 in order to determine the U.S. tax liability of the U.S. 
corporate shareholder (a CBIT entity), and not of the foreign subsidiary. In other words IRC § 902 deems the U.S. corporate 
shareholder to have earned the earnings used to pay the dividends it receives from the foreign subsidiary and to have paid 
the associated foreign tax. If this approach were adopted, an indirect credit could be granted for interest payments received 
by a 10 percent U.S. corporate shareholder from a foreign subsidiary. Compare IRC § 904(d)(3)(C). A U.S. corporate 
shareholder receiving both interest and dividends from a foreign subsidiary with no other creditor would then receive a full 
indirect credit for foreign taxes paid by the subsidiary. This would permit the use of foreign tax credits to shelter the interest 
income from U.S. tax, however, which, as discussed in the context of foreign branch income, we consider objectionable. 
Moreover, in cases where a foreign subsidiary paid interest to a creditor other than a 10 percent U.S. corporate shareholder, 
this approach would result in the stranding of foreign tax credits at the subsidiary level. Specifically, the computation of 
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foreign subsidiary earnings without an interest deduction would reduce the indirect credit available to aU. S. corporate 
shareholder with respect to dividends received from the subsidiary, i.e., because those dividends would represent a reduced 
proportion of a larger, hypothetical amount of subsidiary earnings. It would be impossible for the U. S. shareholder to obtain 
a credit for the full amount of taxes paid with respect to income distributed as dividends because a portion of such taxes 
would be deemed to have been paid on income paid out as interest to a third party creditor. This would be the case, even 
though the foreign subsidiary was not actually taxed on income paid out as interest, by virtue of the availability of an interest 
deduction for foreign tax purposes. To avoid this result, we have proposed that the earnings of a foreign subsidiary be 
calculated for IRC § 902 purposes with an interest deduction based on the interest expense claimed under foreign law. 

30. In the case of foreign operations conducted through a foreign partnership, this may raise an issue of comparability with 
a foreign branch. This issue is discussed below at note 37. 

31. Introduction of CBIT might induce some U.S. corporations to reorganize foreign branch operations as foreign 
subsidiaries. The nondeductibility of interest under U.S., but not foreign, tax law would effectively reduce the foreign taxes 
available to offset U. S. tax, thus providing greater incentives for operating in corporate form abroad in order to defer U. S. 
taxation. 

32. The branch profits tax also would be repealed because, in the absence of a dividend withholding tax, it would no longer 
be needed to maintain parity between U.S. branches and U.S. subsidiaries of foreign corporations. 

33. Significant exceptions to the portfolio interest exemption, i.e., interest paid to a foreign bank on a loan made in the 
ordinary course of business and interest paid to related foreign persons, give the United States some leverage to obtain 
withholding rate reductions in treaties negotiated under current law. 

34. See IRC § 882(c) and Treas. Reg. § 1.882-5. 

35. Note that the 30 percent withholding rate would perform a function here analogous to the 31 percent schedular tax 
discussed in note 15. Reduction or elimination of the 30 percent tax by treaty might encourage the use of multiple small 
business entities to avoid CBIT. 

36. The term "nonCBIT debt" refers to debt issued by entities that are not subject to CBIT. NonCBIT debt includes Treasury 
securities, home mortgages (and mortgage pass through certificates), debt issued by tax-exempt entities, and debt issued by 
foreign governments and businesses, all taxable to U.S. persons. State and local government debt is nonCBIT debt also; 
however, it would remain tax exempt to the extent provided in current law. 

37. U.S. CBIT entities needing funds for foreign operations could borrow through foreign subsidiaries. Borrowing through 
a foreign branch would not be desirable, however. Because a foreign branch would be a component of a CBIT entity, it 
would not be permitted to deduct interest expense. Thus, the branch would probably fmd it advantageous to borrow in the 
United States (where its ability to pay excludable interest could be expected to produce a lower interest rate) rather than 
paying higher, nonCBIT interest rates that would be required to attract foreign lenders. An alternative would treat foreign 
branches as if they were foreign subsidiaries for CBIT purposes. Interest paid by a foreign branch would then be deductible 
by the branch and taxable to the lender. Rules similar to those of IRC § 861 (a)(l)(B)(i) (providing foreign sourcing for 
interest paid by foreign branches of U.S. banks on bank deposits) could be applied to avoid the imposition of any applicable 
CBIT on such interest paid to a foreign lender. This approach would raise numerous technical and compliance issues. For 
similar reasons, borrowing through a foreign subsidiary would not be advantageous if borrowed funds were to be used in 
the United States. 

38. Alternatively, the credit could be fully refundable, without regard to the taxpayer's other tax liability. Making the credit 
nonrefundable is, however, consistent with the decision in Chapters 3 and 11 not to permit refunds of excess imputation 
credits to low-bracket shareholders and with the treatment of tax-exempt and foreign investors described in the text below. 
Although interest and dividend income would not be taxable under CBIT, most low-bracket individuals who would invest 
in CBIT entities should have sufficient tax liability on wages and nonCBIT income to use the CBIT investor credit. 

39. See also American Law Institute, Reporter's Memorandum No.3 (1991). 

40. See Chapter 6. Under a distribution-related integration system that denies refunds of imputation credits on corporate 
dividends, tax-exempt investors would have an incentive to invest in debt rather than equity. By imposing a tax on investment 
income, the taxation of debt and equity would be conformed, and tax-exempt entities would have an incentive to invest in 
dividend-paying stock to use the excess imputation credits against the tax due on other income. This structure would 
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encourage tax-exempt entities to hold a mixture of debt and equity, since the excess credits associated with corporate 
dividends could be used to offset the tax due on other kinds of investment income. 

41. In theory, the policies which led Congress to enact IRC § 263A(f) would justify its retention for small business entities; 
however, given the capitalization threshold for application of IRC § 263A(f)(I)(B) (assets costing more than $1 million or 
having long life or production period), retention of its complexity may not be justified for the few situations in which it 
would apply. In contrast, absent special rules to equate self-constructed and purchased assets, capitalization of interest for 
CBIT entities could undercut the CBIT revenue base by converting some nondeductible interest into basis eligible for cost 

recovery. 

42. The rules of IRC § 265 would, however, be expanded to limit the deduction of expenses attributable to CBIT interest 

and dividend income. See Section 4.1. 

43. A similar expansion of IRC § 265(a)(4) to cover regulated investment companies and other conduits which hold stock 
and debt of CBIT entities also will be required. See Section 4.H. 

44. If A's lender were taxable, the disallowance of interest deductions to A would result in the collection of a double tax. 
However, the potential for tax arbitrage described in the text led us to adopt the disallowance solution. 

45. As discussed in Section 4.E, the prototype computes the foreign tax credit limitation by calculating a branch's foreign 
source income taking into account the interest deduction allowed to the branch under foreign law. The alternative is to fe{{uire 
allocation and apportionment of interest expense to the foreign source income as under current law. In that case, the 
provisions listed in the text would continue to be relevant for purposes of determining the foreign tax credit limitation. 

46. For example, if the seller enjoys a reduced rate on capital gains, compared to a zero rate on CBIT interest, this tension 
will be reduced, but not eliminated. See also Chapter 8. 

47. The Service's guidelines for ruling that a lessor is the owner of assets for tax purposes (and hence that the lessee's 
payments are rents) include rules governing (1) the length of the lease compared to the useful life of the property, (2) the 
residual value of the property at the end of the lease, (3) options to purchase or sell property at the end of the lease term, 
and (4) the lessor's e{{uity investment in the property. See Rev. Proc. 75-21, 1975-1 C.B. 715. See also Rev. Proc. 75-28, 
1975-1 C.B. 752, Rev. Proc. 76-30, 1976-2 C.B. 647, and Rev. Proc. 79-48, 1979-2 C.B. 529. 

In theory, every leasing transaction has an interest component, because the lessee obtains current performance (the 
possession of the property) but makes deferred payments. In that sense, a lease is economically similar to an installment sale 
of the property. Compare Halperin (1986) (several different types of accelerated or deferred payments contain implicit loans); 
Mundstock (1991) (economic equivalence of loans and leases). The degree of similarity between the two, however, depends 
on several factors, including the term of the lease agreement and the rights retained by the lessor with respect to the property. 
The tax law historically has respected a broad range of leases, and we do not think it necessary to change that treatment in 
the move to CBIT, although it would be possible to consider CBIT treatment for certain rents and royalties. 

48. That the courts' efforts in this area have led to inconsistent results is hardly surprising given the factual nature of each 
inquiry into who is the true owner of property that is the subject of complex contractual arrangements between parties. No 
case shows this inconsistency better than the Supreme Court's only examination of this area in the last 50 years, Frank Lyon 
v. United States, 435 U.S. 561 (1978), rev'g 536 F.2d 746 (8th Cir. 1976), rev'g 75-2 USTC 1 9545 (E.D. Ark. 1975). 
Based on all of the facts and circumstances, the trial court upheld the taxpayer's contention that it was the true owner of the 
building. The Court of Appeals, however, analogizing the rights of a property owner to a bundle of sticks, agreed with the 
government's argument that taxpayer "totes an empty bundle and that the term 'owner' for tax purposes cannot reasonably 
be attached to the empty wrapping taxpayer has retained." 536 F.2d at 751. The Supreme Court then undertook its own 
evaluation of the facts, and cited some two dozen facts to support its conclusion that the taxpayer was the tax owner of the 
building. Statutory standards might help the courts to reach more consistent results. 

49. See IRC §§ 483, 1274. IRC §7872 also should be retained in order to characterize properly the interest component of 
certain below-market loans. 

50. It may be possible to simplify the current OlD rules for CBIT debt, because neither the issuer nor the lender must 
currently accrue deductions or income. Thus, it may be sufficient to adopt rules that correctly identifY the character of 
payments. Compare IRC § 483. Similar rules may be needed to distinguish dividend payments from redemption payments 
on preferred stock. See § 305(c). The treatment of capital gains under CBIT may, however, result in some retention of the 
current timing rules. If capital gains on CBIT debt are taxed, it may be appropriate to provide debtholders with an increase 
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in basis (with a corresponding debit to the issuer's EO A) to ensure that accrued discount on CBIT debt is not taxed as capital 
gains when the debt is sold. See Section 9.B. 

51. Consideration might be given to providing Treasury with the option of issuing both taxable debt and tax-exempt debt. 

52. See IRC § 103. 

53. The exemption also may permit distributions to be taxed at a lower rate, if the beneficiary is in a lower tax bracket after 
retirement. 

54. "CBIT income" refers to dividends and interest on CBIT debt and equity (and, if capital gains on CBIT debt and equity 
are exempt from tax under CBIT, capital gains on such assets). The two accounts would increase when the pension fund 
receives contributions, nonCBIT income, or CBIT income, and would decrease when the pension fund makes distributions 
to beneficiaries. If CBIT income were reinvested in nonCBIT assets, only the return on those assets would be added to the 
nonCBIT income account. If no compensatory tax is adopted, CBIT income would include only excludable CBIT interest 
and dividends. 

Pension funds would, as under current law, also track nondeductible employee contributions, which are exempt from 
tax when distributed. 

The transition to the new regime should be straightforward. Pension funds would calculate the sum of all previous 
contributions and investment earnings on the date of enactment of CBIT. Those earnings would go into the nonCBIT account, 
and any future CBIT earnings would go into the CBIT account. 

55. Special rules may be needed to limit the allocation of EOA balances to preferred stock upon liquidation. For example, 
it may be inappropriate to allocate any EOA to preferred stock on which current, fully excludable dividends have been paid. 
In that case, the liquidation proceeds simply represent a return of capital. 

56. IRC § 732 prevents a step-up in basis, however, thereby preserving a potential tax whenever the distributee partner 
disposes of the distributed asset. 

57. Such exceptions might be patterned on existing IRC §§ 731-732 or prior IRC § 333, which was repealed in 1986. 

58. See Treas. Reg. § 301.7701-2. In general, an organization that has associates and an objective to carry on business for 
joint profit is classified as a corporation rather than a partnership if it has more corporate characteristics than noncorporate 
characteristics. The corporate characteristics relevant to this determination are (1) continuity of life, (2) centralization of 
management, (3) limited liability for debts, and (4) free transferability of interests. 

59. IRC § 7704. 

60. IRC § 851 et seq. A RIC also may retain and pay tax on long-term capital gains, in which case shareholders must include 
such gains in their income and are credited with their share of corporate tax paid. 

61. IRC § 856 et seq. REITs are allowed a dividends-paid deduction for distributions of both ordinary income and capital 
gains income, but are not allowed to impute retained capital gain income to shareholders. 

62. IRC § 860A et seq. 

63. See IRC § 1381 et seq. which generally apply to cooperatives. See also IRC § 501(c)(12) (certain cooperative telephone 
or electric companies); and IRe § 521 (farmers' cooperatives). 

64. These changes also would apply to sole proprietorships not eligible for the small business exception. 

65. IRC § 265(a)(4) should be expanded to cover CBIT investments of all three conduit entities. As discussed in the context 
of rules for savings and loan associations under CBIT, policy makers could consider imposing a withholding tax of 31 percent 
on distributions from RICs, REITs, and particularly REMICs to tax-exempt investors attributable to home mortgage interest 
to prevent unfair competition between these entities and savings and loan associations. 

66. The patronage dividend mechanism is sufficiently flexible that it should permit the cooperative to shift income attributable 
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to the disallowance of interest deductions to patrons. In effect, the cooperative could substitute a patronage deduction for 
the interest deduction if patrons are generally in a tax bracket under 31 percent. 

67. For example, consideration might be given to allowing banks to pay deductible (and includable) interest on a limited class 
of deposits. The possibility of such an option for savings and loan associations is discussed in the text below. 

68. Unlike the alternative approach, this rule would require a provision defining the institutions eligible for its special rule; 
e.g., the special rule could apply to CBIT entities that earn at least 80 percent of their total income from interest and 
dividends. 

69. The potential problems could be exacerbated if losses arising from nonapplication of IRC § 265(a) to financial institution 
operating expenses were allowed to generate net operating losses that could be used by other members of a consolidated 
group. 

70. S&Ls may well argue that such a provision is necessary to preserve parity with REMICs and other entities which we 
recommend retain their conduit status. Since REMICs, for example, could market mortgage pass through instruments to tax
exempt institutions without imposition of an entity level tax of 31 percent, REMICs would clearly have an advantage in 
raising funds from the tax-exempt sector over S&Ls. As suggested earlier, an alternative solution to this result might be to 
impose a 31 percent withholding tax on REMIC distributions to tax-exempt organizations or impose such a tax directly on 
tax-exempt organizations receiving tax-exempt interest through a REMIC by treating such income as unrelated business 
taxable income. Under current law, interest paid on REMIC regular interests is tax free to tax-exempt investors and, in 
general, to foreign investors. A portion of the income on REMIC residual interests is subject to UBIT in the hands of tax
exempt organizations and is subject to 30 percent withholding tax when distributions are made to foreigners. 

71. Under current law, insurance companies generally include in gross income premiums and investment income and deduct 
from gross income general business expenses and distributions to policyholders and beneficiaries. In addition, the companies 
are allowed to deduct the net increase in the amount of insurance reserves during the taxable year. If reserves decrease, the 
amount of the decrease is included in income. Over the life of any insurance policy, the net deduction for reserves is always 
zero (since the reduction in reserves as claims or benefits are paid generates items of income that offset the earlier 
deductions). Thus, the reserve deduction affects the timing of insurance company deductions for claims and benefits, but does 
not increase the ultimate deductions to more than the amount of claims and benefits actually paid. 

Tax reserves are calculated on a discounted basis to reflect the time value of money. The deduction for the net increase 
in insurance reserves serves two purposes. First, it prevents that portion of premiums needed to fund future casualty or 
benefit payments from being taxed. Second, it provides for a deduction equal to the expected investment return on reserve 
funds. As a result of the combined deduction for reserves, claims and benefits, insurance companies are able to deduct 
currently the present value of anticipated future payments, instead of deducting those payments when made. The difference 
between the present value of future payments and nominal amount of those payments decreases over time, and each year a 
deduction is allowed to the extent of the decrease during the taxable year. 

Insurance companies also make dividend payments to policyholders. Policyholder dividends consist of various 
components, one of which is an interest component. Dividends paid to policyholders are generally deductible from income 
and, among other things, provide a mechanism for life insurance companies to adjust effectively the amount of the reserve 
deduction for changes in the rate of investment return. Thus, the interest-like deduction available to insurance companies 
under current law is spread among deductions for the change in reserves, for claims and benefits paid, and for policyholder 
dividends paid. For a more complete discussion of the issues related to insurance company policyholder dividends, see U.S. 
Department of the Treasury, Report to the Congress on Life Insurance Company Taxation (1989) and U.S. Department of 
the Treasury, Report to Congress on Property and Casualty Insurance Taxation (1991). 

72. CBIT would not alter current law rules which result in exclusion of much of the amount paid to policyholders in the form 
of claims, benefits, or policy dividends. Under current law, virtually all death benefit distributions payable under life 
insurance policies are fully excluded from gross income. Casualty claim payments are typically offset by loss (lRC § 165) 
or rollover (lRC § 1033) deductions allowed to the recipient. However, some other insurance company distributions are 
included in income. Business policyholders of casualty policies must generally include policyholder dividends in income, 
because they generally may deduct the related premiums. Individuals receiving policyholder dividends from either P&C or 
life policies or receiving policy surrender distributions from life policies generally are required to take those distributions 
into income only to the extent that they exceed the total of previous premium payments less previous distributions. As a result 
of these rules, very little of the investment income earned on cash value is included in taxable income at the individual level 
under current law. 
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PARTID 

Introduction 

1. Under these conditions, any system of integration would result in the imposition of a single level of tax at a single tax 
rate, regardless of whether corporate earnings were distributed or retained. For example, assume that a corporation earns 
$100, and all corporate and individual income is taxed at a flat rate of 34 percent. ,Under the shareholder allocation 
prototype, $100 of income would be imputed to the shareholder, who would pay $34 in tax. The tax due also would be $34 
under any of the three distribution-related integration systems. In each system, the corporation would pay $34 of tax. Under 
the dividend exclusion prototype the corporation could distribute its $66 of after-tax earnings tax-free to shareholders. Under 
the imputation credit system discussed in Chapter 11, when earnings were distributed, the shareholder would have a $34 
credit, which would exactly offset his tax liability. In a dividend deduction system, the corporation would have a $100 
deduction that would offset its tax liability in the year of distribution, and the shareholder would pay tax of $34. Under 
CBIT, the earnings would be subject to $34 of tax at the corporate level but would not be taxable upon distribution as interest 
or dividends to investors. 

2. The equivalency analysis set forth in the preceding note does not take into account the possible additional burden created 
by taxing capital gains on corporate stock. See Chapter 8. Appendix C discusses the equivalence of distribution-related 
integration systems. 

Chapter 5 

1. Although no agreement exists on the precise specification of the standard accounting rules, there is sufficient conformity 
that most analysts are able to ascribe to an accepted list of preferential items. See, e. g., Budget of the United States 
Government. Fiscal Year 1992, Ch. XI, "Tax Expenditures." 

2. See IRC § 312. Because corporate shareholders generally claim a dividends received deduction for both regular tax (lRC 
§ 243) and minimum tax (lRC § 56(g)(4)(c)(ii» purposes, preference income flows through to most corporate shareholders 
under current law. 

3. See McLure (1979), pp. 131-32, and Polito (1989), pp. 1036-37 (both arguing that corporate preferences should be passed 
through to shareholders under a fully integrated tax system); and Kitchen (1987), p. 360 (defending the ability to pass 
preferences through under Canada's integrated tax system). 

4. Congress has at times indicated a willingness to discriminate between corporate and noncorporate preferences. For 
example, IRC § 291 restricts the availability to corporations of certain preferences that are otherwise available to both 
corporate and noncorporate entities alike. See also IRC § 56(b), which specifies several AMT adjustments that apply only 
to taxpayers other than corporations, and IRC § 56(c) and (g), which specify adjustments that apply only to corporations. 

5. See, e.g., the tax expenditure estimates presented in the Budget of the U.S. Government, cited in note 1. Although the 
approximately $50 billion annual corporate tax expenditures noted in the 1992 Budget overstates the magnitude of revenue 
cost (primarily because behavioral adjustments are not considered in the tax expenditure estimates) this figure serves to 
illustrate the significant revenUe impact that would result from extending preferences to shareholders. 

6. As discussed in Chapter 13, a complete analysis of the economic effects of the integration prototypes should include an 
examination of the efficiency cost of the revenue offsets. 

7. See Avi-Yonah (1990), pp. 199-202. 

8. See Section 2.B. The same is true of an imputation credit system of distribution-related integration. Under such a system, 
extending preferences to shareholders can result in shareholders receiving tax credits that exceed the corporate level taxes 
paid. This occurs if the integration rules implicitly (and incorrectly) assume that the corporation has paid taxes on preference
related income, and if the corporation tax rate exceeds the individual tax rate. For example, such errors would occur if a 
shareholder imputation credit method required that a shareholder compute his credit as a fixed percentage of dividends 
received (if the percentage is based on the statutory rate of tax), gross up the dividend by the amount of the credit, apply 
his tax rate to the grossed-up dividend, and apply the credit to the resulting tax liability. This procedure would extend 
preferences to shareholders whenever the corporate and personal tax rates are equal, but it would provide greater subsidy 
for preferences if the corporate tax rate exceeds the shareholder tax. rate. 
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9. If it were desired to extend some (but not all) preferences to shareholders, a distribution-related integration system could 
be structured to accomplish this result. Preferences in the form of tax credits could be passed through simply by treating such 
credits the same as taxes actually paid. The relative ease of passing such credits through in an integrated system should 
encourage policy makers so to structure any tax preferences that it desired to pass through to shareholders. Exemption 
preferences also could be passed through, but, in an imputation credit system, that would require additional accounts at the 
corporate level and separate treatment at the shareholder level. Deferral preferences create the most substantial mechanical 
problems if passed through to shareholders. See also Section 3.E. 

10. A compensatory tax ensures that full corporate level tax has been paid on distributed income by assessing a "toll charge" 
on the corporation with respect to each distribution of preference income. Section 11.B and Appendix C examine different 
types of compensatory tax systems. To determine the amount of the toll charge, corporations would maintain an account of 
corporate tax paid or of fully-taxed income to determine the amounts of fully-taxed and of preference income. A "stacking" 
rule could then be applied to determine the extent to which distributed earnings were made from the corporation's fully-taXed 
or preference income. The stacking rule most favorable to taxpayers is to treat corporate distributions as paid first from fully
taxed income and then from preference income. Thus, if the corporation has sufficient fully-taxed income to apply to 
distributions, the corporation and its shareholders will suffer no adverse consequences from a decision not to extend 
preferences to shareholders. Chapter 11 contains a discussion of stacking alternatives and their economic effects. The 
principal alternative is a pro rata stacking rule, which would treat distributions as containing a proportionate share of the 
corporation's retained preference income. 

If the compensatory tax rate is set equal to the corporate tax rate, the effect is to recapture corporate tax preferences. 
In that case, if a corporation distributes only fully-taxed income (determined under stacking rules), no additional tax liability 
results. For distributions in excess of fully-taxed income, each dollar of tax-exempt preference income is subject to the full 
corporate tax rate, and the full amount of tax paid is available as a shareholder credit. If the shareholder credit is fully 
refundable, the tax system collects no additional net taxes from a compensatory tax. If the credit is not fully refundable, then 
the tax system collects an additional tax on preferences distributed to shareholders who have insufficient tax liability to absorb 
the credit or who are tax-exempt. 

If the compensatory tax is set at a rate below the corporate tax rate, distributions in excess of fully-taxed income result 
in additional corporate level tax liability on preference income, but at less than a dollar-for-dollar rate. This achieves a result 
somewhat analogous to the current alternative minimum tax, because distributed preference income bears tax at a rate lower 
than the corporate tax rate. Setting the compensatory tax at a rate lower than the corporate tax rate differs from an alternative 
minimum tax: the compensatory tax is triggered only on distributions, while the current alternative minimum tax applies 
regardless of whether funds are retained or distributed. 

A third alternative sets the compensatory tax rate equal to the shareholder rate rather than the corporate rate. This 
approach, adopted in the U. K. imputation system, effectively taxes the corporation at the shareholder rate on distributed 
preference income and allows shareholders a credit at the same rate. For shareholders who pay tax at that shareholder rate, 
the compensatory tax acts as a withholding tax on funds distributed to shareholders. If the shareholder credit is not refundable 
and cannot be carried forward, the compensatory tax creates an additional tax burden on distributed preference income for 
shareholders whose tax rate is less than the statutory rate. Only refundability of tax credits will eliminate such consequences 
for tax-exempt shareholders. 

Section 11.B examines the treatment of preference mcome distributed to tax-exempt shareholders under both a 
compensatory tax and a credit limitation approach. 

11. See Section 11. B for a discussion of the different methods for limiting the shareholder credit to corporate level tax 
actually paid. This method requires the corporation to maintain an account of corporate taxes paid. In a dividend exclusion 
system, the amount of taxes paid is converted into a corresponding amount of fully-taxed income. The account would be 
increased by corporate tax paid and the amount of credits from dividends received from. other corporations and decreased 
by the amount of credits attached to distributions made to shareholders (or the fully-taxed income equivalents). As with the 
compensatory tax, a stacking rule is necessary to determine the extent to which distributions are made out of fully-taxed 
income. Shareholder credits with respect to distributions would thus be allowed only to the extent the corporation's account 
was sufficient to fund the credits. Distributions considered made out of preference income would not carry imputation credits 
and, thus, would be subject to tax at the shareholder tax rate, as under present law. 

12. See Section 11.B. 

13. See Section 2. B. If integration were extended to retained earnings through a dividend reinvestment mechanism, a decision 
not to extend corporate level tax preferences to shareholders could readily be implemented by restricting the dividend 
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reinvestment option to fully-taxed retained earnings. This could be accomplished by limiting the dividend reinvestment option 
to the balance in the corporation's EDA, in the dividend exclusion and CBIT prototypes, or the SCA, in the imputation credit 
prototype. See Chapter 9. 

14. See Section 4.D. 

15. See Section 3.E. 

Chapter 6 

1. In some cases, the Code also permits deductibility of donors' contributions as charitable contributions (lRC § 170), while 
contributions to pension funds are generally deductible as business expenses (lRC § 404). 

2. This is true only when individuals' tax rates are constant over their working life and in retirement. If tax rates during 
retirement are lower, current law treatment of pension savings is even more valuable. 

3. Income from an exempt organization's investments in a publicly traded partnership is subject to UBIT, regardless of 
whether the partnership's business is unrelated to the entity's exempt purpose. 

4. As Chapter 5 notes, most preference items confer tax deferral rather than complete exemption. Corporate income sheltered 
from tax by a deferral preference can be distributed to a tax-exempt shareholder without shareholder level tax, preserving 
the value of tax deferral until the preference "turns around" and additional tax is imposed at the corporate level. Corporate 
preference income distributed as interest to tax-exempt debtholders receives even more favorable treatment: not only is the 
income exempt from tax at both the corporate and shareholder level, but the interest deduction may be available to offset 
otherwise taxable income. This benefit is not available for all preference income. IRC § 265, for example, disallows 
deductions for interest and other expenses attributable to tax-exempt bond interest. 

5. In 1989, tax-exempt entities were allocated $1.6 billion in income from partnerships, or approximately 2 percent of the 
total amount allocable to all partners. Of the tax-exempts' share, an estimated $260 million was trade or business income 
that could have been subject to UBIT. The remainder consisted of rents, royalties, interest, dividends, and other forms of 
income not subject to UBIT. 

6. Depending on the integration system adopted, there could still be an advantage in distributing corporate preference income 
to tax-exempt shareholders. For example, under a shareholder credit limitation system, preference income would be exempt 
from tax at the corporate level and would be exempt from tax at the investor level if distributed to a tax-exempt shareholder. 
Retained preference income, realized in the form of capital gains on stock, also would be exempt from tax in the hands of 
a tax-exempt shareholder. A compensatory tax, discussed in Section 11.B, would impose a corporate level tax on distributed 
preference income, but would not change the treatment of retained preference income. 

7. A dividend exclusion system would not provide equivalent treatment of debt and equity held by tax-exempt investors unless 
interest also were nondeductible at the corporate level and excludable by the recipient. This regime is CBIT; see Chapter 4. 

8. See Sections I1.E and 12.A, respectively. A dividend deduction system without withholding would equalize the treatment 
of debt and equity investments by tax-exempt investors. Corporations would be able to deduct dividends paid, as they now 
deduct interest, and neither type of income would be taxable to the tax-exempt investor. This result could be changed by 
denying the deduction (or the benefit of the zero rate) for dividends paid to such tax-exempt shareholders, but such an 
approach would require corporations to track the identities and tax status of shareholders. Coupling a nonrefundable 
"withholding" tax with a dividend deduction could achieve results similar to a nonrefundable credit under an imputation credit 
method of integration. 

9. The United Kingdom refunds the imputation credit to tax-exempt investors. However, while the U.K. 's imputation credit 
is fully refundable to all domestic shareholders, including tax-exempt shareholders, the U. K. has a partial distribution-related 
integration system, so earnings distributed to a tax-exempt shareholder still bear a tax equal to the excess of the corporate 
rate over the credit rate. See Appendix B. Tax-exempt organizations own approximately 40 percent of the outstanding stock 
of U.K. companies. 

10. An effort to provide tax-free treatment for corporate income allocated to tax-exempt or tax-favored investors under CBIT 
would raise major problems. For income distributed in the form of interest and dividends, the relative advantage of such 
investors could be maintained by providing refunds of corporate tax paid with respect to funds distributed. For undistributed 
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income, however, eliminating the corporate level tax would require allocating undistributed income to the shareholders
exactly the type of administrative complexity that occurs under a shareholder allocation system and that the CBIT approach 
to integration seeks to avoid. 

11. A dividend deduction proposal passed by the House of Representatives in 1985 would have made a portion of dividends 
received by certain tax-exempt organizations subject to UBIT. See H.R. 3838, 99th Cong., 1st Session, § 311 (1985) and 
H. Rept. No. 426, 99th Cong., 1st Sess. (1985), p.240. 

12. For example, under an imputation credit system of distribution-related integration, providing full shareholder imputation 
credits on dividend income to tax-exempt investors would allow them to invest in a mix of equity and debt so the credits 
could be used to offset the tax on other investment income. This approach is similar to Australia's system for tax-exempt 
investors, adopted shortly after enactment of a shareholder credit limitation integration system. Allowing the credit to offset 
other investment income also discourages streaming of franked dividends to taxable investors and unfranked dividends to tax
exempt investors. 

For example, assume a tax-exempt entity earns $100, of which $25 is dividend income and $75 is interest income. 
Assume, in addition, that the dividend carries an imputation credit for corporate tax paid at a 31 percent rate and that the 
tax-exempt entity is subject to tax on all investment income at a 12 percent rate. The net dividend of $25 would be treated 
as a gross dividend of $36.23, with a tax credit of $11.23. The tax-exempt entity would have a tax liability (before credits) 
of $13.35 (.12XII1.23), which would be offset in part by the $11.23 credit. The net tax due would be $2.12. 

13. If credits are nonrefundable, the revenue neutral rates are as follows: 8.4 percent for shareholder allocation, 7.6 percent 
for the imputation credit prototype, 7.2 percent for CBIT with no taxation of capital gains, and 6.1 percent for CBIT with 
current law capital gains taxation. 

Chapter 7 

I. Unlike many other countries, the United States also taxes the worldwide income of all U.S. citizens and U.S. corporations, 
whether or not they are residents of the United States. 

2. Some or all of the U.S. shareholders of a foreign corporation may, however, be subject to current U.S. tax on all or a 
portion of the corporation's income if it earns income which is either passive, e. g., interest, dividends, royalties, and similar 
income or particularly mobile or holds assets that produce such income. See, e.g., IRC §§ 951, 1293. 

3. Thus, for example, if a foreign subsidiary of a U.S. company earns $100 abroad, pays $40 in foreign corporate level 
taxes, and remits $27 in dividends to its U.S. parent ($30, net of a $3 withholding tax imposed by the foreign country), the 
parent must report $50 in foreign source dividend income ($27 plus $3 plus 50 percent of $40), and can claim a credit 
(subject to the appropriate limitations) for direct foreign taxes of $3 and indirect foreign taxes of $20. 

4. Merely acquiring U. S. stock and debt securities does not constitute aU. S. trade or business. 

5. See, e.g., Bergsten, Horst, and Moran (1978) and Caves (1983). In the public economics literature, studies by Musgrave 
(1969), Horst (1980), and Giovannini (1989) have attempted to compare the relative efficiency of capital export and capital 
import neutrality under various stylized assumptions. See also the overview in JCS-6-91 (1991). 

6. See "Savings and Investment" in Section I.B. 

7. Setting tax rates independently implies that countries take policies of their trading partners as given, and misestimate 
effects of their own policies. See, e.g., Gordon (1983). In particular, analyses of capital export neutrality often assume that 
foreign countries' tax rates are independent of the resident country's tax rates. The source country may, of course, take into 
account that most investment from abroad originates from countries that grant a worldwide credit for foreign taxes paid. The 
source country may, therefore, be able to increase taxes on foreign investment without reducing capital inflows because 
foreign governments, not investors, would absorb the tax. In effect, a policy of capital export neutrality may lead to a 
transfer from the resident country's treasury to that of the source country. 

8. The foreign tax credit tends to promote capital export neutrality, because it eliminates an investor's U.S. tax liability to 
the extent of foreign taxes paid, but requires the investor to pay a residual U.S. tax if the U.S. tax rate is higher than the 
foreign tax rate. In this situation, the investor is neutral between domestic and foreign investment, because the investor bears 
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the same tax burden in either case. For additional discussion, see Hines and Hubbard.(1990) and JCS-6-91 (1991). As 
explained in the text, however, the foreign tax credit does not always have this effect. 

9. The indirect credit thus provides equal treatment for foreign direct investment by U.S. corporations, whether through a 
foreign subsidiary or a foreign branch operation. 

10. This conclusion turns on accepting, as we do in Chapter 13, the traditional view of dividends. See Section 13.B. For 
additional discussion of these issues, see Hines and Hubbard (1990) and the studies cited therein. 

11. The statutory exemption for portfolio interest reflects the difficulty of taxing highly mobile debt capital. The exemption 
for capital gains represents an incentive to foreign persons to invest in U. S. capital markets and a concession to the 
administrative difficulties of determining gain and collecting tax where the income is not physically paid from U.S. sources. 

12. Treaties also suggest another explanation for the nondiscrimination rule--to protect the bargain agreed to by the parties. 
Treaties limit withholding rates but generally do not impose direct limitations on a source country's right to tax business 
profits. This creates some risk that the source country may alter the bargain, without directly affecting withholding rates, 
by changing the way that business profits are taxed to foreign investors. The nondiscrimination rule indirectly prevents this 
by requiring that changes in the taxation of business profits burden domestic and foreign capital equally. 

13. The shareholder allocation prototype treats foreign taxes by statute like U.S. taxes, but we do not recommend adoption 
of that prototype. 

14. The following examples illustrate the tension between a policy of avoiding additional taxation of foreign source profits 
and a policy of collecting one level of U.S. tax on profits from all sources. Assume that a U.S. individual owns 100 percent 
of a domestic corporation that in turns owns 100 percent of a foreign corporation. The V.S. corporate rate is 34 percent, 
the individual rate is 31 percent, and the United States has adopted a dividend exclusion system. The foreign corporation 
earns $100 of foreign profits in the relevant taxable year and pays foreign taxes of $25. The foreign subsidiary later 
distributes the after-tax income to its domestic parent, which distributes the dividend (net of any U.S. tax) to its sole 
individual shareholder. If the domestic parent is required to include $100 of profits in income for the taxable year of the 
distribution but is given a tax credit of $25 against its U. S. tax liability, and the individual is allowed to exclude the dividend 
altogether, then the aggregate level of tax of the foreign profits will be no greater than if the profits were from domestic 
sources. No additional taxation will exist. Compared to current law, exempting the dividend in the hands of the individual 
shareholder will significantly reduce the United States' portion of the aggregate tax burden borne by the foreign profits. The 
United States' portion of the total tax paid will only be $9 out of $34, or 26 percent of the total, compared to the United 
States' portion under current law: $29 out of $54, or 54 percent of the total. 

If, in contrast, the tax regime provides a credit for the $25 of foreign taxes paid by the subsidiary to the domestic parent 
but requires the individual shareholder to pay tax upon the appropriate portion of the subsequent distribution by the parent 
under the dividend exclusion prototype, then the foreign profits will bear an additional amount of tax relative to a similar 
amount of domestic profits. The domestic corporation will owe $9 of additional tax upon receipt of the distribution from the 
foreign shareholder, and the individual shareholder will owe a tax of $15 upon the subsequent distribution of a grossed-up 
dividend of $49. The foreign profits will have been subject to aggregate foreign and U.S. taxation of $49, in comparison 
with aggregate taxation of $34 for similar profits from domestic sources. Under this approach, the United States' portion 
of the total taxes paid for such income will be $24 out of $49, or 49 percent of the total. However, the total tax burden on 
the earnings decreases to $49 from current law's $54, because there is only one level of U.S. residual tax. 

15. This problem would be even more severe if shareholder credits in a shareholder allocation or imputation credit system 
were actually refundable, rather than simply available to offset tax liability on other income. 

16. See Sections 2.C and 11.D. 

17. See Section 4.D. 

18. See Section 3.1. 

19. For domestic corporations owned by foreign shareholders, the first level of tax is the normal domestic corporate tax and 
the second level is the 30 percent withholding tax on dividends. For a U.S. branch of a foreign corporation, the first level 
is the corporate tax on the branch's U.S. business income and the second level is the branch profits tax under IRC § 884(a). 
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20. Other countries with integrated tax systems, as a rule, have not extended benefits of integration to U.S. shareholders 
except as a result of tax treaties. However, the U.S. treaties with the U.K., Germany, and France extend some benefits of 
integration to U. S. shareholders in certain cases. On the other hand, Australia generally extends the benefits of integration 
to foreign shareholders by statute. See Appendix B. 

21. The following example illustrates the problem in the context of an imputation credit system that refunds imputation 
credits to foreign shareholders. The issues would be the same in a dividend exclusion system that refunded corporate tax to 
foreign shareholders. Assume, for example, that two domestic corporations each earn an annual pre-tax profit of $100. 
Corporation A has one shareholder, a U.S. resident individual. Corporation B also has one shareholder, a nonresident alien 
individual who resides in a country that has a tax treaty with the United States. The tax treaty limits the U.S. dividend 
withholding rate to 15 percent for portfolio investors (including the shareholder of corporation B) and contains a standard 
prohibition against discrimination based on capital ownership. Assume also a 34 percent corporate tax rate, a 31 percent 
individual tax rate and that corporate taxes are credited to shareholders at the 31 percent individual rate. 

J f neither corporation distributes earnings, each pays a tax of $34 on its $100 profit. No discrimination exists between 
the two corporations, and the withholding rules are not implicated. If, instead, each corporation distributes one-half of profits, 
the domestic shareholder receives a cash distribution of $33, an imputation credit of $14.83, and a grossed-up dividend, i.e., 
including credit of $47.83. See Section 11.B. The domestic shareholder will have a tax liability with respect to the gross 
distribution of $14.83, which will be exactly offset by the imputation credit. Thus, for corporation A both distributed and 
retained earnings are taxed at a 34 percent rate. 

There is a significantly different result for corporation B. The foreign shareholder receives a cash dividend of $33. If 
he also receives an imputation credit of $14.83, his gross dividend will be $47.83. The withholding tax on this distribution 
will be $7.17, entitling him to a refund of $7.66. In this case, undistributed profits are taxed at 34 percent, but distributed 
profits are taxed at 18.7 percent ($50 of pre-tax income that bears $17-$7.66 of tax). 

22. In the past, countries with nonintegrated tax systems, including the United States, have responded that this argument is 
highly stylized, that it ignores the economic reality that profits distributed to foreign shareholders bear a higher level of tax 
than profits distributed to domestic shareholders, and that such an integration regime is discriminatory. As noted in the text, 
this response has generally been rejected by countries with integrated systems, although the United States has had some 
success in negotiating partial integration benefits for its shareholders. 

23. See Section 2.A. 

24. This would not be true in an integration system that imposed both a nonrefundable compensatory tax and a withholding 
tax on dividends. A nonrefundable compensatory tax combined with a withholding tax would subject distributed preference 
income to two levels of tax, rather than the one level of tax imposed under current law. (Note that, if a compensatory tax 
were adopted in CBIT, the current withholding tax on dividends would be repealed.) See Section 4.E. 

25. See Section 3.I. 

26. See Section 6.D, which describes such an approach for tax-exempt entities. Such an approach would minimize portfolio 
shifts by foreign shareholders and would provide an opportunity for achieving greater parity between debt and equity 
investments in U.S. corporations by foreign investors. 

Chapter 8 

1. Presumably, if shareholders were not taxed on gains, they would not be allowed losses on stock sales. 

2. As described in Section I3.B, we accept the traditional view of dividends, under which the value of $1 of retained 
earnings is $1 as long as the managements of corporations maximize firm value. Under the new view, also described in that 
section, distributions to shareholders in the form of dividends are unavoidable. For a dividend paying corporation in this 
view, an incremental dollar of retained earnings raises share value by less than $1. 

3. The value of stock in a corporation that has retained earnings may include the value to a prospective purchaser of the 
resulting capital loss that will be realized when the stock is resold after the earnings are distributed, although the value of 
this loss to a purchaser depends on the purchaser's marginal tax rate and ability to use capital losses, and the amount of time 
the purchaser expects to elapse before the earnings are distributed and it dispose of the stock. 
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Assume, for example, that a dividend exclusion system is adopted and that the corporate and shareholder tax rates both 
are 34 percent. A corporation earns $100 of fully-taxed income in year one and pays $34 in tax, so it has retained earnings 
of $66 and an EDA balance of $66. How much should a prospective purchaser pay for all the stock? The answer is that the 
purchase price of the stock will vary between $66 and $100, depending on the tax attributes of the purchaser and the expected 
timing of the distribution of the $66 of retained earnings and the purchaser's resale of the stock. 

The after-tax value of the retained earnings to any purchaser is $66. In addition, if the corporation distributes all of its 
earnings, the shareholder will realize a capital loss upon disposition equal to the amount paid for the stock. (The amount 
realized on the disposition would be zero, assuming the corporation has no assets after the distribution.) In theory, the value 
of the capital loss may be as great as $34 (and thus, a purchaser would be willing to pay $100) if: (1) the distribution of the 
earnings and the disposition of the stock are expected to occur very shortly after the purchase of the stock, (2) the purchaser 
expects to have sufficient capital gains against which to use the capital loss, (3) the purchaser expects to face a 34 percent 
marginal tax rate, and (4) the distribution does not reduce the basis of the shares. 

The value of the capital loss may be much less. The value of the capital loss will be less if the shareholder does not 
dispose of the stock immediately, cannot use the capital loss immediately, or is subject to tax at a marginal rate of less than 
34 percent. If, for example, the capital loss is worth zero, the purchaser would pay only $66 for the stock. 

4. Depending on marginal tax rates, the tax system may collect as little as no tax or as much as two full levels of tax on 
corporate earnings. If the corporate tax rate does not exceed the individual rate, the tax system may collect virtually no tax 
on corporate earnings if, for example, a seller of stock is tax-exempt and a purchaser is taxable. In that case, the seller will 
not pay tax on capital gains attributable to fully-taxed retained earnings, but, after the earnings are distributed, the taxable 
purchaser can sell his stock and realize a capital loss. That loss may be valuable enough to offset tax collected on the 
earnings at the corporate level. On the other hand, the tax system may collect two full levels of tax if, for example, a seller 
of stock is taxable and a purchaser is tax-exempt. In that case, the initial shareholder's capital gain is taxed in full, but the 
offsetting capital loss creates no tax benefit to the purchaser. Current law in some cases limits the availability of a capital 
loss following a distribution. See, e.g., IRC § 1059 (basis reduction for extraordinary dividends). 

5. The analysis in the text oversimplifies this issue to illustrate the general point. The analysis can be complicated if 
preferences are subsequently distributed or if the preference is a deferral or tax credit rather than an exclusion of income. 

6. This could be accomplished by increasing inside basis in a manner similar to the treatment of electing partnerships under 
IRC § 754 and electing purchasers of corporate stock under IRC § 338. Applying such a rule to small acquisitions of stock 
(particularly where there is frequent public trading) would be administratively impossible; however, using a dividend 
reinvestment plan could provide some relief. See Chapter 9. 

7. Halperin and Steuerle (1988) indicate that total capital gains in the economy over time are approximately equal to gains 
attributable to inflation plus retained earnings. Their research indicates that the real gains in value in one sector, e.g., land 
in the 1970s, tend to be offset by real losses in another sector, e.g., corporate stock in the 1970s. According to Halperin 
and Steuerle, from 1948 to 1985 the total change in economywide net worth equals the sum of (1) average net investment 
of 12.3 percent of net national product (NNP), (2) average inflationary gains in value of 16.1 percent of NNP, and (3) 
average real gains in value of -2.6 percent of NNP. See also Steuerle (1991). If total capital gains are attributable only to 
inflationary increase in asset values and retained earnings, the case for reduced taxation of nominal capital gains on corporate 
stock is much stronger. 

8. See IRC §§ 705 and 1367. Treas. Reg. § 1.1502-32 provides a comprehensive set of basis adjustments for C corporations 
that are members of a consolidated group. 

9. In cases where expected increases in future earnings that are reflected in the price of equity never materialize, an equity 
holder may realize a gain that never creates a corresponding amount of income to be taxed under CBIT at the entity level. 
In that case, however, the purchaser of the equity interest will realize a corresponding loss, and disallowing both the gain 
and the loss achieves a roughly accurate solution. 

Example. A purchases Corp. X stock for $100, when Corp. X is expected to earn $1,000 per year. One year later, 
Corp. X announces a new product line that is expected to increase its earnings to $1,500 per year. A sells his stock 
to B for $150. Six months later, one of Corp. X's competitors introduces a superior product. Corp. X's expected 
future earnings decline to $1,000 per year. B then sells his stock for $100. 

Without taking into account the time value of money, the marginal tax rates of the two investors, or capital loss limitations, 
A's $50 gain is offset by B's $50 loss. 
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10. A complete exemption also may create an incentive to restructure transactions. For example, because investor level gains 
on a sale of stock would be exempt but entity level gains on a sale of assets would not, there would be a considerable 
incentive to structure acquisitions of corporations with appreciated assets as stock sales rather than asset sales. This is similar 
to the bias that exists under current law, under which sales of stock result in only one level of tax, while sales of assets, 
which typically either are preceded by a liquidating distribution of assets or followed by a liquidating distribution of sales 
proceeds, generally result in two levels of tax. 

11. Proposals made in other contexts, e.g., a mandatory IRC § 338 election, might be considered. Current law permits 
certain purchasers of 80 percent or more of a corporation's stock to elect to treat a stock purchase as an asset purchase. A 
mandatory IRC § 338 election, adapted for CBIT, would require recognition of gain at the entity level if a certain percentage 
of the equity of a CBIT entity changes hands. A mandatory IRC § 338 election may be more palatable in an integrated 
system than under current law, because any gain realized would be subject to only one level of tax. Gain would be taxed 
solely at the entity level, and no additional investor level tax would be due. 

Another possible approach would tax capital gains realized on the sale by a CBIT entity of its equity interest in another 
CBIT entity, e.g., a corporation'S sale of the stock of a subsidiary. For the reasons discussed above, taxing capital gains on 
CBIT equity realized by a CBIT entity would tend to impose a second level of tax on earnings. Taxing entity level capital 
gains on CBIT equity also would create disparities between equity investments held directly by individuals and those held 
through other entities, e.g., affiliated groups of corporations. On the other hand, extending the exemption for capital gains 
on CBIT equity would multiply the potential for deferral of entity level tax. Without special rules limiting tax-free 
contributions of assets to subsidiaries or partnerships, CBIT entities would be able to structure some sales of assets as sales 
of CBIT equity. 

12. Auerbach (1990) discusses alternative means of retrospective capital gains taxation that approximate accrual-equivalent 
capital gains taxation. 

13. The text focuses on the different sources of capital gains for traditional forms of equity and debt. The sources of capital 
gains for hybrid instruments may reflect both equity-type and debt-type gains. For example, fixed rate, nonconvertible, 
cumulative preferred stock of a creditworthy company may react to interest rate changes in much the same way as debt. 

14. The credit quality of debt may change because of changes in the underlying value of the firm. For example, debt issued 
by a manufacturing firm might rise in value because the demand for the firm's product rises unexpectedly, thereby increasing 
the likelihood that the firm will payoff the debt in a timely manner. In essence, the debt is more valuable because the finn 
has become more valuable. The rise in value represents a capital gain to the debtholder. Such a gain is analogous to the gain 
an equity holder would realize from the same event, and the deferral concerns are the same. 

15. An unexpected fall in the market interest rate, for example, could generate a capital gain to the holder of long-term, fixed 
rate, noncallable debt. The value of the debt would rise until the debt's interest payments would provide a new investor with 
a return equal to the market interest rate. 

Example. A noncallable perpetuity is a debt instrument that never matures. If the interest rate at issuance is 10 
percent, a $100 perpetuity would pay $10 of interest per year. If the market rate of interest drops unexpectedly to 
5 percent, the value of the perpetuity would double to $200, so its $10 annual interest payment would represent a 
5 percent rate of return on the value of the debt. If the debt holder sold the perpetuity, he would realize a capital 
gain equal to the $100 increase in value. 

The effect of changes in interest rates is less pronounced for short-term bonds because there is a shorter period over 
which off-market interest payments will be received and because the present value of the prepayment of principal is a more 
significant component of price. For example, if the bond in the example above were scheduled to mature in one year, an 
unexpected drop in interest rates would cause the bond to increase in value only to $104.76 ($110/1.05), rather than to $200 
as with the perpetuity. However, a change in market interest rates creates an equal and offsetting gain or loss to the 
borrower. A decline in the market interest rate increases the amount the borrower must pay to eliminate his debt. If the 
borrower repurchased the debt in the example for $200, he would recognize the loss in the form of a $100 deduction. See 
Treas. Reg. § I. 163-4(c). If market interest rates increased, the borrower could repurchase his debt for less than its issue 
price and would realize income from the cancellation of indebtedness. See Treas. Reg. § 1.61-12(c). 

Interest rate changes also can affect the value of equity. For example, an increase in interest rates may decrease the value 
of common stock to the extent that stock price reflects the discounted present value of future cash flows on the stock because 
the higher interest rate also will decrease the discounted present value of future cash flows from corporate assets. An increase 
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in interest rates also may create an offsetting increase in the value of common stock if a corporation has outstanding low-rate 
noncallable debt. 

16. Thus, if CBIT included a compensatory tax and gains on CBIT equity were exempt, considerations of simplicity may 
support exempting gains and denying losses on CBIT debt (to both borrowers and lenders) as well. Although gains and losses 
on debt that are attributable to changes in interest rates represent real accretions to wealth (or real reductions in wealth) to 
borrowers and lenders, distinguishing between gains and losses on debt arising from changes in the value of the firm and 
those arising from changes in interest rates would be virtually impossible. Further, a change in interest rates creates no net 
gain in the tax system, because the lender's gain or loss is offset by the borrower's loss or gain. To the extent that debt 
holders and equity holders face the same tax rate and would pursue the same realization strategy, the Treasury would collect 
the same tax revenue if such gains and losses were included in taxable income as it would if such gains and losses were 
ignored. This conclusion is weakened if differences in tax rates and differences in the timing of realization are taken into 
account. Excluding all gains and losses on debt could create a net loss of tax revenue to the system in some cases, e.g., if 
interest rates increase and the lender is tax-exempt and the borrower is taxable. Strengthening the case for exempting such 
gains and losses is the observation that they are most important for long-term, fixed rate debt with call restrictions. Long
term, fixed rate debt has become less important in recent years. For nonflllancial corporations, the ratio of long-term debt 
(corporate bonds, mortgages, and tax-exempt bond) to total credit market debt has fallen from 71.6 percent in 1962 to 56.4 
percent in 1990. See Flow of Funds Accounts (1991). To the extent that even long-term debt has more flexible interest rate 
adjustment than in the past, long-term fixed rate debt is even less important than the above calculation would suggest. 

17. See IRC § 302. A redemption also may qualify for sale treatment if it terminates a shareholder's interest in the 
corporation or is made to a noncorporate shareholder in a partial liquidation. 

18. The analysis in the text generally applies to individual shareholders. Corporate shareholders, which are entitled to a 
dividends received deduction (DRD), may favor dividends over share repurchases even under current law. A corporation 
entitled to a 100 percent DRD would always prefer a dividend, which would be entirely tax-free and would preserve share 
basis to offset later gains. A corporation entitled to a 70 or 80 percent DRD might prefer dividends in some cases. 

The problems raised by share repurchases under the classical system are discussed at length in the American Law 
Institute (1989), which recommends adopting "a minimum tax on distributions" of 28 percent (the maximum rate applicable 
to individual taxpayers at the time) on the gross amount of any nondividend distribution to ensure that the second level of 
tax is collected. See Section 12.C. 

19. Thus, a shareholder with a basis of $150 in his stock would pay the same amount of tax on a $200 distribution and a 
$200 payment in full redemption of his stock. In each case, the $200 payment would result in $50 of capital gain. 

The rules determining stock basis should be reexamined under shareholder allocation. Although each share of stock has 
traditionally been viewed as having a separate basis, an aggregate basis approach may be more suitable under shareholder 
allocation, as under the partnership rules. For example, if aggregation is not permitted and a shareholder holds both low basis 
shares and high basis shares, a pro rata distribution might result in recognition of gain on the low basis shares, while an 
equivalent amount paid in full redemption of only a portion of the stock might be tax-free because the shareholder could 
choose to surrender only high basis shares. 

20. A DRIP would reduce the bias against share repurchases out of taxable income. DRIPs are discussed in Chapter 9. 

21. Some have contended that the best approach would recharacterize a share repurchase as a pro rata dividend, followed 
by sales of shares among shareholders to reflect the fact that, after a share repurchase, some shareholders have cash and 
others have an increased proportionate interest in the corporation. All shareholders wo'uld pay tax on ordinary dividend 
income and would add that amount to share basis. Selling shareholders would recognize gain or loss measured by the 
difference between the amount realized on the sale and their basis in the shares. See Chi rei stein (1969). Abandoning the 
realization requirement to tax nontendering shareholders would create additional complexity and administrative difficulties. 
Indeed, since integration reduces the tax incentives for share repurchases over dividends in comparison to current law, a 
change in that policy does not seem appropriate or necessary. Moreover, allocating the EDA balance among all shareholders 
would require income allocations as complex as those required in the shareholder allocation prototype. See Chapter 3. 

22. Attempting to treat third-party sales of shares as dividends that would be excludable to the extent of the issuing 
corporation's EDA balance would entail information reporting (by brokers to the issuing corporations and by issuing 
corporations to selling shareholders and the IRS) to an unprecedented degree. Such a system would be highly impractical 
and undesirable. 
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23. Rules similar to those in IRC § 302 would be retained. Because corporations, for example, may have an incentive to 
use redemptions of tax-exempt shareholders' stock in a dividend exclusion system, it might become necessary to reduce EDA 
balances in proportion to shares redeemed. 

24. Example. A corporation owns an asset worth $100 and its sole shareholder has a basis of $100 in her stock. 
The value of the asset declines to $60, and the shareholder sells her stock for $60, realizing a $40 capital 
loss. If the corporation then sells the asset for $60, it too will realize a capital loss. 

A shareholder level loss that mirrors an unused net operating loss at the corporate level is similar to a shareholder level 
loss attributable to unrealized depreciation. 

Example. The facts are the same as in the preceding example, except that the corporation sells the asset before the 
shareholder sells her stock. The corporation has no taxable income (and no EDA balance), so that the $40 loss 
represents an NOL carryforward available to offset future income. The shareholder sells her stock for $60 and 
realizes a $40 capital loss. 

25. Under current law, capital losses of individuals are allowed only to the extent of capital gains plus $3,000 of ordinary 
income. See IRC § 1211(b). It would be possible to allow capital losses on corporate stock only to offset capital gains on 
corporate stock (plus $3,000 of ordinary income) and generally match loss and gain duplication to reduce loss duplication. 
See also IRC §§ 269 and 382-84; Treas. Reg. §§ 1.1502-21 and -22. 

Chapter 9 

1. A system of basis adjustments for retained earnings is inherent in the shareholder allocation prototype. See Chapter 3. 
A DRIP also may be appropriate in the imputation credit prototype described in Chapter 11. Section 11.1 discusses special 
considerations in adopting a DRIP in the imputation credit prototype. A DRIP would be unnecessary under CBIT if gains 
and losses are not taxed to investors, because basis in such investments would be irrelevant. 

2. This would not be true in the case of a dividend deduction system, discussed in Chapter 12. Under such a system, deemed 
dividends would be taxable to shareholders but would give rise to a corporate level deduction. Thus, at minimum, a DRIP 
in a dividend deduction system would require shareholder consent, as under current law. While we do not address the issue 
further, we question whether a DRIP should be allowed in a dividend deduction system. Rate arbitrage might occur if a 
corporation and its shareholders can elect a current corporate level deduction in return for a shareholder level tax. 

3. For example, under the dividend exclusion prototype, a shareholder must meet a 45 day holding period in order to exclude 
dividends received. See Section 2.B. 

4. For example, dividend stripping generally results in basis reduction under current law, and the same rules may be 
appropriate in the context of a DRIP. Basis allocation rules also might be used. 

Example. The facts are the same as in Example 1, except that the fair market value of X shares at the time of the 
DRIP distribution is $10 per share. Under these circumstances, the basis of both Lot A and Lot B shares will exceed 
fair market value under either allocation method. In these circumstances, basis sufficient to bring the basis of all 
shares up to fair market value should be so allocated. The balance should be allocated to all shares, pro rata. 

5. The EDA would continue to be available to pay excludable dividends (or interest, in CBIT) on any class of stock (or debt, 
in CBIT). In theory, it would be possible to maintain a separate EDA, as well as a deemed dividend account, for each class 
of stock. However, such an approach would require unacceptably complex allocations of the EDA among classes of stock, 
similar to ihe allocations of corporate income required under the shareholder allocation prototype. See Chapter 3. 

6. We rejected three alternative rules. First, the stacking rule could treat cash distributions first as a return of capital to the 
extent of previous deemed dividends. The rule recommended in the text is more favorable than this rule for any corporation 
with a remaining EDA balance, because shareholders would generally prefer excludable dividends to basis reduction. Second, 
the stacking rule could follow current law and treat cash distributions as a return of capital only after a corporation's earning 
and profits are exhausted. Deemed dividends that had been declared would reduce earnings and profits by the amount of the 
deemed dividend and cash distributions would be tax free to the shareholder to the extent treated as payments out of the 
remaining EDA. This rule would be consistent with the current treatment of corporate dividends and with the notion that 
shareholders recover capital only after recovering earnings. Under this rule, however, a corporation that had used the DRIP 
to eliminate its EDA balance but had additional earnings and profits attributable to retained preference income would be 
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required to pay taxable dividends before it could treat distributions as a return of capital. While corporate shareholders 
entitled to a DRD might prefer taxable dividends to basis reduction, we believe that the rule in the text is more favorable 
to taxpayers in most cases. Finally, cash distributions might be treated entirely as dividends and no earnings and profits 
account or account of deemed dividends would be kept. The advantage of the third alternative is that corporations would not 
need to keep an account of deemed dividends. This approach, however, may discourage use of DRIPs. 

7. We would not permit DRIPs for debt in CHIT because interest is generally paid in cash as it accrues. As Section 4.G 
discusses, CBIT would generally retain OlD or imputed interest rules to distinguish payments of interest from payments of 
principal. CBIT would not, however, retain the current rules governing the timing of imputed interest income. 

This approach raises the question of how accrual, e.g., zero-coupon, and payment-in-kind bonds would be treated. 
Consideration should be given to adopting rules that would prevent accrued discount (which, like interest, is not taxable to 
a debtholder when received) from being taxed as capital gain if the debt instrument is sold before the discount is paid. One 
approach would be to maintain the current OlD timing rules. Accrued discount would increase a debtholder's basis (but 
would not be includable in income) and would decrease the issuer's EDA (but would not be deductible). Similar issues are 
presented by discount preferred stock. See IRC § 305(c). 

8. Mechanically, a mandatory DRIP would operate like the elective DRIP, except that a corporation would be required to 
reduce its EDA to zero at the end of each year through deemed or actual distributions. A mandatory DRIP might cause 
restrictions on the forms of equity eligible for DRIP distributions to be more desirable. 

Chapter 10 

1. Auerbach (1990) presents an overview of issues relating to gains and losses during the transition to integration. 

2. As indicated in Chapter 13, we believe the best empirical evidence supports the traditional view of dividends, which holds 
that the existing two-tier corporate tax has not been fully capitalized into share values. Accordingly, we believe that 
integration may create some transition gains to owners of corporate stock but that such gains will not be as great as those 
anticipated by advocates of the new view. 

3. The second and third transition concerns described in the text are sometimes referred to as carryover problems. 

4. See Graetz (1977). 

5. See Section 2.B and Section 4.D, respectively. 

6. The stacking order rules for distributions from the EDA (see Sections 2.B and 4.D) may prolong the deferral of the tax 
on the retained earnings, however. 

7. The American Law Institute Reporter's Study Draft (1989) on corporate tax reform contains a deduction for dividends 
paid that would apply only to new equity. The proposals avoid the complexity of tracking new and old equity instruments 
by limiting the deduction to the product of a specified rate and capital contributed after the date of enactment of the 
proposals, less extraordinary distributions. American Law Institute (1989). See Section 12.C. 

8. The current rules governing the conversion of a C corporation, i.e., a corporation taxed under the classical system, to 
one of the various passthrough entities suggest the difficulties and complexities that would be involved in attempting to isolate 
old equity from new equity. These rules, which include the rules that apply to C corporations that convert to a partnership, 
an S corporation, or a RIC or REIT are concerned in varying degrees with preventing corporate income attributable to 
preconversion years from escaping the two-tier tax. None provides a particularly satisfying approach to dealing with the 
transition to an integrated corporate system. 

For example, an approach modeled on the existing rules for taxing C corporations that convert to partnerships would 
treat the corporation as though it had distributed all its assets to its shareholders in a liquidating distribution in with built-in 
gain or loss with respect to the assets is realized at the corporate level and built-in gain or loss with respect to the stock is 
realized at the shareholder level. The shareholders would then be treated as recontributing the assets to the corporation. This 
mark-to-market approach would tax all the built-in gain or loss with respect to assets at the corporate level and all the built-in 
gain or loss with respect to stock at the investor level. (Alternatively, an approach modeled on the existing rules for taxing 
C corporations that convert to passthrough status as a RIC or REIT would confine the mark-to-market approach to the 
corporate level, with shareholders taldng a carryover basis in their stock. See Notice 88-19, 1988-1 C.B. 486.) Although 
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the mark -to-market approach would eliminate any long-range transition effects from the change to an integrated corporate 
system. the substantial and immediate tax cost, together with the administrative burden that would ensue from the need to 
value all corporate assets, makes this approach unacceptable. 

A transitional approach also could be modeled on the existing rules for taxing C corporations that convert to S 
corporation status. Current law does not treat the conversion as a taxable event. However, S corporation shareholders are 
taxable on distributions from earnings and profits accumulated in C corporation years to the extent the S corporation's 
distributions exceed its cumulative taxable income. IRC § 1368. In addition, IRC § 1374 provides that if the S corporation 
recognizes gain on an asset held at the time of the conversion within a 10 year period following the conversion, the gain is 
subject to a corporate level tax. The total amount of gain subject to corporate level tax cannot exceed the net built-in gain 
inherent in the corporation's assets at the time of the conversion. IRC § 1374(c)(2). Certain items of income and deduction 
that are attributable to periods before the conversion but have not yet been recognized are taken into account in computing 
the corporation's built-in gain. IRC § 137 4( d)(5). This approach avoids the immediate tax cost associated with the partnership 
conversion model but does not avoid the valuation problem. It is administratively more burdensome than the partnership 
conversion model because the corporation has to make valuations on an asset-by-asset basis and monitor assets held at the 
time of the conversion (as well as income and deduction items attributable to pre-conversion periods) for a 10 year period. 
In addition, this approach distributes the tax burden of the transition to integration in an unequal manner because it allows 
those corporations with wasting assets or assets on which gain can be deferred beyond the end of the 10 year period to escape 
corporate level tax on the gain. 

9. The choice between limiting integration to newly contributed equity and extending it to all equity reflects assumptions 
about the extent that investor level taxes affect corporate dividend decisions and share prices. If dividend payments are 
unavoidable and shareholders do not place an intrinsic value on dividends relative to retained earnings, the classical system 
does not create any bias against dividend distributions, and investor level taxes on dividends are already capitalized into share 
values. This is the new view of dividend distributions. See Section 13.B. If that view is correct, then applying integration 
to dividends from accumulated as well as newly contributed equity would not encourage dividends and would confer a 
transition gain to holders of existing equity, the price of which would increase. As discussed in Chapter 13, however, we 
reject the new view. Accordingly, we believe that extending integration to existing equity, partiCUlarly under a phase-in, 
would not confer unacceptable transition gains, and that retaining the classical system for existing equity would maintain the 
tax bias against dividends for such equity. 

10. The Department of the Treasury recommended a phase-in approach in its 1984 proposal to provide relief from the double 
taxation of corporate income. That proposal generally would have allowed corporations a deduction equal to 50 percent of 
dividends paid to their shareholders and also would have reduced the corporate dividends received deduction from 75 percent 
to 50 percent. The proposed 6 year phase-in rule would have allowed a 25 percent dividends paid deduction in the first year 
that would have increased by 5 percentage points in each of the next 5 calendar years. Similarly, the dividends received 
deduction would have been 75 percent in the first year, with a 5 percentage points decrease in the deduction for each of the 
next five calendar years. See Treasury I, Vol. 2, pp. 136-137, 140. 

II. The imputation credit prototype described in Chapter 11 could be phased in. The imputation credit prototype contemplates 
additions to the SCA and associated shareholder level credits by reference to the maximum tax rate applicable to 
shareholders, currently a 31 percent rate. Where the corporate tax rate is less than the maximum shareholder rate, it would 
be appropriate to base shareholder credit account and imputation credit amounts on the lower corporate tax rate. This level 
of integration might be phased in two alternative ways. First, a phase-in rate might be set as a percentage of the maximum 
shareholder rate to accomplish a smooth phase-in of integration. For example, a 5 year phase-in could base the shareholder 
credit account additions and allowable shareholder credits on a rate equal to 20 percent of 31 percent (6.20 percent) in the 
first year, 40 percent of 31 percent (12.40 percent) in the second year and so on. Alternatively, the imputation credit 
prototype might be phased in by linking imputation credits to a shareholder tax rate less than the maximum individual rate. 
For example, SCAs and imputation credits might be based on the 15 percent individual rate for a several years before moving 
to the 31 percent rate. If only partial distribution-related integration were contemplated, this system could be used 
indefinitely. Such a system would be similar to the United Kingdom's imputation system. See Appendix B. 

12. See generally Graetz (1977). 

13. Most corporate debt may be called without premium after a period of time, typically 5 to 7 years. Debt instruments 
typically permit the debt to be called earlier upon payment of a redemption premium. A CBIT phase-in is likely to 
signi ficantly mitigate the increase in the cost of borrowing because corporations would be able to call their debt in substantial 
part before the disallowance of the interest deduction is fully phased in. 

14. See Section 4.G. 
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15. If an accrual method taxpayer accrues but does not pay interest before the CBIT phase-in begins, then pays the previously 
accrued interest in a CBIT transition year, this approach assures that either holder level tax (in the form of the portion of 
dividends and interest includable in the income of shareholders or debtholders) or compensatory tax is paid on such interest. 

16. The formula for transition years' additions to the EDA would be: 

Additions to EDA = p [U.S. tax paid for taxable year -u.s. tax paid for taxable year] 
.31 

+ p(dividends and interest received from CBIT entities) + p(allowable interest deduction) 

where p is the transition percentage. 

17. As Section 4.D discusses, payments of interest and dividends reduce the EDA in the order in which they are made. These 
examples assume, for purposes of illustration, that interest payments are made first and thus reduce the EDA first. 

PART IV 

Introduction 

1. Australia, Denmark, Finland, France, Germany, Ireland, Italy, New Zealand, and the.United Kingdom have all adopted 
imputation credit systems. See Appendix B for a discussion of certain of these countries' systems. 

2. Differences among dividend exclusion, dividend deduction and imputation credit systems of integration are due to 
differences in tax rates applicable to different shareholders or types of income. See Appendix C. 

Chapter 11 

1. Individual shareholders subject to rates less than 31 percent would be allowed to use the credits against tax on other 
income. See Section II.E. 

2. The grossed-up dividend is the cash dividend received by the shareholder divided by one minus the maximum individual 
tax rate (cash dividend/I-.3I). 

3. Additional restrictions on the amount of the credit would be imposed to prevent streaming of credits to taxable 
shareholders, and consideration could be given to requiring corporations to frank dividends with credits at the full 31 percent 
rate as long as there is a balance in the SCA. See Section 11.F. 

4. See also note 48, below. 

5. A compensatory tax may take either of two forms. First, it might apply only to distributions of earnings that have not been 
taxed at the full corporate rate. This requires a corporation to determine the amount of corporate tax deemed to have been 
paid with respect to each distribution and to pay additional tax to the extent that earnings used to make the distribution have 
not been subject to tax at the full corporate rate. The French and German systems follow this model. See Appendix B. 

Alternatively, the compensatory tax might be imposed on all distributions, regardless of the amount of corporate tax 
previously paid, with the compensatory tax allowed as a credit against regular corporate tax. Under such an "advance tax" 
system, a corporation is not required to determine explicitly the amount of tax deemed paid on a particular distribution. In 
an advance tax system in which the shareholder credit is computed using a corporate tax rate of 34 percent, a corporation 
is required to pay a compensatory tax on all dividends equal to 51.5 percent of the dividend (.34/.66). The corporation would 
be entitled to credit this tax against its regular corporate tax liability. Shareholders would be entitled to a credit equal to 51.5 
percent of the amount of any cash distribution, and the credit would be included in income together with the cash distribution. 
The 51.5 percent rate applied to net cash dividends is used in lieu of applying the 34 percent corporate rate to a grossed up 
amount; 51.5 percent of a $66 cash dividend ($34) equals 34 percent of $100, the $66 cash dividend grossed up at the 34 
percent rate ($66/.66). A corporation's ability to credit the compensatory tax against its regular corporate tax liability means 
that the compensatory tax results in additional tax liability only to the extent that distributions exceed the amount of fully
taxed earnings between the two regimes. The United Kingdom's Advance Corporation Tax (ACT) system represents an 
example of the second type of compensatory tax. 



Notes 226 

The principal substantive difference is that the advance tax system implicitly treats distributions as made first out of fully
taxed income, while a compensatory tax can, in theory, be combined with any stacking rule. In practice, most existing 
compensatory tax systems, such as those in France and Germany stack distributions first against fully-taxed income. While 
they differ mechanically, the two alternatives have similar economic impact on corporations subject to the compensatory tax. 

6. If a compensatory tax is set at the corporate tax rate and is refundable to shareholders so it acts solely as a withholding 
tax, all distributed income is taxed only once, at shareholder rates. Although the tax is collected at the corporate level, rather 
than at the shareholder level, no net separate corporate level tax is imposed. The compensatory tax, however, serves to 
ensure payment of the shareholder level tax as preference or shielded foreign source income is distributed. The refund of 
imputation credits associated with distributions means that the net amount of tax borne by the distribution will be determined 
solely by the shareholder's tax rate and taxable or tax-exempt status. 

7. Tin:ing preferences, as well as exclusion preferences, would increase the corporate level cost of dividends in a 
compensatory tax system, A compensatory tax requires current payment of tax on distributed preference income, thus 
removing the tax deferral created by timing preferences. Consider a firm with $100 in economic income in year one and 
$100 worth of timing preferences. Suppose further that in year two its economic income is zero (but tax is due on the $100 
deferred from the year before) and that the firm distributes all of its income in year one. With a compensatory tax, the firm 
has to pay $34 in year one; there is no mainstream tax to which the credit can be applied. Therefore, it carries over the $34 
credit to year two, so that in year m'o its tax liability is zero. In contrast, under a credit limitation system, no tax is paid 
in year one, but $34 is paid in year two. Thus, if the firm's economic income is distributed as it is earned, the present value 
of timing preferences to the firm under the credit limitation scheme is greater than under the compensatory tax scheme. On 
the other hand, taxable shareholders would receive credits in year one in a compensatory tax regime that they would not 
receive in a credit limitation system. The overall effect, therefore, would depend on the relationship of the compensatory 
tax rate to that of the shareholders. 

8. The imputation credit prototype, like the dividend exclusion prototype, is not expected to change significantly corporations' 
provision for income tax expense or the determination of taxes currently payable or payable at a future date for financial 
accounting purposes. Note 1 in Chapter 4 discusses the possible effect of a compensatory tax on corporate financial reporting. 

9. Mechanically, one can determine which distributions are made out of fully-taxed income either by tracing taxable and 
preference income or by tracking taxes paid. A tracing-of-income approach requires the corporation to maintain different 
accounts for earnings and profits that have been taxed at different rates, including different accounts for income earned in 
different years, if tax rates have changed from year to year. We consistently recommend tracking taxes paid rather than 
tracing taxable income. See Section 2.B, Section 4.D, and Section 12.A. Tracking taxable income is significantly more 
complicated than tracking taxes paid and does not seem to offer any offsetting advantages. Australia's imputation credit 
system tracks taxes paid. The French and German imputation credit systems illustrate the complexity of tracking income. 
See Appendix B. 

10. The following example compares three alternative stacking rules. The example assumes that the corporation pays tax at 
either 34 percent (nonpreference income) or 0 percent (preference income) and that corporate taxes paid are credited at the 
3 1 percent shareholder rate. 

Alternative Stacking Rules 

Economic Income 
Preference Income 
Taxable Income 
Tax (@34%) 
Preference Income Available for Distribution 
Nonpreference Income Available for Distribution 
Cash Distribution 
Tax Deemed Paid on Distribution 

Stack Stack 
Preferences 

Last 
100 

10 
90 
30.6 
10 
59.4 
50 
22.46 

Preferences 
First 
100 

10 
90 
30.6 
10 
59.4 
50 
17.97 

Pro Rata 
Stacking 

100 
10 
90 
30.6 
10 
59.4 
50 
20.22 

The "stack preferences last" approach treats each dollar distributed as coming first from nonpreference income. The $50 
distributed is less than the amount of nonpreference income available for distribution, thus, the distribution is deemed to be 
entirely nonpreference income. The "stack preferences first" approach treats each dollar distributed as coming first from 
preference income (taxed at zero percent) and then from nonpreference income. Thus, the first $10 distributed is deemed 
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to have borne no tax. The pro rata stacking approach treats each dollar as from preference and nonpreference income in the 
slime proportion as the corporation's after-tax preference and nonpreference income. The pro rata approach thus treats each 
dollar distributed in the example as having borne tax at an effective rate of 30.6 percent (90/loox34%)+(1O/lOOxO%). 
The indirect foreign tax credit allowed under IRC § 902 to certain U.S. corporate shareholders uses a pro rata stacking rule 
to determine the amount of foreign taxes associated with distributions from foreign corporations to related U.S. corporations. 

11. The ACT in effect stacks distributions first against fully-taxed income. For example, assume that the corporate rate is 
33 percent and the credit rate is 25 percent, and that a corporation earns $100 of fully-taxed income and $100 of preference 
income in a year. If the corporation distributes $100, it will pay ACT of $33.33 (.25x$1001.7S).1t will owe mainstream 
tax for the year of $33 and will be permitted to credit $25 of ACT against the mainstream tax. Thus, its tax liability for the 
year will be $8. The effect is the same as if the corporation had first paid $33 of mainstream tax and then paid a $133.33 
grossed-up distribution, deemed to be composed of $100 of fully-taxed income and $33.33 of preference income. 
Compensatory tax of $8.33 (.25 x$33.33) would be due on the distribution. In both cases, the total tax paid is $41.33. 

In contrast, the French and German systems explicitly adopt stacking rules that stack preferences last. The German 
system uses an "available net equity" account to track taxable and preference income. Available net equity is divided into 
separate "EK" baskets, consisting of income taxed at various rates. The balances in EK 50, EK 36 and EK 0 represent 
income taxed at the statutory retained earnings rate, the statutory distribution rate and at a zero rate, respectively. However, 
the corporation's income may actually be subject to rates other than those for which corresponding EK categories exist. The 
German system converts each category of income subject to tax at some other rate into equivalent amounts of EK 36 and 
either EK 50 or EK 0, as appropriate. 

The following equation converts pre-tax income subject to tax at some non-EK rate into equivalent amounts of pre-tax 
income subject to tax at the distribution rate (36 percent) and either the statutory rate (50 percent) or the zero rate: .36X+(.5 
or 0) X (Y - X) = T, where Y equals the total amount of pre-tax income (known), X equals pre-tax income subject to the 
distribution rate, (Y - X) equals pre-tax income subject to either the statutory rate or the zero rate, and T equals the amount 
of tax paid with respect to Y (known). Because X and (Y -X) must be positive, the effective tax rate, T/Y, determines 
whether the equation must contain the statutory rate or the zero rate (and whether the residual amount of income is converted 
into EK SO or EK 0). The following equations convert the pre-tax amounts, X and (Y - X), into their after-tax EK amounts: 

EK36 = (l-.36)xX 
EK SO (lfT/Y > .36) = (l-.SO)X(Y-X) 

EK 0 (lfT/Y < .36) = Y-X 

French corporations are required to segregate fully-taxed income from income potentially subject to the compensatory 
tax or precompte mobilier for tax accounting purposes. In general, dividends eligible for the imputation credit or avoir fiscal 
are deemed to be distributed first out of current fully-taxed income, and then out of fully-taxed retained income of each of 
the immediately preceding S years. Once fully-taxed income for this S year period has been exhausted, a corporation may 
choose to allocate a dividend distribution to (1) dividends received from foreign subsidiaries, (2) the long-term capital gains 
reserve, or (3) other miscellaneous preference income, in any order. France thus allows stacking of dividends last against 
preference income. 

Appendix B discusses these systems in more detail. 

12. The formula set forth in the text is based on the formula used to determine the EOA in the dividend exclusion and CBIT 
prototypes. Multiplying the EOA formula by (1/.69-1) converts after-tax income at the 34 percent corporate rate into 
imputation credits at the 31 percent maximum shareholder rate. 

13. If the 34 percent corporate rate were the credit rate, the credit in the example in the text would equal $17 and the 31 
percent shareholder would have an excess credit of $2.17 to offset other tax liability. 

14. This is the method used, for example, by New Zealand. See Appendix B, Section B.S. 

15. In general, the treatment of the adjustment as a current year item should extend only to determining the SCA balance. 
Interest on deficiencies or overpayments should be calculated as under present law. Under a compensatory tax, if liability 
is adjusted upward, the corporation would either be allowed to use accumulated excess compensatory tax to satisfy the 
liability or, if there is no excess, would be required to pay additional tax. If a corporation's prior year tax liability is adjusted 
downward, it would either increase the balance in its excess compensatory tax account, or to the extent it did not use the 
prior year tax liability to avoid compensatory tax on distributions, it would receive a refund. The corporation would not 
receive a refund of the corporate tax payment where it has been used to avoid compensatory tax because this corporate tax 
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payment has been claimed as a credit by shareholders. If a refund were allowed, shareholders would have been able to claim 
a credit for taxes that the corporation, after allowance of the refund, did not actually pay. 

16. The contrary approach, which would treat audit adjustments as an adjustment to the SCA in the taxable year to which 
the adjustment relates, is complicated and burdensome. Under that approach, a corporation that receives a refund of corporate 
tax paid may have reported to shareholders credits in excess of its adjusted balance in the SCA. An unanticipated reduction 
would occur in the SCA for the year in question, which the corporation would have to satisfy by reducing its remaining SeA 
in that year, or, if there were no remaining SCA, by paying tax equal to the deficit SCA balance (together, possibly, with 
imposition of penalty or interest). 

17. Allowing a loss to be carried back to obtain a refund of some or all of the taxes used to frank a dividend may be 
appropriate in theory, particularly if the corporation's shareholders are the same at the time of the dividend and the loss, but 
would be difficult to implement in practice. For purposes of determining shareholder level consequences, the franked 
dividend could be recharacterized retroactively as a return of capital or a distribution of preference income, depending upon 
whether the corporation had sufficient retained preferences income at the time of the dividend. If the distribution constituted 
a return of capital, no shareholder level tax would be due, but basis in the stock would be reduced by the amount of the 
distribution (which would not be grossed up for the credit). If the distribution were paid out of preference income, the 
amount of shareholder level tax would be computed only on the amount of the distribution (which also would not be grossed 
up for the credit). Requiring retroactive adjustments in shareholders' basis or tax liability would be impractical to administer, 
however, especially if shares of a corporation are widely held. 

The argument that tax refunds should be limited to the SCA balance is weakened somewhat because, under the credit 
limitation system without full refundability, amounts withdrawn from the SCA to frank past dividends may not actually have 
been used by shareholders. Shareholders cannot obtain refunds of imputation credits, and thus tax-exempt, foreign and some 
low-bracket shareholders may not enjoy the benefit of some imputation credits. In contrast, in a system with full refundability 
of imputation credits, all SCA amounts used to frank dividends would be fully used by shareholders. While there is thus 
some theoretical justification for allowing refunds in excess of the SCA to the extent that the imputation credits were not fully 
used, it would be impractical to trace the use of the imputation credits by shareholders. 

18. Current law contains limitations on the ability of taxpayers to accelerate the recognition of losses or to increase the 
amount of loss recognized for tax purposes to an amount exceeding the loss incurred economically. Such limitations include 
limitations on the deductibility of investment interest, passive activity losses, and amounts in excess of the amount the 
taxpayer has at risk with respect to an activity. Under present law, these limitations either do not apply to C corporations 
or apply only to C corporations that are personal service corporations or closely held corporations (essentially defined as 
corporations more than 50 percent of the stock of which is held by or for five or fewer individuals). 

By eliminating or reducing substantially the tax disadvantages of incorporation, distribution-related integration may 
encourage the use of corporations to avoid these rules. Because distribution-related integration removes the double tax on 
distributed corporate earnings, taxpayers may view corporations as attractive vehicles for engaging in activities designed to 
accelerate or increase tax losses. For example, individuals might use passive activity losses by contributing a loss-producing 
passive activity and an income-producing active business to the same corporation. The deferral benefit achieved by this 
structure would continue until the earnings sheltered by the preference were distributed. Distributed income would be fully 
taxable to taxable shareholders, although it would be tax-exempt in the hands of exempt shareholders. In addition, the income 
generated when the preference reverses would be subject to only one level of tax. Thus, it may be appropriate to extend some 
of or all the loss limitation rules described above to C corporations if, after distribution-related integration is adopted, 
experience shows that taxpayers are using C corporations to avoid those rules. 

19. A dividends received exclusion (DRE) would be as effective as a DRD in preventing multiple taxation of corporate 
dividends. The two could, however, produce different technical effects increases where Code limits or classifies taxpayers 
based on receipts or income. For example, dividends are taken into account under IRC § 448(b)(3), which limits the 
availability of cash method accounting for certain taxpayers with annual gross receipts in excess of $5 million. See Treas. 
Reg. § 1.448-1 T(f)(2)(iv). By contrast, dividends are excluded under IRC § 263A(b)(2)(B), which limits capitalization of 
cost requirements for certain taxpayers whose annual gross receipts do not exceed $10 million. See Treas. Reg. § 1.263A-
1 T(d)(2)(iv)(B). Regardless of the general approach, however, special adjustments may be provided wherever appropriate. 
See, e. g., IRC § 170(b )(2)(B) (corporate charitable deductions are limited to 10 percent of taxable income determined without 
regard to the DRD). During any period of transition to integration, the current law DRD could be increased in stages from 
70 percent to 100 percent as the percentage of integration increases. During periods when there is less than 100 percent 
integration, a 100 percent DRE would be inappropriate and also would require appropriate phase-in. 



229 Notes 

20. If all dividends were either fully unfranked or completely franked, it would be relatively easy to retain the current 70 
or 80 percent DRD. The mechanics would be similar to those discussed in Section 2.B in the context of the dividend 
exclusion system. Partially franked dividends would create signi ficant complexity, however. To determine its DRD a 
corporation eligible for only a 70 or 80 percent DRD would have to separate a partially franked dividend into a fully franked 
portion and a completely un franked portion. 

Example. A corporation that has a zero SCA balance owns 5 percent (by vote and value) of the stock of a second 
corporation and has no other assets. The second corporation pays a cash dividend of $166, which carries an 
imputation credit of $29.65. 

The recipient corporation must convert the partially franked dividend into fully franked and un franked components. 
A $29.65 imputation credit would fully frank a cash dividend of $66. Thus, the un franked dividend is $100 ($166-
$66). After taking into account the 70 percent DRD, the corporation must pay tax of $10.20 on $30 of income. 

Using the formula in Section 11.B, the corporation would add $38.55 ($29.65 for the credits received on the franked 
portion plus $8.90 with resped to the $10.20 of tax paid on the un franked portion) to its SCA. If the corporation 
then distributed all its remaining cash to shareholders, it would distribute $155.80 of cash ($166 -$10.20) and attach 
an imputation credit of $38.55. Assuming a 31 percent shareholder rate, shareholders would pay tax, after claiming 
imputation credits, of $21.70 «$194.35 gross dividendX.31)-$38.55). This represents shareholder tax at the 31 
percent rate on the remaining $70 of preference income not taxed in the hands of either corporation. 

21. The alternative would tax the recipient corporation on the dividend and permit the tax to be offset by any imputation 
credit attached to the dividend. The imputation credit and any additional corporate taxes paid on the dividend would increase 
the recipient's SCA. This alternative rule would eliminate tax preferences upon the initial distribution of preference income, 
whether the distribution was made to a corporate or an individual shareholder. 

22. A compensatory tax system might suggest a different result. Once the decision is made to tax distributed preference 
income to the distributing corporation, the rationale for extending preferences while the distributed income is in corporate 
solution may not be compelling. See Section 4.D. As noted in the text, however, some countries with compensatory tax 
systems (notably the United Kingdom) forgo the compensatory tax for certain intercorporate dividends. 

23. See H. Rept. No. 426, 99th Cong., 1st Sess. (1985), p. 302; S. Rept. No. 313, 99th Cong., 2nd Sess. (1986), p. 515. 

24. If, unlike the prototype recommended here, the SeA were based on tracing taxable income, difficulties with respect to 
the AMT would arise in determining the amount of tax that has been paid with respect to a particular distribution by a 
corporation that has paid AMT. However, under the tracking-tax-paid approach, adding minimum taxes to the SCA can be 
done directly. As indicated in note 26, the amount added to the SCA would be adjusted to reflect the maximum 31 percent 
rate at the shareholder level. Indeed, the need to allow imputation credits with respect to corporate AMT is an important 
reason for preferring the tracking-of-taxes-paid approach to a tracing-of-taxable-income approach under the credit limitation 
system. 

25. The corporate AMT also seems appropriate under a compensatory tax. While a compensatory tax would prevent the 
passthrough of preferences to shareholders, it would not ensure that corporations pay some level of tax on retained income. 

Imputation credits attached to a dividend represent tax prepaid at the corporate level and thus should be allowed for 
purposes of the individual AMT. 

Example. A shareholder with a 31 percent marginal rate has $100 of AMT preference income, a $100 gross 
dividend, and a $31 imputation credit. Her AMTI is thus $200. She should owe only $17 in AMT ($48 of tax less 
the $31 imputation credit). Mechanically, this can be accomplished by computing her regular tax for AMT purposes 
as zero ($31 of tax less $31 imputation credit), but allowing the full imputation credit in computing tentative 
minimum tax. Thus, her tentative minimum tax is $17 ($48-$31) and her AMT is $17 ($17-0). 

Similarly, we recommend that excludable dividends not be viewed as preference income for individual AMT purposes 
under the dividend exclusion and CBIT prototypes. See Section 2.E and Section 4.D. 

26. Although the AMT rate is 20 percent, compared with the maximum shareholder rate of 31 percent, corporate AMT 
payments are not added dollar-far-dollar to the SCA but instead, like regular tax, are reduced to reflect the difference 
between the corporate and shareholder rates. This rule is necessary because corporate AMT payments give rise to an equal 
AMT credit that offsets regular corporate tax at the 34 percent rate. 
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Example. A corporation invests $100 in an asset that will produce $100 per year for 2 years. As a deferral 
preference, the corporation is entitled to expense the asset in the first year. 

Year Cash Taxable AMT Regular tax AMT Tax Cummulative 
flow Income before credit credit due SCA 

100 0 20 nJa nJa 20 17.44 

2 lOO 100 nJa 34 20 14 29.65 

At the end of year two, the corporation has an SCA of $29.65 and $66 of retained earnings. The corporation 
distributes $66 to shareholders, and no additional tax is due. If the AMT were instead added to the SCA dollar-for
dollar, the corporation would have an SCA of $32.21 and excess credits of $2.56. 

27. Mechanically, the limitation on additions to the SCA allows distributions by the U. S. corporation out of earnings 
attributable to dividends from the foreign corporation to be treated in the same manner as distributions out of earnings 
attributable to preference income from U.S. sources. 

28. IRC § 901. 

29. Section 2.C discusses a shareholder level exclusion of foreign source income. 

30. Continuing to tax income distributed to shareholders but preserving the benefit of preferences for tax-exempt shareholders 
under a compensatory tax system would require making imputation credits attributable to the compensatory tax fully 
refundable to tax-exempt shareholders. If policymakers were to choose to tax preference and foreign income as well as 
nonpreference income received by tax-exempt shareholders, a compensatory tax should be adopted with nonrefundability of 
credits to tax-exempt shareholders. This result cannot be accomplished under a credit limitation system without a 
compensatory tax. Such a compensatory tax system might be limited to preference income, but this would require separate 
tracking of foreign source income, which could continue to be paid free of U.S. tax to tax-exempt entities. Alternatively, 
if, contrary to the recommendations here, one chooses to tax neither preference nor nonpreference income distributed to tax
exempt shareholders, credits should be made refundable to tax-exempt shareholders; a system of refundable credits could 
be provided with either a compensatory tax or a credit limitation system. Refundability, however, would cause significant 
revenue loss. 

31. See also Section 6. D for a discussion of an alternative approach under an integrated system that could be designed to 
maintain the overall level of tax revenues collected on corporate capital supplied by tax-exempt entities and achieve greater 
neutrality between the tax burden on their debt and equity capital. 

32. Assume, for example, that a U.S. corporation with 1,000 shares outstanding of a single class of stock and an SCA 
balance of $2,000 makes a distribution of $10 per share and designates $2 per share as the applicable imputation credit with 
respect to each share. One hundred of the corporation's shares are owned by a foreign person subject to U.S. withholding 
tax at a rate of 15 percent under an applicable tax treaty. The foreign shareholder will be subject to U. S. withholding tax 
of $150 on the distribution of $1 ,000 (100 shares x $ 10 distribution X 15 percent withholding tax). The corporation will reduce 
its seA by $2,000, although the foreign shareholder cannot offset the imputation credit against the U.S. withholding tax. 

33. Consideration might be given to allowing a shareholder to carryforward unused imputation credits for some period of 
time, such as 5 years. Such a carryforward would add complexity, but should serve to enable virtually all shareholders 
subject to original tax rates below 31 percent and those currently in a tax-loss position to use any excess credits. 

34. If imputation credits were fully refundable to all taxpayers, corporations and their shareholders would have no tax 
incentive to develop strategies for directing the credit to particular taxpayers. Because fully refundable credits would be 
equally valuable to all taxpayers, taxpayers would be indifferent to the form of a distribution, e.g., a $69 dividend carrying 
a $31 credit versus a $100 dividend carrying $0 credit or $100 of interest or other income such as rent or wages. However, 
in accord with the recommendations of Chapters 6 and 7, this prototype does not permit refunds of credits to tax-exempt 
or foreign shareholders. Credits thus would be available only to offset tax liability the taxpayer would otherwise owe on the 
dividends or other income. As a result, certain taxpayers, e.g., tax-exempt and foreign shareholders, would not be indifferent 
between receiving a dividend carrying a credit and a higher cash dividend distribution because to them the credit would not 
be the C(]uivalent of cash 
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If the alternative tax on investment income, described in Section 6.D, were adopted, imputation credits would be used 
by tax-exempt entities to reduce or eliminate that tax and the incentives for streaming would be reduced. 

35. One difference is that the imputation credit prototype allows low-bracket shareholders to use excess credits to offset tax 
on other income. 

36. New Zealand requires a corporation generally to frank all dividends paid during a year to the same extent even if the 
dividends relate to different classes of stock. A corporation may change its franking ratio during a year only if an officer 
of the corporation declares that the change is not "part of an arrangement to obtain a tax advantage" and the corporation 
notifies the tax authorities of the change. 

Australia has adopted several rules to prevent a corporation from underfranking a dividend. These rules require the 
corporation (1) to take into account all dividends that are paid on the same day, that have been declared but not yet paid, 
or that the corporation is committed to pay later in the same year (a "committed future dividend"), e.g., dividends on 
preferred stock, in allocating franking credits to a given dividend, (2) to frank a dividend that was a committed future 
dividend at the time of payment of an earlier dividend at least to the same extent as the earlier dividend, and (3) to frank 
a dividend at least to the same extent as any other dividend paid on the same day. These rules, however, do not prevent a 
corporation from franking an earlier dividend at one rate and franking a later dividend at a lower rate if the corporation is 
not committed to pay the later dividend or the later dividend is paid in the next year. 

Additional anti-abuse rules might be adopted as necessary. See Appendix B for a discussion of anti-streaming rules 
adopted by certain of our trading partners. 

37. The implementation of distribution-related integration may require certain adjustments to the treatment of qualifying 
reorganizations to reflect the shareholder credit system. One issue is whether the current law treatment of "boot" (money 
or property other than stock or securities in a corporate party to the reorganization) is appropriate under distribution-related 
integration. Under current law, a shareholder receiving boot in a reorganization recognizes gain equal to the lesser of the 
gain realized and the amount of boot received. If the receipt of boot has the effect of a dividend, gain recognized is taxed 
as a dividend to the extent of the shareholder's ratable share of the corporation's earnings and profits. Dividend equivalency 
is tested by treating a target shareholder as receiving only stock of the acquiring corporation and the acquiring corporation 
as then redeeming an amount of the shareholder's steck equal to the amount of boot received. 

The current treatment of boot raises problems under distribution-related integration because of the rule that limits the 
amount of boot that is taxable to the amount of the recipient's realized gain. Under distribution-related integration, this would 
allow the distribution of preference income to high-basis shareholders without shareholder level tax. It also would allow the 
distribution of fully-taxed income to high-basis shareholders without a reduction in the seA, so amounts in the SeA 
subsequently could be used to frank distributions of preference income. This is similar to the issue created by share 
repurchases. If policy makers adopt special rules for share repurchases, similar rules may be appropriate for boot. See 
Chapter 8. 

38. Assume, for example, that a corporation has two active businesses, each generating a mix of taxable and preference 
income. If the corporation could isolate each of the businesses in a separate corporation but leave the entire SeA balance 
in one corporation, shares of the corporation without any SCA balance could be distributed to tax-exempt shareholders, and 
shares of the corporation with the seA balance could be retained by taxable shareholders. 

39. In April 1990, Representative Vander Jagt introduced legislation that essentially adopts this approach. H.R. 4457, Wist 
Cong., 2d. Sess. (1990). The Vander Jagt bill would allow a tax credit to a shareholder or bondholder equal to the "gross-up 
amount" included in the holder's income. A recipient of a cash dividend or interest payment from a C corporation would 
include the gross-up amount, as well the cash received, in income. However, the amount of the credit would be limited to 
a portion of the taxpayer's tax that equals the ratio of his interest and dividend income to his total income. A corporation 
would be required to attach credits to a payment of interest or dividends representing the same proportion of the corporation's 
post-1989 taxes as the ratio of the amount of the net dividend or interest payments bears to post-1990 undistributed earnings 
and profits. No deduction would be allowed for interest or original discount paid or accrued by a C corporation. See also 
note 1 in Chapter 4. 

The AU Reporter's recent integration memoranda also adopt such an approach. See American Law Institute, Reporter's 
Memorandum No.3 (1991). 
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40. A bondholder credit system could be adopted either while retaining the current deduction for interest paid by corporations 
or in a system denying deductions for either interest or dividends at the corporate level. Retaining the deductibility of interest 
would require imposing a withholding tax on interest payments and allowing recipients a credit for such withholding. The 
following example shows the calculation of the imputation credit with and without an interest deduction. 

Example. For simplicity, this example assumes that the corporate rate is 31 percent. A corporation earns $100 of 
taxable income and agrees to pay $50 of after-tax interest. If no interest deduction is allowed, the corporation would 
pay tax of $31 and would add $31 to its taxes paid account. The taxes paid account would represent available 
imputation credits for both interest and dividends. The corporation could attach an imputation credit of up to $22.46 
to the interest payment. The $8.54 remaining in its taxes paid account would fully frank its remaining after-tax 
earnings of $19. 

If an interest deduction is allowed but a withholding tax on interest is imposed, the corporation would have to pay 
gross interest of $72.46. Net of the 31 percent withholding tax ($22.46), the interest payment would be $50. Taking 
into account the $72.46 interest deduction, the corporation would have taxable income of $27.54 and would owe 
tax of $8.54. Thus, the total tax paid would be $31 ($22.46 +$8.54). The corporation's SCA balance, which would 
be available only to frank dividend payments, would be sufficient to frank a dividend of its remaining after-tax 
earnings of $19. 

41. Therefore, CBIT might be viewed, to some extent, as substituting taxation of the payor for taxation of the recipients. 
To illustrate the concept of substitute taxation, assume a manufacturer borrows $100 for one year and agrees to pay $10 of 
interest to the lender. Assume both the manufacturer and the lender have a 31 percent marginal tax rate. The manufacturer 
plans to use the $100 to produce a product that will provide a return sufficient to pay $110 to the lender at the end of the 
year. At the end of the year, the manufacturer sells the product for $115. Under current law, the manufacturer's taxable 
income is derived by deducting from its $115 of gross sales $100 for wages, materials, and other costs of producing the 
product, and $10 for interest expense. The manufacturer would be liable for tax of $1.55 ($5x.31), and would use the 
remaining $113.45 ($115 -$1.55) to repay the $100 principal on the loan and the $10 interest, leaving an after-tax return 
of $3.45. The lender would pay $3.10 of tax on its interest income ($lOx.31) and would receive an after-tax return of 
$6.90. 

Under CBIT, the lender need only be paid $6.90 in interest. The manufacturer's taxable income would be determined 
by deducting from gross sales the $100 for wages, materials, and other production costs. Thus, the manufacturer would have 
taxable income of $15 ($115 - $1 (0) and would pay $4.65 of tax ($15 X .31). The manufacturer would then use the $110.35 
in after-tax gross receipts ($115 -$4.65) to pay $100 in principal on the loan and $6.90 in interest to the lender. The lender 
would not include the $6.90 of interest it received in its taxable income, because the tax on that income was by the 
manufacturer. The manufacturer's after-tax return would be $3.45 ($110.35-$106.90), and the lender's after-tax return 
would be $6.90. Compared to current law, the manufacturer's $4.65 CBIT liability can be viewed as including the same 
$1.55 of income tax on the manufacturer, and an additional tax of $3.10 on the lender's interest income; CBIT substitutes 
an additional $3.10 of tax on the borrower for the income tax that current law would impose on the lender. 

42. The fact that the imputation credit system taxes income at the shareholder's or lender's rate creates other differences 
between the two models. For example, no small business exception would be needed. The bondholder credit system, like 
an imputation credit system, also provides greater flexibility to change policy recommendations in the future. For example, 
relief could be provided to tax-exempt and foreign investors simply by permitting full or partial refunds of imputation credits. 
Compare Section 4.F. As with the imputation credit system, however, this flexibility is earned at the cost of substantial 
complexity. 

43. It may be appropriate to retain the withholding tax for un franked dividends and interest payments. The issue is the same 
as the treatment of taxable dividends and interest payments if no compensatory tax is imposed under CBIT. See Section 4.E. 

44. Example. A corporation earns $100 of taxable income, pays tax of $34, and adds $29.65 to its SCA. See 
Section 11. B for a discussion of how the SCA balance is calculated. The corporation could elect to pay 
deemed dividends of up to $66 «$29.651.31-$29.65) = $66). If the corporation declared a deemed 
dividend of $66, shareholders would include $95.65 in income and would be entitled to imputation credits 
of $29.65. Share basis would increase by $66. 

45. Excess credits could be used to offset other tax liability, but would not be refundable, as with imputation credits attached 
to a cash dividend. 

46. See Section 9.A for a discussion of the allocation of basis among shares. 



233 Notes 

47. The prototype also adopts a holding period requirement and extends certain other rules of current law. See Section lI.F. 
Those rules would apply to deemed dividends as well as to cash dividends. 

48. The rule described in the text would not prevent a corporation from adopting a dividend policy under which it pays 
unfranked cash dividends. It would, however, prevent a corporation from both paying partially franked or un franked 
dividends and using the elective DRIP. Neither of the two common reasons that might lead a corporation to pay partially 
franked or unfranked dividends arise in circumstances in which a DRIP would be useful. First, a corporation might want 
to distribute cash but have an insufficient SCA balance to frank all dividends fully. In that case, however, the SCA balance 
will be completely exhausted by the cash distributions, and the corporation will neither need nor be able to use the DRIP. 
Second, the corporation might want to retain an SCA balance to frank future distributions. If the corporation intends to retain 
an SCA balance for future use, however, it would not use the DRIP to reduce its SCA balance. 

Chapter 12 

1. See Treasury I, Vol 2, pp. 136-37,140; and The President's 1985 Proposals, pp. 122-26. A partial or full deduction for 
dividends paid is often expressed in terms of a split rate system, in which distributed earnings face a lower tax rate than 
retained earnings. With a full dividend deduction, a split rate system results in a zero corporate tax rate for distributed 
earnings. With partial dividend deductibility, the effective rate of deduction is (tc - tJ/tc , where tc and td are, respectively, 
the tax rate on retained earnings (the corporate rate) and distributed earnings. 

2. Although a dividend deduction could avoid extending integration benefits to tax-exempt and foreign shareholders by 
imposing non-refundable, corporate level withholding, such a system replicates the imputation credit discussed in Chapter 11. 
For example, the imputation credit prototype could be duplicated by withholding at a 34 percent rate and allowing credits 
at a 31 percent rate. The two systems may have different nontax consequences. See American Law Institute, Reporter's 
Memorandum No.1 (1990), pp. 45-47. 

3. See Section 13.H. 

4. Compare Institute for Fiscal Studies (1991) and the Reporter's Study Draft proposals discussed in Sections 12.B and 12.C, 
which avoid this problem by imputing a deduction on equity capital rather than tracking actual dividend payments. 

5. See Section 2.B. This account would restrict the dividends paid deduction to the amount of income that otherwise would 
have been taxed fully at the corporate level. For example, if a corporation paid tax of $34 under current law it should 
beallowed a dividend deduction of up to $100--the pre-tax earnings, not the after-tax amount of $66 added to the EDA. The 
difference occurs because the dividend deduction system operates on a pre-tax basis whereas the dividend exclusion system 
operates on an after-tax basis. Presumably, the corporate AMT be retained and the interaction between dividend deductions 
available for regular tax purposes and for AMT purposes would have to be addressed. 

6. The following examples illustrate how such results would occur, absent a limitation mechanism similar to the EDA. 

Example 1. A corporation earns $100 of tax-exempt bond interest income in one year. The corporation has no 
additional earnings in the next year and distributes the $100 of exempt income it earned in the first year. The 
corporation has a dividend deduction of $100, creating a net operating loss that can'be carried forward to shelter 
$100 of future retained taxable income from tax. 

Example 2. A corporation earns $100 of foreign source income and pays foreign taxes of $34 in one year. After 
the foreign tax credit, it pays no U. S. tax. In the second year, the corporation has no additional earnings but 
distributes $66. The corporation has a dividend deduction of $66, which creates a $66 net operating loss that can 
be carried forward to shelter $66 of future taxable earnings. 

7. An alternative approach, suggested in The President's 1985 Proposals, would require the distributing corporation to report 
to shareholders the portion of the dividend deducted. The deducted portion would be fully taxable to the corporate 
shareholder. The nondeducted portion would be eligible for a 100 percent dividends received deduction. Thus a corporate 
shareholder would be entitled to a 100 percent dividend received deduction with respect to dividends received in excess of 
the distributing corporation's previously taxed earnings. This approach would preserve preferences until distributed out of 
corporate solution. 

8. See Chapter 9, note 2. 
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9. See Institute for Fiscal Studies (1991) and the description in Gammie (1991). 

10. While the proposal would reduce tax-induced distortions in corporate financing decisions, if capital gains from retained 
earnings were to receive very favorable tax treatment at the investor level the IFS proposal would tend to encourage 

retention. 

11. Shareholders funds are defined as: 

(1) shareholders' funds for the previous period, plus 
(2) any new equity contributed, plus 
(3) the AFCE allowance for the previous period, plus 
(4) the taxable profits for the previous period, less 
(5) the tax paid on those profits, less 
(6) dividends and distributions to shareholders and capital repaid. 

A new corporation would have shareholders' funds for the initial period equal to the value of the equity capital contributed 
by shareholders. Additional rules would be needed to determine an existing corporation's shareholders' funds on the date 
of introduction of AFCE. 

12. The following example illustrates the difference between intercorporate equity and debt investments under the proposal. 
If Corporation A uses $100 raised from new equity to buy shares in Corporation B, shareholders' funds are $0 for A and 
$100 for B. If, on the other hand, A raised $70 from equity and $30 from debt to buy shares in B, A would have 
shareholders' funds of -$30. The negative AFCE allowance would reduce the interest deductible on the $30 of debt against 
A's profits. 

13. See American Law Institute, Reporter's Study Draft (1989). 

14. According to the Reporter's Study Draft new equity capital includes "all amounts paid in for stock or as shareholder 
contributions to capital after the date of tbis proposal." The critical distinction is between "accumulated" and "contributed" 
equity. Earnings on new "contributed" capital become "accumulated" capital, do not increase the QCC, and, therefore, do 
not qualify for a dividend deduction. The intent is to treat contributed equity capital in a manner consistent with new 
borrowing. That is, if the allowable rate for deduction were 7 percent, an increase in contributed equity of $1 million would 
generate $70,000 in dividend deductions. Earnings on the $1 million invested would not qualify for a dividend deduction. 

15. An important difference between the IFS and Reporter's Study Draft proposals is that the former grants dividend relief 
to both accumulated and new equity, wbile the latter grants relief only to new equity. The Reporter's Study Draft 
distinguishes between accumulated and contributed equity. An allowable dividend deduction is computed as the product of 
new contributed equity and the allowable rate. 

16. As a consequence, low-bracket investors would be subject to a lower tax burden on dividends than on nondividend 
distributions. 

17. The four Reporter's Study Draft proposals include coordinating rules to ensure that any particular transaction is subject 
to no more than one of these rules. For example, the MID is imposed only to the extent that a distribution does not trigger 
interest disallowance or a reduction in the capital base for the dividends paid deduction. The MID also does not apply to 
the purchase of stock as a portfolio investment. A distribution does not trigger interest disallowance to the extent that it 
reduces the capital base for the dividends paid deduction. 

18. See Chapter 10 and Section 13.B. 

PART V 

Chapter 13 

1. See, e.g., Shoven and Whalley (1972), Shoven (1976), Ballard, Fullerton, Shoven, and Whalley (1985), and Fullerton, 
Henderson, and Mackie (1987). 

2. See Gravelle and Kotlikoff (1989). 
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3. Whether these distortions in fact create significant efficiency costs depends on the response of business enterprises to the 
tax bias against incorporation. Gordon and MacKie-Mason (1991), analyzing data on individual business enterprises, find 
that changes in organizational form (between C and S corporations, and between S corporations, partnerships, and 
proprietorships) are sensitive to changes in tax rates and other tax policy incentives. 

4. For example, some potential investments that benefit from corporate organization on. account of liquidity of corporate 
securities or access to capital markets will not be undertaken even if they earn more (before taxes) than comparable 
investments in the noncorporate sector. Publicly traded partnerships, including master limited partnerships with units traded 
on organized exchanges, can have the liquidity of publicly traded corporations without the corporate taxes if they limit their 
investments to certain types of activities, principally real estate and natural resources. REITs, REMICs, and ruCs avoid a 
second level of tax provided they satisfy certain restrictions on assets and business activities. Alternatively, businesses may 
elect S corporation status. This allows them to retain some of the benefits of incorporation, but at the expense of confonning 
to certain restrictions. For example, S corporations have limitations on the number of investors they can have and the type 
of stock they can issue. See IRC § 1361 (b). 

5. In addition to corporate domestic income as a percentage of net national product, mentioned earlier, Figure 13.2 shows 
gross domestic product of all corporations and nonfmancial corporations, relative to gross domestic product; and gross 
domestic product of nonfmancial corporations relative to GNP, from 1950 to 1990. 

6. Compare the declines in 1989 and 1990 in corporate profits relative to net national product (Figure 13.1) and in total 
income in the corporate sector relative to net national product, gross domestic product and gross national product (Figure 
13.2) with the stability in income of proprietorships and partnerships relative to net national product (Figure 13.1). 

7. S corporation income here is measured consistent with pre-1987 figures. 

8. In the Midsession Review of the Budget (1990), estimated corporate receipts were decreased by approximately $7.5 billion 
to reflect revisions of the 1986 Act's effect on corporate income taxes and the greater than anticipated use of Subchapter S 
filings by corporations. 

9. A bias would remain, however, if business tax preferences and losses that reduce the effective tax rate on noncorporate 
income did not pass through corporations to their shareholders. 

10. A common rule of thumb is that the accrual-equivalent tax rate on capital gains is about one-fourth the statutory rate. 
See Poterba, "Tax policy and corporate saving" (1987) and the references therein. This adjustment captures reductions 
attributable to deferral and to the fact that the basis of inherited property is stepped up to fair market value (eliminating the 
tax on capital gains accrued before the holder's death). 

11. For example, in the late 1970s, marginal tax rates on individuals were as high as 70 percent for unearned income, while 
the top marginal rate on corporate income was 46 percent and there was a 60 percent exclusion for long-term capital gains. 
This created an incentive in some cases to shift income into corporations, because the combination of the corporate tax rate 
and the effective capital gains rate was lower than the individual tax rate on the same amount of income. See Feldstein and 
Slemrod (1978). This was particularly likely to be true for corporations with income low enough to take advantage of the 
graduated corporate rate structure. 

12. In comparing corporate and noncorporate investments, however, the degree of bias may be reduced by the existence of 
accelerated depreciation allowances. The relative importance of those allowances depends upon the marginal business level 
tax rate facing the corporate or noncorporate enterprise. In the case of the debt-equity choice, the focus is on a corporation 
contemplating the best method to finance that portion of net investment that is not being funded by the government through 
a policy of accelerated writeoffs. The existence of accelerated allowances is immaterial to that choice. 

13. In certain special cases, however, debt may not enjoy a tax advantage over equity. Consider, for example, a corporation 
whose tax liability is determined under the AMT. That corporation faces a 20 percent corporate income tax rate. Thus, if 
the accrual-equivalent capital gains rate were sufficiently low relative to the shareholder tax rate on interest income, equity 
might be the tax preferred form of financing for the minimum tax corporation. 

Because statutory corporate tax rates are graduated, a corporation with taxable income under $75,000 also would face 
a relative low (15 to 25 percent) corporate tax rate. For such a corporation, equity is less tax-disadvantaged than for 
Corporations with larger profits that face the 34 percent statutory tax rate. In addition, a corporation with a substantial net 
operating loss can be thought of as having a low corporate tax rate and, therefore, as deriving little benefit from debt as 
opposed to equity financing. 
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14. The idea that debt can improve managerial incentives is at the core of Jensen's (1986) "free cash flow" theory, a 
prominent explanation of the increase in debt financing. Jensen contends that managers, if given the leeway, will take 
advantage of the inability of suppliers of funds to ascertain whether the firm is investing efficiently. Managers may squander 
cash flow by investing for their own benefit in projects with negative present value. An arrangement in which outside lenders 
hold debt and managers hold the residual claims minimizes this misuse of cash flow. Higher productivity (and, hence, 
shareholder profitability) could result from better managerial incentives. Some studies providing empirical evidence in support 
of this proposition are reviewed in Bernanke (1989). 

This theory is subject to challenge, however. While debt fmancing is one way to mitigate the problem Jensen describes, 
it may not be the best option. If the objective is to make managers bear more residual risk, other means could be used 
(including incentive-based management compensation or reform of the oversight role, which in principle is exercised by 
boards of directors). Tax considerations have likely played a role. If taxes have contributed to increased debt, then high debt 
levels may not be the most efficient way to operate the firm. 

15. This is true to the extent that debt is costly to renegotiate. See Gertler and Hubbard (1990). The idea is that managers 
should be made residual claimants only on the component of profits they can influence: the firm specific component. For 
example, managers should not be punished if the business does poorly during a recession but no worse on average than its 
competitors. 

16. See Warshawsky (1991). 

17. Looking at changes in debt to asset ratios in the "upper tail" (the ninetieth percentile corporations) reveals that some 
firms are close to having negative net worth on a market-value basis. 

18. See Bernanke and Campbell (1988), Bernanke, Campbell, and Whited (1990), and Warshawsky (1991). 

19. The empirical evidence on the effect of taxes on corporate borrowing decisions is mixed. Studies by Ang and Peterson 
(1986), Long and Malitz (1985), Bradley, Jarrell, and Kim (1984), and Marsh (1982), for example, fail to find plausible 
or significant tax effects. Other studies, in contrast, find significant relationships between tax policy variables and corporate 
borrowing. See, e.g., Auerbach (1985), Bartholdy, Fisher, and Mintz (1985), MacKie-Mason (1990), and Masulis (1983). 
At least two studies have directly estimated the responsiveness of corporate debt financing to changes in the tax advantage 
of debt. Nadeau (1988) estimates that a 1 percent increase in the tax advantage of debt relative to equity will cause a 0.2 
percent increase in the fraction of external funds obtained by issuing debt. Rangazas and Abdullah (1987) estimate that a 1 
percent increase in the tax advantage of debt relative to equity will cause a 0.12 percent increase in the debt to value ratio 
in the short run, and a 0.4 percent increase in the debt to value ratio in the long run. 

20. This argument is made formally in Gertler and Hubbard (1991). 

21. Some financial economists have maintained that tax parameters are irrelevant for dividend payout decisions, arguing 
that share prices of dividend paying firms are set by investors who face equivalent (typically zero) tax burdens on dividends 
and capital gains. See, e.g., Miller and Scholes (1978). 

22. See, e.g., Bhattacharya (1979) and Miller and Rock (1985). 

23. The new view (sometimes described as the "tax capitalization" or "trapped equity" approach) is developed in King 
(1977), Auerbach (1979), and Bradford (1981). See also the survey in Poterba and Summers (1985). 

24. A temporary change in the dividend tax rate would change both dividend payments and investment incentives because 
of intertemporal substitution. 

25. Again, investment incentives are only affected by transitory changes in investor level dividend tax rates. 

26. Under the new view, other tax factors such as the corporate tax rate and capital cost recovery allowances affect the 
corporation's dividend distributions and the investment policy. To understand why, under the new view, permanent dividend 
taxes do not affect investment incentives, one must recognize that this view assumes that retained earnings provide the funds 
for marginal corporate equity financed investment. Consider, for example, a corporation that wants to invest $1 of capital 
by retaining an additional dollar of earnings. To retain the dollar, the corporation must reduce dividends by $1. At a 20 
percent marginal individual income tax rate, the $1 of dividends foregone represents $0.80 net of the personal level tax on 
dividends, so $0.80 represents the cost of the investment in terms of dividends foregone. In the following period, suppose 
the investment earns a 6.4 percent pre-tax return, leaving $0.043 to distribute to the shareholders after paying corporate tax 
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at a 34 percent marginal corporate income tax rate (0.043 = 0.064 X (1-0.34». Upon distribution, the shareholder receives 
a net dividend of $0.034, after paying the 20 percent tax on the dividend distribution (0.034 = 0.043 x(I-0.20». 

In determining investment incentives, however, it is the return to the shareholder relative to the cost of the investment 
that is relevant. In our example, the investment costs the shareholder only $0.80 in terms of foregone dividends, since that 
is how much she would have had to invest if the $1 had been distributed to her rather than reinvested within the corporation. 
Consequently, the rate of return relevant for determining whether the investment should be undertaken is 3.4 percent divided 
by 80 percent (4.3 percent), the pre~dividend tax return. Because the cost of the investment is always reduced by the dividend 
tax in exactly the same proportion that the return from the investment is reduced by the dividend tax, the dividend tax does 
not affect investment decisions under the new view. 

The new view does assume, however, that share appreciation on investments fmanced by retained earnings is subject 
to capital gains tax. The effective accrual tax rate on capital gains does affect investment incentives, even under the new 
view. To see why, assume that the effective accrual tax rate on capital gains is 6 percent. When the corporation retains a 
dollar, the investor owes capital gains tax of $0.06*q, where q gives the share appreciation caused by $1 of retained 
earnings. We assume that the firm pays dividends, so that q must equal 0.851 (0.851 = (1-0.2)/(1-0.06» to insure that 
shareholders are just indifferent between dividends and retained earnings. Thus, the shareholder pays capital gains tax of 
$0.051, thereby sacrificing a total of $0.851 in after-tax income to make the investment of one dollar. In the next year, the 
investment pays a dividend of $0.043, of which the investor keeps $0.034 after paying taxes at a 20 percent rate. To measure 
the investor's after-tax rate of return, we must adjust for the fact that only $0.851 was sacrificed rather than $1. As a result, 
the investor earns a 4 percent rate of return (0.04 = 0.034/0.851) after taxes. Note, however, that since the investment yields 
4.3 percent before investor level taxes, the investor level tax rate is simply the 6 percent effective tax rate on capital gains 
(0.04 = 0.043*(1-0.06». Thus, the capital gains tax, but not the dividend tax, reduces the investor's incentives under the 
new view. 

27. Under the new view, managers are assumed to maximize shareholder value, and corporations can be described as 
"immature" (with desired investment spending exceeding internal funds) or "mature" (with internal funds exceeding desired 
investment spending). Immature firms use their available internal funds from retained earnings, then seek more costly 
external finance. They would never pay dividends and issue new shares at the same time. Investors in mature firms must 
be indifferent at the margin between receiving a dollar in dividends or receiving a capital gain on the reinvested dollar. If 
the value of an additional dollar of investment in the firms is denoted by q, the investor must be indifferent between receiving 
a dividend of $ I-valued at I-m, where m is the investor level tax on dividends-and a capital gain of q dollars-valued 
at q(l-z), where z is the investor level accrual-equivalent tax rate on capital gains. Hence, I-m=q(l-z), so that q=(l
m)/(I- z) < 1. Under certain assumptions, q is related to the ratio of the market value of the firm to the replacement cost 
of the firm's capital stock. Hence, the dividend tax is capitalized in share values (i. e., decreasing m would increase q and 
the value of the firm). 

28. Under the traditional view, dividends offer nontax benefits to shareholders, so that tax-disfavored dividends are not a 
cheaper source of funds for the firm than external finance. Using the notation of the previous note, q = 1, and investor level 
dividend taxes are not capitalized in share values. 

29. See Poterba, "Tax policy and corporate saving" (1987). The Tax Reform Act of 1986 is assumed in the analyses 
discussed in this chapter to have increased the payout ratio from the 0.61 value reported by Poterba to 0.73 under current 
law. 

30. Statistical analysis is difficult because it is often difficult to isolate changes in tax rates on income from dividends that 
occur independently of changes in tax rates on nondividend income (which would affect the required return on corporate 
equity, share values, profits, and dividends in equilibrium). 

31. Brittain (1966) analyzes data on U.S. corporations from 1920 through 1960. For the corporate sector as a whole, he finds 
that in the short run (first year) a 1 percent increase in dividend tax rates would reduce the dividend payout ratio by 0.18 
to 0.42 percent. As corporations gradually adjust to the new tax system, they respond more fully, and in the long run the 
behavioral responses are larger, ranging from 0.61 to 1.02 percent. Brittain concludes that the dividend tax rate explains 
dividend payout better than any of a variety of measures of the tax penalty on dividends relative to capital gains. 

Feldstein (1970) examines the dividend payment behavior of British firms from 1953 through 1964, and finds that payout 
decisions were sensitive to the tax penalty on dividends relative to capital gains. Feldstein finds that in the short run (first 
year) a 1 percent increase in the tax penalty on dividends relative to capital gains (measured as the opportunity cost of 
retentions in terms of foregone dividends) will reduce the dividend payout ratio by between 0.27 percent and 0.68 percent. 
In the long run, Feldstein's estimates are close to 1.0. 
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King (1971, 1972) examines data on British corporations from 1949 through 1967. He finds behavioral responses that 
are lower than Feldstein's by about one-half. However, Feldstein (1972) countered that King's estimates are biased downward 
because of data problems, and maintains that the true response is closer to his own original estimates than to King's 
estimates. 

Poterba and Summers (1985) also examine data on British firms, using information through 1983. They find that 
dividends are very sensitive to the tax penalty variable. They estimate that a 1 percent increase in dividend tax rates would 
reduce dividend payout rates by 0.18 to 0.54 percent in the short run and by 1.03 to 2.6 percent in the long run. 

Poterba, "Tax policy and corporate saving" (1987) provides estimates based on data for the United States for the period 
1948 through 1986. Poterba estimates short-term responses in the dividend payout ratio with respect to the dividend tax 
penalty ranging from 0.61 to 0.78 percent. In the long run, Poterba's elasticities range from 1.56 to 4.00 percent. 

Another type of evidence comes from studies of changes in asset prices in response to taxes. Such studies attempt to 
test whether investor level dividend taxes are capitalized in share prices. Poterba and Summers (1985) studied the reaction 
of prices of British stocks to the announcement in 1970 that an integrated tax system would replace the double taxation of 
dividends. They found no significant increase in stock prices, suggesting that dividend taxes were not capitalized into share 
values. 

32. This estimated sensitivity, in principle, could reflect investors' perceptions that dividend tax changes are temporary. Even 
in the new view, a temporary decrease in dividend tax rates would increase dividend payout. Poterba and Summers (1985) 
argue, however, that empirical evidence is consistent with an effect on payout of "permanent" dividend tax changes. 

33. See Shoven (1987) and Poterba, "Tax policy and corporate saving" (1987). 

34. The calculations follow Poterba (1987), and are based on tabulations of the COMPUSTAT Industrial and Research files. 

35. In different contexts, see Lintner (1956), Easterbrook (1984), Jensen (1986), Gertler and Hubbard (1991). 

36. See the discussion in Fazzari, Hubbard, and Petersen (1988) and Hubbard (1990). 

37. Empirical evidence in support of the proposition that capital income taxes affect investment is more conclusive than for 
the case of saving. Modern theoretical models of business fixed investment build on early work by Jorgenson (1963), which 
demonstrated a link between capital spending and the cost of capital, which in tum depends in part on tax rates. Initial 
empirical evidence by Hall and Jorgenson (1967) bolstered this view. Criticism of the Hall-Jorgenson approach by Eisner 
and Nadiri (1968) and Eisner (1969) (see also later work by Chirinko and Eisner, 1983) centered on the Hall-Jorgenson 
approach of combining output and cost of capital effects in a single term. In this work by Eisner and others, the cost of 
capital effect in isolation was small. A significant effect of taxes on investment spending has been demonstrated in recent 
models using a range of underlying theoretical approaches. See, for example, Summers (1981), Feldstein (1982), Feldstein 
and Jun (1987), Fazzari, Hubbard, and Petersen (1988), and Auerbach and Hassett (1990, 1991). 

38. See Shaven and Whalley (1984) for a discussion of computable general equilibrium models. 

39. The assumptions underlying the models were made to conform to each other whenever possible. Common assumptions 
include inflation rates (3.5 percent), asset holding periods (seven years), share of capital gains excluded from tax through 
step up in basis at death (two-thirds), historical dividend-payout ratios (two-thirds of the real return), and historical debt 
shares (40 percent for corporations, 34 percent for noncorporate enterprises, and 38 percent for owner occupied housing). 
Each model generally characterizes the production technologies in a particular industry in a similar way, and where possible 
the models assume consistent behavioral responses of dividend-payout ratios and debt to equity ratios to changes in taxes. 
Only Federal taxes on capital income are taken into account in measuring investment incentives. 

40. By taxing distributions out of tax-favored or foreign-taxed income, a compen3atory tax can significantly offset the 
efficiency gains otherwise resulting from integration. In particular, had a compensatory tax been incorporated into the eBIr 
prototype (rather than the investor level tax actually recommended), the decision to retain, rather than distribute, current 
earnings would be as distorted by tax considerations as under current law. 

41. The analysis of corporate borrowing in the model is based on Nadeau (1988). He estimates an elasticity of the fraction 
of total external financing in the form of debt to the difference between the real rate of return required on equity and the 
real interest rate of o. 224. The representation of corporate borrowing in the model is consistent with an elasticity of the debt 
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to asset ratio with respect to the tax advantage of debt of 0.3. Nadeau measures the tax advantage of debt as 1-[(1-t,)(1-
tJ/(I-tJ], where tdis the tax rate on debtholders, tc is the corporate tax rate, and fe is the effective tax rate on the real return 
to equity (including the benefit from the preferential treatment of capital gains). Rangazas and Abdullah (1987) have 
estimated that this elasticity is about 0.4 in the long run, somewhat larger than the behavioral response assumed in the model 
used in this Report. 

42. The gain to shareholders from a dollar distributed as a dividend relative to an additional dollar of retained earnings is 
given by (l-m)/(l-z), where m is the tax rate on dividends and z is the accrual-equivalent tax rate on capital gains. The 
model assumes an elasticity of the dividend payout ratio with respect to this measure of relative after-tax values of 
approximately unity. This estimate is conservative. For example, Poterba (1987) estimated the long-run elasticity to be in 
the range from 1.6 to 4.0, while Feldstein (1970) estimated long-run elasticities ranging from 0.85 to 1.33. 

43. In all calculations, noncorporate business is assumed to be financed using 34 percent debt, and owner-occupied housing 
using 38 percent debt. These calculations are based on information from Balance Sheets for the U.S. Economy, Board of 
Governors of the Federal Reserve System, various issues. 

44. In fact, because nominal interest payments are deductible, the effective marginal tax rate on debt-financed investments 
is negative in these calculations. 

45. These calculations assume that retentions are never distributed. Thus, they may overstate the difference between the 
taxation of dividends and retentions. This assumption is probably appropriate for the calculations below, however, since 
incentive effects in these calculations are based on a marginal expansion of the capital, stock. Hetained earnings used to 
fmance such an expansion would be retained indefmitely. 

46. In the scaled-tax-rate calculations, and compared to current law, all prototypes reduce slightly the overall average cost 
of capital for the economy, and encourage additional savings and investment. The small reduction in the overall average cost 
of capital is caused by the reduction in the premium that corporate investments must earn to compensate investors for tax
induced corporate financial distortions. The direct tax cost of investment has, by assumption, remained fixed at its current 
law level. Since CBIT reduces fmancial distortions most significantly, it generates the largest reduction in the overall average 
cost of capital. This effect is not the focus of the present analysis, however. 

47. The incidence of the corporate income tax is discussed in detail in Section I3.G. 

48. Mackie (1991) describes the technical details of the model outlined in this section. The model is based upon Fullerton 
and Henderson (1989). 

49. See, e.g., Gordon and Malkiel (1981), Fullerton and Gordon (1983), and Gertler and Hubbard (1990). 

50. Even though in the scaled-tax-rate calculations the integration prototypes may leave constant the effective tax rate on 
investment, they still might encourage capital formation by reducing tax-induced distortions in corporate fmancial policy. 
Although small in an absolute sense, this effect may be large relative to the other gains brought on by the integration 
prototypes. Nonetheless, the static, single period calculations reported in the tables do not incorporate such an effect. 

51. We use a modified version of the Mutual Production Model introduced by Gravelle and Kotlikoff (1989). 

52. Corporate financial behavior in the MPM is based on CES functional forms with an elasticity of dividend payout ratio 
with respect to the tax penalty on dividends relative to capital gains equal to -3.0, and an dasticity of the leverage ratio with 
respect to the tax advantage of debt relative to equity equal to 0.3. Thus, the fmancial behavior in the MPM is consistent 
with, but not identical to, that assumed in the augmented Harberger model described earlier. For technical details of the 
MPM, see Gravelle (1991). 

53. As statutory tax rates rise to make the distribution-related prototype revenue neutral, the tax advantage of debt relative 
to equity also rises because the higher tax rates increase (1) the value of deducting nominal interest, and (2) the tax rate on 
purely inflationary capital gains. At the set of tax rates needed for revenue neutrality, these two effects, combined with a 
relatively large distortion in dividend policy, are sufficient to counteract the effect of the dividend exclusion or credit. As 
a result, relative to current law the tax benefit to debt rises, and corporations actually increase slightly their use of debt. 

54. The portfolio allocation model is described in Galper, Lucke, and Toder (1988). 
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55. Households hold debt and corporate equity, directly and indirectly, through certain pension holdings. The household 
allocations of debt and corporate equity in Table 13.9 reflect direct holdings. Pension holdings of debt and corporate equity 
are shown separately. 

56. Household wealth includes small net holdings of foreign equity. As a result, total wealth slightly exceeds the value of 
total physical capital, so shares can differ between the top and middle panels of Table 13.9. 

57. Though not shown, the PA model also simulates changes in portfolio shares across income groups. The shareholder 
allocation, imputation credit, and CBIT prototypes shift stock ownership from high-income to low-income groups; the 
dividend exclusion prototype shifts stock holdings to higher-income groups. In all cases, the shifts are quantitatively small. 
Larger cross-household shifts in taxable debt accompany the prototypes, especially CBIT. Broadly speaking, all of the 
prototypes reduce the share of total debt held by low-income groups, while raising the share held by middle- and high-income 
groups. 

58. Note that this can result simply because existing businesses in the noncorporate sector decide to incorporate. It does not 

necessarily imply a change in ownership of assets. 

59. Both the augmented Harberger model (AH) and MPM simulations suggest that each integration prototype would improve 
economic welfare. The models also suggest possible gains at both real and financial margins. Nonetheless, there are 
substantial differences between these two models' results. Perhaps most noticeably, the MPM produces much larger shifts 
in physical capital and in economic welfare than does the AH model. There are some key differences in the models' 
predictions about corporate financial policy, real capital shifts, and welfare changes, as described below. 

Changes in corporate financial policy. For a given prototype and fmancing mechanism, the two models predict very 
similar changes in the corporate dividend payout ratio. In the lump-sum calculations, furthermore, the two models predict 
fairly similar changes in the corporate leverage ratio. In contrast, with the scaled-tax-rate replacement mechanism, the two 
models predict somewhat different changes in the corporate leverage ratio, especially under the two distribution-related 
prototypes. Such differences can be traced to the fact that the two models (1) start with somewhat different statutory rates, 
(2) use slightly different behavioral responses in estimating corporate financial behavior, and (iii) have different equal-tax
yield requirements. 

Changes in capital allocation. The MPM generally produces larger shifts in physical capital than does the AH model. 
This difference reflects in part the MPMs greater scope for substitutability between corporate and noncorporate resources. 
The greater substitutability stems from two sources: (1) a much larger implied substitution elasticity between corporate and 
noncorporate business in each industry; and (2) a corporate-noncorporate choice in the provision of rental housing that is 
not considered in the AH model. 

Changes in welfare from improved consumption. The MPM predicts larger gains from imprOVed consumption choices. 
This difference is due principally to the MPM's greater shifts in capital (and other resources) discussed above. The greater 
substitution between the corporate and noncorporate form in the MPM means that, because investors are quite sensitive to 
tax differences, current law does more to distort the allocation of real resources in that model than in the AH model. 
Consequently, relieving the tax distortion produces a larger gain in the MPM than in the AH model. 

Changes in welfare from corporate financial policy. The MPM generally produces larger changes in welfare from 
changes in corporate debt and dividend policy. Some differences between the models' welfare results reflect di fferences in 
the predicted changes in the leverage and dividend payout ratios, as discussed above. In addition, for each prototype the 
MPM has a larger fraction of the economy's stock of capital allocated to the corporate sector under current law than does 
the AH model. Thus, the same per unit fmancial distortion would produce a larger absolute (i.e., dollar) loss in the MPM 
than in the AH model. 

60. Our gains also are on the same order of magnitude as those estimated for the 1986 Act. See, e.g., Fullerton, Henderson, 
and Mackie (1987). 

61. See Harberger (1966), Shoven (1976), and Fullerton, et al. (1981). 

62. See Fullerton (1984). 

63. See Fullerton and Henderson (1989). 
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64. Others also have emphasized the role of debt ftnance and capital gains taxes in reducing the size of the corporate tax 
wedge, and so reducing the efftciency cost of the corporate tax system. See, e.g., Gordon and Malkiel (1981) and Stiglitz 
(1973). 

65. The important differences are three. First, in this Report, only Federal income taxes distort investment decisions, while 
in Fullerton and Henderson, state and local income and property taxes also act to distort investment decisions. (All other 
things constant, this would tend to make the welfare gains from integration in Fullerton and Henderson larger than those in 
this Report.) Second, Fullerton and Henderson's calculations are based on the new view of dividend taxes while this Report 
uses the traditional view. (All else constant, this would tend to make the welfare gains from integration in Fullerton and 
Henderson smaller than those in this Report.) Finally, in this Report the model has been augmented to account for tax
induced ftnancial distortions. (This would tend to make the welfare gains from integration, even those due to real resource 
allocation alone, smaller in Fullerton and Henderson than those in this Report.) 

66. Fullerton and Gordon (1983), for example, estimate that eliminating the tax incentive for corporate debt would generate 
gains equivalent to about 0.8 percent of consumption, while Gordon and Malkiel (1981) estimate that it would generate gains 
of about 0.4 percent consumption. 

67. Neither Gravelle (1989) nor Fullerton, Henderson and Mackie (1987) considered the welfare costs of distortions of 
corporate financial decisions. 

68. Harberger (1977 and 1980) argues that evidence on rates of return on capital is consistent with capital mobility. On the 
other hand, Feldstein and Horioka (1980) found that domestic saving and investment rates moved too closely together in the 
1960s and 1970s to be consistent with capital mobility. Feldstein and Horioka reasoned that if capital were perfectly mobile 
internationally, national savings rates should be independent of national investment rates. Capital would flow to wherever 
it received the highest return, and so returns would be equalized globally. Therefore, if saving increased in a country, rather 
than reducing interest rates below the global interest rate and thereby increasing investment at home, the additional saving 
would flow abroad. However, examining data from OECD countries, they found that, over long periods, national saving 
and investment rates were highly correlated. In a regression of national investment rates on national saving rates, the 
estimated coefficient on saving was statistically significant and close to unity. They interpreted this to mean there was very 
little international capital mobility, so that a one dollar increment to national saving produced almost a one dollar increment 
to national investment. 

Since Feldstein and Horioka, there has been a series of papers examining the saving-investment relationship in time series 
and cross-section studies, generally with the intent of overturning their result. The result has, however, until recently, held 
up remarkably well for data from many countries over a long period. Recently, however, studies by Feldstein and Bacchetta 
(1989) and Frankel (1990) indicate that the close correlation between saving and investment may have broken down during 
the 1980s. Using data from the OECD countries, Feldstein and Bacchetta found that the coefficient on saving in a saving
investment regression is markedly lower for the 1980-1986 period than for prior years. Frankel used a long time series of 
U.S. data and found that the relationship between saving and investment held up well before 1980, but for the 1980-1987 
period the estimated coefftcient on saving is relatively small and statistically insignificant. 

Several authors have pointed out that national savings and investment rates are both endogenous variables. Hence if there 
are exogenous variables that are correlated with both saving and investment, one could find a significant correlation between 
the two even in the presence of perfect capital mobility. See, e.g., Obstfeld (1986), Summers (1986), and Frankel (1986). 
Feldstein and Bacchetta (1989) rejected most of these explanations. 

More recently, researchers have studied impacts of domestic capital market imperfections on capital flows. For example, 
Gertler and Rogoff (1990) present a model in which capital is perfectly mobile internationally, but capital market 
imperfections can lead domestic saving to be correlated with domestic physical investment. In their model, there is a domestic 
sector consisting of risky projects. There also is an international market for a riskless asset which yields a world rate of 
return. Foreigners can invest funds directly in the risky domestic projects, but because of asymmetric information they do 
not know how much of their funds are actually used in the project and how much reinvested in the international capital 
market. The probability of the project's success depends on how much money is actually invested in it. There is 
underinvestment of foreign funds in the risky domestic sector, but foreign investment increases with increased domestic 
investment in the risky sector. If saving increases, thereby increasing investment of domestic funds in the risky sector, 
foreigners will be willing to contribute more funds too. This may cause saving and investment to be correlated. While this 
model is stylized, it does point out that international mobility of capital in one market (for low-risk assets) need not imply 
that returns are equated internationally in markets for risky assets. 
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69. Most of the empirical evidence pertains to debt secunhes. When looking at secuntles (as opposed to saving and 
investment rates), the appropriate test is whether returns are equalized across national boundaries. To implement this test, 
one needs to define (and measure) the relevant returns that should be equalized. This is not always easy. 

Mishkin, "Are Real Interest Rates Equal Across Countries" (1984), Mishkin, "The Real Interest Rate" (1984), and Mark 
(1985) found evidence against real interest parity. In a less direct test, Barro and Sala-i-Martin (1990) estimated a system 
of country real interest rate and investment equations derived from a macroeconomic model. They found some evidence that 
global factors, e.g., global stock returns, are more important in determining a country's real interest rate than country 
specific factors. Of course, real interest parity may not hold even in the presence of perfect capital mobility if there is an 
expected change in the real exchange rate or an exchange rate risk premium. A test for capital mobility that allows for the 
existence of expected changes in the exchange rate or exchange rate risk premia is whether covered interest parity holds. 
Frankel and MacArthur (1988) and Frankel (1990) present evidence that covered interest differentials have narrowed over 
time, and that they are currently small for major industrial countries. 

The covered interest differential measures only the extent of institutional barriers and market imperfections that impede 
capital flows. It does not measure the substitutability of domestic and foreign assets in investors' portfolios. The uncovered 
interest differential is a better indicator of capital mobility capturing asset substitutability. The difference between the 
uncovered interest differential and the covered interest differential is the exchange rate' risk premium, the size of which 
provides a measure of the substitutability of assets across currencies. Froot and Frankel (1989), Giovannini and Jorion 
(1987), and others have rejected uncovered interest parity, suggesting the presence of a risk premium. Frankel (1990) 
presents some evidence that much of these differences is accounted for by expected changes in real exchange rates rather 
than exchange rate risk premia. 

To summarize, there appears to be substantial integration in asset markets for short-term debt. Of course, even if there 
is a high degree of capital mobility in these markets, imperfect substitution between these markets and other asset markets 
(for equity or long-term debt) could still be consistent with weak overall integration of capital markets. 

Tests of equity market integration in the capital asset pricing model have generally rejected international integration. See, 
e.g., Stehle (1977) and Jorion and Schwartz (1986). This may be due in part to the sample period (which does not include 
much of the 1980s). French and Poterba (1991) stress informational problems as an explanation for imperfect international 
diversification in equity markets. 

70. See Mutti and Grubert (1985) for details. 

71. The model assumes not only that debt capital is more internationally mobile than equity capital, but also that debt is more 
important in cross-holdings of assets. In the model's calibration, 66 percent of foreign holdings of U. S. assets are in the form 
of debt, while 60 percent of U.S. holdings abroad are in the form of debt. 

72. This is true even for shareholders that are tax-exempt institutions. Taxes borne by pension and life insurance funds reduce 
the incomes of their beneficiaries, and taxes falling on charitable and educational institutions reduce the services they can 
provide. 

73. See, e.g., Harberger (1962), Shoven and Whalley (1972), Shoven (1976), Pechman (1987), and Gravelle and Kotlikoff 
( 1989). 

74. See Harberger (1962). 

75. See Ebrill and Hartman (1982) and Gravelle and Kotlikoff (1989). 

76. See, e. g., Stiglitz (1973). The risk of bankruptcy may constrain the use of debt to finance the marginal investment, and 
that risk plays an independent role in the effect of the corporate tax. See, e.g., Gordon and Malkiel (1981). 

77. See, e.g., Harberger (1983), Mutti and Grubert (1985), and Pechman (1987). 

78. See Young (1988), Murthy (1989), and Gravelle (1991). 

79. This possibility seems likely for the United States since the corporate tax is not a residence-based tax. American 
multinationals pay taxes on repatriated income to the United States in excess of foreign taxes paid. The U.S. corporate tax, 
in fact, is both residence-based and source-based, since taxes on earnings retained and reinvested abroad can be deferred. 
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80. Other assumptions have sometimes been used by other analysts. While Pechman (1987) allocated the corporate income 
tax to all capital income, Pechman and Okner (1974) and Pechman (1985) used five different assumptions to allocate the 
corporate income tax: (1) to dividends, (2) to property income in general, (3) half to dividends and half to property income 
in general, (4) one-half to dividends, one-fourth to consumption, and one-fourth to employee compensation, and (5) half to 
property income in general and half to consumption. In its original (1987) study of tax burdens and in the (1988) update, 
the Congressional Budget Office allocated the corporate tax burden in two ways: (I) entirely to capital income and (2) half 
to capital income and half to labor income. The Joint Committee on Taxation has not attempted to allocate the burden of 
corporate income tax to individuals. 

The assumptions correspond to those conventionally employed in contemporary analyses of the distributional implications 
of tax changes. Early analyses by the Department of the Treasury in the 1930s and 1940s allocated the burden of the 
corporate income tax by income class on the basis of dividends or stockholdings. More recently, Department of the Treasury 
analyses of the distribution by income class of federal income taxes have consistently allocated the burden of the corporate 
tax to owners of capital. In Blueprints, the corporate income tax was allocated on the basis of total capital income. Similarly, 
in constructing Family Economic Income, the Department of the Treasury has allocated the corporate tax to families on the 
basis of their total capital income. 

81. The tax rates reflect the burden of the corporate tax borne by foreign investors and tax-exempt institutions, other than 
pensions, through their ownership of V.S. capital. The portion of the corporate tax falling on assets owned by pension funds 
is allocated to the individuals with rights to the pension reserves. 

82. Family economic income is constructed by adding to adjusted gross income: unreported and underreported income; IRA 
and Keogh deductions; nontaxable transfer payments such as Social Security and AFDC; employer-provided fringe benefits; 
inside buildup on pensions, life insurance, and IRA and Keogh accounts; tax-exempt interest; and imputed rent on owner
occupied housing. Capital gains are computed on an accrual basis, adjusted for inflation to the extent reliable data allow. 
Inflationary losses of lenders are subtracted and gains of borrowers are added. The economic incomes of all members of a 
family unit are summed to produce the family economic income used in the distributional analysis. 

83. The rate of inflation is assumed to be 3.5 percent per annum. 

84. The revenue estimates have assumed an average excludability rate of 56 percent, implying that 56 percent of the 
distributions of corporations will be excluded from income have tax credits attached that can be used by the recipient of the 
distribution to offset taxes. This rate consists of a base rate of 51 percent and an additional 5 percent representing carryovers 
of excess amounts in Earnings Distribution Accounts from prior years to exclude dividends in the current year. 

The low average excludability rate is accounted for by the fact that many corporations that distributed income to 
shareholders have paid no (or little) tax on that income. That is, much of the income distributed represents preference or 
foreign source income not taxed at the corporate level. Moreover, many corporations whose income is taxed more fully have 
low dividend payout ratios. The assumed excludability rate of 56 percent is based on Department of the Treasury 
calculations. 

85. The EDA is calculated as taxes after credits mUltiplied by (1-tc)/tc' where tc is the corporate tax rate, to gross up the 
amount of income available to pay excludable dividends. For example, for income of $100 and taxes paid of $34, $66 is 
available to pay dividends. The EDA also is $66 [(0.66/0.34) x$34]. 

86. Thus, individuals cannot exclude dividends from foreign source income except to the extent that V.S. tax is paid. 

APPENDICES 

Appendix A 

1. Treas. Reg. § 301. 7701-2(a)(I). Two characteristics, associates and an objective to carry on business and divide the 
profits, are common to partnerships and corporations and are therefore not material in distinguishing between partnerships 
and corporations. 

2. IRC § 7704. 

3. IRe § 851 et seq. 
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4. IRC § 856 et seq. 

5. IRC § 860A et seq. 

6. Exceptions include: (1) interest on purported debt that is properly viewed as equity (see, e.g., IRC § 163(e)(5», (2) 
interest on debt used to finance certain tax-favored income (see, e.g., § 265(a)(2», and (3) interest that must be capitalized 
because the debt relates to the production of future income (see, e.g., IRC § 263A(f». 

7. The Code treats a distribution as a dividend to the extent of current and accumulated earnings and profits of the 
distributing corporation. Distributions that exceed earnings and profits are treated as a tax-free return of basis to the extent 
of the shareholder's basis in the stock. To the extent that the distributions exceed basis, they are generally treated as capital 

gains. IRC § 301(c). 

8. Capital gains of individuals are subject to a maximum tax rate of 28 percent. IRC § 1(h). 

9. A domestic corporation also is entitled to a dividends received deduction (in the percentage specified in IRC § 243) for 
the U.S. source portion of dividends received from a foreign corporation that is at least 10 percent owned by the U.S. 
corporation. The deduction is 100 percent for a wholly owned subsidiary whose income is all effectively connected with a 
U.S. trade or business. IRC § 245. 

10. IRC § 385(b). 

II. The data reflect corporate taxes at both the central government and local levels. Comparisons of corporate tax receipts 
for central governments only would be misleading because some countries have much greater corporate taxation at the local 
level than others. Organisation for Economic Co-operation and Development (1991), Table 13, p. 78. 

Appendix B 

1. We believe that the descriptions that follow are complete as of December 1991. They are based in part on secondary 
sources. We are grateful to those government officials, academics, and practitioners who gave us their comments. 

2. The amount of the imputation credit is [F/(1- .39)] X .39, where F equals the amount of the distribution from the franking 
account. 

3. The amount added to the franking account each year is (61139 X n + D, where T is the total Australian tax paid by the 
corporation in the relevant period and D is the amount of franked dividends received from other resident corporations that 
period. 

4. For example, an individual shareholder owns a share with a paid-up value of AU$1.00 and a market value of AU$2.50. 
The shareholder's basis in the share is AU$2.00. The corporation buys the share (and has taxable income sufficient to frank 
fully all dividends paid that year). If the buyback is off-market, then the difference between AU$2.50 (amount paid) and 
AU$l.OO (paid up value) is a dividend (AU$1.50). That part of the purchase price not treated as a dividend (the paid up 
value of AU$l.OO) is consideration received in the sale. Thus, the shareholder also has a capital loss of AU$l.OO (AU$l.OO 
paid up value minus AU$2.00 basis). If the buyback is instead on-market, the total purchase price (AU$2.50) is consideration 
in the sale, and the shareholder has a capital gain of AU$O.50 (AU$2.50 minus AU$2.00 basis). The corporation, however, 
must debit its franking account by AU$I.50, the amount that would have been a dividend if the purchase were off-market. 

5. The required franking amount equals: CD X [RFS/(TD+CFD+SDD)], where CD is the current dividend and RFS is the 
franking surplus. RFS is reduced by any unpaid dividends with an earlier reckoning day. (The reckoning day is normally 
the day that the dividend is paid, but sometimes dividends that are part of the same distribution are not paid on the same day. 
In that case the reckoning day is the day that the first of those dividends is paid.) TD is the total amount of dividends paid 
or to be paid on the same class of shares and under the same resolution as the current dividend. CFD is the amount of the 
committed future dividends (not in TD) at the beginning of the reckoning day for the current dividend. SDD (same day 
dividends) have the same reckoning day but are paid or to be paid under a different resolution or under the same resolution 
on a different class of shares. 

6. Thus, the corporation pays a franking deficit tax equal to the franking deficit grossed-up at the corporate rate and then 
multiplied by that rate: [FD/(l- .39)] X .39, where FD equals the amount of the franking deficit. 
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7. Implementation of an accompanying foreign investment fund regime recently was postponed to July 1, 1992. This regime 
is similar in purpose, though not in details, to the U.S. PFIC rules of IRC §§ 1291-1297. 

8. For example, if a shareholder receives a taxable dividend of $100, he includes $125 in income and receives a Federal tax 
credit of $16.75. Assuming the provincial rate is 50 percent of the Federal liability, the $16.75 Federal credit reduces 
provincial tax liability by $8.38 ($16.7512). The total tax saved as a result of the credit is $25.13. 

9. The following table illustrates the Canadian system with respect to the business income of a Canadian corporation. (This 
analysis does not deal with the investment income of a Canadian private corporation, which is subject to a somewhat different 
regime.) The table assumes, for purposes of the provincial tax, that the dividend paying corporation is both resident in, and 
doing business in, Ontario, and that the individual Canadian shareholder also is resident in Ontario. Three cases are shown: 
a normal Canadian corporation, subject to a 28 percent Federal tax plus a 3 percent surtax and a 15.5 percent Ontario tax; 
a Canadian manufacturing company, subject to a 23 percent Federal tax plus a 3 percent surtax and a 14.5 percent Ontario 
tax; and a small business corporation subject to a 12 percent Federal tax on its business income (not exceeding $200,000 
per year) plus a 3 percent surtax and a 10 percent Ontario tax. The shareholder is assumed to be subject to Federal income 
tax at the top rate of 29 percent (before credit) plus a 5 percent surtax, and an Ontario tax equal to 53 percent of the Federal 
tax (after shareholder credit). For simplicity, these rates do not reflect the Federal and provincial surtax on high-income 
individuals. 

Normal Manufacturing Small Business 
Corporation Corporation Corporation 

Net income of Canadian corporation 100.00 100.00 100.00 

Federal tax 28.00 23.00 12.00 

Federal surtax (3 % ) 0.84 0.84 0.84 

Ontario tax 15.50 14.50 10.00 

Total Federal and provincial tax 44.34 38.34 22.84 

Maximum distribution to shareholder 55.66 61.66 77.16 

25 percent gross-up 13.92 15.42 19.29 

Taxable income of shareholder 69.58 77.08 96.45 

Federal pre-shareholder credit income tax 20.18 22.35 22.97 

Dividend received credit (67 % of gross-up) 9.28 10.28 12.86 

Federal tax after shareholder credit 10.90 12.07 15.11 

Federal surtax (5 %) 0.55 0.60 0.76 

Ontario tax 
(53 % of pre-surtax, post-credit, Federal tax) 5.78 6.40 8.01 

Total Federal and provincial shareholder tax 17.23 19.07 23.88 

Total value of credit to shareholder 
(Federal credit plus .53 % of Federal credit) 14.20 15.73 19.68 

Value of credit as a percentage of gross-up 102.0% 102.0% 102.0% 

Credit as a percentage of Federal and provincial 32.0% 41.0% 86.2% 

corporate tax 

10. These amounts are indexed for inflation. 

11. Assume, for example, that a regular corporation earns $25 of preference income and $100 of taxable income. Assume, 
in addition, that a regular corporation is subject to Federal tax at a net rate of 28 percent (i.e., after the provincial abatement) 
and that a shareholder is subject to Federal tax at a rate of 29 percent (both assumptions disregard surtaxes). Taking into 
account only Federal tax, the corporation pays $28 of tax. When net income of $97 is distributed, the shareholder includes 
$121.25 in income ($97 X 125 percent), has tax liability of $35.16 and is entitled to a credit of $16.25, reducing shareholder 
tax to $18.91. The total Federal tax burden on $125 of economic income is thus $46.91 ($28+$18.91), or 47 percent. Thus, 
the income has been taxed at a rate greater than either the shareholder or the corporate rate. If, on the other hand, the 
corporation had earned $125 of preference income and $100 of taxable income, the total Federal tax burden on $225 of 
economic income would be $46.91, or 21 percent. 
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12. Special rules apply with respect to dividends on redeemable preference shares. 

13. When the avoir fiscal was enacted in 1965, the French corporate tax rate on distributed (and retained) profits was 50 
percent. The 50 percent avoir fiscal percentage was chosen in order to provide shareholders with a partial imputation credit 
equal to 50 percent of the taxes actually paid by a corporation on distributed profits. When the corporate tax rate was reduced 
to 42 percent in 1988, however, the avoir fiscal percentage also was not reduced to preserve the 50 percent relationship 
between the avoir fiscal and actual corporate tax payments. Instead, the avoir fiscal percentage was maintained at 50 percent 
as a means of introducing a greater degree of integration. As a result, the avoir fiscal represented a greater percentage (69 
percent) of actual corporate tax payments on distributed profits. With the further reduction of the tax rate on distributed 
profits to 34 percent for 1992, the avoir fiscal will represent almost the entire amount of corporate level tax paid on 
distributed profits. 

14. Net operating losses generally may be carried forward for 5 years, although net operating losses attributable to 
depreciation may be carried forward indefinitely. If a net operating loss fully offsets taxable income in a carryover year, a 
dividend distribution out of carryover year income will incur the precompte mobilier. A corporation may elect, however, 
to spread a net operating loss carryover over the 5 year carryover period in order to leave some fully-taxed income in each 
year of the carryover period from which to make dividend distributions. 

Alternatively, a corporation may elect to carry back over a 3 year period a tax credit calculated by applying to the 
amount of the loss the standard corporate tax rate in effect at the end of the loss year. The tax credit may be used to offset 
income tax liability on undistributed fully-taxed profits realized during the 3 year carryback period. Any excess credit 
remaining thereafter is refunded. 

Net operating losses cannot be carried back to offset any portion of the prior years' income for which tax liability was 
satisfied using avoir fiscal or other tax credits. 

IS. Rather than separating income into fully-taxed and untaxed baskets, France effectively relies on the ability of French 
corporations to avoid the precompte mobilier out of retained earnings with respect to income taxed at rates less than 34 
percent. For example, assume that a corporation has Fl000 of gross income, FSOO of which is taxable at 34 percent and 
FSOO of which effectively is taxable at 19 percent, e. g., a dividend from a foreign corporation resident in a treaty country 
paid to a French nonparent corporation that is subject to a IS percent foreign withholding tax. If the corporation distributes 
its entire after-tax income of F735, this amount will be subdivided into two parts: a dividend of F330, which has borne 
regular corporate tax, and a dividend of F40S, which has not borne corporate tax. The precompte mobilier will be imposed 
on F40S at a rale of 50 percent, reSUlting in an additional tax liability of F202.50. Thus, the total tax liability of the 
corporation will be F467.50, and the corporation will be required to pay the additional F202.50 liability out of retained 
earnings. 

As a practical matter, a corporation wishing to distribute tax-sheltered income will reduce the amount of its dividend 
so it can pay its precompte mobilier liability out of current after-tax income. In the above example, the corporation would 
pay a dividend of F600, equal to F330 (income that has borne regular 34 percent corporate tax) plus F270 (income that is 
subject to a precompte mobilier of 50 percent). The corporation's total tax liability would be F400, equal to F265 regular 
corporate tax plus F135 precompte mobilier. 

16. The participation exemption results in an effective tax rate of (1) 2.55 percent on the gross amount of a dividend 
(including the amount of the avoir fiscal) received from a 10 percent-owned French subsidiary, and (2) 1.70 percent on the 
gross amount of a dividend (including the amount of a credit for foreign withholding tax) received from a 10 percent-owned 
subsidiary in a treaty country. 

17. In some circumstances, a French company may elect to be taxed on all foreign branch income. In such cases, the 
precompte mobilier is not imposed upon distribution of the foreign branch income. 

18. The purpose of the special rules is to avoid an effective tax surcharge that arose under pre-1990 law. Dividends received 
by a French holding company from a foreign subsidiary are exempt from French income tax in the hands of the holding 
company by virtue of the participation exemption. Prior to 1990, however, the foreign source dividend income was subject 
to the precompte mobilier upon redistribution by the holding company. Payment of the precompte mobilier by the holding 
company entitled the recipient to claim an avoir fiscal credit with respect to the redistribution. If the recipient was a French 
10 percent shareholder of the holding company, however, the participation exemption would exempt the income again in the 
hands of the 10 percent shareholder. Thus, the avoir fiscal was not needed to offset income tax liability of the 10 percent 
shareholder with respect to the dividend income. Under pre-1990 law, moreover, the avoir fiscal could not be used to offset 
income tax liability of the 10 percent shareholder with respect to other types of income. Pre-1990 law did permit the 10 
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percent shareholder to use the avoir fiscal to offset any precompte mobilier liability that it might incur upon a subsequent 
distribution of preference income; if the 10 percent shareholder did not have sufficient preference income however, all or 
a portion of the avoir fiscal (which had been "paid for" by the French holding company) was lost. 

19. The amount of the excess tax equals the amount distributed out ofEK 50 (or EK 56), grossed-up to its pre-tax equivalent, 
and then mUltiplied by the difference between 50 percent (or 56 percent) and 36 percent (the distribution rate). Accordingly, 
if D equals distributions out of EK 50 (or EK S6), the corporation receives a refund of D/.50 x .14 (or D/.44 x .20). For 
example, if a corporation earns DM100 and pays tax of DMSO, it will have DMSO in its EK SO account. If it then 
redistributes DMSO out of EK SO, the corporation will receive it refund equal to DM14 (DMSO/.SO x .14). 

20. The following table illustrates the application of the German split rate and imputation credit systems. For simplicity, the 
table ignores any surtaxes. 

Income before taxes 
Tentative corporate tax 
Decrease in corporate tax on full distribution 
Amount available for distribution 
Withholding tax (2S percent) 
Shareholder includes in income 

Cash dividend 
Withholding tax credit 
Imputation credit 

Shareholder tax liability (S3 percent rate) 
Shareholder credit 

Withholding tax credit 
Imputation credit 

Net amount due 

DM48.00 
DMI6.00 
DM36.00 

DM100.00 

DM16.00 
DM36.00 
DMS2.00 

DMlOO.OO 
DMSO.OO 
DMI4.00 
DM64.00 
DMI6.00 

DMlOO.OO 

DMS3.00 
DMS2.00 

DMl.OO 

21. The following equation converts pre-tax income subject to tax at some non-EK rate into equivalent amounts of pre-tax 
income subject to tax at the distribution rate (36 percent) and either the statutory rate (SO percent) or the zero rate: 
.36X+(.S or O)x(Y-X) = T, where Y equals the total amount of pre-tax income (known) subject to some non-EK rate, 
X equals pre-tax income subject to the distribution rate, (Y - X) equals pre-tax income subject to either the statutory rate or 
zero rate, and T equals the amount of tax paid with respect to Y (known). Because X and (Y - X) must be positive, the 
effective tax rate, T/Y, determines whether the equation must contain the statutory rate or zero rate (and whether the residual 
amount of income is ultimately converted into EK SO or EK 0). 

The following equations convert the pre-tax amounts, X and (Y - X), into their after-tax EK amounts: 

EK 36 = (1-.36)XX 
EK SO (ifT/Y > .36) = (l-.SO)x(Y-X) 

EK 0 (if T/Y < .36) = Y-X 

22. Specifically, the calculation converts the DM100 into DM71.4 of income subject to the 36 percent distribution rate (.36+ 
.SX(DMlOO-X) = DM40) and the remainder, DM28.6, into income subject to the SO percent statutory rate (DM100-
DM71.4 = DM28.6). This translates into available net equity of DM4S.7 in the EK 36 category (.64 xDM71.4) and 
DM14.3 in the EK SO category (.SOxDM28.6). 

23. Specifically, the calculation converts the DMlOO into DM69.4 of income subject to the 36 percent distribution rate (.36X 
= DM2S) and the remainder, DM30.6, into income subject to the zero rate (DMlOO-DM69.4 = DM30.6». This translates 
into available net equity of DM44.4 in the EK 36 category (.64xDM69.4) and DM30.6 in the EK 0 category (DMlOO
DM69.4). 

24. The rules for carrybacks and carry forwards of net operating losses are designed to prevent the refund of an amount of 
tax that, by virtue of the imputation credit, has already been used to offset shareholder taxes. In summary, when a German 
Corporation suffers a net operating loss for a year, it first enters the full amount of the loss as a negative adjustment to its 
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EK 02 account. The corporation may then carry back the loss for two years and (to the extent the loss is not absorbed in 
these years) may carry forward the loss indefinitely. 

With respect to carrybacks, the loss may be deducted in the earlier year, and generate a refund, only to the extent of 
taxable income in that year less the sum of (1) any distributions in that year and (2) the distribution tax (36 percent) on such 
distributions. In effect, a carryback deduction is only allowed against taxable income if the tax. on such income has not 
already been returned to shareholders by way of credit. 

If the NOL is not absorbed through carrybacks, it is carried forward and deducted in later years. As the loss is deducted 
(and is thereby automatically reflected in the EK 50 account), it is credited against the original negative adjustment to the 
EK 02 account. 

25. All German enterprises (including foreign corporations with permanent establishments in Germany) also are subject to 
the municipal "trade tax." This tax has both income tax and capital tax components. The basic trade tax rates are set by the 
Federal Government, but the local governments (which collect the tax) have considerable discretion to increase them. The 
income tax component is typically 15 percent. The trade tax is deductible in computing a corporation's normal tax liability. 
The trade tax is not taken into account in the examples in this summary. 

26. Tax is always withheld on dividends at the statutory 25 percent rate at the time of distribution (except as noted below). 
Shareholders entitled to reduced withholding under a treaty must apply the German tax authorities for a refund of the excess 
withholding. This rule applies even to publicly traded shares. 

Some treaties contain an anti-avoidance rule designed to discourage corporations from distributing profits to nonresident 
shareholders who reinvest these profits in the same corporation in order to gain the benefit of the lower distribution rate on 
what are, in effect, retained profits. Such distributions are subject to a higher withholding tax than normal distributions. (The 
1954 U.S.-Germany treaty had such a provision, but it was unilaterally waived by Germany in 1981.) 

27. The following example illustrates the treatment of foreign source income and foreign stockholders. Assume a German 
corporation has two foreign branches, the first in a treaty country (Country 1) and the second in a nontreaty country (Country 
2). The corporation has DM 100 of German profits, DM 100 of Country 1 profits, and DMlOO of Country 2 profits (all pre
tax). The German profits are taxed at the statutory rate of 50 percent. The Country 1 profits are taxed in Country 1 at a rate 
of 25 percent and are exempt in Germany (under the Business Profits and Double Taxation articles of the treaty). The 
Country 2 profits are taxed in Country 2 at a rate of 30 percent and are subject to tax in Germany, but the German tax is 
reduced by a foreign tax credit. During the next year (when the corporation has no profits anywhere), all of the prior year 
profits are distributed to a foreign shareholder (who enjoys no treaty benefits). 

The German profits of DM100 produced equity of DM50 in the EK 50 account. When these profits are distributed, the 
corporation receives a refund of DM 14, also distributed to the foreign shareholder. The distribution of DM64 is subject to 
25 percent withholding of DMI6. The foreign shareholder receives no imputation credit with respect to this distribution. 

The Country 1 profits of DMlOO produced equity of DM75 in the EK 01 account. When this equity is distributed, it 
is subject to the 36 percent distribution tax (DM27), but the tax is credited and refunded to the foreign shareholder. The 
entire distribution (DM75-DM27+DM27) is subject to 25 percent withholding (DM18.75). 

The Country 2 profits of DM 100 were reduced by DM30 of Country 2 tax, and then by an additional DM20 of German 
tax (at the statutory rate of 50 percent after the foreign tax credit). In allocating this income to EK accounts, the corporation 
is considered to have paid tax. of DM20 on profits of DM70 (an overall tax rate of 28.6 percent). Specifically, the 
corporation is treated as having paid a 36 percent tax on DM55.6 and a 0 percent tax on DMI4.4. This produced equity of 
DM35.6 in EK 36 (55.6-(55.6 x36%» and DMI4.4 in EK 01. When the profits are distributed, the distribution out ofEK 
36 is not subject to any further tax. and produces a refunded credit of 36/64, or DM20. The distribution out of EK 01 is 
subject to the 36 percent distribution tax, which is refunded. This results in a distribution, including refunds, of DM70 
(DM35.6+ DM20+ DMI4.4- DM5.2+ DM5.2 = DM70). The total distribution is subject to statutory withholding of 25 
percent (DM 17.5). 

The treatment of pre-1977 profits is illustrated by the following. Assume the corporation in the above example had only 
DM 100 of German profits, which were earned in 1976 and were subject to a tax of 56 percent at that time. The net profits 
of DM44 were placed in EK 03 in 1977, when the integration system was implemented. When these profits are distributed 
to a foreign shareholder in 1990, they are subject to a distribution tax of 36 percent (DM15.8), which is credited and 
refunded to the shareholder, producing a total distribution of DM44. This total distribution is subject to statutory withholding 
of25 percent (DMIl). 
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28. The following example illustrates the mechanics of New Zealand's credit system. A corporation earns income of 
NZ$I00, of which NZ$60 is taxable, and the tax is NZ$19.80 (at a 33 percent rate). The corporation distributes the 
remaining NZ$81.20 to its shareholders. The payment of tax of NZ$19.80 gives rise to a credit to the ICA in the same 
amount. The maximum amount of credits that can be allocated to the distribution is NZ$33.99 (NZ$60 x .33/(1- .33». 
However, the corporation only allocates a credit of NZ$19.80 to the distribution to avoid having a negative ICA and 
incurring penalties. Not taking into account the refundable resident withholding tax, the shareholder would include NZ$loo 
in income (the cash distribution plus the attached credits), and have tax liability of NZ$33 and a credit of NZ$19.80. As a 
result, the shareholder has additional tax liability of NZ$13.20. 

29. Until March 31, 1991, the CFC regime applied only to a transitional list oflow-tax countries (the "black list" countries). 
As of April 1, 1991, the new regime applies in full to a CFC resident in any country other than Australia, the United States, 
the United Kingdom, Japan, France, Germany or Canada (the "grey list" countries). The CFC rules apply to investors in 
a CFC resident in a grey list country only if the CFC has taken advantage of overseas "specified tax preferences," and only 
if New Zealand tax exceeds the foreign tax that would be payable if the item were not a preference under that foreign 
country's tax laws. To date, there is only one scheduled specified tax preference, namely, any exemption from income tax 
for income derived from a business carried on outside the country. 

30. The shareholder continuity rules do not apply to any corporation whose shares are listed on the New Zealand Stock 
Exchange. 

31. The amount of the imputation credit IS [(D/(1-. 25)] x .25 = D/3 where D equals the amount of net qualifying 
distributions. 

32. The following example illustrates the mechanics of the imputation credit and ACT. The example assumes: (1) a corporate 
tax rate of 33 percent, (2) a basic personal rate of 25 percent, (3) that all shareholders are taxed at a marginal rate of 25 
percent, and (4) that the corporation distributes to shareholders all after-tax (including ACT) earnings. 

A. 
B. 

C. 
D. 
E. 

F. 
G. 
H. 
I. 
J. 
K. 
L. 
M. 
N. 
O. 
P. 

Corporate income before preferences 
Preference deductions or exclusions (e.g., accelerated cost recovery 
in excess of book depreciation) 
Corporate taxable income (A - B) 
Corporate tax (.33 xC) 
Cash distributions to shareholders «A-F-I) or (A-[(.33-.25)/ 
1.33) 
ACT (Ex.25/(l-.25» 
Limit on use of ACT (.25 xC) 
ACT applied against mainstream corporate tax (lesser of F and G) 
Net mainstream tax (D-H) 
Total tax paid by corporation (F + I) 
Retained earnings (A - E - 1) 
Surplus ACT credit available for carryback or carryforward (F - H) 
Shareholder income (E + F) 
Shareholder tax (.25 xM) 
Shareholder tax net of imputation credit (N - F) 
Total corporate and shareholder tax paid (J + 0) 

£100.00 
40.00 

60.00 
19.50 
71.40 

23.80 
15.00 
15.00 
4.80 

28.60 
0.00 
8.80 

95.20 
23.80 
0.00 

28.60 

If the shareholder in the example were instead a tax-exempt entity, the shareholder would be eligible for a refund of the 
entire imputation credit of £23.80. Accordingly, the total tax paid by the corporation and the shareholder would be £4.80, 
the net mainstream tax paid by the corporation. 

33. An indirect foreign tax credit is allowed with respect to taxes paid by a foreign corporation to aU. K. corporation that 
owns at least 10 percent of the foreign corporation. A similar credit is allowed if the foreign corporation is a controlled 
foreign corporation the income of which is taxed currently to a U.K. shareholder. 

34. Assume that a corporation earns £100 (of which £70 is U.K. source and £30 is foreign source income) and pays foreign 
tax of £9 on the foreign source income (at a 30 percent rate). The corporation's mainstream tax is £24, of which £23.10 is 
attributable to U.K. income (.33 x £70) and £0.90 is attributable to to foreign source income ((.33 x £30) -£9). The 
corporation distributes £60 and pays ACT of £20. Under the general limit described in Section B.6.h, the corporation may 
apply the ACT of £20 against its mainstream tax on U. K. -source income only to the extent of 25 percent of £70, or £ 17.50. 
The corporation also may apply ACT against the £0.90 of U. K. mainstream tax payable on the foreign source income (the 
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lesser of the mainstream tax payable and 25 percent of £30 of foreign source income). Thus, the corporation offsets £18.40 
(£17 .50+ £0.90) of ACT against its mainstream tax liability of £24 and therefore must make an additional payment of £5.60. 
The corporation's total U.K. tax liability is £25.60. 

35. The following example illustrates the difference in treatment of shareholders in countries with such treaties and 
shareholders in countries without such treaties. 

Example. A corporation distributes a total of £300, consisting of £75 to each of the following: Shareholder A, a 
national of a nontreaty country, Shareholder B, aU. S. national owning less than 10 percent of the stock, 
Shareholder C, a U.K. resident, and Shareholder D, a U.S. national owning at least 10 percent of the stock. 
Shareholders A and C are subject to tax in the United Kingdom at a marginal rate of 40 percent, Shareholder B is 
subject only to the 15 percent withholding tax, and Shareholder D is subject only to the 5 percent withholding tax. 
The corporation pays ACT of £100 (£300 x .25/(1- .25), or £25 on each distribution. 

Shareholder A is treated as receiving a distribution of only the £75 actually paid to him and is liable for tax of £30 
(.4Ox£75). Shareholder A is treated as having paid tax of £18.75 (.25x£75) due to the ACT paid by the 
corporation. Thus, Shareholder A must pay an additional £12.25. 

Shareholder B is treated as receiving a distribution of £100 and is liable for tax of £15 (.15X£100). Shareholder 
B is treated as having paid £25 (ACT paid on the distribution), and thus is entitled to a refund of £10. 

Shareholder C also is treated as receiving a distribution of £100 and is liable for tax of £40. Shareholder C is 
treated as having paid £25, and thus must pay an additional £15. 

Shareholder D is treated as receiving a distribution of £87.50 (£75 actually distributed plus one-half of the ACT) 
and is liable for tax of £4.38 (.05 x£87.50). Shareholder D is treated as having paid £12.50 (one-half of the ACT), 
and thus is entitled to a refund of £8.13. 

Appendix C 

1. In that case, the credit would not only be nonrefundable but also would not be allowed to offset tax on other income of 
shareholders subject to tax at less than the maximum rate. The imputation credit prototype, described in Chapter 11, is a 
hybrid of these two approaches. It allows credits at the maximum shareholder rate but permits low-bracket shareholders to 
use excess credits against other tax liability. 

2. The second to last column of the example that follows in the text illustrates that this approach will pass through 
preferences if the corporate and shareholder rates are identical. 

3. Corporate tax credits could be passed through by treating credits as equivalent to corporate taxes paid. Corporate 
preferences that are exclusions from income could be passed through to shareholders by a separate accounting at the 
corporate level and exclusion at the shareholder level. Passing through deferral preferences, however, would be more difficult 
because some account would have to be taken of their reversal over time. The corporate AMT, for example, has a credit 
for AMT taxes against future regular income taxes. Alternatively, asset basis might be adjusted. Either of these approaches 
would be complicated at the shareholder level. See McLure (1979), pp. 95-99. 

4 .. There may be an indirect benefit to tax-exempt shareholders if a dividend exclusion system results in increased stock 
pnces. 
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AFCE: Allowance for Corporate Equity. See Section 12.B. 

ACT: Advance Corporation Tax (United Kingdom). See Appendix B, Section B.6. 

ALI: American Law Institute. 

AMT: Alternative minimum tax. See Appendix A, Section A.I. 

AMTI: Alternative minimum taxable income. See Appendix A, Section A.I. 

Capital export neutrality: The principle that investors should pay equivalent taxes on capital income, 
regardless of the country in which the income is earned. See Section 7.B. 

Capital import neutrality: The principle that all investments within a country should face the same tax 
burden, regardless of whether they are owned by a domestic or a foreign investor. See Section 7.B. 

CBIT: Comprehensive Business Income Tax. See Chapter 4. 

C corporation: A corporation taxed under the classical system as set forth in Subchapter C of the 
Internal Revenue Code. See Appendix A, Section A.I. 

CGE model: Computable general equilibrium model. See Section I3.C. 

Classical system: The two-tier corporate tax system, which taxes earnings on equity capital at both the 
corporate and shareh'Jlder level. 

Code: The Internal Revenue Code of 1986, as amended. 

DRD: Dividends received deduction. See Appendix A, Section A.I. 

DRIP: Dividend reinvestment plan. See Chapter 9. 

EDA: Excludable Distributions Account. See Sections 2.B and 4.B. 

EK: Eigencapital (equity capital) (Germany). See Appendix B, Section B.4. 

FEI: Family Economic Income. See Section 13. G. 

GDP: Gross domestic product. The value of fmal goods and services produced by factors of production 
in the United States. 

GNP: Gross national product. The value of fmal goods and services produced by U. S. owned factors 
of production, including factors that are actually used overseas. 

ICA: Imputation Credit Account (New Zealand). See Appendix B, Section B.S. 
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Inbound investment: Investment by foreign persons in the United States. See Section 7.A. 

IRS: Internal Revenue Service. 

MPM: Mutual production model. See Section 13.F. 

MTD: Minimum tax on distributions. See Section 12.C. 

NNP: Net national product. GNP minus capital consumption (depreciation). 

NOL: Net operating loss. See Appendix A, Section A.I. 

OEeD: Organisation for Economic Co-operation and Development 

OlD: Original issue discount. The OlD rules govern the accrual of discount on debt. Discount is 
economically equivalent to interest. 

Outbound investment: Investment by U.S. persons in foreign countries. See Section 7.A. 

PA model: Portfolio allocation model. See Section 13.F. 

REIT: Real estate investment trust. See Appendix A, Section A.I. 

REMIC: Real estate mortgage investment conduit. See Appendix A, Section A.I. 

RIC: Regulated investment company. See Appendix A, Section A.I. 

R&D: Research and development. 

S corporation: A corporation which bears no corporate tax and whose shareholders are taxed under the 
passthrough regime set forth in Subchapter S of the Internal Revenue Code. See Appendix A, 
Section A.I. 

SCA: Shareholder Credit Account. See Section II.B. 

S&L: Savings and loan association. 

Subchapter C: The portion of the Internal Revenue Code that governs the taxation of corporations 
under the classical system. See Appendix A, Section A.I. 

UBIT: Unrelated business income tax. A tax-exempt entity is subject to UBIT on income derived from 
a business unrelated to the entity's exempt purpose and on certain passive income to the extent it 
is financed with debt. 
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PUBLIC DEBT NEWS 
Department of the Trc~:'l\jl \ • Bureau olthc Public Debt • Washington, DC 20239 

FOR RELEASE :\ T ~:oo P\1 
January 7, 1992 

Contact: Peter Hollenbach 
(202) 219-3302 

PUBLIC DEBT ANNOUNCES ACITVITY FOR 
~~rt 'RITIES IN THE STRIPS PROGRAM FOR DECEMBER 1992 

Treasury's Bureau ut the Public Debt announced activity figures for the month of December 1991. 
t)f securities within the Serarate Trading of Registered Interest and Principal of Securities 
rrogram. (STRIP~). 

Principal Outstanding 
(Eligihle Securities) 

Held in unstrippeu Form 

Held in Stripped Form 

ReconstituteJ in December 

Dollar Amounts in Thousands 

$569,724,725 

. 
$436,579,960 

$133,144,765 

$5,032,610 

The accompanying table gives a breakdown of STRIPS activity by individual loan description. 
The balances in this tJble are subject to audit and subsequent revision. These monthly figures are 
included in Table VI of the ~1onthlv Statement of the Public Debt, entitled "Holdings of Treasury 
Securities in Stripped Form." These can also be obtained through a recorded message on 
(202) -t-t7-9~73. 
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TREASURY NEWS 
FOR RELEASE AT 2:30 P.M. 
January 7, 1992 

CON'I1ACT: O"(f$,.ce of Financing 
202-219-3350 

TREASURY'S WEEKLY BILL OFFERING 

The Department of the Treasury, by this public notice, 
invites tenders for two series of Treasury bills totaling approxi-
mately 520,400 million, to be issued January 16, 1992. This 
offering will result in a paydown for the Treasury of about $1,675 
million, as the maturing bills are outstanding in the amount of 
$22,069 million. Tenders will be received at Federal Reserve 
Banks and Branches and at the Bureau of the Public Debt, Washing-
ton, D. C. 20239-1500, Monday, January 13, 1992, prior to 
12:00 noon for noncompetitive tenders and prior to 1:00 p.m., 
Eastern Standard time, for competitive tenders. The two 
series offered are as follows: 

91-day bills (to maturity date) for approximately 
$10,200 million, representing an additional amount of bills 
dated October 17,1991 and to mature April 16, 1992 
(CUSIP No. 912794 Y3 7), currently outstanding in the amount 
of $ 11,291 million, the additional and original bills to be 
freely interchangeable. 

182-day bills for approximately $ 10,200 million, to be 
dated January 16, 1992 and to mature July 16, 1992 (CUSIP 
No. 912794ZD 9). 

The bills will be issued on a discount basis under competitive 
and noncompetitive bidding, and at maturity their par amount will 
be payable without interest. Both series of bills will be issued 
entirely in book-entry form in a minimum amount of $10,000 and in 
any higher $5,000 multiple, on the records either of the Federal 
Reserve Banks and Branches, or of the Department of the Treasury. 

The bills will be issued for cash and in exchange for 
Treasury bills maturing January 16, 1992. In addition to the 
maturing l3-week and 26-week bills, there are $11,803 million of 
maturing 52-week bills. The disposition of this _latter amount was 
announced last week. Tenders from Federal Reserve Banks for their 
own account and as agents for foreign and international monetary 
authorities will be accepted at the weighted average bank discount 
rates of accepted competitive tenders. Additional amounts of the 
bills may be issued to Federal Reserve Banks, as agents for foreign 
and international monetary authorities, to the extent that the 
aggregate amount of tenders for such accounts exceeds the aggre
gate amount of maturing bills held by them. For purposes of deter
mining such additional amounts, foreign and international monetary 
authorities are considered to hold $802 million of the original 
l3-week and 26-week issues. Federal Reserve Banks currently hold 
$ 932 million as agents for foreign and international monetary 
authorities, and $7,885 million for their own account. These 
amounts represent the combined holdings of such accounts for the 
three issues of maturing bills. Tenders for bills to be maintained 
on the book-entry records of the Department of the Treasury should 
be submitted on Form PO 5176-1 (for I3-week series) or Form 
PO 5126-2 tIer ~-week series). 
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 2 

Each tender must state the par amount of bills bid for, 
which must be a minimum of $10,000. Tenders over $10,000 must 
be in multiples of $5,000. Competitive tenders must also show 
the yield desired, expressed on a bank discount rate basis with 
two decimals, e.g., 7.15%. Fractions may not be used. A single 
bidder, as defined in Treasury's single bidder guidelines, shall 
not submit noncompetitive tenders totaling more than $1,000,000. 

The following institutions may submit tenders for accounts 
of customers if the names of the customers and the amount for 
each customer are furnished: depository institutions, as 
described in Section 19(b)(1)(A), excluding those institutions 
described in subparagraph (vii), of the Federal Reserve Act 
(12 U.S.C. 461(b}); and government securities broker/dealers 
registered with the Securities and Exchange Commission that are 
registered or noticed as government securities broker/dealers 
pursuant to Section lSC(a)(l) of the Securities and Exchange 
Act of 1934, as amended by the Government Securities Act of 
1986. Others are only permitted to submit tenders for their 
own account. Each tender must state the amount of any net long 
position in the bills being offered if such position is in excess 
of $200 million. This information should reflect positions held 
as of one-half hour prior to the closing time for receipt of com
petitive tenders on the day of the auction. Such positions would 
include bills acquired through "when issued" trading, and futures 
and forward contracts as well as holdings of outstanding bills 
with the same CUSIP number as the new offering. Those who submit 
tenders for the accounts of customers must submit a separate 
tender for each customer whose net long position in the bill 
being offered exceeds $200 million. 

A noncompetitive bidder may not have entered into an 
agreement, nor make an agreement to purchase or sell or other
wise dispose of any noncompetitive awards of this issue being 
auctioned prior to the designated closing time for receipt of 
competitive tenders. 

Tenders from bidders who are making payment by charge 
to a funds account at a Federal Reserve Bank and tenders from 
bidders who have an approved autocharge agreement on file at a 
Federal Reserve Bank will be received without deposit. Tenders 
from all others must be accompanied by full payment for the 
amount of bills applied for. A cash adjustment will be made 
on all accepted tenders, accompanied by payment in full, for 
the difference between the par payment submitted and the actual 
issue price as determined in the auction. 

11/5/91 



TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 3 

Public announcement will be made by the Department of the 
Treasury of the amount and yield range of accepted bids. Com
petitive bidders will be advised of the acceptance or rejection 
of their tenders. The Secretary of the Treasury expressly 
reserves the right to accept or reject any or all tenders, in 
whole or in part, and the Secretary's action shall be final. 
Subject to these reservations, noncompetitive tenders for each 
issue for $1,000,000 or less without stated yield from anyone 
bidder will be accepted in full at the weighted average bank 
discount rate (in two decimals) of accepted competitive bids 
for the respective issues. The calculation of purchase prices 
for accepted bids will be carried to three decimal places on 
the basis of price per hundred, e.g., 99.923, and the deter
minations of the Secretary of the Treasury shall be final. 

Settlement for accepted tenders for bills to be maintained 
on the book-entry records of Federal Reserve Banks and Branches 
must be made or completed at the Federal Reserve Bank or Branch 
by the issue date, by a charge to a funds account or pursuant to 
an approved autocharge agreement, in cash or other immediately
available funds, or in definitive Treasury securities maturing 
on or before the settlement date but which are not overdue as 
defined in the general regulations governing united States 
securities. Cash adjustments will be made for differences 
between the par value of the maturing definitive securities 
accepted in exchange and the issue price of the new bills. 

Department of the Treasury Circulars, Public Debt Series -
Nos. 26-76, 27-76, and 2-86, as applicable, Treasury's single 
bidder guidelines, and this notice prescribe the terms of these 
Treasury bills and govern the conditions of their issue. Copies 
of the circulars, guidelines, and tender forms may be obtained 
from any Federal Reserve Bank or Branch, or from the Bureau 
of the Public Debt. 
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FOR IMMEDIATE RELEASE Contact: Chris Hatcher 
202-566-5252 

THE HONORABLE JOHN ROBSON 
DEPUTY SECRETARY OF THE TREASURY 

REMARKS AT THE 
FLETC AWARDS OF EXCELLENCE CEREMONY 

JANUARY 8, 1992 
CASH ROOM 

It is an honor to be here with today's awardees. It also is 
a pleasure to be with the families and friends from the 
enforcement community joining us for this ceremony. I know all 
of you share in Treasury's pride for the men and women at the 
Federal Law Enforcement Training Center and around the nation who 
do the hard work of training our law enforcement officers. 

First-rate law enforcement is a priority at the Treasury 
Department. We are actively engaged in efforts against illegal 
drugs, money laundering, telecommunications fraud and illegal 
weapons. And behind those efforts are the Customs Service, IRS, 
Secret Service, ATF, and FinCEN. 

But there is another aspect of enforcement. In today's 
world of complex and sophisticated crime, officer training is 
critically important work. Officers and criminal investigators 
often must be chemists, accountants, marksmen and psychologists 
within the same week. perhaps President Bush put it best in his 
proclamation of the first National Law Enforcement Training Week 
two years ago. He said: 

"By equipping officers with the knowledge and skills they 
need, law enforcement training helps them to protect our 
homes, businesses and communities." 

For 70 federal law enforcement agencies, along with others 
on the state, local and international level, FLETC has the 
formidable task of providing basic and advanced training -
making it the premier interagency training organization in the 
world. And the Center's success is due, in large part, to first
rate cooperation of agencies participating in FLETC, including 
those represented at this ceremony. 
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Today, we are here to recognize and honor a few outstanding 
people from agencies who share in the commitment to quality 
training for vigorous, fair and effective law enforcement. We 
are presenting the first Excellence in Law Enforcement Training 
Awards to highlight those individuals and organizations who have 
made exemplary contributions to their field. 

These annual awards are granted in three areas: Individual 
Achievement; Organizational Achievement; and Lifetime 
Achievement. Those who receive the awards have displayed 
innovation, creativity, leadership and professional fortitude 
proving they have what it takes to make enforcement training 
effective. 

To today's awardees, congratulations on a job well done. 

2 

You have set a standard that will be hard to match for future 
award winners. And for those engaged in the continuous effort to 
deliver innovative enforcement training, good luck to you. You 
are doing something that touches the lives of all Americans. 

Thank you. 

### 



FOR IMMEDIATE RELEASE 
January 8, 1992 

Contact: Chris Hatcher 
(202) 566-5252 

DEPUTY TREASURY SECRETARY ROBSON PRESENTS 
AWARDS OF EXCELLENCE IN LAW ENFORCEMENT TRAINING 

The first annual Awards of Excellence in Law Enforcement 
Training were presented by Deputy Secretary of the Treasury John 
E. Robson in a ceremony held today at the Department of the 
Treasury. 

In presenting the awards, Deputy Secretary Robson said, 
"The American people must be safe from the terror of violent 
crime. The individuals honored today have dedicated themselves 
to making our neighborhoods safer by improving law enforcement 
training. We owe them a debt of gratitude and must continue to 
support vital crime prevention programs." 

To underscore the critical role of law enforcement training 
in achieving these goals, the Federal Law Enforcement Training 
Center (FLETC), a bureau of the Treasury Department, has 
established three Awards of Excellence in Law Enforcement 
Training to recognize those individuals and organizations who 
make outstanding contributions to the law enforcement training 
profession. These national awards are granted annually in the 
categories of Individual Achievement, organizational Achievement, 
and Lifetime Achievement. 

"Quality training is the foundation upon which the 
successful law enforcement officer's career is built," said 
FLETC Director Charles F. Rinkt;vich. "As the nation's largest 
law enforcement training organization, it is appropriate that the 
FLETC sponsor these awards to recognize outstanding achievements 
by individuals and organizations in law enforcement training." 

The 1991 recipient of the Individual Achievement Award is 
Ohio state Patrol captain Robert F. Welsh for his "innovative 
leadership in the development of the Ohio state Patrol's React, 
Fire, Win training program." Also known as "Red Handle Gun," the 
program is a survival-oriented defensive firearm~ course which 
prepares officers to properly react when under fire. Welsh, a 
25-year veteran of the Ohio state Patrol, is the author of a book 
on police officer survival and has taught his concepts to 
officers from the united states, Canada, and South America. 

- more -
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The Organizational Achievement Award was presented to the 
Police Training Bureau of the Metro-Dade Police Department of 
Miami for reducing violence between citizens and police officers. 
In cooperation with the Washington, DC-based Police Foundation, 
the Bureau conducted a Violence Reduction study which analyzed 
records of police/citizen encounters resulting in violence or 
citizen dissatisfaction. From this study they developed a 
training program to teach officers defusing skills and 
techniques, tactical approach, and the hazards of reflexive 
responses. Accepting the award for the bureau were Major Richard 
Ward and Lieutenant Jerome Coney. 

Norman C. Boehm, Executive Director of the California 
commission on Peace Officer Standards and Training (POST), 
received the Lifetime Achievement Award for continuous leadership 
in the area of law enforcement training and standards. During 
his 12 years with the California POST, Boehm made many 
cont~ibutions to law enforcement training, both in California and 
the llation. Under his leadership, the California POST 
established the California Law Enforcement Command College, a 
two-year executive training and development program; the 
Supervisory Leadership Institute, an eight-month program to 
enhance the leadership abilities of first-line supervisors; and a 
computer-assisted, interactive videodisc training program. 

The FLETC is an interagency training center serving 71 
Federal law enforcement organizations. While the major training 
effort is providing basic training programs to federal police and 
investigative personnel, the FLETC also conducts many advanced 
training programs and assists state and local agencies in 
conducting specific training programs. Last year, more than 
26,000 students were trained at the FLETC, either a~ its 
headquarters at Glynco, Georgia, or at one of ~~s satellite 
training centers in Marana, Arizona and Artesia, New Mexico. 

000 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

ASSISTANT SECRETARY 
January 1992 

The Honorable Dan Rostenkowski 
Chairman 
committee on Ways and Means 
U.S. House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

Section 6067(b) of Public Law 100-647, the Technical and 
Miscellaneous Revenue Act of 1988, provides that the Secretary of 
the Treasury or his delegate, in consultation with the Federal 
Deposit Insurance corporation, shall conduct a study with respect 
to the proper method of allocating excess pension assets in the 
case of a transaction described in section 414(1) (2) (G) of the 
Internal Revenue Code of 1986. 

Pursuant to the directive, I hereby submit this "study 
on the Allocation of Excess Pension Plan Assets in the Case of 
Bridge Banks". 

I am sending a similar letter to Representative 
Bill Archer. 

Enclosure 

sincerely, 

~ 7J{ tJ ~ 
-~w. Gideon 
Assistant Secretary 

(Tax Policy) 
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I. BACKGROUND 

This report was prepared pursuant to a Congressional mandate set forth ill section 

6067(b) of the Technical and Miscellaneous Revenue Act of 1988 ([AMRA). 

Section 2005(c) ofTAMRA added section 414(1)(2) to the Internal Revenue Code of 1986 

(the Code), generally requiring a specific allocation of excess pension plan assets in the case of 

a new defined benefit plan created through a spin-off transaction by an overfunded defined 

benefit pension plan. These excess asset allocation rules, however, do not apply to pension plans 

either created or affected by spin-off transactions if the new plan created by the spin-off is 

maintained by an employer outside of the controlled group of the original plan sponsor. 

Section 6067(a) of TAMRA provided for a limited application of these excess asset 

allocation rules in the case of a bridge bar,k that receives assets and liabilities of an insured bank 

closed by bank regulators. I This rule becomes important if the bridge bank establishes a defined 

benefit pension plan that covers the former employees of the closed bank who are subsequently 

employed by the bridge bank. Section 6067(b) of TAMRA mandated a study by the Secretary 

of the Treasury, or his delegate, in consultation with the Federal Deposit Insurance Corporation 

(the FDIC)/ as to the appropriate method of allocating pension plan assets in the case of a 

transaction described in section 6067(a) of T AMRA (a spin-off of a portion of a pension plan 

to a bridge bank). 

The principal Issue that arises under section 6067(a) of T AMRA is a basic conflict 

between federal pension policy and bank insurance policy that develops in the case of a pension 

plan sponsored by a bank holding company that owns a failing bank. Under pension principles, 

the plan sponsor of an overfunded defined benefIt pension plan (in this case, the bank holding 

company) generally is entitled to any surplus assets in the pension plan remaining after the 

I The asset allocation rules of section 414(/)(2) of the Code ordinarily would not apply in 
this case, because the bridge bank is not part of the same controlled group of corporations within 
the meaning of section 414(l)(2)(D)(v) (treated as the same employer under sections 414(b), 
414(c), 414(m), or 414(0) of the Code) as the closed bank. 

2 Representatives of the FDIC have been consulted in connection with the preparation of this 
report and concur in its conclusions. 
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satisfaction of the liabilities under the plan. Bank insurance policy supports the view that the 

FDIC. as receiver of the closed bank (or any bank designated by the FDIC to take over assets 

and liabilities of the closed bank), is entitled to an equitable interest in the overfunding of the 

bank holding company',) pension plan. Bankruptcy policy also must be considered, since the 

bank holding company may be under the protei;tion of the bankruptcy court. 

IT. PENSION PLAN EXCESS ASSETS 

Employers sponsoring defined benefit pension plans are required by the Employee 

Retirement Income Security Act of 1974 (ERISA) and the Code to establish separate trust funds 

to accumulate assets needed to pay future pensions. The amounts contributed to the trust 

established for the benefit of the employees are determined on the basis of actuarial assumptions 

that project future cash flow requirements from· the trust fund and an actuarial method that 

establishes the contribution pattern over time that provides for the projected cash flow. 

The goal of the actuarial method is to accumulate the exact amount of assets in the trust 

that are needed to pay the pensions of all current employees and retirees by the end of a 

specified period of time (the funding period). At any interim moment prior to the completion of 

the funding period there may be more or less assets accumulated in the trust fund than are 

needed to provide for the benefits that have accrued under the benefit formula as of that interim 

point of time. 3 Typically, in the case of pension plans that base benefits on future salaries, the 

assets accumulated in the trust fund exceed the liabilities for accrued pensions (based on current 

compensation levels) that would be payable if the plan was terminated. 4 

3 Even after the close of the funding period, there may be more or less assets in the trust 
fund than needed to provide for future pensions as the actual experience of the trust fund 
diverges from the projections. For example, in the 19805, higher than expected investment return 
resulted in many defined benefit plans becoming overfunded. 

4 This occurs because the funding must be determined by assuming that the plan is ongoing. 
Consequently, the amount of contributions made to the trust fund must anticipate the effect that 
future salary increases will have on projected benefits. Such future salary increases would not 
matter if the plan was immediately terminated. 
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Under ERISA and the Code, when a defined benefit pension plan is terminated the 

surplus assets generally may be distributed to the employer (after satisfaction of all liabilities to 

plan participants and their beneficiaries).5 There are no specific requirements t' at the surplus 

assets that revert to the employer be allocated among the various members of the controlled 

group whose employees participate in the plan. 6 

Higher than expected investment returns on pension assets have been common in the last 

10 years. This fact, coupled with a very competitive annuity market, has created the potential 

for employers to terminate their defined benefit plans and recover a substantial amount of surplus 

assets from their overfunded pension plans. In the peak year of 1985, 582 employers had large 

reversions totalling $6.1 billion? in surplus pension asset reversions. 3 Although the reversion 

excise tax and generally lower market interest rates in subsequent years have reduced the 

fmancial incentive for these reversions, there remain many plans with substantial amounts of 

excess assets. 1990 duta indicate that the total potential excess assets upon termination of all the 

overfunded defined benefit plans in the country exceed $200 billion dollars. 9 

5 See section 4044(d) of ERISA and section 401 (a)(2) of the Code. The plan provisions also 
must pwvide for the distribution of surplus assets to the employer. 

6 There is, however, a requirement in section 4044(d) of ERlSA that, in the case of a 
defined benefit plan that requires employee contributions, the employees who contributed are 
entitled to a share of the surplus. 

7 1990 Annual Report of the Pension Benefit Guaranty Corporation. Large reversions are 
defined as over $1 million. 

8 In response to this phenomenon, Congress added an excise tax of 10 percent on reversions 
of excess pension asse.ts from terminated defined benefit plans in 1986. Thls rate was increased 
to 15 percent in 1988. 1990 legislation increased the rate to 20 percent, but applied a 50 percent 
rate unless the employer shared the surplus with the plan participants either through a benefit 
increase or by providing for some of the surplus to be transferred to a replacement plan. See 
section 4980 of the Code. 

9 1990 Annual Report of the Pension Benefit Guaranty Corporation. 
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Even if an employer does not choose to terminate the overfunded pension plan, the 

existence of the overfunding is advantageous for a plan sponsor because it maximizes the tax 

benefit associated with pension plan funding and reduces the need for additional contributions 

to provide future pensions. If the surplus is large enough, the employer may be able to provide 

for the employees' retirement benefits without making any additional contributions to the trust 

fund. 

ill. SPINOFFS OF PENSION PLANS 

The employer sponsoring a pension plan can separate the plan into two or more separate 

plans. This transaction, known as a "spin-off", often is done in connection with a cOfJXJrate 

divestiture-although there is no requirement that a plan spin-off accompany a divestiture. Prior 

to the enactment in TAMRA of section 414(1)(2) of the Code, the rules applicable to plan spin

offs were found in sections 401(a)(12) and 414(1) of the Code. In general, these sections required 

as a condition of tax qualificationlo that each plan involved in a spin-off transaction provide 

each employee with a benefit (on a plan termination basis) after the spin-off equal to or greater 

than the benefit (also on a plan termination basis) the employees would have been entitled to 

before the spin-off. 1l However, there were no statutory provisio;-.s covering the allocation of 

the surplus (assets in excess of the liability for current accrued benefits) between the two plans. 

\0 The Code provides favorable tax treatment for certain trusts which are established to hold 
qualified pension plan assets and for the participants in those plans. The tax benefits include an 
exclusion of the amounts contributed on behalf of the employees from current income for both 
income and social security tax purposes and an exemption from tax for the earnings on the funds 
in the pension trust. 

II In the case of a plan that had assets at last equal to the actuarial present value of accrued 
benefits, an employee's benefit on a plan termination basis is generally equal to the employee's 
accrued benefit based on the current level of salary and years of credited service. In such a case, 
the requirements of sections 401(a)(12) and 414(1) were satisfied, if, pursuant to the spin-off 
transaction, each piece of the former plan is allocated assets at least equal to the respective 
actuarial present values of accrued b~nefit liabilities. 
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T AMRA added section 414(1)(2) of the Code. The new section generally requires a plan 

that undergoes a spin-off transaction, and has total assets in excess of the minimum amount 

needed for each piece of the former plan tc .:>atisfy the requirements of section 401(a)(12), to 

allocate the exGeSS assets among the resulting plans according to a specific formula. 12 Three 

exceptions were mad~ to the generally applicable rule: plans that were transferred out of the 

controlled group, plans that were transferred out of multiple employer plans, and plans that were 

terminated as part of the spin-off transaction. 

Among the reasons for the new provisio~J may have been a concern that employers could 

use spin-<Jff transactions within the controlled group in ')rder to avoid the application of the full 

funding limitation. 13 The same concern would not exist in the case of a spin-off to an employer 

outsid~ the controlled group. Consequently, in the latter case, the old employer and new 

employer may decide what portion of the excess assets to transfer to the portion of the plan 

created by the spin-off maintained by the new employer as part of their arms-length price 

negGtiations for the divestiture. 

IV. BRIDGE BANKS 

Section 503 of the Competitive Equality Banljng Act of 1987 amended the Feder31 

Deposit Insurance Act (the FDIA) to permit the establishment of a bridge bank when any of 

three conditions were met. 14 Section 214 of the Financial Inslitutions Reform, Recovery and 

12 The formula is based on the respective amounts of the difference between the full funding 
liability (the ongoing liability defined under section 412(c)(7)(A)(i) of the Code) and the plan 
termination liability for each of the pieces of the former plan. 

l3 The Code prescribes a full funding limitation for defined benefit plans. Contributions in 
excess of the full funding limitation are nondeductible and subject to a 10 percent excise tax 

under section 4972 of the Code. 

14 These conditions are: (1) the net cost of reorganizing and operating a bridge bank would 
not exceed the cost of liquidating a failed bank (including paying its insured accounts), (2) the: 
continued operation of the failed bank is essential to provide adequate banking services in the 
community, or (3) the continued operation of the failed bank is in the best interest of the 
depositors of the closed bonk and the public. 
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Enf('~ment Act of 1989 further amended the FDIA to authorize the FDIC to organize a bridge 

bank in anticipation of the default of an insured bank. 

If the FDIC organizes a bridge bank, the bridge bank assumes insured deposits of the 

failed bank and such other liabilities and assets as the FDIC deems appropriate. Once 

established, the bridge bank continues to operate as a bank, but with somewhat closer oversight 

on the part of the FDIC, until such time as bridge bank status is terminated 15 

For some purposes, the bridge bank steps directly into the shoes of the failed bank. For 

instance, Congress required that the bridge bank honor commitments to credit-worthy customers. 

Under Notice 89-102, 1989-2 C.B. 436, the Internal Revenue Service treats a bridge bank as 

the successor entity to the transferor bank. Thus, in the case of a failed bank that is a subsidiary 

member of an affiliated group fIling a CO:1solidated tax return, the bridge bank continues as a 

member of the group. 

V. TIIE CONFLICTING GOALS OF PENSION POLICY AND 

BANK INSURANCE POLICY 

If a failee bank sponsors a defined benefit pension plan, the FDIC serving in the role of 

a receiver or conservator of the failed bank generally has the authority to amend the pension plan 

and consequently has control of the disposition of any excess assets in the plan. For example, 

the FDIC can merge the plan with another defined benefit plan established by a bridge bank or 

an acquirer of the failed bank. However, in the case of a plan that is sponsored by a bank 

holding company for the joint benefit of the employees of the bank holding company and the 

failed bank, the bank holding company, under the terms of the plan, norr.i2.l1y would retain 

control of the disposition of the excess assets in the pension plan. 16 

15 For example, as a result of the acquisition of the bridge bank. 

10 If the bridge bank (or another corporation that directly acquires the failed bank's assets) 
is going to maintain a defined benefit pension plan for the benefit of employees transferring from 
the failed bank to the new bank that reflects their service with the failed bank, there generally 
will be a spin-off of the plan sponsored by the bank holding company. While a spin-off of the 
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This issue as to control of the surplus pension assets arose during the deliberations of 

TAMRA. Concern was expressed that when assets and liabilities of a banking subsidiary of a 

bank holding company are transferred to a bridge bank established by the FDIC and the bank 

holding company goes into bankruptcy, the bankruptcy trustee could seek to maximize the 

recovery to the creditors of the bank holding company by retaining the full amount of the surplus 

pension assets in the bankruptcy estate. In contrast, the FDIC expressed the view that the closed 

banks contributed to any surplus in the pension plan through their historical contributions to the 

trust fund and consequently were entitled to an equitable portion of that surplus. 

Congress al..Jressed this issue by the enactment (in section 6067(a) ofTAMRA) of section 

414(1)(2)(G) of the Code. Section 414(f)(2)(G)(i) specifies that a bridge bank that receives any 

assets and liabilities of a failed bank is to be treated as a member of the controlled group of the 

plan sponsor for purposes of applying the rules of section 414(1)(2). Thus, any spin-off of the 

pension plan to the bridge bank generally would require the allocation of any excess pensian 

assets under the terms of section 414(1)(2) that app] y to spin-offs within the controlled group. 

S:xtion 414(l)(2)(G)(ii) of the Code further provides that the requirements of section 

414(f)(2)(G)(i) are not satisfied unless the bridge bank has the right to require the transfer of up 

to 50 percent of the excess assets in the pension plan into a new defined benefIt plan established 

by the bridge bank for the be:1efit of former employees of the closed bank that are employed by 

the bridge bank at anytime within the 180-da y period after the date that the failed bank is 

closed I7 and any other rT'erger, spin-off, termination, or similar transaction during the 180-day 

penod without the conse.11t of the bridge bank IS precluded. 

The solution that Congress fashioned in T AMRA split the difference between the 

competifl" claims of the FDIC and the bank holding company by specifying that the plan 

plan to the new sponsor may be desirable from an employee relations and business point of 
view. neither ERISA nor the Code generally require a plan sponsor, e.g., the bank holding 
company, to transfer a pension plan or a portion of a pension plan to the new employer of 
employees subject to a corporate transaction. 

17 This provision applies regardless of whether the plan sponsor chooses to spin-off the plan 
to the bridge bank. 
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sponsored by the bridge bank had the right to 50 percent of the excess pension assets.18 This 

compromise serves the purpose of avoiding costly litigation to resolve the ambiguities of plan 

provisions regarding a failed bank's rights to a share of any excess penSlOn assets. 

VI. CONCLUSIONS 

'While the solution enacted by Congress in 1988 may have been a fair resolution to the 

specific controversies that Congress had before it at the time, it is not an appropriate solution 

of general applicability. The fact that a bank holding company is the pcnslOn plan sponsor of a 

plan that is pnmarily for the benefit of employees of the failed bank or banks should not mean 

that the FDIC, as receiver of the failed bank or banks, has less than an equitable right to the 

entire amount of overfunding in the pension plan. Accordingly, the provislOn should be amended 

to require an equitable allocation l9 of 100 percent of the excess assets of a pension plan 

whenever a bridge bank receives assets and liabilities of an insured bank closed by regu~ators. 

There is no compelling policy reason to ovemde an equitable allcx::atlOn of surplus pension 

IS Although the statute literally describes a transfer of SO percent of the total excess assets, 
the Conference agreement specifies that the Senate amendment (requiring an equitable allocation 
of the excess pension assets in the case of a spin-off involving a bridge bank) only applies with 
respect to 50 percent of the excess assets. See H.R. ConL Rep. No. 1104, lOOth Cong., 2d 
Session, 11-166. 

19 While the definition of an equitable allocation of the excess pension assets may be subject 
to debate, the formulas for allocating excess pension assets generally applicable in section 
414(l)(2) are an appropriate starting b<l.sis. Under these formulas for example, if the excess of 
the full funding liability over the plan term!natlOn liability for the employees transferred to the 
bridge bank represents 80 percent of the excess of the full funding liability over termination 
liability for the plan as a whole, then the bridge bank would be entitled to assets equal to the 
termination liability for the transferred employees, plus 80 percent of the plan assets in excess 
of the termination liability. It should be noted, however, that to the extent that the pension plan 
is overfunded on an ongoing basis (there are assets in excess of the full funding liability), a 
different allocation basis may be appropriate for the assets in excess of the full funding liability. 
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assets:'c' by arbitrarily mandating that 50 percent of the excess pensIOn assets are under r;1e 

con trol of the bank holding company. 21 

ill addition, it should be noted that the existing provlsIOns relating to the mandatory 

allocatIOn of surplus pension assets do not contain an effective enforcement mechanism to ensure 

that tk pension plan sponsored by the bridge bank in fact receives 50 percent of the excess 

pension assets. 22 Thus, consideration should be given to providing the FDIC or the bridge bank 

witl! a right of action to ensure that a bank holding company executes the r1lDdatory transfer of 

surolus pension assets. 

20 One potential concern in expanding the mandatory equitable ;tl!ocallon of the surplus 
pension assets is that a bank holding company whIch is potentially subject to this rule (the bank 
hoiJIng company that sponsors an overfunded defined benefit plan covering employees of a 
subsid:ary bank In danger of failing) may feel compelled to terminate the plan and recapture the 
surplus prior to the failure of the subsidIarY bank rJ.:her than risking ~he Joss of control of the 
disposluon of the excess assets under seCllon 414(fH~)(G). However. the potential gain from this 
action would be limited by the 50 percent eXCIse tJ.x that would be imposed on the amount of 
the reverSIon, the corporate income tax that the sponsor would have to pay, and the cost of the 
termination (including the cost of vestIng all the employees). Funhermore, a sponsor that 
attempts to terminate the plan for thIS purpose In contemplatIon of the Insolvency of the 
SubSIdIary bank will be hampered by the 60-day notice requirement for plan terminatIons and 
the likelIh<X>d of litigation with the FDIC under 12 US.c. §91 or similar state statute. 

21 ThIS is especially true to the extent that all of the members of the cOl1trolled group are 
JOIntly and severally responsible for complyIng with minimum funding requirements under 
section 412(c)(ll) of the Code. 

21 The current provision is a condItIon of tax-qualification. Thus. the sanction for failure to 
act is a loss of the special tax treatment accorded a qualified plan. Among other effects, this 
imposes a tax burden on the employees who panicipate in the plan. See footnote 10 above. 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

ASI~ANTSECRETARY January 1992 

The Honorable Dan Rostenkowski 
Chairman 
Committee on Ways and Means 
u. s. Bouse of Representatives 
Washington, D.C. 20515 

Dear Hr. Chairman: 

section 6064 (d) (4) of Public Law 100-647, the Technical 
and Miacellaneous Revenue Act of 1988, provides that the 
Secretary of the Treasury or his delegate shall conduct a study 
of the tax treatment of deferred compensation paid by state and 
local governments and tax-exempt organizations. 

Pursuant to that directive, I hereby submit the "Report 
to The Congress on the Tax Treatment of Deferred Compensation 
Under Section 457." 

I am sending a similar letter to Representative 
Bill Archer. 

Enclosure 

Sincerely, 

~:::!:/:-!id~ 
Assistant Secretary 

(Tax Policy) 
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The Honorable Lloyd Bentsen 
Chainaan 
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Washington, D.C. 20510 

Dear Mr. ChairJDan: 

section 6064(d) (4) o~ Public Law 100-647, the Technical 
and Xiscellaneous Revenue Act o~ 1988, provides that the 
Secretary ot the Treasury or his delegate shall conduct a study 
ot the tax treatment ot deterred compensation paid by state and 
local governments and tax-exempt organizations. 

Pursuant to that directive, I hereby submit the "Report 
to The congress on the Tax Treatment of Deferred Compensation 
Under section 457." 

Enclosure 

I am sending a similar letter to Senator Bob Packwood. 

Sincerely, 

~Wt:JGil:!--
Assistant Secretary 

(Tax Policy) 



L INTRODUCI'ION 0?-342 

Section 4571 governs the tax treatment of unfunded deferred compensation orovided by 

a State or local government or a tax-exempt organization. The Technical and Miscellaneous 

Revenue Act of 1988 (TAMRA) directed the Treasury Department to study the tax treatment of 

deferred compensation arrangements under section 457.2 During the deliberations under 

TAMRA, amendments were proposed that would have repealed the application of section 457 

to tax-exempt organizations and retained the provision only for governmental employers. 

Although TAMRA ultimately did not include such an amendment, concerns arose that 

section 457 may unduly restrict tax-exempt employers. This study examines the appropriateness 

of limiting the deferred compensation of tax-exempt and governmental employers through the 

application of section 457. Because the proposals considered under T AMRA primarily concerned 

tax-exempt employers, this study particularly focuses on the application of section 457 to tax

exempt employers other than State or local governments. 

ll.BACKGW.OUND 

Under section 457, amounts in an ~eligible deferred compensation plan· of a State or 

local government or a tax-exempt organization are not includable in income for Federal tax 

purposes until paid or otherwise made available to the individuaL' If a plan does not meet the 

statutory definition of an eligible plan, however, the amounts held are not deferred for tax 

purposes and instead are taxable to the individual in the year that the amounts are no longer 

subject to a substantial risk of forfeiture. For purposes of section 457. an amount is subject to 

a substantial risk of forfeiture if payment is conditioned upon the performance of future services. 

1 Unless otherwise specified, all statutory references are to the Internal Revenue Code of 
1986, as amended (the Code). 

2 P.L. 100-647, section 6064(d)(4). 

:1 Section 457 applies to deferred compensation provided to both employees and independent 
contractors, excluding certain nonelective arrangements covering independent contractors. ~ 
§ 457(e)(12). 
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Th~ ODCC an individual bas ptlformcd all services necessary to receive payment at any point 

in tbe future, the amount of the defcnal is taxed currently. 

Section 457 limits an digible deferred compensation plan to deferrals" that are made 

prior to the beginning of the month in which the individua! earns such ro~ and that 

do notcxcced the lesser of $7.500 or 33-113 percent of the individual~s co~ per year.' 

In addition, an eligible deferred compensation plan must be an unfunded plan in which all 

amounts remain subject to the creditors of the employer. The amounts held under an eligible 

deferred compensation plan must not be distributed earlier than upon separation from service, 

attainment of age 70-1/2, 0: an -unforeseeable emergency,· but they must begin no later than 

as required by the minimum distribution rules applicable to tu-qualified plans.' 

Section 457 does not apply to a plan of deferred compensation that is described under 

sections 401 (a) and 403(b) (tax-<lualified plans) or under section 402(b) (non--exempt trusts), or 

to any transfer si!bject to section 83 (property transferred for performance of services). Certain 

grandfathe:red plans' as well as plans that provide bona fide vacation, sick leave, severance, 

disability, or other similar benefits also are not subject to section 457. Addltionally, section 457 

does not apply to the plan of a church or church-controlled organization, as defmed under 

section 3121(w)(3) . 

.. For this purpose, -deferrals· include both elective and nonelective deferred compensation. 

, Under a special catch-Up rule, the plan may provide for an increase in the applicable limit 
(up to SI5,OOO) for one or more of the last 3 years preceding nonna] retirement age. ~ § 
457(b)(3). 

6 Section 401(a)(9) requires that a participant must begin distributions from a plan under 
section 457 generally no later than the attainment of age 70-1/2. 

, For example, section 1 1 07 (c) (3) of the Tax Reform Act of 1986 excludes from section 457 
any deferral arrangement of a tax-exempt o~:zation that was in writing on August 16, 1986, 
and provides a fixed formula or amount to be deferred for each year. Any modification to the 
formula or amount under the plan will cause the plan to come within section 457. Certain 
deferred compensation plans for state judges are also excluded from section 457. ~ § 252 of 
the Tax Equi~ and Fiscal Responsibility Act of 1982. 
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In contrast to tax-qualified plans, a plan under section 457 is not subject to 

nondiscrimination requirements as to the group of employees covered under the plan or the 

relative amouna of deferred compensation provided to highly compensated employees' over 

non-highly compmsatHI employees.' With the exception of certain distribution timing 

requirements;O other tax-qual.ified plan rules do not apply under section 457, including the 

section 415 limitations on aggregate contributions or benefits. 

Section 457 generally is not excluded, however, from the requirements of Title I of the 

Employee Retirement Income Security Act of 1974 (ERISA). In particular, all plans that are 

subject to ntle I of ERISAII must meet certain funding requirements, unless the plan is an 

-excess- plan that is designed to provide benefits above the qualified plan limits, or the plan is 

a -top hat- plan that covers only a select group of management or higrJy compensated 

employees. 12 As a result of the ERISA funding rules, a tax-exempt employer generally cannot 

provide an eligible section 457 plan (which must be unfunded) to employees other than those in 

the -top hat- group. 

m. DISCUSSION 

4~slative Hi story 

Section 457 originally was added to the Code by the Revenue Act of 1978 (the 1978 Act) 

to cover the deferred compensation plans of State or local governments. As indicated in the 

I -Highly compensated employee- is defined under section 414(q). 

9 ~ §§ 41O(b) (nondiscriminatory coverage) and 401(a)(4) (nondiscriminatory benefits). 

10 Section 401(a)(9) requires that a participant must begin distributions from a plan under 
section 457 generally no later than the attainment of age 70-1/2. 

11 Section 4(b) of ERISA excludes governmental plans, church plans, and certain other types 
of plans from Title I. 

12 ERISA sections 301(a)(3) and (a)(9). 
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ie;,;islative history to the 1978 Act,13 section 457 impovA limitations on State or local 

governments because, unlike private, taxable employers, a State or local government otherwise 

would not be restrained from providing excessive deferred compensation. 14 A taxable employer 

[my prefer to pay current compensation over deferred compensatlOn in order to avoid the 

deferral of its deduction. An employee, however, may prefer to receive compensation in future 

years in order to defer taxation. If, for example, a taxable employer provided a dollar of 

deferred compensation to an employee, the employer's deduction for that dollar also would be 

jderrerl until the tax year that the employee included the dollar in income.15 This "tax tension" 

between the deferral desired by employees and the current deduction desired by the employer 

was viewed by Congress as an inherent limitation on the amount of deferred compensation that 

a taXable employer would be willing to provide. 

In contrast, State or local governments or tax-exempt orgamzations do not have a t.a.A 

incentive to pay current compensation over deferied compensation. For these employers there 

is a greater incentive to defer compensation because such payments are taxable when paid to the 

employee but not taxable wilen held by the employer. As a f<!sult of their tax status, these 

employers would be ablt! to offer savings opportunities similar to a tax-qualified plan,16 albeit 

through an unfunded arrangement, in which deferrals are held taX free until they are received 

by the employee. Moreover, this tax savings would be achieved without the attendant 

nondiscrimination rules and other limitations that are applicable to tax-qualified plans. Thus, the 

restrictions under section 457 were intended to preclude employers fTOm providing these tax 

advantages on an unlimited basis. 

13 H. R. Rep. No. 1445, 95th Cong., 2d Sess. 53; sec alsQ S. Rep. No. 1263, 95th Cong., 
2d Sess. 65; Joint Committee on Taxation, General Explanation of the Revenue Act of 197868 
(!\.(arch 12, 1979). 

14 For purposes of this study, "deferred compensation" or "deferred compensation plan" 
refers to an unfunded arrangement to provide deferred compensation to an employee or an 
independent contractor. 

15 ~ § 404(a)(5) and Temp. Reg. § 1.404(b)-lT. 

16 In a ta.x~ualified plan, plan assets are held in a tax-exempt trust anJ are not taxable until 
recei ved by the participant. 
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Prior to the Tax Refonn Act of 1986 (the 1986 Act), section 457 applied only to the 

plans of State or local governments and the deferred compensation plans of nongovernmental, 

tax-exempt organizations were not explicitly governed by any statutory provision in the Code. 17 

In the 1986 Act, however, Congress amended section 457 to cover the deferred compensation 

arrangements of all tax-exempt organizations,1& in addition to State or local governments. As 

indicated in the legislative history ,19 the basis for limiting the deferred compensation of State 

or local governments applies equally to all tax-exempt organizations for which there is no tax 

i.ncentive to otherwise limit deferred compensation. Thus, Congress viewed the limitations under 

section 457 as approptiate for nongovernmental, tax-exempt employers, as welL 

Given that there previously had been no explicit statutory bmitation on the deferred 

com~nsation of tax-exempt organizations, the extension of section 457 in the 1986 Act was 

~;igni;"i.cant. Congress subsequently revisited section 457 in TAMRA, and proposals were made 

at :h1t time to !"CVerse the change in the law under the 1986 Act and repeal the statute as to tax

(':\~~mpt employers. XI Although the efforu to undo the 1986 Act amendment were not successful 

in T\MRA, Congress indicated that further consideration of SlXtion 457 was merited and 

directed this study by the Department of the Treasury. 

E.QJ.Kies for Avvlyjn~ Section 457 to TM-Exemvt Emvloyers 

The deliberations under T AMRA indicated a significant level of concern as to the 

appropriateness of applying section 457 to tax-exempt employers. Critics of section 457 have 

maintained that repeal is appropriate for tax-exempt employer~ because the tax tension theory 

underlying section 457 is illUSOry. Under this view, section 457 creates an undesirable 

17 Proposed regulations had been issued, however, that would have treated any deferral of 
compensation made at the "taxpayer's individual option" as received in the year that the amount 
otherwise would have been payable, absent the election. See Prop. Reg. § 1.61-16. 

1~ Church plans, however, are excluded under section 457(e)(l3). 

19 H. R. Rep. No. 426, 99th Cong., 1st Sess. 700; Joint Committee on Taxation, General 
Explanation of the rM Reform Act of 1986 654 (May 4, 1987). 

10 ~ § 350 of H.R. 4333, as passed by the House of Representatives. 
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distinction, with respect to deferred compensation, solely on the basis of the employer's tax 

status. Proponents of this view argue further that the lack of explicit limits on the deferred 

compensation provided by. taxable emplOyer!: allows these employers to offer deferred 

compensation programs that have a greater value than those offered by a State or local 

government or a tax-exempt employer. Accordingly, the section 457 limits are viewed as 

creating a competitive disadvantage to these employers, particularly to tax-exempt employers that 

compete with taxable employers for the same pool of employees. 

Section 457 also has been criticized on the theory that other factors would limit deferred 

compensation, particularly in the case of a tax-exempt employer, and that the rules in 

section 457 are unnecessary. Under this view, because tax-exempt employers generally provide 

def ... -rred rompensation only to the level necessary to match the benefits provided by taxable 

employers, tax-exempt employers would limit their deferred compensation without regard to the 

Ia.ck of tax tension. In addition, others have argued that the structure of typical tax-exempt 

employers serves as an effective restriction because the boards of directors of tax-exempt 

employers generally are reluctant to offer excessive compensation packages to employees. Or, 

in the case of charitable organizations, it is argued that excessive deferred compensation is 

;illlikely given the greater scrutiny of organizations that rely upon contributions from the public. 

Although there may be restraints on particular tax-exempt employers that would serve 

as some limit on their deferred compensation, no limitation cited by the critics would apply 

equally to all tax-exempt employers. There may be, for example, individual plans that do not 

meet the requirements of section 457 and that do not appear abusive, per se. Critics of 

section 457 might argue that such is the case where a tax-exempt employer designs a plan that 

exceeds the limits provided under section 457 but that is intended solely to match the benefits 

provided by a taxable employer. In these circumstances, critics would argue that section 457 is 

inappropriate because the tax-exempt employer already is subjecting the deferred compensation 

to certain limits, i.e., the level of benefits provided by the taxable employer. Such limitations, 

however, are idiosyncratic to particular tax-exempt employers and do not consistently apply 

across the spectrum of all tax-exempt employers. 
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Current law provides tax-exempt employers with a broad range o{compensation options, 

including the delivery of benefits through tax-qualified plans. Without the limits under 

section 457, tax-exempt employers, unlike a taxable employer, would have less incentive to 

maintain tax-qualified plans. A taxable employer has an incentive to utilize tax-qualified plans 

because of the tax benefits provided with respect to such plans. In a qualified plan, employees 

can maximize their deferral of compensation while the employer can preserve its current 

deduction for compensation. In addition, the earnings in the trust for the tax-qualified plan are 

not currently taxable and are deferred until distribution to the participants. A tax-exempt 

employer, however, is indifferent both to the timing of deductions and to the taxation of earnings 

on the deferrals. Accordingly, no tax benefit inures to a tax-exempt employer for maintaining 

a tax -qualified plan. 

Absent section 457, employees of a tax-exempt employer could achieve unlimited 

deferrals and the employer would be unaffected by either the change in timing of the 

compensation payment or the accumulation of the earnings on the defeITat..>. Because section 457 

limits deferred compensation, it creates an incentive for a tax-exempt employer that desires to 

provide deferred compensation to deliver more benefits through a tax-qualified plan. 21 This 

result is commensurate with broader pension policy because tax-qualified plans ar~ designed to 

ensure both broad coveIaI:e of employees and benefits that do not discriminate in favor of the 

highly compensated employees. By contrast, deferred compensation plans under section 457 are 

not subjec~ to nondiscriminc.'tion requirements and, as noted above, inherently favor highly 

compensated employees in tax-exempt organizations because of the ERISA funding conflict. 

Under current law, however, certain tax-exempt employers are effectively precluded from 

offering plans to their employees that include a salary reduction feature. Section 40 1 (1<) explicitly 

precludes both governmental and tax-exempt employers from maintaining a qualified cash or 

deferred arrangemenl,22 and the ERISA funding requirement also precludes tax-exempt 

21 Participants in an -excess- plan that provides benefits above the levels of a qualified plan 
will nevertheless be limited by section 457. 

2l ~ § 401(k)(4). 
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employers from maintaining a broad-based salary reduction feature under .section 457. Certain 

tax-exempt employers, such as public schools and charitable organizations under 

section 501(c)(3), generally can provide a salaTv --eduction annuity plan under section 403(b),ZJ 

but tax-exempt employers that are not descri.. JI section 501 (c) (3) have no such option under 

current law. 

Review of Empirical Data on Section 457 

In the legislative history to T AMRA, Congress directed the Department of the Treasury 

to review the deferred compensation provided under section 457 in comparison with the deferred 

compensation provided by private, taxable employers. Specifically, Congress requested that this 

study compare both the amounts of deferred compensation provided and the levels of coverage 

of highly compensated employees versus non-r-.ighly compensated employees in each type of 

plan. 2.4 

Such comparisons necessarily are limited, however, by the lack of reliable data on the 

deferred compensation plans maintained under section 457. The absence of data occurs primarily 

hecause there is no established reporting mechanism for these plans. Deferred compensation is 

not subject to a reporting requirement with the Internal Revenue Service or the Department of 

Labor. 2j In addition, governmental and tax-exempt employers are not subject to other reporting 

requirements, such as filings with the Securities and Exchange Commission, from which 

information is often obtained with regard to taxable employers. 26 Other sources of reliable 

information also have not proven useful for purposes of section 457. For example, the Census 

Population Survey, Employee Benefit Supplement does not include data from which coverage 

2J Section 403(b) provides for cenain tax-deferred annuities. Elective contributions generally 
may be made under a section 403(b) plan in amounts up to $9,500 annually. See § 402(g)(4). 

'24 H. R. Rep. No. 795, lOOth Cong., 2d Sess. 55l. 

2510 contrast, section 6058(a) and ERISA section 101 (b)(4) require that a tax-qualified plan 
or any funded plan flie annual reports. 

26 Employers that are subject to the reporting requirements of the Securities and Exchange 
Commission would disclose significant deferred compensation arrangements on their annual 
reports (Form 10-K), for example. 
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under a section 457 plan could be definitely detamined. Similarly, such data iJ not included in 

the Statistics of Income of Tax-Exempt Organizations that is maintained by the Intema.l Revenue 

Service. As a result, there is no reliable da!a base from which to extrapolate information as to 

the aggregate amounts of deferred compensation provided under section 457. 

With regard to the coverage of employees under section 457, the limited data that is 

available focuses almost exclusively upon plans maintained by governmental employers. In 

addition, this data typically does not differentiate between benefits provided under section 457 

and benefits provided through other plans, such as tax-qualified plans.v With regard to 

gove:rnmental employers, there is anecdotal evidence suggesting that plans under section 457 

provide significant levels of coverage to non-highly compensated employees.2S Such results 

would not ~ unexpected, given that governmental employers are not precluded by the ERlSA 

funding requirements from offering broad-based coverage under section 457. 

In contrast to the governmental employers, if data were available for tax-exempt 

employers, it would not likely indicate that a b..r~e percentage of the employees of tax-exempt 

organizations are participating in deferred compensation plans subject to .section 457. As stated 

above, unfunded plans under section 457 generally are restricted by ERlSA to excess plans or 

pl2ns that cover only a "top hat" group of employees. However, because this ERISA limitation 

applies equally to unfunded plans of taxable and tax-exempt employers, at least a rough parity 

should exist between the relative number of employees who receive deferred compensation in 

a taxable employer and the employees who are covered under a section 457 plan in a tax-exempt 

employer. 

71 For example, the Bureau of Labor Statistics recently issued statistics on the retirement 
benefits provided to certain employees of State and locaJ governments. This information does 
not identify those benefits that are provided pursuant to section 457. ~ News Release, Bureau 
of Labor Statistics, Depanment of Labor, October 31, 1991. 

n ~, e.g., National Association of Government Deferred Compensation Administrators and 
Council of State Governments, 1989 Survey of 457 Plans (1990), p. 8 (indicating that no 
surveyed plans imposed minimum age or salary requirements for employees to participate in 
plans under section 457) and Data on Sta.te and local government deferred compensation plans, 
submitted by Nationwide Ufe Insurance Company and Public Employees Benefit Service Corp. 
(November 19, 1991). 
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IV. CONCLUSION 

Section 457 appropriately limits the deferred compensation of State or local governments 

and tax-exempt organizations. Without such a statutory provision, there would be no tax 

incentive for these employers to limit the deferred compensation offered to their employees. In 

contrast, such limitations are not necessary for private, taxable employers because the tax tension 

between the employers' preference for a cur-ent deduction and the employees' incentive for 

deferral will provide inh:r~nt restraints on the amount of deferred compensation that is provided. 

Moreover, to th~ atent that section 457 limits deferred compensation, it creates a greater 

incentive for tax-exempt employers to provide tax-qualified plans. 

Under current law, however, certain tax-exempt organizations that are subject to 

section 457 are effectively precluded from offering section 401(k) salary reduction plans that 

generally are available in the private sector. The extension of section 401(k) plans would not 

offend the general policy concerns described in the prior paragraph because section 401 (k) 

requires a broad base of employee participation and because a per-participant cap ($8,475 

currently) is imposed in addition to nondiscrimination rules. Accordingly, the Department of the 

Treasury has supported legislation to extend section 401(k) plans to tax-exempt organizations if 

appropriate revenue offsets are providcd.29 Given the options that are available currently to 

State and local governments that wish to offer broad-based salary reduction plans, the 

Department of the Treasury gives priority to providing such plans to nongovernmental, tax

exempt organizations. 

29 ~, e.g., Testimony of Kenneth W. Gideon, Assistant Secretary (fax Policy), 
Department of the Treasury, before the Subcommittee on Select Revenue Measures, Committee 
on Ways and Means, United States House of Representatives, February 21, 1990; Testimony 
of Kenneth W. Gideon, Assistant Secretary (fax ?olicy), Department of the Treasury, before 
the Subcommittee on Select Revenue Measures, Committee on Ways and Means, United States 
House of Representatives, July 25, 1991; and Testimony of Kenneth W. Gideon, Assistant 
Secretary (Tax Policy), Department of the Treasury, before the Subcommittee on Taxation, 
Committee on Finance, United State Senate, September 10, 1991. In addition, proposals to 
extend section 401 (k) were contained in the POWER pension simplification proposal announced 
on April 30, 1991, by Secretary of Labor Martin. 



DEPARTMENT OF THE TREASURY 
WASHINGTON 

ASSISTANT SECRETARY 
January 7, 1992 

The Honorable Dan Rostenkow&ki 
Chairman 
committee on Ways and Means 
U.S. House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

Section 6305 of the Technical and Miscellaneous Revenue 
Act of 1988 (TAMRA) , relating to the treatment of certain family 
services providers, requires the Secretary of the Treasury to 
prepare a report on the tax status of day care providers funded 
through specified federal programs. The following report covers 
compliance by the 88 Ohio counties in issuing information 
returns. 

Section 6305 states that a State or political 
subdivision may treat a person who provides dependent care or 
similar services as other than an employee for employment tax 
purposes if all of the following conditions are met: 

(i) the person does not provide any dependent 
care or similar services in any facility 
owned or operated by the State; 

(ii) the person is compensated by the state for 
such services, directly or indirectly, out 
of funds provided pursuant to chapter 7 of 
title 42 of the United State Code, or the 
provisions and amendments made by the Family 
security Act of 1988; 

(iii) the state does not treat the person, with 
respect to the provision of dependent care 
or similar services, as an employee for 
employment tax purposes; 

(iv) the State files all Federal income tax 
returns (including information returns) 
required to be filed with respect to such 
person on a basis consistent with the 
State's treatment of such person as other 
than an employee beginning on the date of 
the enactment of this section; and 

(v) no more than ten percent of the State's 
employees are provided with insurance under 
title II of the Social Security Act pursuant 
to voluntary agreements with the Secretary 
of Health and Human Services under section 
218 of such title. 
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The Federal Government funds described in (ii) above, 
are provided to states for a variety of programs. The states in 
turn allocate the funds to the counties, who contract with 
service providers. Certain requirements made by the state of 
Ohio, such as training and evaluation of the service providers by 
the county, caused the counties to be considered as employers by 
the Internal Revenue Service. Until it expired in 1990, section 
6305 enabled the Ohio counties to treat service providers as 
other than employees for tax employment purposes, relieving them 
ot the cost associated with treating the providers as employees 
ot the county. 

To enable the Internal Revenue Service (IRS) to provide 
the intormation requested by the Congress, a questionnaire 
designed to measure compliance by Ohio counties in fULnishing 
required Form 1099 MISe information returns was developed by the 
IRS with the assistance of the Ohio County Human Services 
Directors Association. This questionnaire was distributed to, 
and completed by, the Ohio County Human Service Agencies. The 
questionnaire asked for the number of providers and total dollar 
amount paid to those in-home day care providers funded as 
described in (ii) above. Each county also supplied a sample of 
service providers' social security numbers and the county's 
Employer Identification Number, which were used for matching 
against an IRS data base to verify the self-reports. 

The results of this study show 86 of the 88 counties 
issued information returns (Form 1099 MISC) to the appropriate 
service providers as specified in (iv) above. Two counties 
reported that they did not issue Form 1099s to service providers 
funded under chapter 7 of title 42. These two counties account 
for less than 1 percent of the total expenditures in each of the 
study years. The IRS has provided information to these two 
counties to educate them about filing requirements. 

Although the compliance of the service providers in 
reporting the income earned may also be of interest, the 
likelihood of significant tax loss due to potential non
compliance is remote because the individuals typically earn low 
wages. Given the cost and difficulty involved in attempting to 
determine their precise level of compliance, this issue was not 
pursued for this report. 

I trust this information is helpful to the Committee. 
I am sending a similar letter to Representative Bill Archer. 

~'I q' 
-t&--~....... t.{J. P /2. 

enneth W. Gideon 
Assistant Secretary 

(Tax Policy) 

-



PUBLIC DEBT NEWS 
Department of the Treasury • Bureau of the Public Debt - Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 8, 1992 

CONTACT: Offio~ of Financing 
202-219-3350 

RESULTS OF TREASURY'S AUCTION .OF- 7.-Y-EAR· NOTES 

Tenders for $9,507 million of 7-year notes, Series E-1999, 
to be issued January 15, 1992 and to mature January 15, 1999 
were accepted today (CUSIP: 912827D74). 

The interest rate on the notes will be 6 3/8%. The range 
of accepted bids and corresponding prices are as follows: 

Low 
High 
Average 

Yield 
6.38% 
6.41% 
6.40% 

Price 
99.972 
99.805 
99.861 

$10,000 was accepted at lower yields. 
Tenders at the high yield were allotted 77%. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location 
Boston 
New York 
Philadelphia 
Cleveland 
Richmond 
Atlanta 
Chicago 
st. Louis 
Minneapolis 
Kansas city 
Dallas 
San Francisco 
Treasury 

TOTALS 

Received 
20,505 

16,992,145 
6,359 

19,312 
139,060 

22,430 
695,661 
15,556 

8,728 
26,953 
8,718 

354,873 
4.340 

$18,314,640 

Accepted 
20,405 

9,032,725 
6,359 

19,292 
136,530 

22,430 
188,811 

11,556 
8,713 

26,953 
8,718 

19,873 
4.340 

$9,506,705 

The $9,507 million of accepted tenders includes $772 
million of noncompetitive tenders and $8,735 million of 
competitive tenders from the public. 

In addition, $588 million of tenders was awarded at the 
average price to Federal Reserve Banks as agents for foreign and 
international monetary authorities. An additional $451 million 
of tenders was also accepted at the average price from Federal 
Reserve Banks for their own account in exchange for maturing 
securities. 

NB-1613 
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!b. ,r •• id.at Dot.d that the r.oe.t reduotion la iater •• t zat •• 
relleate. the .at.rain.tioa by the •••• ral •••• rv. to f.oilit.t. 
u ••• -iooBi_li iioov*'ty &ad 9rovtb, 'b. ,r •• id.at allo ~.attiza.d 
h~," aouita.nt to aohl..v •• ,@ltaDtial ".duottoD of tbe V.,. 
lh"'I'r.~ ".'ill!!lii: ova. ~~ ... _A~n_ ... -
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The .~ •• 1d.at and .~ta. Klnl.t.~ ~.vl.v.d develop.eat. 1. 
tlna.olal .. ~k.t. aDd afr.e. that ~.C.Dt exohaDV. rat •• ov ... at • 
•• ~ •• oa.l.~.a~ with current .00ao.10 d.v.lop •• at.. Th.y .apr ••••• 
oonfid.ao. that the above a.alur.. and d.v.lop •• atl vill aODtri~ut. 
to oo~r.atioa of .. t.raal tabalaace •• 

7r •• i4eat Bu.h a.. 'ria. xlal.t.r xiya.awa .spr..... tbel~ 
ooatiaue. luPPO~t for o.,oia, .ooaoaio polioy ooor.i.atio. "oDf 
0-' oouatri.. a. • •••• ti.l fo~ aobi.vial th.ir 00"0. o~~eotiv.. a • 
... ~ ••••• i. thi •• tat ••• at. Th.y .tr ••••• tbe i.po~taDo. of 
oontinued ooop.rative .ffortl an4 oal1e. aD otber i.dultrial 
oouatri.. to join with tb ... 
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For Immediate Release January 8, '1992 

FACT SHIIT: THE JAPANESE ECONOMY IN 1991 AND THB lY 1992 BUDGET 

Domestic Economy 

o The Japan •••• conomy gr.w 2.0' (Quarter/Quarter) in the 
first quarter 1991, 0." in the .econ4 quarter, and 0.4' in the 
third quarter. 

o Indultrial production, not .ealonally adjusted (N.S.A.), 
in Japan 1n November was down 0." from the prior November. New 
housinq start. (N.S.A.) 1n November were down 19.4' from a year 
aqo. 

o Japan'. current account .urplu. 1. increa.ing 1n 'Y 1991 
to approximately $73 billion from $34 billion in FY 1990, a. 
officially forecast by Japan. The official Japane.e forecaat for 
FY 1992 il tor a small decline. 

o Inflation 1n Japan (.ea80nally adjuated) fell to 3.1' in 
November (Year/Year) from a peak of 4.0' 1n January 1991. 

GOJ Budget 

o The proposed General Account Budget of the Central 
Gcvernment. of Japan call. for spending outlays in PY 1992 of 
72,218 billion yen, an increas8 of 2.7' over FY 1991. Operating 
outlays, which excludes debt service expense., grants to local 
governments, and inve.tments tinanced by lales of qovernment-held 
NTT shares, will total 38,699 billion yen, an inorea.e of 4.5'. 

o Spendinq on public inv •• tment tinanoed trom the General 
Account will total e,941 billion yen, an increase ot 5.3'. 

o The Cabinet a1ao has approved a budqet tor the "ott-
budqet" Fi.cal Investment Loan Program (FILP) totalinq 40, a02 
billion yen, an increa •• ot 10.9' over FY 1991. 

o ot this total, S, 224 billion yen will be targeted to 
public worles implementing institution., an 1ncreale ot 10. a'. 
ExcludinV PILP tunda •• t aside tor pension fund manaqement 
purpos •• , FILP money available tor lending and investment purpo ••• 
will increase 10.8t to 32,262 billion yen. 

[Note: Baaed on otticial Japan ••• Government data.) 

# , # 
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FACT SHE!T: A STRATEGY FOR WORLD GROWTH 

Concepti The Strateqy 

The .trategy i. an i~portant declaration of the re.pective 
colftl'ftitment. ot Japan and the United State. to economic growth. The 
strategy recognizes that economic growth i. the number one iesue 
facing the world economy, and theretore 1s intended al a 
cooperative policy response to strengthen world economio growth. 
The ettectivene •• ot the strategy would be enhanced by expanding it 
to include other countrie., and we have initiated discus.iona with 
other G-7 memb.r. to obtain their viewe on how it could be 
broadened. 

Economic Outlook 

Growth in the G-7 countries slowed to 1.1' 1n 1991 from 2.6. 
in 1990. It ia projected to recover to 2.0' in 1992. 

Inflation in the G-7 declined to 4.4' last year trom 4 •• ' in 
1990. It 1. projected to tall to 3.7' 1n 1992. 

The Covernment of Japan officially foreeaata Japan'. rate ot 
economic growth at 3.5' in PY 1992 (starting April 1). Thi. ia 
baaed on a 3.&' increase in domestic demand and a 0.1' deoline for 
net foreign demand. Inflation i8 torecast to decline to 2.3' in FY 
1992 from 2.9'. 

Major Ele.ent. ot the strategy 

o The strategy recognizes the special responsibilities of 
both Japan and the united stat •• to pursue polici •• that strengthen 
the international economy and global trading system. 

o The .trate9Y express •• a joint cOlDll\itment to economic 
growth and to undertake cooperative domestic policies to improve 
growth. 

o The strategy could be broadened to include other 
countries prepared to .upport measur •• to increase qrowth. 

o The .trategy .et. forth .pecific fiscal and monetary 
.eaaure. to 8upport growth. 

o Japan will aubmit to the Diet a budget to increaae 
dome.tic demand as a meana ot achievin9 3.5' qrowth and a decline 
in the external surplul in FY 1992. The Japane.e Government will 
JIOftltoor progr... ot the.. mealures 10 .a to asaure that the 
expected eftecta a~e realiz.d. 



Office of the Prel. Secretary 
(TO~YO, Japan) 

ror Iamealate R.i •••• January 8, 1192 

,,17 P.H. (L) 

pUla BRIllING 
BY 

8101lTARY or TRIASURY NICHOLAS BRADY 

Okura Hotel 
'1'okyo, Japan 

I.CRlTAlY BRADY: Pre,ideot BUlh and 'rime Minister 
Miya.awl are announcing today A strategy for World Growth. Tbi. 
action reflect. reco;nit10D that the two countries hive I .ptcial 
r"poDI1b111ty to purlue do.estic poliel •• that will .trengthen the 
world IconollY. 

A year ago, 'relident IUlh alked •• to m •• t with 
lurope.n financial leader. concerning the importance of • atrong 
world .conomy for the ben.fit of pro.perity 1ft industrialized 
cauntr •• , al well II to addre •• the problem. and challenges po.ed by 
the hlstoric chang.. taking place ln lastern lurope Ind the Sovlet 
Union. Cl.arly, the slowdown ift the world economy over the past year 
and concern about future prolpecta for a Itrong recovery have now 
pro4uced a grow1n; coft.enlu. on the DI.d for n.w measure •• 

The two largest IcoDo.les ln the world have announced a 
~roa4 .trateqy today to lmprove doma.tic growth, 1ncludlng a 
co .. it •• nt to fiscal meaeur... The detail. of the U.8. program to 
i.prove will be announced 1n the 'relident'. Itate of the union 
•••• ag. on 3anuary 28th and tbe rl10al 1992 ~udg.t that will follow 
shortly thereafter. 

Japan i. introducing a r1.cal 1992 ~u4;.t aimed at 
Itrengthening dome.tio demand. Thl1 hudqet propo ••• 11gnltloantly 
higher public inveatment 4e.igned to achiev. growth of 3.5 percent 
and foreealt. a decline 1n the current account lurplu. which ro •• 
rapidly over the lalt , •• r .. 

The recent reduction. 1n 1nter •• t ratl' ln Japan and the 
United Itatel, wbich in the U.I. ca.e r •• ulted in the low.lt d11count 
rate 1D mere than a quarter of a century, wll1 provide an addltional 
.tillulu •• 

We believe that the dome.tic economic .ealure. announced 
today w111 contribute to a Itronger world econoay. The unlted stat,s 
Ind 3apan are committed to continue cooperative effort. tor growtb. 
In addition, we've initiated d1lcu.11onl with other •• jor indu.trial 
eountr1.. to obtain their vi.w. on how the Itrategy could be 
l)roa4enld. 

%'11 ~e gl.4 to take any qUI.tiona. 

0- ~ld you expla1n what the progr.. _. w111 work? 

SICRITARY .RADY: Well, it i. r,a.onably well-outlined 
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In thl Japane.1 ca'l, th.ir budget hal b.en announced in 
the la.t .everal day. and i. aimed at qrowth ln Japan of .0 •• 3.5 
percent, which it 1. hoped -- the Japanese authorltle. hope will 
providl a leveling-off of their current account lurplu •• 

In addition, you've had, in the la.t year in the unitld 
state., som. four cuts in thl discount rate, including one percent to 
3.S percent on December 20th. In Japan, youlve had two rate cuts 
during 1991, the la.t of whlch ju.t occurred .evlral day. ago. So 
thol. mla.ure. arl -- added to;.ther, Ihould .tlaulatl the two 
.conomie. whicb repre.lnt over 40 plrc.nt of the world l• ecoDomic 
activity. 

Q Mr. Secretary, did Japan comait to incr.a •• it. 
dom.ltic .pendin; .ubltantially a. part of thi •• gr •••• nt? And did 
th.y comait to .trength.n the Yin vi.-a-vi. the dollar, or vil-a-vil 
thl international currency? 

81CRBTARY BRADY: There W.I no particular commitment 
with regard to exchange rate.. I think that your .tatement, a. you 
w1l1 .ee on the .lcon4 page, indicated that the Pre.ident and the 
Prim. Mini.tlr agreed that r.cent exchange rate movlment. wer. 
con.iltent with current Iconomic development •• 

Q How thin do you expect the rlc.nt -- will affect 
our bilateral trade? Will it help to .xpand U.S •• xPorts? 

81CRBTARY BRADY: Well, the recent lev.l of the dollar 
is one that'l been within the range that's existed in the lalt three 
or four y.ars, but it haa -- the y.n has strengthened and the dollar 
weakenad in the laat .everal welkl and month -- not a precipitous 
chan;., but one that o.rtainly won't inhibit an .xport incr •••• by 
tha United statel. And if the Japane •• economy i. expanded, a. their 
budget pre.ented recently exPect. to oeoalion, then that .hould make 
a differlnce. 

Q Mr. sicretary, a moment ago you were a.k.d what are 
the contents of the plan. And baSically, you outlined a lilt of 
things that had alrlady ~een announced lometime a;o on each .ide, 
with the one exception of the 'relidentll budget. Are you 8aying 
that balieally they've a,;reed to do what they ware already planning 
to do? 

SICRITARY BRADY: I don't think that l, the ca.l. I 
think that the thin; tha't f •• ignificantly different i. the Pre.id.nt 
of the United stat.. and the pria. Minilt.r of Japan havi put thlir 
nam •• to a qrowth strategy, and I don't think you can aay, because 
it'l Dot particularly aCQurate, that the.e thin;. -- all things had 
b.en a;re.d to previously. This i. lom,thinq that -- thl. particular 
Itratlgy i. not lomething that wa. developed in the lalt half-hour. 
80 I don't aqree with the way you'vi lummarized It. 

a What element. are really new? 

SICRITARY BRADYz Well, what I ju.t m.ntioned to you 1. 
nlw. The Pre.ident ot the united state. and the Prim. Mini.t.r of 
Japan hav, ,;r.,4 that both of th.ir two countrie. are adapting 
.tr .. teqle. in th.ir own countries which w1ll .timulate their domeltia 
ec~ho.1 •• and, hop.ful~y, pro.ote exports, sti.ulate world trad •• 
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would ~e under conlideration, or even leam to ~e vaque on what 
•••• ur.. this might tak.? 

SBCRITARY BRADY: Well, I'a cert.inly not goin; to spell 
out at this particular aoment in till. what's coming out in the state 
of the union •• ssa;e or the Pr.sident's bud;et. But I think you are 
well aware ~y some of the newlpaper stories in the un1ted states som. 
of the 1ncentive. to perhapi hou.inq and 1ncrea •• d indu.tri~l 
activity; otherl initiatives ai •• d at savings; the fact th .. 
been widely di.cu.led, although not layed out in particular t.l~:.' 
the faot that becau.e of the change. in the Soviet Union, there'. 
roo. in the defenle budg'lt over • per10d of tille to lIake other 
siqnfieant chang... And tho •• things will be .pall.d out and they 
will •• ke a differene •• 

Q lince there are U.S. offic1all wbo predicted that 
the Japanel. lurplus will inor •••• al the recovery in the U.I. pickl 
up, how oonfident are you that if you're stimulating the .oono., at 
bo •• , you're 90ing to .e. trade conc ••• lons fro. Japan that w111 ~. 
off •• t --

IICRITARY BRADY, I don't want to get into the .ubjeet 
wbich will be addressed tomorrow a. a result of the meeting. that are 
ongolng at th1. partioular moment. But the fact that the Japan •• e 
ecoDoay, the Japanea. autboritie. bave agreed OD a program that will 
.trengthen the Japan •• e domestic demand and, therefore, u.e up a lot 
of their indu.trial output internally, and should luck in output. 
from the re.t of the world ~- and hopefully, that will include the 
Unlted Itate. -- then that' •• ignificant change in our opinion. 

Q What happened to tbe coordination program of the 0-
7? Did you consult with the other membar. of tbe 0-71 

SICRITARY BRADY: The other member. of the 0-7 are being 
talked to at this part10ular mo.ent. Dav1d Mulford i. in lurope at 
th1. partioular t1.e and hal been .0 for a day. 

a Mr. secretary, you mentioned there'l room in the 
deten.e to provide fileal sti~ulus that you dilcuss8d. But if you 
take it out of defense to oet the It1mulul, you're really not dOing 
anything in macroeconomic terms, are you? Aren't you gOing to bave 
to run a ~i;g.r deficit to carry out the fi.cal .t1mulu. --

SECRETARY BRADY: NO, I don't -- 1t'. certainly not the 
Pr •• ident'. plan to run a bigger deficit. Whatever changa. will be 
made al a re.ult of agreement by congre •• and the adminiltration on 
defen.e expenditure. will be aade within the qeneral philosophy of 
pay .s you go. 10 it i. ab.olutely a cardinal principle of the 
Pre'ident's program to .tay within the pay-go provi.ions and keep a 
oap on the U.I. deficit to the extant that that's pOllibla because of 
.pending and revenue .ealure •. 

Q Jut doesn't that ca.t doubt then on the filcal 
Itimulus commit.ent that the pr •• ident'l making in th11 .tate.ent? 

SICRITARY BRADY: Not nece •• arily, no, because lome of 
th... progra.. Ire lQnger-ranga in the deten.e are. and they 
certainly couleS ):). r."'1rected toward. thin... .ucb •• hou.1ng and 
perhap. al be.n .entiot •• cS in I'1'C -- that kine! of thing. 

~. e 
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Q Well, Hr. 8ecretary, there's so •• indication that 
there's been a stalemate. Ie tbat true? 

SICRBTARY BRADY: t don't think so. NO, t think the 
disoussions have been progressing well. 

a Mr. 8eeretary, the Japane.e have alway. -- at lealt 
the .onetary authorities -- have always expre.sed concern that if 
they allow growth to get too high in th18 country that real estate 
pr1ces will Itart shooting ~ again and we'll be back to the days of 
the bubble economy. In your discus8ionl with the., did they expre •• 
ooncern about that? And are you totally unconcerned about the 
pos.1bil1ty that this type of Itatement wouldn't le.d to the sort of 
circus that we had in the late '80s here with real estate and land 
prioes and .tock price. ~01ng through the roof? 

81CRITARY BRADY: No, I don't think it will. Certainly, 
the Japane.e authorities feel that the real estate situation whioh 
was evident 1n the late 'BOs 1. lomewhat under control. And part of 
their budget, as I'. lure you're well aware, remove. a prohibition 
again8t commerCial bank lending to the real estate area. They 
wouldn't do that unle •• they felt that the real estate area was 
sufficiently calm so that that kind of new lendinq aotivity would be 
so •• thing that would be within the bound. of normal increase in 
loono.ic activity. 

Q Under this strategy, what are you obliged to do if 
you do not achieve the ;0111 that presumably the U.8. will .et for 
it.elf a. well a. Japan has s.t for it.elf? 

SICRBTARY BRADY: J1m, the.e things are alwaYI a 
question of hav1ng to look It how thing. progress. That'l how th.se 
policy coordinat1on measures bave worked 1n the paat, and that'. how 
1t will work again in tb1. particular p01nt in tim •. 

Certainly, intere.t rates are at a level which Ihould, 
not only in the United states but in Japan, but particularly in the 
United stat •• , englnder increased economic activity. However, the 
important thing to rea11~e 18 that they are -- the real interelt 
rates 1n the Un1ted 8tat.. are Itill at a level which for this part 
of • recover -- .10w recovery, a. everybody underltands -- still can 
be considered hiOh. 

80 I'., obv1oully, not predicting because the 
authorities which govern interest rate activity, both in the United 
State. and Japan, are independent. 1'. certainly not predicting that 
there will b. further cuts. But certainly we've .aen a .Ub.tant1al 
decrease 1n the united State., the last one a cut of one percent 
-- one, in the ca.e 1n Japan, just a faw day. aqo. 80 that I think 
that there'. always a possib11ity that more can be done there if it 
need. to be done, 

But I would say to you that the Japane.e authorities are 
enormoully confident that the budget propolals that theY've put 
forward _. emph •• izinq dome.t1c Ipending, taking off some of the 
prohibition. on 1endin; to the real estate area, and the stimulus 
~~.t co.e fro. a rat_ cut -- are go1ng to make the .conomy grow at a 
l.va1 ~ ~ thin_Ii •• Ati.'Aetorv Lnd ~ ~ been •• t1matad 

~. 9 
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kind of .tatement out. In .pite of the fact that .ome people aay not 
feel it'. new, it look. new to .e. 

a I. it correct then that your .tatement before WI. 
suggesting that thi. i. a policy youlre going to apply not ju.t to 
the bilateral Japan-u.8. relation.hip -- but you .aid Mr. Mulford l• 
in lurope -- so you expect that within .ome period of tia. there's 
g01ng to be similar strategi" with other .ajor, indu.tr1al 
countrie.? 

SICRITARY BRADY: There will be, a. there alway. i. at 
tbi. time of year, a G-? finance mini.tar. maeting. I think they're 
aiaing aroun4 the 25th of January, but I donlt know if everybody" 
travel book can b. accommodated on th.t day. But tbi. 1. the t1 •• of 
year that we have .ucb a me.ting, and one 1. belng planned at thl1 
particular time. If not for that date, .omawhere .round ther •• 

a Thi. i. ai.ed .t reducing the Japane.e lurplul 
al.o? That 1. a kay el •• ent? 

I.CRITARY BRADY: sure, becau,. if you -- you're talking 
about tr.de surplus? 

a Y ••• 

SICRBTARY !RAnY: C.rtainly, bec.u., if the Japan ••• 
dome.tic economy grow, at 3.5 percent, they will ab.orb in their own 
economy .o.e of their industrial output which previoully would have 
gOing abro.d. At the lame t1 •• , if their economic activity inlid, 
Japan i. incr •••• d to the level of 3.5 percent, obviou.ly th.t', 
going to be a growing market ber. for the Un1tad Statal and other 
countri •••• well. 

Q Will tbere ~e target. or are there target. in the 
.trat.;y of how muoh the .urplu. .hould b. reduced? 

P. 18 

SICRITARY BRADY: NO. But the Japanele &uthor1ti.1 have 
•• id that tbey expect that tbe progra., which hal been outlined today 
and in the la.t .everal day., i. one that will not inerea.e the 
Japane.e tr.de Iurplu. th1. next year. It il not expected to go up 
to a higher level in 1992 than it wa, in 1991. 

Q Although you h.v.n't bean vary Ipacific h.re today 
with UI &bout the package that the Pre.ident will recomm.nd 1n hil 
budget and the Itate of the Union, wa. the Pre.id.nt more .p.cific 
about the particul.r. witb Japanele Prime M1ni.tar M1yazawa tod.y? 
And if '0, what kind of r.action did he qet about the m •• ,ura, that 
the United stata. --

SICRITARY BRADY: It. not lura that Pri •• M1ni.ter 
Miyazawa i. familiar with all of the ins and out. of the reports that 
have b.en .manat1ng from the United statal in tera. of what will be 
in the stat. of the Union and the budget, a. are the people in thi. 
particular r~ ~that a good d,.l of what the Pre.ident told 
Pr1 •• Mini.tar Miyaza~ are thing. that have baen dilcul •• d in the 
pr,-. and whlch I've •• ptloned before -- a .timulu. for houlinq, a 
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Thank you, Claude (Hutchison). It is a pleasure to be here 
to discuss the important economic and financial issues facing 
California and the nation. 

We need to start that discussion by recogn1z1ng the hard 
fact that in California, as in many other regions, the evidence 
is clear that the economy is too sluggish. We are not satisfied 
with the current economic situation. And we intend to continue 
to take action to address it. 

I assure you that economic growth and jobs are priority 
Number One for the Bush Administration. 

One economic problem we are addressing, a problem very 
familiar to you in this room, is the credit crunch. Everyone 
will agree that there has been a reduction of bank credit 
available to finance the needs of businesses and consumers -- and 
that this has adversely affected the economy. There is much less 
agreement on the causes of the credit restraint. But, whatever 
the causes, the result is a market in which many people and 
businesses are unable to borrow, and many bankers are reluctant 
to lend. 

This is cause for deep concern. Economic growth is tied 
directly to bank lending. Banks are primary engines for growth 
in this country. And, if they do not lend, we are all injured. 

But who gets hurt the most in this situation? I'll tell you 
who. It's the little guys -- the people who run small and 
medium-sized businesses who have no place to turn for credit 
except banks. And potential homebuyers are hurt, too, because 
homebuilders can't get credit. 

NB-1614 



Sometimes it's bigger enterprises, like real estate 
developers forced to liquidate property at distressed prices in 
distressed markets. All this has a multiplier effect--hurting 
the economy, jobs, and standards of living for lots of ordinary 
people. 
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Who or what is to blame for this problem? I think anyone 
who analyzes it carefully will conclude that the credit crunch 
has multiple causes. Yes, some still allege that the sole cause 
of the credit crunch is the bank examiners. I just don't believe 
that. 

But I do believe that bank supervisory policies and 
practices have contributed to timidity and a lack of confidence 
in the lending environment and therefore to the credit crunch. 
So the leadership of the regulatory agencies, along with 
Treasury, have tried to make sure that overregulation of 
financial institutions is not contributing to the lack of credit 
and dampening economic growth. 

Clearly, an environment must exist where banks feel 
confident and comfortable making loans to worthy borrowers. To 
accomplish this -- and to create an appropriate balance between 
the dual responsibilities of advancing economic growth and 
protecting the public -- the bank regulators have provided 
comprehensive new guidance to the examiner corps. 

These changes and clarifications -- over 30 in number and 
more than a year in the making -- are the product of all four 
bank regulatory agencies. The goal is to promote balance and good 
judgment in bank examinations with straightforward commonsense 
ideas that simply need equally commonsense application in the 
field. 

What I mean, for example, is that it makes sense for bank 
examiners to encourage lenders to work with borrowers 
experiencing temporary problems, not to make it unreasonably 
difficult to do so. It makes sense for examiners to factor in a 
time horizon in assessing real estate loans. And it makes sense 
for examiners not to assume doomsday scenarios. Our troubled 
economy will turn around, and so will troubled credits. That's 
common sense and responsible regulation. 

Let me say also that these guidelines for examiners are 
intended to be permanent improvements in the supervisory process. 
They are not here just for today's problems and gone tomorrow. 
They are expected to provide sound guidance for examiners in good 
times and bad. 
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There also is a new parallel appeals process -- established 
for bankers who feel they have no objective recourse for 
treatment they believe to be unfair or not in accordance with the 
guidlines. Why? Because, while examiner decisions are by and 
large reasonable, we know it takes very few unreasonable 
decisions -- only a small number of "horror stories" -- to sap 
confidence in a fragile lending environment. So we have tried to 
address these concerns of bankers and borrowers in a way that 
does not undermine the integrity of the supervisory process. 

One thing we promised was stepped-up communications in the 
bank regulation community. And we have lived up to that promise. 
In the past year, we have held over 200 meetings nationwide with 
examiners, bankers, businessmen and members of Congress. 

We also called three national meetings of bank examiners to 
discuss the issues and go over the guidelines. I attended one of 
those meetings last month in Baltimore -- along with Secretary 
Brady, Counsel of Economic Advisors Chairman Michael Boskin, and 
the heads of the four bank and thrift regulatory agencies. 

Our message to the bank examiners was that they should carry 
out their important regulatory responsibilities with balance and 
judgment, not strict formulas or mathematical models. That is 
how they can help the credit crunch and contribute to economic 
growth. 

still, some in Congress say this is the wrong way to go -
calling the new examiners' guidelines the "school of 
forbearance." They say the guidelines deemphasize current market 
conditions and are potentially dangerous to sound banking 
principles. 

Well, they are wrong. This is the school of reality, where 
decisions need to be based on balance, good judgment, and common 
sense -- not on some misguided mark-everything-to-market 
approach, but on their experience in the field. 

Perhaps former Congressman Wright Patman put it best. Many 
of you will remember him as a crusty, popUlist Democrat from 
Texas who chaired the House Banking and Currency Committee. When 
he helped christen the new FDIC building in 1963, he said: 

"If the ••• bank examiners are using their influential offices 
to prevent the banks from taking risks which are prudent in 
the judgment of bank managers, I hope they will keep in mind 
that they have a bigger public purpose than protecting the 
insurance fund from losses, and the banks have a bigger 
public function than being mere bookkeepers and check 
collectors for the business system." 



Yes, sound banking principles must be encouraged. And they 
will be. And we will continue our efforts to ensure consistent, 
balanced, commonsense bank examinations. 

But even if we are 100 percent successful in alleviating 
short-term credit crunch problems, for the long term, banks will 
not be as strong and effective as they could or should be until 
the financial institution system is fundamentally reformed. 

You know the symptoms. The banking system is hurting, and 
the pain is being passed on to businesses and consumers alike. 
Our banks must be current with the needs of the marketplace. 
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Banks must be strong enough to access the private capital to 
protect taxpayers and depositors. They must be able to stand toe
to-toe with financial competitors at home and abroad. That's why 
President Bush introduced legislation early last year to 
modernize and strengthen the banks and return the financial 
system to a sound footing. 

The California bankers were early supporters of 
comprehensive reform. You saw what is good for the banking 
system and the country, and your progressive stance showed a 
vision that was, unfortunately, shared by very few of your 
colleagues in the banking community elsewhere in the country. 

The Administration's plan called for interstate banking and 
branching, because diversification can protect well-capitalized 
banks from localized problems. And with all but two states 
permitting interstate banking, and technological advances such as 
ATMs, the issue is no longer whether there should be nationwide 
banking, but how. 

Our reform plan also called for new financial activities and 
new sources of capital for banks, regulatory reforms, and 
recapitalization of the Bank Insurance Fund -- clearly the recipe 
for a better banking system. 

But, after nine months of debate, the best Congress could do 
was adopt narrow, wholly inadequate legislation. In my opinion, 
Congress blew a momentous opportunity to achieve urgently needed 
banking system reform -- blew it big. 

This new legislation is an anemic SUbstitute for the 
fundamental reforms necessary to strengthen the system. Banks 
will not be more competitive, consumers will not be served 
better, and the system will not have the broader opportunities to 
get financially stronger over time. 



And, while Congress did make capital more central to bank 
regulation, they created no new means of acquiring that capital. 
Essentially, the engines for growth must now drive even further 
without any additional gasoline. 

Indeed, the short-sighted Congressional response hangs a 
bullseye on the pocketbooks of all American taxpayers. If 
problems persist in the banking industry, and nothing is done to 
fix the basic structural deficiencies, the ledger will show that 
Congress had the chance to remedy a potentially expensive 
national problem -- but it failed. 

Fortunately, there is still time to pass the comprehensive 
reform needed to strengthen the banking industry. But the ball 
is in Congress' court. They still have our reform proposal. 
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And, as President Bush said last month, "we stand ready, willing, 
and able to work for comprehensive reform." 

So this Administration will continue to take responsible 
steps to strengthen the banking system, perpetuate economic 
growth, and create jobs. But we will need support from the 
Congress, and we will need the continued support of you in the 
private sector. 

You have the ability to help make things happen, and I look 
forward to working with you in moving toward our common goals of 
a stronger economy for all Americans. 

Thank you. 

### 



UBLICDEBT NEWS 
Department of the Treasury • Bureau of the Public Debt • Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 9, 1992 

CONTACT: Office of Financing 
202-219-3350 

RESULTS OF TREASURY'S AUCTION OF 52-WEEK BILLS 

Tenders for $12,526 million of 52-week bills to be issued 
January 16, 1992 and to mature January 14, 1993 were 
accepted today (CUSIP: 912794ZZ0). 

RANGE OF ACCEPTED 
COMPETITIVE BIDS: 

Low 
High 
Average 

Discount 
Rate 
3.82% 
3.85% 
3.84% 

Investment 
Rate 
4.00% 
4.03% 
4.02% 

Price 
96.138 
96.107 
96.117 

$90,000 was accepted at lower yields. 
Tenders at the high discount rate were allotted 16%. 
The investment rate is the equivalent coupon-issue yield. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location 
Boston 
New York 
Philadelphia 
Cleveland 
Richmond 
Atlanta 
Chicago 
st. Louis 
Minneapolis 
Kansas city 
Dallas 
San Francisco 
Treasury 

TOTALS 

Type 
Competitive 
Noncompetitive 

Subtotal, Public 

Federal R ~erve 
Foreign Official 

Institutions 
TOTALS 

Received 
18,745 

34,866,255 
10,405 
19,495 
41,970 
25,260 

1,092,510 
17,540 
8,490 

29,775 
13,125 

628,505 
348,900 

$37,120,975 

$33,294,080 
696,895 

$33,990,975 

3,000,000 

130,000 
$37,120,975 

Accepted 
18,745 

11,545,655 
10,405 
19,495 
41,970 
25,260 

333,310 
15,540 
8,490 

29,775 
13,125 

115,505 
348,900 

$12,526,175 

$8,699,280 
696,895 

$9,396,175 

3,000,000 

130,000 
$12,526,175 

An additional $300,000 thousand of bills will be 
issued to foreign official institutions for new cash. 
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PUBLIC DEBT NEWS 
Department of the Treasury • Bureau of the Public Debt • Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 13, 1992 

CONTACT: Office of Financing 
202-219-3350 

RESULTS OF TREASUR¥'S AUCTION OF 13-WEEK BILLS 

Tenders for $10,225 million of 13-week bills to be issued 
January 16, 1992 and to mature April 16, 1992 were 
accepted today (CUSIP: 912794YJ7). 

RANGE OF ACCEPTED 
COMPETITIVE BIDS: 

Low 
High 
Average 

Discount 
Rate 
3.82% 
3.84% 
3.83% 

Investment 
Rate 
3.92% 
3.94% 
3.93% 

Price 
99.034 
99.029 
99.032 

Tenders at the high discount rate were allotted 21%. 
The investment rate is the equivalent coupon-issue yield. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location Received AcceRted 
Boston 32,785 32,785 
New York 35,475,130 8,929,880 
Philadelphia 26,295 26,295 
Cleveland 61,710 61,710 
Richmond 75,790 47,890 
Atlanta 31,325 27,955 
Chicago 1,366,315 81,240 
st. Louis 13,750 13,750 
Minneapolis 13,385 13,385 
Kansas City 34,675 34,040 
Dallas 24,070 24,070 
San Francisco 861,810 83,590 
Treasury 848,510 848,510 

TOTALS $38,865,550 $10,225,100 

Type 
Competitive $34,568,065 $6,127,615 
Noncompetitive 1,697,765 1,697,765 

Subtotal, Public $36,265,830 $7,825,380 

Federal Reserve 2,434,920 2,234,920 
Foreign Official 

Institutions 164,800 164,800 
TOTALS $38,865,550 $10,225,100 
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UBLIC DEBT NEWS 
Department of the Treasury • Bureau of the Public Debt • Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 13, 1992 

CONTACT: Office of Financing 
202-219-3350 

RESULTS OF TREASURY'S AUCTION OF 26-WEEK BILLS 

Tenders for $10,276 million of 26-week bills to be issued 
January 16, 1992 and to mature July 16, 1992 were 
accepted today (CUSIP: 912794ZD9). 

RANGE OF ACCEPTED 
COMPETITIVE BIDS: 

Low 
High 
Average 

Discount 
Rate 
3.87% 
3.88% 
3.87% 

Investment 
Rate 
4.01% 
4.02% 
4.01% 

Price 
98.044 
98.038 
98.044 

Tenders at the high discount rate were allotted 34%. 
The investment rate is the equivalent coupon-issue yield. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location Received Acce12ted 
Boston 30,400 30,400 
New York 34,682,370 9,272,505 
Philadelphia 14,775 14,775 
Cleveland 35,815 35,815 
Richmond 65,055 41,855 
Atlanta 35,930 31,500 
Chicago 1,106,965 82,965 
st. Louis 16,720 16,720 
Minneapolis 10,810 10,810 
Kansas city 32,545 32,545 
Dallas 20,020 20,020 
San Francisco 627,260 64,530 
Treasury 621,905 621,905 

TOTALS $37,300,570 $10,276,345 

Type 
Competitive $33,374,055 $6,549,830 
Noncompetitive 1,151,915 1,151,915 

Subtotal, Public $34,525,970 $7,701,745 

Federal Reserve 2,450,000 2,250,000 
Foreign Official 

Institutions 324,600 324,600 
TOTALS $37,300,570 $10,276,345 
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FOR IMMEDIATE RELEASE 
January 13, 1992 

Contact: Anne Kelly Williams 
(202) 566-2041 

ROBERT R. GLAUBER 
UNDER SECRETARY FOR FINANCE 

TO LEAVE TREASURY 

Secretary of the Treasury Nicholas F. Brady announced today that Robert R. Glauber, under 
secretary for finance, will leave the Treasury Department to return to Harvard University to 
accept a position at the John F. Kennedy School of Government and to resume his consulting 
practice. 

Mr. Glauber has served as under secretary for finance since May, 1989. During his tenure 
at the Treasury Department, Under Secretary Glauber had a major responsibility for writing 
the Financial Institutions Reform and Recovery Act of 1989 (FIRREA), the legislation that 
imposed safety and soundness requirements on the industry as part of a plan to provide funds 
to resolve bankrupt institutions. Prior to joining Treasury, Mr. Glauber was Executive 
Director of the Presidential Task Force on Market Mechanisms ("Brady Commission") to 
study the October 1987 stock market crash. While at Treasury, he oversaw the 
implementation of the major proposals contained in the 1987 Brady Commission stock market 
report. 

"Bob Glauber has been an invaluable asset to the Treasury team," said Secretary Brady. 
IIHis leadership on the FIRREA, banking reform and the Brady Commission 
recommendations and implementation are a credit to him and are examples of the outstanding 
job he has done. We will greatly miss his insight, expertise and good humor." 

Mr. Glauber was responsible for guiding the development of capital requirements for the 
government-sponsored enterprises. He was a major author of the department's Modernizing 
the Financial System, a two-year study which served as the basis for the Treasury's bank 
reform legislation introduced in 1991, and played a significant role in developing reforms of 
the Treasury auction process. 

Prior to joining the Treasury Department, Mr. Glauber was Chairman of the Advanced 
Management Program and a member of the finance faculty at the Harvard Business School. 
Mr. Glauber joined the Harvard faculty in 1964 and became a full professor in 1973. 

Mr. Glauber received a bachelor of arts in economics from Harvard College and his 
doctorate in finance from the Harvard Business School. He is married and has two young 
children. 
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TREASURY NEWS 
DI.artm.nt of til. TN •• U" •••• lIln.ton, D.C .• Telelillon.5&&.204' 

FOR RELEASE AT 2:30 P.M. 
January 14, 1992 CONTACT: Office of Financing 

202/ 219-3350 

TREASURY'S WEEKLY BILL OFFERING 

The Department of the Treasury, by this public notice, 
invites tenders for two series of Treasury bills totaling 
approximately $20,400 million, to be issued January 23, 1992. 
This offering will result in a paydown for the Treasury of about 
$1,200 million, as the maturing bills are outstanding in the 
amount of $21,602 million. Te~ders will be received at Federal 
Reserve Banks and Branches and at the Bureau of the Public Debt, 
Washington, D. C. 20239-1500, Tuesday, January 21, 1992, 
prior to 12:00 noon for noncompetitive tenders and prior to 
1:00 p.m., Eastern Standard time, for competitive tenders. 
The two series offered are as follows: 

91-day bills (to maturity date) for approximately 
$10,200 million, representing an additional amount of bills 
dated May 24, 1991, and to mature April 23, 1992 
(CUSIP No. 912794 YK 4), currently outstanding in the amount 
of $26,682 million, the additional and original bills to be 
freely interchangeable. 

182-day bills for approximately $ 10,200 million, to be 
dated January 23, 1992, and to mature July 23, 1992 (CUSIP 
No. 912794 ZE 7). 

The bills will be issued on a discount basis under competi
tive and noncompetitive bidding, and at maturity their par amount 
will be payable without interest. Both series of 'bills will be 
issued entirely in book-entry form in a minimum amount of $10,000 
and in any higher $5,000 multiple, on the records either of the 
Federal Reserve Banks and Branches, or of the Department of the 
Treasury. 

The bills will be issued for cash and in exchange for 
Treasury bills maturing January 23, 1992. Tenders from Federal 
Reserve Banks for their own account and as agents for foreign 
and international monetary authorities will be accepted at 
the weighted average bank discount rates of accepted competi
tive tenders. Additional amounts of the bills may be issued to 
Federal Reserve Banks, as agents for foreign and international 
monetary authorities, to the extent that the aggregate amount 
of tenders for such accounts exceeds the aggregate amount of 
maturing bills held by them. Federal Reserve Banks currently 
hold $941 million as agents for foreign and international 
monetary authorities, and $4,953 million for their own account. 
Tenders for bills to be maintained on the book-entry records 
of the Department of the Treasury should be submitted on Form 
PD 5176-1 (for 13-week series) or Form PO 5176-2 (for 26-week 
seriell) 
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 2 

Each tender must state the par amount of bills bid for, 
which must be a minimum of S10,000. Tenders over S10,000 must 
be in multiples of S5,OOO. Competitive tenders must also show 
the yield desired, expressed on a bank discount rate basis with 
two decimals, e.g., 7.15%. Fractions may not be used. A single 
bidder, as defined in Treasury's single bidder guidelines, shall 
not submit noncompetitive tenders totaling more than Sl,OOO,OOO. 

The following institutions may submit tenders for accounts 
of customers if the names of the customers and the amount for 
each customer are furnished: depository institutions, as 
described in Section 19(b)(1)(A), excluding those institutions 
described in subparagraph (vii), of the Federal Reserve Act 
(12 U.S.C. 461(b); and government securities broker/dealers 
registered with the Securities and Exchange Commission that are 
registered or noticed as government securities broker/dealers 
pursuant to Section 15C(a)(l) of the Securities and Exchange 
Act of 1934, as amended by the Government Securities Act of 
1986. Others are only permitted to submit tenders for their 
own account. Each tender must state the amount of any net long 
position in the bills being offered if such position is in excess 
of S200 million. This information should reflect positions held 
as of one-half hour prior to the closing time for receipt of com
petitive tenders on the day of the auction. Such positions would 
include bills acquired through "when issued ll trading, and futures 
and forward contracts as well as holdings of outstanding bills 
with the same CUSIP number as the new offering. Those who submit 
tenders for the accounts of customers must submit a separate 
tender for each customer whose net long position in the bill 
being offered exceeds S200 million. 

A noncompetitive bidder may not have entered into an 
agreement, nor make an agreement to purchase or sell or other
wise dispose of any noncompetitive awards of this issue being 
auctioned prior to the designated closing time for receipt of 
competitive tenders. 

Tenders from bidders who are making payment by charge 
to a funds account at a Federal Reserve Bank and tenders from 
bidders who have an approved autocharge agreement on file at a 
Federal Reserve Bank will be received without deposit. Tenders 
from all others must be accompanied by full payment for the 
amount of bills applied for. A cash adjustment will be made 
on all accepted tenders, accompanied by payment in full, for 
the difference between the par payment submitted and the actual 
issue price as determined in the auction. 
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 3 

Public announcement will be made by the Department of the 
T~easury of the amount and yield range of accepted bids. Com
petitive bidders will be advised of the acceptance or rejection 
of their tenders. The Secretary of the Treasury expressly 
reserves the right to accept or reject any or all tenders, in 
whole or in part, and the Secretary's action shall be final. 
Subject to these reservations, noncompetitive tenders for each 
issue for $1,000,000 or less without stated yield from anyone 
bidder will be accepted in full at the weighted average bank 
discount rate (in two decimals) of accepted competitive bids 
for the respective issues. The calculation of purchase prices 
for accepted bids will be carried to three decimal places on 
the basis of price per hundred, e.g., 99.923, and the deter
minations of the Secretary of the Treasury shall be final. 

Settlement for accepted tenders for bills to be maintained 
on the book-entry records of Federal Reserve Banks and Branches 
must be made or completed at the Federal Reserve Bank or Branch 
by the ~ssue date, by a charge to a funds account or pursuant to 
an approved autocharge agreement, in cash or other immediately
available funds, or in definitive Treasury securities maturing 
on or before the settlement date but which are not overdue as 
defined in the general regulations governing United States 
securities. Cash adjustments will be made for differences 
between the par value of the maturing definitive securities 
accepted in exchange and the issue price of the new bills. 

Department of the Treasury Circulars, Public Debt Series -
Nos. 26-76, 27-76, and 2-86, as applicable, Treasury's single 
bidder guidelines, and this notice prescribe the terms of these 
Treasury bills and govern the conditions of their issue. Copies 
of the circulars, guidelines, and tender forms may be obtained 
from any Federal Reserve Bank or Branch, or from the Bureau 
of the Public Debt. 
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FOR IMMEDIATE RELEASE 
January 15, 1992 

Contact: Robert Snow 
(202) 435-5708 

SECRET SERVICE DIRECTOR JOHN R. SIMPSON 
TO RETIRE 

Secretary of the Treasury Nicholas F. Brady announced today 
that Director John R. Simpson has announced his plans to retire 
on February 1, 1992, after 29 years with the united States Secret 
Service. 

Director Simpson, who began his career in 1962 as a special 
agent in the Boston Field Office, has served as director of the 
Secret Service since 1981. He has held many other supervisory 
positions including special agent in charge of the protective 
support division, the executive protective service, the dignitary 
protective service, the dignitary protective division, and the 
presidential protective division; inspector-in-charge of the 
candidate nominee protective division; deputy assistant director 
of protective operations, executive protective service, and 
assistant director of protective operations. 

Director Simpson supervised an unprecedented growth and 
expansion of the Secret Service. He introduced new computer 
technology; directed the expansion of the field offices; and 
supervised the Service's new investigative responsibilities in 
the areas of false identification documents, access device and 
computer fraud, and financial institution fraud. With Director 
Simpson's strong support, the Secret Service increased the number 
of females and minorities in law enforcement by nearly 64%. 

From 1984 to 1988, Director Simpson served as the first 
American President of the International Criminal Police 
Organization (INTERPOL). During his tenure, Mr. Simpson directed 
several major new programs for INTERPOL and worked diligently 
with the 142-member countries to combat the growing threat of 
international crime. 
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A native of Boston, Massachusetts, Director Simpson holds a 
bachelor's degree in commerce from Loyola College in Montreal and 
an LL.B. from the New England School of Law in Boston. He is 
also a graduate of the Federal Executive Institute and the 
National War College. Mr. Simpson is a veteran of the U.S. Army, 
and a member of the International Association of Chiefs of 
Police, the American Society for Industrial Security, the 
National Sheriff's Association, the National Association of 
Public Administrators, and the National War College Alumni 
Association. Director Simpson is the recipient of the 1982 and 
1986 Presidential Rank Awards, the 1985 Executive Achievement 
Award, the Roger W. Jones Award, the National Operations 
Security Advisory Committee's 1991 OPSEC Award, and the Women in 
Federal Law Enforcement's 1991 Manager of the Year Award. 

President Bush has nominated Director Simpson to be 
Commissioner of the united states Parole Cocmission for the term 
expiring November 1, 1997. 

000 



TREASURY NEWS 
D.partm.nt of th. T ••• surv • W.shlngton, D.C. • Tele.hone .88.2041 

FOR RELEASE AT 2:30 P.M. 
January 15, 1992 

CONTACT: Office of Financing 
202/219-3350 

TREASURY TO AUCTION 2-YEAR AND 5-YEAR NOTES 
TOTALING $23,000 MILLION 

The Treasury will auction $13,750 million of 2-year notes 
and $9,250 million of 5-year notes to refund $10,772 million 
of securities maturing January 31, 1992, and to raise about 
$12,225 million new cash. The $10,772 million of maturing 
securities are those held by the public, including $614 million 
currently held by Federal Reserve Banks as agents for foreign 
and international monetary authorities. 

The $23,000 million is being offered to the public, and 
any amounts tendered by Federal Reserve Banks as agents for 
foreign and international monetary authorities will be added 
to that amount. Tenders for such accounts will be accepted 
at the average prices of accepted competitive tenders. 

In addition to ~he public holdings, Federal Reserve Banks, 
for their own accounts, hold $539 million of the maturing 
securities that may be refunded by issuing additional amQunts 
of the new securities at the average prices of accepted com
petitive tenders. 

Details about each of the new securities are given in the 
attached highlights of the offerings and in the official offer
ing circulars. 

000 

Attachment 

NB-1621 



HIGHLIGHTS OF TREASURY OFFERINGS TO THE PUBLIC 

OF 2-YEAR AND 5-YEAR NOTES TO BE ISSUED JANUARY 31, 1992 

Amount Offered to the Public 

Description of Security: 
Term and type of security ..... . 
Series and CUSIP designation .. . 

Maturity date ................. . 
Interest rate ................. . 

Investment yield .............. . 
Premium or discount ........... . 
Interest payment dates ........ . 
Minimum denomination available . 

Terms of Sale: 

$13,750 millio~ 

2-year notes 
Series V-1994 
(CUSIP No. 912827 08 2) 
January 31, 1994 
To be determined based on 
the average of accepted bids 
To be determined at auction 
To be determined after auction 
July 31 and January 31 
$5,000 

Method of sale ................. Yield auction 
Competitive tenders ............ Must be expressed as 

an annual yield, with two 
decimals, e.g., 7.10% 

Noncompetitive tenders ......... Accepted in full at the aver
age price up to $5,000,000 

Accrued interest payable 
by investor .................... None 

Key Dates: 
Receipt of tenders ............ . 
a) noncompetitive ............. . 
b) competitive ................ . 
Settlement (final payment 
due from institutions): 
a) funds immediately 

available to the Treasury 
b) readily-collectible check 

Wednesday, January 22, 1992 
prior to 12:00 noon, EST 
prior to 1:00 p.m., EST 

Friday, January 31, 1992 
Wednesday, January 29, 1992 

January 15, 1992 

$9,250 million 

5-year notes 
Series H-1997 
(CUSIP No. 912827 09 0) 
January 31, 1997 
To be determined based on 
the average of accepted bids 
To be determined at auction 
To be determined after auction 
July 31 and January 31 
$1,000 

Yield auction 
Must be expressed as 
an annual yield, with two 
decimals, e.g., 7.10% 
Accepted in full at the aver
age price up to $5,000,000 

None 

Thursday, January 23, 1992 
prior to 12:00 noon, EST 
prior to 1:00 p.m., EST 

Friday, January 31, 1992 
Wednesday, January 29, 1992 



TREASURY NEWS 
D.partment of the T ... su" • W.shlngton, D.C •• Tele.hone 588-2041 

FOR IMMEDIATE RELEASE 
January 15, 1992 

Contact: Bob Levine 
(202) 566-2041 

Deborah Miller witchey Appointed 
Deputy Assistant Secretary for Administration 

Secretary of the Treasury Nicholas F. Brady today announced the 
appointment of Deborah Miller Witchey to serve as deputy 
assistant secretary for administration. Ms. Witchey will serve 
as the principal advisor to the assistant secretary for 
management on administrative and financial management issues 
wi thin Main Treasury. . 

Ms. Witchey has served as the special assistant to the secretary 
for personnel since April of 1991. In this position, she served 
as the White House liaison for the department of the Treasury on 
all political and senior personnel issues. Prior to' holding this 
position, she was a special assistant to the assistant secretary 
of the Treasury for policy management, since 1989. In this 
position, she assisted with political appointments for the 
department, and oversaw certain management functions relating to 
personnel. 

Prior to joining Treasury, Ms. Witchey worked on the Presidential 
Inaugural Committee, in 1988, as deputy managing director for the 
First Family. Prior to that, she was the deputy administrator 
within the political campaign committee of the Bush/Quayle '88 
campaign. In this position Ms. Witchey supervised and oversaw 
state office openings and closings, and day-to-day office 
management for the national campaign headquarters. 

Ms. Witchey received an A.B. from Duke University. She is married 
to Frank Witchey, and currently resides in Springfield, Virginia. 

000 
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CHAPTER 1: INTRODUCTION 

1.1. On 22 March 1989 the Financial Secretary to the 

Treasury in the UK said that the UK Government believed that 

progress had been made in the two previous years in resolving the 

unitary tax issue but that problems remained, in particular the 

fee which companies had to pay (in California) in order not to be 

subject to worldwide unitary tax. The Government proposed to 

review the situation jointly with the US Treasury later in the 

year (1). 

1.2. The a im of thi s review is to asses s progres s made in 

modifying the worldwide combined reporting method of unitary 

taxation and the need for and possibility of further changes 

which might be made towards meeting the concerns which have been 

widely expressed about the present Californian State tax laws as 

they apply to multinational corporations. 

1.3. As part of the review a small party of senior United 

Kingdom Government representatives went to California (which is 

the only remaining US State with substantial problems for 

multinational corporations in this area} in April 1990. The 

prime purpose of the visit was not to lobby but to seek guidance 

on the situation in California and the possibilities for further 

changes in the relevant tax provision. 

1.4. The UK Parliament has on a numbe~ of occasions 

expressed its hostility to unitary tax. A motion against the tax 

was signed by 276 Members (nearly half the Members) of the House 

of Commons (2) in conjunction with a debate on unitary tax which 

took place in December 1989. In reply, the Financial Secretary 

made it clear that it was not the intention of the Government to 

repeal Section 812 of the Income and Corporation Taxes Act 1988 

which provides a retaliatory power which can be triggered to deny 

the tax credit which would otherwise be payable to US companies 

in unitary states (3). 



1.5. The US authorities have also on a number of occasions 

expressed opposition to the States' (particularly California's) 

use of the worldwide combined reporting method of unitary 

taxation. President Reagan wrote in November 1985 that the 

Federal Government supported legislation which would effect a 

requirement that multinationals be taxed by states only on income 

derived from the territory of the United States (lithe water's 

edge requirement") (4). Consistent with that statement, the US 

Department of Justice filed amicus curiae briefs in the case of 

Barclays Bank International Ltd v Franchise Tax Board detailing 

the US executive branch policy with respect to California's use 

of worldwide combined reporting, both in the lower court in 

September 1986 (5) and in the intermediatp appellate court in 

September 1988 (6). Both briefs presented the argument that 

California's use of worldwide combined repnrting was an 

unccnsti tutional interference wi th the US Federa 1 Government's 

exclusive authority to conduct foreign affairs and regulate 

foreign commerce. The US Department of Treasury in August 1989 

said that the issue of unitary taxation remained a serious 

concern to the Treasury Department and to the administration of 

President Bush (7). On 17 November 1990 the Department of 

Justice appeared before the Californian Court of Appeal to argue 

the position of the US administration. 



CHAPTER 2: WORLDWIDE UNITARY TAX 

2.1. The UK and US Governments, together with a number of 

Governments of other countries, have opposed the use, by the 

State of California, of worldwide unitary tax as a means of 

assessing the Californian tax liability of mul tinationa 1 

companies. This method of tax assessment in the circumstances in 

which it is applied is contrary to the principles underlying the 

UK/US tax treaty (and other US tax treaties): is contrary to 

accepted international practice; 1S extremely cumbersome and 

burdensome for multinational companies; can result in double 

taxation of income earned by multinationals outside the US; and 

effectively extends the reach of the Californian tax authorities 

beyond the borders of the US. 

Methods of taxing multinational corporations 

2.2. All tax jurisdictions lD which multinationals operate 

are faced with the problem 0 f determining the amount of income 

properly attributable to their jurisdiction. The internationally 

accepted method, which underlies UK and US tax treaties, is known 

as the separate accounting or arm's length method. This method 

applies the principle that each taxing authority should levy tax 

only on the income arising within the borders of its 

jurisdiction. To enable jurisdictions to assess corporation tax 

liability, multinational corporations operating within those 

jurisdictions are asked to provide separate accounts as if they 

were independent corporations operating at arm's length from 

other parts of their business. 

2.3. The UK and the US, like other taxing jurisdictions, 

recognise that multinational companies can, in effect, transfer 

profits between different taxing jurisdictions, by manipulating 

the prices at which different constituent parts of their 

Inul tinational business sell goods or services to each other. 

Like other taxing authorities, the UK and US deal with this by 

reserving the right, when assessing the extent of a corporation's 

earnings attributable to their jurisdiction I to adjust for tax 

purposes any transfer prices that have been manipulated, so that 

t~ey reflect the ~r~e market price that would be paid between two 



independent corporations. The UK/US tax treaties, and other tax 

treaties, specifically allow the contracting states to make such 

adjustments. 

2.4. Unitary taxation is an alternative way of dealing with 

the same problem. Instead of taxing the income earned within its 

taxing jurisdiction, a tax authority using unitary tax assesses 

the overall income of the group, and then levies tax on a certain 

proportion of that income. That proportion might be calculated 

by reference to the company's sales, employment, or assets within 

one taxing jurisdiction. 

2.5. The unitary method is used fairly wide ly by di fferent 

states in the US in respect of income earned within the US. The 

method works reasonably well where each of the taxing authorities 

have broadly similar accounting rules and standards and where the 

tax regimes and formulae used are compatible. These conditions 

are moderately well satisfied in varying degrees in the different 

states within the US. 

The effects of the worldwide combined reporting method of unitary 

taxation 

2.6. California has chosen to use the same method in respect 

of worldwide income. In this context the necessary conditions 

for the successful use of the unitary method J.re clearly not 

fulfilled. Accounting standards in different taxing authorities 

throughout the world vary very considerably from those within the 

US. Equally importantly, no country (and certainly not the US 

Federal Government) adopts such a method. In these 

circumstances, the use of worldwide unitary tax has the following 

defects: 

a. a multinational company which has to provide accounts 

to each taxing authority in whose jurisdiction it 

operates, according to the accounting standards and tax 

regime of that authority, then has to recalculate its 

worldwide earnings according to the accounting 

standards and tax regime of ~J.lifornia. Clearly this 

is a m~lor and costly burden; 



b. in practice, 

multinational 

determining what constitutes a 

group in some cases involves 

unitary 

highly 

questionable and arbitrary assumptions. A 

multinational company which comes to a different 

judgment from that of the Californian tax authorities 

could find itself forced to make the burdensome 

calculations described at a. above several times over; 

c. there is no reason in principle why the proportion of a 

multinational corporation I s earnings ''''hich are properly 

attributable to anyone taxing authority should 

necessarily be the same as the proportion of its sales, 

employment or assets in that taxing authority. If 

California uses worldwide uni tary and other countries 

use separate accounting/arm's length, a multinational 

corporation could well end up being taxed on more than 

100% of its worldwide income; it could also be taxed on 

much less than 100% of its worldwide income. The risk 

of double taxation or double exemption is clearly very 

real; 

d. a multinational company which had assets, sales and 

payroll in California, but which happened to make a 

loss in anyone year, could find itself paying tax on 

non-existent (or even negative) income. Or, 

alternatively, a multinational corporation which 

improved its profitability in, say, Australia, by 

in that country, would, under the 

find itself paying more tax in 

would levy tax on a proportion of any 

reducing costs 

uni tary method, 

California (which 

increase in profits) even al thou'Jh there had been no 

change in the income earned in California; 

e. the narrow circumstunces which may justify an 

internationally agreed formulary apportionment of 

income (for example, for 24-hour, global trading of a 

single book of securities) do not exist in the majority 

of cases to which California applies the worldwide 

comorned reporting method of unitary tax. 



Review conclusion 

2.7. We believe that the worldwide combined reporting method 

of unitary taxation in the circumstances in which it is applied 

by California remains contrary to internationally agreed 

standards embodied in the arm's length principle and that the 

ultimate goal of the UK and US Governments should remain the 

elimination of the worldwide combined reporting method of unitary 

taxation. 



CHAPTER 3: MODIFICATIONS IN UNITARY TAX LAW 

3.1. Since July 1984 there has been action to reform unitary 

tax in a number of US States - Oregon, Florida, Massachusetts, 

Montana, Indiana, Utah, Colorado, New Hampshire, Idaho, North 

Dakota, California and' most recently Alaska - although in some 

cases the application of unitary tax to foreign-owned 

corporations is limited and not completely eliminated. 

3.2. In 1985 the British Parliament enacted legislation (8) 

giving the UK Government powers to deny tax credits to 

multinational corporations based in Ca' ifornia, as a form of 

retaliation against the worldwide combined method of unitary 

taxation. In the following year the Californian Assembly amended 

Californian law, so as to enable a multinational corporation to 

"elect" to be taxed on a "water's edge" basis. The "water's 

edge" basis was broadly similar to the internationally accepted 

arm's length/separate accounting method. However, this election 

required payment of an election fee and the Californian tax 

authorities had the right to disallow such an election (without 

refunding the fee) in a number of instances, at their sole 

discretion. This modification in the Californian law that took 

place in 1986 persuaded the British Government not to bring into 

operation the retaliatory powers. 

3.3. In 1988 some further modifications were made in 

Ca Ii fornia which reduced the election period and rendered the 

Californian tax authorities' decisions subject to some form of 

appeal. However, the fee remained in the law. In addition, many 

of the administrative requirements and potential penalties create 

conditions under which many multinational corporations say that 

they are unable to operate. The modifications made, although 

welcome, do not, therefore, remove all the concerns about the 

worldwide combined reporting method of unitary taxation. 

3.4. This view is shared by other major industrialised 

countries. In June 1989, all Member States of the European 

Commvaity reaffirmed in a letter to the US Secretary of State 



that the present 1-3.W in '-.~21ifornia was unsatisfa(;tT~"-:;! ceplJ, 

Treasury Deputy Secretary Robson confirmed that the US shared the 

European Community's concerns, and stated that further progress 

would have to be made in California before the US Government's 

concerns were met (7). In 1989, Canada, Japan, Australia and 

Switzerland also made clear their continued opposition to the 

worldwide combined reporting method of unitary taxation. 

Review conclusion 

3.5. While California (and some other states) have made some 

significant modifications in their law in response to 

international criticism, further progress is required before 

concerns on this issue can be put to rest. To alleviate the 

concerns of the interested governments, it would be necessary at 

least to ensure that the choice between the worldwide combined 

reporting method and the "water IS edge" method of reporting 

should be unconditional and not subject to any fee, penalty, or 

subsequent override. In pursuing these goals the Governments of 

the US and the UK recognise that, under the US federal system, 

provided the method does not infringe upon a power reserved to 

the Federal Government or is not otherwise denied a State by the 

US Constitution, the Federal Government cannot dictate precisely 

how a State determines income subject to its ~ax jurisdiction. 



CbAr:!'E~. 4: 'l'HE POSSIBILI'l'Y F'JFT HER 1·!uDIF ICA'r IONS IN 

CALIFORNIA'S UNITARY TAX LAW 

4.1. Senior UK Government representatives went to Sacramento 

on 23-27 April 1990 following letters from the UK Chancellor of 

the Exchequer to US Treasury Secretary Brady and Governor 

Deukmejian and from Secretary Brady to Governor Deukmejian. 

4.2. The purpose of the visit was to enable the UK to 

contribute to this UK/US review of progress on the unitary tax 

problem, in particular to assess what further modifications in 

unitary tax law could realistically be expected from the 

Californian legislature. 

4.3. The delegation was grateful to Governor Deukmejian for 

setting aside time for a substantial meeting with him. The 

delegation was also grateful to key Senators and Assemblymen from 

both the Republican and Democratic parties, Senate/Assembly 

staffers, Californian tax officials and representatives of both 

Californian and British business who also made time to see them. 

4.4. The administration made it clear that it had done much 

to meet UK concerns in introducing the modifications it had in 

1986 and 1988. The Californian legislature had not been prepared 

to eliminate the worldwide combined reporting method of taxation 

completely but had provided for an alternative. Some 700 

businesses (out of possibly 5000) had elected for water's edge, 

of which about 50 were UK companies. 

Options for reform in 1990 

4.5. There seemed to be two possibilities for legislative 

changes in 1990. 

4.6. First, a revenue neutral Bill which failed earlier in 

the year (proposed by Assemblyman Brown) was re-introduced, this 

time by Assemblyman Peace (9). This would have reduced the 



election period (not to be subject to the worldwide combined 

reporting method of unitary taxation) trom 5 years to 3 years and 

abolished, with treble damages for wilful default, the provision 

under which companies can be thrown back on unitary tax (the 

'throwback') and the domestic disclosure spreadsheet. It did not 

deal with the election fee (see paragraph 4.7 below). 

4.7. The second possibility for legislation in 1990 was that 

abolition of the election fee might feature in a Tax Conformity 

Bill. It was, however, urged on the UK Government 

delegation by Senators and Assemblymen that the Californian 

budget currently faced a $2 billion deficit (although the 

election fee - some $40 million - was small in this context). 

4 .8. In the event 

materialised and there 

legislation front in 1990. 

neither legislative possibility 

was virtually no progress on the 

The only Bill that did pass (Alquist) 

provided mainly for election fees to be refunded with interest if 

the Courts finally ruled the worldwide combined reporting method 

of unitary taxation unconstitutional (10). 

Meeting with tax officials 

4.9. One point that came out of a very detailed meeting the 

UK delegation had with Californian tax officja:s was that the 

latter confirmed that the throwback provision (see paragraph 4.6 

above) would be used only in the most extreme circumstances of 

wil ful de faul t. Al though it would 0 f course be pre ferable to 

have the throwback abolished altogether, this confirmation was 

helpful and letters were exchanged to this effect. 

The future 

4.10. The end of the 1988-1990 two year session of the 

Californian legislature has now passed and there can be no 

assurance of any immediate modifications to unitary tax law. 

4.11. It is understood that the Auditor General is required 

to make a review of the spreadsheet and make a preliminary report 

t~ the Legislature by 31 December 1991. 



4.12. The Californian Franchise Tax Board said that when a 

Bill was introduced in 1989 to repeal the election fee an 

analysis indicated that this would cost annually sumething like 

$100 million. This loss was made up of two components. First, 

there was the loss of the fee itself which would have had a $3~ 

million impact. Second, under the Board's assumptions, more 

people would elect if the fee were eliminated giving rise to a 

$60-$65 million revenue loss. These estimates were mid-year 1989 

and economic circumstances had changed which would, in all 

likelihood, result in a change in the estimates. 

Review conclusion 

4.13. It is disappointing that no substantial progress was 

made on legislation in 1990 and that there can be no assurance of 

any in®ediate prospect of legislation. However, the undertaking 

of the Franchise Tax Board on throwback was helpful. 



CHAPTER 5: LITIGATION 

5.1. Under the us Constitution the power to ~onduct foreign 

affairs and to regulate commerce with foreign nations is reserved 

to the Federal Government. Where state or local taxes result in 

actual international multiple taxation, where such a tax "may 

impair federal uniformity in an area where federal uniformity is 

essential", and where such a ,tax prevents "the Federal Government 

from 'speaking with one voice' when regulating commercial 

relations with foreign governments", the tax can be held to be 

unconsitutional by us courts and may not be collected. See Japan 

Line Ltd v County of Los Angeles, 441 US 434 (1979). 

5.2. Early efforts to challenge the constitutionality of the 

Californian worldwide combined reporting method of unitary 

taxation under this principle were brought by US-based parent 

corporations with foreign subs idiaries. They did not succeed. 

See Container Corporation of America v Franchise Tax Board, 

463 US 159 (1983). The US Supreme Court, however, in a footnote 

to its decision in Container, explicitly stated that it was not 

addressing the constitutionality of the worldwide combined 

reporting method with respect to state taxation of US 

::orporations with foreign parents or of ioreign corporations. 

More recently Colga te-Palmoli ve Company Inc, a US-based parent 

corporation with foreign subsidiaries, has as~in challenged the 

constitutionality of Californian worldwide reporting in the 

Californian Courts. A decision favourable to Colgate in the 

Californian Superior Court for the County of Sacramento was 

reversed in August 1991 by the Californian Court of Appeal which 

could not find a meaningful distinction between that case and the 

earlier Container decision. The company has since filed a 

Petition for Hearing in the Californian Supreme Court. 

5.3. Cases have been brought by foreign corporations and the 

US subsidiaries of foreign corporations to address the question 

left open in the Container case. In Barc1ays Bank International 

Ltd v Franchise Tax Board, 275 Cal.Rptr.626 (1990), the Court of 

Appeal of the State of California on 27 December 1990 affirmed 

the judgment of the Superior Court of California for the County 



of Sacramento that the worldwide combined reporting method was 

unconstitutional under the US Constitution's commerce clause. An 

appeal against that decision has been made by the Franchise Tax 

Board to the Californian Supreme Court, which has announced that 

it will hear the appeal. Ei ther party may appeal against its 

decision to the United States Supreme Court. 

5.4. Unlike in the Container case, the us Department of 

Justice filed an amicus curiae brief in Barclays both before the 

trial court as well as in the Californian Court of Appeal. The 

amicus briefs presented the argument that California's use of the 

worldwide combined reporting method is an unconstitutional 

interference with the US Federal Government's exclusive authority 

to conduct foreign af fairs and regula te foreign commerce. The 

Californian Appellate Court in its decision ln Barclays noted 

that the filing of the amicus brief, the US/UK income tax treaty 

debate I a letter from President Carter's administration to the 

Sta te of Ca 1 i fornia, and Pres ident Reagan's direc ti ve to the 

Attorney General all demonstrated that the US Federal Government 

had spoken clearly in opposition to the worldwide combined 

reporting method. The Appellate Court also found that "every 

single nation in the industrialised western world has sent 

letters to the United States Government protesting the use of 

worldwide combined reporting by American states", and took note 

of the UK's enactment of retaliatory legislation and the 

cancellation of several trade missions to the United States. The 

Court also took note of evidence presented to it by Barclays 

regarding its incurring a one-time cost of between $6.4 million 

and $7.7 million to establish a system of reporting to comply 

with the requirements of California I s worldwide combined 

reporting and an additional expense from $2 to $3.8 million each 

year to maintain the system. The Appeals Court decision ln 

Barclays was unanimous. 

5.5. The Californian Supreme Court has agreed to hear the 

appeal against the judgment of the Californian Court of Appeal, 

and the US Government has prepared an amicus brief and sought the 

Court's permission to file it. 

5.6. A pre~iminary injunction was issued in October 1989, in 



two suits against the Californian Franchise Tax Board, ordering 

that about $9.5 million in election fees paid to California (fees 

paid to elect for the use of the water's edge reporting method) 

be placed into escrow pending the outcome of constitutionality 

challenges. See Nestle Holding Inc v FTB, California Superior 

Court, San Francisco County, No.911305 and Coca Cola Company v 

FTB, California Superior Court, San Francisco County, No.911416. 

5.7. In recent Court decisions involving Alcan Aluminium 

Corp. it was held that California's use of the worldwide combined 

reporting method of unitary taxa tion was constitutional. 

However, these cases will be proceeding to appeal. 

Review Conclusion 

5.8. The recent decision (on 27 December 1990) of the 

Californian Court of Appeal in the Barclays case confirms that a 

satisfactory solution to the problems faced by UK-based 

multinationals doing business through subsidiaries in California 

stands a good chance of being reached by litigation in the US 

courts, particularly where the US Federal Government makes its 

views known through the filing of amicus briefs. 



CHAPTER 6: RECOMMENDATIONS TO THE UK AND US GOVERNMENTS 

6.1. Following the recent welcome confirmation in the 

Californian Appeal Court that the worldwide combined reporting 

method of unitary taxation, as applied to foreign-based unitary 

groups, is unconstitutional, we recommend that both Governments 

should continue strongly to support litigation against worldwide 

unitary tax. 

6.2. UK Government statements up to 22 March 1989 (1) have 

made clear that, in the event of the retaliatory legislation 

being activated, it would not apply to dividends paid on or 

before 31 December 1989. 

6.3. Pending a settlement of the matter by litigation, the 

UK reviey,l2rs recommend that the Uni ted. Kingdom should maintain 

its retaliatory legislation on the statute book, giving no 

further guarantees as to whether the legislation, if it were to 

be triggered, would be retrospective, but should not trigger it; 

the US reviewers recommend that the United States should defer 

taking any action on the declaration of President Reagan in 1985 

and subsequent statements by the federal authorities, 

recommended in 6.1., above but that the situation 

except as 

shall be 

reassessed should the position of the US administration not be 

upheld in Court. 



CHAPTER 7: SUMMARY OF CONCLUSIONS 

, 7.1. 

a. 

The reviewers conclude that 

the worldwide combined reporting method of unitary 

taxation remains contrary to internationally agreed 

standards embodied in the arm's length principle 

(paragraph 2. 7) ; 

b. the ultimate goal of the UK and US Governments should 

remain the elimination of the worldwide combined 

reporting method of unitary taxation (paragraph 2.7); 

c. while California has made some relaxations in its law 

in response to international criticism, further 

progress is required before concerns on this issue can 

be put to rest. Californian tax law should at least 

ensure a meaningful choice unconditional and not 

subject to any fee, penalty or subsequent override -

between the worldwide combined method of reporting and 

the water's edge method (paragraph 3.5) i 

d. it is disappointing that no substantial progress was 

made on legislation in 1990 and there can be no 

assurance of any immediate prospect of legislation 

(paragraph 4.13); 

e. the recent decision in the Californian Appeal Court (on 

27 December 1990 in the Barclays case) that the 

worldwide combined reporting method of unitary 

taxation, as applied to foreign-based unitary groups, 

is unconstitutional confirms that a satisfactory 

solution stands a good chance of being reached by 

litigation in the US courts (paragraph 5.8); and 

f. both Governments should continue strongly to support 

litigation against worldwide unitary tax (paragraph 

6.1) ; 



7.2. Pending a settlement of the matter by litigation, 

a. the UK reviewers conclude that the UK should maintain 

its retaliatory legislation on the statute book, giving 

no further guarantees as to whether the legislation, if 

it were to be triggered, would be retrospective, but 

should not trigger it (paragraph 6.3); 

b. The US reviewers conclude that the us should not take 

any further action on the declaration of President 

Reagan in 1985 and subsequent statements by the federal 

authorities, except as stated In paragraph 7.1.f. above 

but that the situation shall be reassessed should the 

pos i tion 0 f the us adminis tra tion no t be uphe ld in 

Court (paragraph 6.3) . 

BRIAN T HOUGHTON 

formerly Director, Internatioflal DivL,ion 

Inland Revenue (United Kingdom) 

PHILIP D MORRISON 

International Tax Counsel 

US Treasury (United States) 

PETER W FAWCETT (Secretary) 

Assistant Secretary, International Division 

:'nland Revenue (bbi ted Kingdom) 
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1. HM Treasury Press Release of 22 March 1989. 

2. UK Parliamentary motion of 15 December 1989. 

3. Hansard 18 December 1989 Co1s 172-178. 

4. HM Treasury Press Release of 8 ~ovember 1985. 

5. Superior Court of the State of California, County of 

Sacramento, Nos 325059 and 325061. 

6. Court of Appeal of the State of California, Third Appellate 

District 3 Civil C003388 (Consolidated with C003389) . 

7. US T~easury statement of September 1989. 

8. Section 812 Income and Corporation Taxes Act 1988. 

9. California Legislature - 1989-90 Regular Session - Assembly 

Bill No 3333. 

10. Senate Bill No 2177. 



FOR IMMEDIATE RELEASE 
January 16, 1992 

Contact: Anne Kelly Williams 
(202) 566-2041 

Ronald A. Rosenfeld 
Appointed Deputy Assistant secretary 

for Corporate Finance 

Secretary of the Treasury Nicholas F. Brady today announced the 
appointment of Ronald A. Rosenfeld to serve as deputy assistant 
secretary for corporate finance. Mr. Rosenfeld will serve as the 
principal advisor to the assistant secretary for domestic finance 
on corporate economic and financial issues. 

Mr. Rosenfeld has worked at the Department of Housing and Urban 
Development since 1989 as the general deputy assistant secretary 
for housing and federal housing commissioner, the acting deputy 
assistant secretary for multifamily housing, and the deputy 
assistant secretary for single family housing. From 1982 - 1989, 
he was the executive vice president of the Cleveland-based 
investment banking firm Prescott, Ball and Turben, Inc., a wholly 
owned subsidiary of Kemper Financial Corporation. 

From 1976 until 1981, Mr. Rosenfeld was a partner with the 
investment banking company Zappala & Company and a partner with 
F.R.A. Associates, a shopping center development entity located 
in pittsburgh, PA. Mr. Rosenfeld was also president of 
Multiplex, Inc., an apartment and condominium development 
company_ 

Mr. Rosenfeld has a B.S. in economics from the Wharton School of 
Business at the University of Pennsylvania and a J.D. from 
Harvard University. He serves on the Wharton School board of 
overseers. Mr. Rosenfeld lives in Washington, D.C. with his wife 
Patti and has three children, Philip, 27, Laura, 25, and 
David, 21. 
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FOR IMMEDIATE RELEASE 
JANUARY 17, 1992 

CONTACT: SCOTT DYKEMA 
202-566-2041 

KENNETH W. GIDEON 
ASSISTANT SECRETARY FOR TAX POLICY 

TO LEAVE TREASURY 

Kenneth W. Gideon, assistant secretary for tax policy, will 
leave the Treasury Department January 31 to return to private law 
practice, Treasury Secretary Nicholas F. Brady said. 

Mr. Gideon will rejoin the law firm Fried, Frank, Harris, 
Shriver and Jacobson in Washington, D.C. He was appointed 
assistant secretary June 9, 1989 by President Bush. 

As the assistant secretary, Mr. Gideon served as the top 
Treasury official and advisor to the secretary in formulating and 
executing domestic and international tax policies and programs. 
He was chief counsel for the Internal Revenue Service between 
1981-1983. 

"Ken Gideon has been a valuable advisor in one of Treasury's 
key areas of responsibility," Mr. Brady said. "His help in 
crafting the tax elements of the 1990 budget deficit reduction 
agreement was especially important. His efforts contributed to 
achieving a fiscal package that controls spending and imposes 
pay-as-you-go discipline. We will miss Ken's advice and 
expertise." 

Mr. Gideon received a B.A. from Harvard University in 1968 
and a J.D. from Yale Law School in 1971. A native of Lubbock, 
Texas, he is married to the former Carol Almack. They have four 
children and live in McLean, Virginia. 
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TREASURY NEWS 
Dellaranent 0' tile Tr ••• u" • W •• lltn.ton, D.C. • Tat.llilon. 588.204t 

FOR IMMEDIATE RELEASE 
January 21, 1992 

Contact: Anne Kelly Williams 
(202) 566-2041 

Deborah J. Danker 
Appointed Deputy Assistant Secretary 

for Federal Finance 

Secretary of the Treasury Nicholas F. Brady today announced 
that Deborah Danker is being detailed from the Federal Reserve to 
serve as deputy assistant secretary for federa: finance. 
Ms. Danker will serve as the principal advisor to the assistant 
secretary for domestic finance on the formulation of Treasury and 
federal government debt management policy. In addition, she will 
advise Treasury officials on a wide range of economic and 
monetary matters. Ms. Danker also will serve as the liaison 
between the Department of the Treasury and dealers of u.S. 
government securities. 

Prior to joining Treasury, Ms. Danker worked for the Board 
of Governors of the Fed~ral Reserve System as the chief of the 
banking and monetary analysis section in the division of monetary 
affairs. Previously, Ms. Danker was senior staff economist for 
macroeconomics, money and finance for the Council of Economic 
Advisers. She has also held various economist positions at the 
Federal Reserve Board and the Federal Reserve Bank of New York. 
In addition, Ms. Danker was an instructor in the economics 
department at Yale University and spent several summers as an 
intern at the International Monetary Fund. 

Ms. Danker received her A.B. in economics from Princeton 
University and her Ph.D. in international economics from Yale 
University. 
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UBLIC DEBT NEWS 
Department of the Treasury - Bureau of the Public Debt - Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 21, 1992 

CONTACT: Office of Financing 
202-219-3350 

RESULTS OF TREASURY'S AUCTION OF 13-WEEK BILLS 

Tenders for $10,218 million of 13-week bills to be issued 
January 23, 1992 and to mature April 23, 1992 were 
accepted today (CUSIP: 912794YK4) ,. 

RANGE OF ACCEPTED 
COMPETITIVE BIDS: 

Low 
High 
Average 

Discount 
Rate 
3.76% 
3.78% 
3.78% 

Investment 
Rate 
3.86% 
3.88% 
3.88% 

Price 
99.050 
99.045 
99.045 

Tenders at the high discount rate were allotted 48%. 
The investment rate is the equivalent coupon-issue yield. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location Received Acce:gted 
Boston 30,240 30,240 
New York 29,325,580 8,756,630 
Philadelphia 17,905 17,905 
Cleveland 54,840 54,840 
Richmond 58,870 43,670 
Atlanta 23,955 23,435 
Chicago 1,346,345 264,945 
st. Louis 59,605 24,405 
Minneapolis 7,340 7,340 
Kansas city 28,215 28,215 
Dallas 25,105 25,105 
San Francisco 752,545 79,385 
Treasury 862,235 862,235 

TOTALS $32,592,780 $10,218,350 

Type 
competitive $28,564,045 $6,589,615 
Noncompetitive 1,533,035 1,533,035 

Subtotal, Public $30,097,080 $8,122,650 

Federal Reserve 2,302,960 1,902,960 
Foreign Official 

Institutions 192,740 192,740 
TOTALS $32,592,780 $10,218,350 

An additional $35,960 thousand of bills will be 
issued to foreign official institutions for new cash. 
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UBLIC DEBT NEWS 
Department of the Treasury - Bureau of the Public Debt - Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 21, 1992 

CONTACT: Office of Financing 
202-219-3350 

RESULTS OF TREASURY'S AUCTION OF 26-WEEK BILLS 

Tenders for $10,216 million of 26-week bills to be issued 
January 23, 1992 and to mature July 23, 1992 were 
accepted today (CUSIP: 912794ZE7). 

RANGE OF ACCEPTED 
COMPETITIVE BIDS: 

Low 
High 
Average 

Discount 
Rate 
3.83% 
3.84% 
3.84% 

Investment 
Rate 
3.97% 
3.98% 
3.98% 

Price 
98.064 
98.059 
98.059 

Tenders at the high discount rate were allotted 75%. 
The investment rate is the equivalent coupon-issue yield. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location Received AcceQted 
Boston 20,155 20,155 
New York 30,967,620 9,093,575 
Philadelphia 14,035 14,035 
Cleveland 30,385 30,385 
Richmond 48,435 37,185 
Atlanta 22,095 22,095 
Chicago 995,455 104,205 
st. Louis 33,165 13,165 
Minneapolis 5,890 5,890 
Kansas City 32,160 32,160 
Dallas 13,000 13,000 
San Francisco 643,610 133,860 
Treasury 696,675 696,675 

TOTALS $33,522,680 $10,216,385 

Type 
Competitive $29,173,455 $6,267,160 
Noncompetitive . 1,150,665 1,150,665 

Subtotal, Public $30,324,120 $7,417,825 

Federal Reserve 2,650,000 2,250,000 
Foreign Official 

Institutions 548,560 548,560 
TOTALS $33,522,680 $10,216,385 

An additional $101,940 thousand of bills will be 
issued to foreign official institutions for new cash. 
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TREASURY NEWS 
IIll1artment of til. Tr ••• u" • W •• llington, D.C. • Tele.hane 511-204 t 

FOR RELEASE AT 2:30 P.M. 
January 21, 1992 

CONTACT: Office of Financing 
202/219-3350 

TREASURY'S WEEKLY BILL OFFERING 

The Department of the Treasury, by this public notice, 
invites tenders for two series of Treasury bills totaling 
approximately $20,400 million, to be issued January 30, 1992. 
This offering will result in a paydown for the Treasury of about 
$575 million, as the maturing bills are outstanding in the 
amount of $20,965 million. Tenders will be received at Federal 
Reserve Banks and Branches and at the Bureau of the Public Debt, 
Washington, D. C. 20239-1500, Monday, January 27, 1992, 
prior to 12:00 noon for noncompetitive tenders and prior to 
1:00 p.m., Eastern Standard time, for competitive tenders. 
The two series offered are as follows:. 

91-day bills (to maturity date) for approximately 
$10,200 million, representing an additional amount of bills 
dated October 31, 1991, and to mature April 30, 1992 
(CUSIP No. 912794 YL 2), currently outstanding in the amount 
of S10,548 million, the additional and original bills to be 
freely interchangeable. 

182-day bills (to maturity date) for approximately 
$10,200 million, representing an additional amount of bills 
dated August 1, 1991, and to mature July 30, 1992 
(CUSIP No. 912794 YW 8), currently outstanding in. the amount 
of $12,651 million, the additional and original bills to be 
freely interchangeable. 

The bills will be issued on a discount basis under competi
tive and noncompetitive bidding, and at maturity their par amount 
will be payable without interest. Both series of bills will be 
issued entirely in book-entry form in a minimum amount of $10,000 
and in any higher S5,000 multiple, on the records either of the 
Federal Reserve Banks and Branches, or of the Department of the 
Treasury. 

The bills will be issued for cash and in exchange for 
Treasury bills maturing January 30, 1992. Tenders from Federal 
Reserve Banks for their own account and as agents for foreign 
and international monetary authorities will be accepted at 
the weighted average bank discount rates of accepted competi
tive tenders. Additional amounts of the bills may be issued to 
Federal Reserve Banks, as agents for foreign and international 
monetary authorities, to the extent that the aggregate amount 
of tenders for such accounts exceeds the aggregate amount of 
maturing bills held by them. Federal Reserve Banks currently 
hold $2,020 million as agents for foreign and international 
monetary authorities, and $5,167 million for their own account. 
Tenders for bills to be maintained on the book-entry records 
of the Department of the Treasury should be submitted on Form 
PO 5176-1 (for 13-week series) or Form PO 5176-2 (for 26-week 
seT~cs) • 

B-1628 



TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 2 

Each tender must state the par amount of bills bid for, 
which must be a minimum of $10,000. Tenders over $10,000 must 
be in multiples of $5,000. Competitive tenders must also show 
the yield desired, expressed on a bank discount rate basis with 
two decimals, e.g., 7.15%. Fractions may not be used. A single 
bidder, as defined in Treasury's single bidder guidelines, shall 
not submit noncompetitive tenders totaling more than $1,000,000. 

The following institutions may submit tenders for accounts 
of customers if the names of the customers and the amount for 
each customer are furnished: depository institutions, as 
described in Section 19(b)(1)(A), excluding those institutions 
described in subparagraph (vii), of the Federal Reserve Act 
(12 U.S.C. 461(b)); and government securities broker/dealers 
registered with the Securities and Exchange Commission that are 
registered or noticed as government securities broker/dealers 
pursuant to Section l5C(a)(1) of the Securities and Exchange 
Act of 1934, as amended by the Government Securities Act of 
1986. Others are only permitted to submit tenders for their 
own account. Each tender must state the amount of any net long 
position in the bills being offered if such position is in excess 
of $200 million. This information should reflect positions held 
as of one-half hour prior to the closing time for receipt of com
petitive tenders on the day of the auction. Such positions would 
include bills acquired through "when issued" trading, and futures 
and forward contracts as well as holdings of outstanding bills 
with the same CUSIP number as the new offering. Those who submit 
tenders for the accounts of customers must submit a separate 
tender for each customer whose net long position in the bill 
being offered exceeds $200 million. 

A noncompetitive bidder may not have entered into an 
agreement, nor make an agreement to purchase or sell or other
wise dispose of any noncompetitive awards of this issue being 
auctioned prior to the designated closing time for receipt of 
competitive tenders. 

Tenders from bidders who are making payment by charge 
to a funds account at a Federal Reserve Bank and tenders from 
bidders who have an approved autocharge agreement on file at a 
Federal Reserve Bank will be received without deposit. Tenders 
from all others must be accompanied by full payment for the 
amount of bills applied for. A cash adjustment will be made 
on all accepted tenders, accompanied by payment in full, for 
the difference between the par payment submitted and the actual 
issue price as determined in the auction. 
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 3 

Public announcement will be made by the Department of the 
Treasury of the amount and yield range of accepted bids. Com
petitive bidders will be advised of the acceptance or rejection 
of their tenders. The Secretary of the Treasury expressly 
reserves the right to accept or reject any or all tenders, in 
whole or in part, and the Secretary's action shall be final. 
Subject to these reservations, noncompetitive tenders for each 
issue for $1,000,000 or less without stated yield from anyone 
bidder will be accepted in full at the weighted average bank 
discount rate (in two decimals) of accepted competitive bids 
for the respective issues. The calculation of purchase prices 
for accepted bids will be carried to three decimal places on 
the basis of price per hundred, e.g., 99.923, and the deter
minations of the Secretary of the Treasury shall be final. 

Settlement for accepted tenders for bills to be maintained 
on the book-entry records of Federal Reserve Banks and Branches 
must be made or completed at the Federal Reserve Bank or Branch 
by the issue date, by a charge to a funds account or pursuant to 
an approved autocharge agreement, in cash or other immediately
available funds, or in definitive Treasury securities maturing 
on or before the settlement date but which are not overdue as 
defined in the general regulations governing United States 
securities. Cash adjustments will be made for differences 
between the par value of the maturing definitive securities 
accepted in exchange and the issue price of the new bills. 

Department of the Treasury Circulars, Public Debt Series -
Nos. 26-76, 27-76, and 2-86, as applicable, Treasury's single 
bidder guidelines, and this notice prescribe the terms of these 
Treasury bills and govern the conditions of their issue. Copies 
of the circulars, guidelines, and tender forms may be obtained 
from any Federal Reserve Bank or Branch, or from the Bureau 
of the Public Debt. 
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FOR IMMEDIATE RELEASE 
January 22, 1992 

Contact: Robert Snow 
(202) 435-5708 

JOHN W. MAGAW APPOINTED 
DIRECTOR OF THE UNITED STATES SECRET SERVICE 

Secretary of the Treasury Nicholas F. Brady announced today 
the appointment of John W. Magaw to serve as the director of the 
united States Secret Service. Mr. Magaw will begin on 
February 1, following the retirement of the present director, 
John R. Simpson. 

Mr. Magaw will be the 17th director of the United States 
Secret Service. His appointment continues the long tradition of 
directors being drawn from the ranks of the career special 
agents. 

Mr. Magaw brings over 31 years of law enforcement experience 
to this position. He has served since 1990 as the special agent 
in charge of the presidential protective division. From 1989 -
1990, Mr. Magaw served as the deputy assistant director in charge 
of protective operations. From 1988 - 1989, he was the deputy 
assistant director of protective research, and was made the 
assistant director during that period. 

Mr. Magaw has held numerous other positions ~;ithin the 
united States Secret Service, including special agent in charge 
of the Washington D.C. field office, special agent in charge of 
the dignitary protective division, deputy special agent in charge 
of the vice-presidential protective division, and numerous other 
positions in his 24 years with the Secret Service. 

Mr. Magaw attended the University of Dayton, and received a 
B.S. in education in 1957 from Otterbein College, in westerville, 
Ohio. He studied police administration and investigation at Case 
Western Reserve University, and attended graduate courses at Ohio 
State University. 

Mr. Magaw lives in Annapolis, Maryland with his wife Helen. 
He and his wife have five children, Jayne, Janet, Mark, Gary and 
Craig. 
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EMBARGOED FOR RELEASE 
January 22, 1992 

Contact: Anne Kelly Williams 
(202) 566-2041 

4:00 p.m. 

The Treasury, The Securities and Exchange Commission, and the Federal Reserve 
Release Report on the Government Securities Market 

The Treasury, the Federal Reserve, and the Securities and Exchange Commission today 
released their loint Report on the Government Securities Market. The report is a 
comprehensive review of the market that the federal government relies upon to meet its 
borrowing needs. The report contains recommendations for changes in policies as well as 
legislation aimed at ensuring the integrity of the market. 

"The United States securities market is the largest and most liquid market 10 the world," said 
Treasury Secretary Nicholas F. Brady. "The administrative and legislative changes 
recommended in this report will strengthen the market's integrity and further encourage 
broad participation by investors. The government has an obligation to meet its financing 
needs in the most cost-effective manner for the taxpayer and to ensure continued strong 
enforcement of all rules and regulations. The recommended changes accomplish these 
goals. " 

The report addresses a broad range of government securities market issues including the need 
to strengthen enforcement of Treasury's auction rules; the need to automate the auctions; 
potential changes in Treasury's auction technique and debt management policies; and the role 
of the primary dealers. The report also calls for reauthorization of Treasury's rulemaking 
authority under the Government Securities Act, and addresses the need for sales practice 
rulemaking authority and the removal of the exemption under the federal securities laws for 
certain securities issued by government-sponsored enterprises ("GSEs"). 

Changes recommended by all three agencies include: 

o Administrative and Re~latory 
Recommendations include a system of written confirmation by customers receiving 
large awards; tightened enforcement of noncompetitive bidding rules; the creation of a 
permanent Operating Group on Market Surveillance; a reopening policy to combat 
short squeezes; automation of the auctions by the end of 1992; proposal of a uniform
price, open auction system; changes in noncompetitive auction rules; changes in 
required net long position reporting; and elimination of the market share requirement 
for primary dealers. 



o Administrative and Reau1atory (previously announced) 
Changes already announced by Treasury include allowing all registered brokers and 
dealers to submit bids for customers in Treasury auctions; permitting any bidder to 
bid in note and bond auctions without deposit, provided the bidder has an autocharge 
agreement; increasing the noncompetitive award limitation from $1 million to $5 
million; spot-Checking of customer bids for authenticity; and earlier public release of 
borrowing needs. 

o i&gislative 
Joint recommendations include reauthorization of Treasury rulemaking authority under 
the Government Securities Act which expired October 1, 1991; registration of equities 
and unsecured debt of GSEs; and making misleading statements to an issuer of 
government securities a violation of federal securities law. 

(Note: see attached Summary of Reforms for explanation and details.) 

The Treasury also released today a proposed uniform offering circular which summarizes 
Treasury's auction rules in one document. The circular is being published for comment in 
the Federal Register. 
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SUMMARY OF REFORMS 

ADMINISTRATIVE AND REGULATORY CHANGES 

• Broadening participation in auctions: 

EMBARGOED 

until 4:00p.m. 
January 22, 1992 

All government securities brokers and dealers registered with the SEC are now 
allowed to submit bids for customers in Treasury auctions. Formerly, only 
primary dealers and depository institutions could do so (announced 
October 25). 

Any bidder is now permitted to bi"d in" note and bond auctions without deposit, 
provided the bidder has an agreement with a bank (an "autocharge agreement") 
"to facilitate payment for securities purchased at auctions. Formerly, only 
primary dealers and depository institutions could do so (announced 
October 25). 

To facilitate bidding by smaller investors, the noncompetitive award limitation 
has been raised from $1 million to $5 million for notes and bonds (announced 
October 25). 

• Stronger enforcement of auction rules: 

The Federal Reserve now engages in spot-checking of customer bids in 
Treasury auctions for authenticity (announced September 11). 

The Treasury and the Federal Reserve are instituting a new system of 
confirmation by customers receiving large awards (over $500 million), to 
verify the authenticity of customer bies. 

The Treasury and the Federal Reserve have tightened enforcement of 
noncompetitive bidding rules. 

• Detecting and combatting short squeezes: 

Improved surveillance of tbe Treasury market. A new working group of 
the Agencies has been formed to improve surveillance and strengthen 
interagency coordination. The Federal Reserve Bank of New York 

I Reforms have the unanimous support of the Department of the Treasury, the Board of Governors of the 
Federal Reserve, and the Securities and Exchange Commission rSEC) (the R Agencies-) unless otherwise 
noted. All actions listed are recommended or implemented as part of this report, unless otherwise indicated. 
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("FRBNY") will enhance and expand its market surveillance efforts, in its role 
as the agency that collects and provides the SEC, the Treasury, and the Federal 
Reserve Board with information needed for surveillance purposes. 

Reopening policy to combat short squeezes. The Treasury will provide 
additional quantities of a security to the marketplace when an acute, protracted 
shortage develops, regardless of the reason for the shortage. The n:opening of 
issues will greatly reduce the potential for short squeezes. Reopenings could 
occur either through standard auctions, through "tap" issues whereby the 
Treasury offers securities to the market on a continuous basis, or through other 
means. 

Cbaoges to Treasury auction policies: 

Automation. The Treasury and the Federal Reserve have accelerated the 
schedule for automating Treasury auctions. It is anticipated that the auctions 
will be automated by the end of 1992 (announced September 11). 

Proposal of uoifonn-price, open auctioo system. The Treasury will consider 
implementing an open method of auctioning securities with repeated rounds of 
bidding at descending yields. The total bids received at the announced yield 
would be announced after each round. All securities would be awarded at a 
single yield. Such a system will be feasible once the auctions are automated 
and could encourage broader participation in Treasury auctions. 

Publication of uoifonn offering circular. Treasury auction rules and 
procedures have been compiled into a uniform offering circular, to be 
published in the Federal Register with a request for comments. 

Cbange to noncompetitive auction rules. To limit noncompetitive bidding to 
the small, less sophisticated bidders for whom it was designed, the Treasury 
will not permit a noncompetitive bidder in a Treasury auction to have a 
position in the security being auctioned in the when-issued, futures, or forward 
markets prior to the auction. Furthermore, the Treasury will not permit 
bidders to submit both competitive and noncompetitive bids in a single auction. 

Cbange in net long position reporting required on auction tender fonn. 
To streamline reporting requirements, the Treasury will not require competitive 
bidders to report net long positions at the time of the auction, unless the total 
of the bidder's net long position plus its bid exceeds a high threshold amount. 
This threshold amount will represent a substantial share of each auction and 
will be announced for each auction. 
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• Improvements to the primary dealer system: 

Opening up the system by eliminating the market share requirement. The 
Federal Reserve will gradually move to a more open set of trading 
relationships. To this end, the FRBNY is eliminating the requirement that 
each primary dealer effect at least one percent of all customer trades in the 
secondary market. The FRBNY expects to add counterparties that meet 
minimum capital standards, initially in modest numbers, but on a larger scale 
once open market operations are automated. 

Clarif"acation of regulatory authority over primary dealers. In the future, 
direct regulatory authority over primary dealers wilJ rest unambiguously with 
the primary regulator - in most cases, the SEC. Although the FRBNY has no 
statutory authority to regulate the primary dealers, the primary dealer system 
may have generated the false impression in the marketplace that the FRBNY 
somehow regulates or takes responsibility for the conduct of primary dealers. 
To make clear that its relationship with the primary dealers is solely a business 
relationship, the FRBNY will eliminate its dealer surveillance program, while 
upgrading its market surveillance program as described above. 

Other features regarding primary dealers. To remain a primary dealer, 
firms must demonstrate to the FRBNY that they make reasonably good 
markets, provide it with market information, and bid in Treasury auctions. 
Primary dealers must also maintain capital standards~ : Failure to meet the 
Federal Reserve's performance standards, or the capital standards. will lead to 
removal of the primary dealer designation. In addition, any primary dealer 
that is convicted of (or pleads guilty or nolo contendere to) a felony will face 
suspension of its primary dealer designation. 

• Enhanced GSCC. The Agencies support enhancements to the Government Securities 
Clearing Corporation, which provjdes comparison and netting facilities for reducing 
risk in the government securities market. 

LEGISLATIVE RECOMMENDATIONS 

• Reauthorization of Treasury rulemaking authority under GSA. Treasury 
rulemaking authority under the Government Securities Act of 1986 for government 
securities brokers and dealers expired on October 1, 1991. The Agencies support 
prompt reauthorization of this authority. 

• Misleading statements as violation of rederal securities laws. The Agencies support 
legislation that would make it an explicit viOlatiOll of the Securities Exchange Act of 
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1934 to make false or misleading written statements to an-issuer of government 
securities in connection with the primary issuance of such securities. 

• RegSratiOD of GSE securities. The Agencies support legislation removing the 
exemptions from the federal securities laws for equity and unsecured debt securities of 
Government-sponsored enterprises (wGSEsIt

), which would require GSEs to register 
such securities with the SEC. 

• Backup position reporting. The Treasury I the FRBNY, and the SEC support 
legislation that would give the Treasury backup authority to require reports from 
holders of large positions in particular Treasury securities. This authority would not 
be used unless the reopening policy and other measures implemented fail to solve the 
problem of acute, protracted market shortages. The Federal Reserve Board believes 
that the reopening policy makes this authority unnecessary and that it would be 
difficult to resist activating this authority if it were granted; thus, it opposes this 
proposal. 

• Sales practice rules. The Treasury and the SEC support legislation granting authority 
to impose sales practice rules, but differ on the implementation and extent of such 
rules. The Federal Reserve does not believe that a case has been made for sales 
practice rules authority I but would not oppose application of such rules to National 
Association of Securities Dealers members. 

Backup transparency authority. The SEC supports legislation that would grant it 
authority to require, if deemed necessary I expanded public dissemination of price and 
volume information in the secondary market for government securities. The Treasury 
and the Federal Reserve believe that private sector initiatives should be allowed to 
develop and that the costs of such regulation would outweigh the benefits at this time; 
therefore, they oppose this proposal. 

• Audit trails. The SEC supports legislation that would give it aut~ority to require 
audit trails - time-sequenced reporting of trades to a self-regulatory organization - in 
the government securities market. The; Treasury and the Federal Reserve believe that 
the costs of such regulation would outweigh the benefits, and oppose this proposal. 
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PUBLIC DEBT NEWS 
Dcpanmenr of the Treasury • Rureau oflhe Public Debt •. Washingrol., '1C 20239 

EMBARGOED FOR RELEASE CONTACT: Office,f Financing 
January 22, 1992 202/219-'150 
4:00 p.m. 

TREASURY MODIFIES AUCTION RULES 

The Department of the Treasury, the Federal Reserve, and the 
Securities and Exchange Commission today released their joint 
review of the government securities market. Also released, as a 
proposed rule, was the uniform offering circular which formalizes 
and combines in one document Treasury's auction rules. 

Several changes to the auction rules were announced 
in October 1991 and are already in place.' The following rule 
changes are being announced today and will become effective with 
the auction of the 3-year note on February 11, 1992. 

Reporting Net Long Positions 

A competitive bidder must report its net long position in 
the security being offered when the total of all its bids for 
that security and the bidder's net long position in the security 
equals or exceeds $2 billion, unless otherwise announced. 
Bidders who meet this requirement and are customers of a deposi
tory institution or government securities brokerl dealer-must 
report their positions through the institution submitting the bid 
on their behalf. 

Restrictions on Noncompetitiye Bidding 

A bidder, whether bidding directly or submitting bids 
through a depository institution or government securities broker/ 
dealer, may not submit a noncompetitive bid for its own account 
in the same auction in which it is submitting a competitive bid 
for its own account. 

A bidder may not submit a noncompetitive bid for the 
security being auctioned if the bidder holds a position 
in "when issued" trading, or in futures or forward contracts. 
Furthermore, a noncompetitive bidder may not enter into any 
agreement to purchase or sell or otherwise dispose of the secu
rity being auctioned, nor may it commit to sell the security 
prior to the designated closing time for receipt of competitive 
bids. 

Customer Bid Confirmation 

Any customer that is awarded $500 million or more in 
an auction must furnish, no later than 10:00 a.m. local time the 
day following the auction, written confirmation of its bid to the 
Federal Reserve bank or branch where the bid was submitted. The 
depository institution or government sec'lrities broker/dealer 
submitting a bid for a customer is responsible for notifying its 
customer of this requirement. 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

January 22, 1992 

The Honorable J. Danforth Quayle 
President 
united states Senate 
Washington, D.C. 20510 

Dear Mr. President: 

We are pleased to transmit our report on the government 
securities market, as promised in statements before Congressional 
subcommittees last year. 

The recent widely publicized events involving abuses in 
the government securities market have prompted us to undertake a 
thorough review of the market that the federal government relies 
upon to meet its borrowing needs. The Federal Reserve Bank of 
New York was a full participant in this review, and its views are 
reflected here as well. Our recommendations for legislation and 
changes in policies are contained in this report. We believe 
that these reforms will improve the fairness and efficiency of 
the market, to the benefit of taxpayers and investors alike. 

We urge the Congress to move swiftly in enacting our 
legislative recommendations. 

We are also transmitting the report to the Speaker of 
the House. 

Sincerely, 

-Z~:J. ~(a~ ~ ~ 
Nicholas F. Brady Richard C. Breeden Alan Greenspan 
Secretary Chairman Chairman 
Department of the Securities and Board of Governors 
Treasury Exchange Commission of the Federal 

Reserve System 



DEPARTMENT OF THE TREASURY 

The Honorable Thomas S. Foley 
Speaker 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Speaker: 

WASHINGTON 

January 22, 1992 

We are pleased to transmit our report on the government 
securities market, as promised in statements before Congressional 
subcommittees last year. 

The recent widely publicized events involving abuses in 
the government securities market have prompted us to undertake a 
thorough review of the market that the federal government relies 
upon to meet its borrowing needs. The Federal Reserve Bank of 
New York was a full participant in this review, and its views are 
reflected here as well. Our recommendations for legislation and 
changes in policies are contained in this report. We believe 
that these reforms will improve the fairness and efficiency of 
the market, to the benefit of taxpayers and investors alike. 

We urge the Congress to move swiftly in enacting our 
legislative recommendations. 

We are also transmitting the report to the President of 
the Senate. 

Sincerely, 

z~ :7. ~7Cl£) ~ -4~ 
Nicholas F. Brady Richard C. Breeden Alan Greenspan 
Secretary Chairman Chairman 
Department of the Securities and Board of Governors 
Treasury Exchange Commission of the Federal 

Reserve System 
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OVERVIEW OF THE GOVERNMENT SECURITIES MARKET 

Treasury Auctions 

The Treasury sells marketable bills, notes, and bonds in more than 150 regular 
auctions per year. Treasury bills are 13-week, 26-week, or 52-week securities that are 
auctioned at a discount from face value, rather than carrying an interest coupon. Short-term 
cash-management bills are also auctioned when required by the Treasury's cash-flow needs. 
Coupon-paying securities include notes and bonds. Treasury notes are currently auctioned in 
2-year, 3-year, 5-year, 7-year, and IO-year maturities. Treasury bonds are currently 
auctioned in a 30-year maturity. The Treasury also issues nonmarketable securities, such as 
savings bonds and certain government account issues. 

The Treasury uses a sealed-bid, multiple-price auction mechanism. Competitive 
bidders for Treasury securities to be held in the commercial book-entry system submit their 
tenders in writing at Federal Reserve banks. Each successful competitive bidder is awarded 
securities at a price that reflects the yield bid. As a result, successful bidders for a security 
may pay different prices for that security. 

Instruments 

Sophisticated financial instruments based on Treasury securities have been developed 
over time. For example, zero-coupon securities (such as those created through the Treasury's 
program for Separate Trading of Registered Interest Principal - "STRIPS") and derivative 
instruments (including forward contracts, futures, and options) have become widespread. 

Repurchase agreements ("repos") are commonly used to fund positions in Treasury 
securities. A repo comprises two distinguishable transactions: the sale of Treasury 
securities, and a forward agreement to repurchase the same securities for a certain price at a 
certain time in the future. A reverse repo is the other side of a repo transaction. The 
maturities of repos are typically overnight or a few days but can extend for longer periods. 

Government agencies such as the Government National Mortgage Association, the 
Small Business Administration, and the Tennessee Valley Authority either guarantee securities 
or issue marketable debt. The Government-sponsored enterprises ("GSEs") - Federal 
National Mortgage Association, Federal Home Loan Mortgage Corporation, Farm Credit 
System, Federal Home Loan Bank System, and Student Loan Marketing Association - also 
issue marketable debt, subordinated debt, and guaranteed asset-backed securities. Some GSEs 
also issue exchange-traded equity securities. 

Markets and Market Participants 

Government securities are traded predominantly in an over-the-counter market, 
comprised of a network of dealers, brokers, and investors who effect transactions in Treasury 
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and other government securities over the telephone. The market is largely a wholesale one in 
which institutional investors, such as banks, thrifts, dealers, pension funds, insurance 
companies, mutual funds, and state and local governments operate. However, a significant 
number of small, retail investors also trade government securities through brokers and 
dealers. Although all marketable Treasury notes, bonds, and STRIPS are listed on the New 
York Stock Exchange ("NYSE"), exchange trading volume is a small fraction of total over
the-counter volume. Some derivative instruments on Treasury securities trade on regulated 
futures exchanges, while others are mainly over-the-counter instruments. 

Primary dealers are the firms with which the Federal Reserve conducts its open 
market operations. Although there are approximately 1,700 brokers and dealers (including 
banks) trading in the secondary market, the 38 primary dealers account for a majority of the 
trading volume. Daily trading volume by primary dealers in Treasury securities, excluding 
financing transactions, averaged $85 billion per day in September 1991, according to data 
reported to the Federal Reserve Bank of New York ("FRBNyII). By contrast, the average 
daily volume of equities trading on the NYSE is $6 billion. Though the aggregate dollar 
value of trading in the government securities markets is much larger than that in the equity 
markets, the number of daily trades is actually much smaller. Over 100,000 individual 
equity trades per day are reported through the current equity trade reporting systems. By 
way of comparison, about 2,000 trades per day in Treasury securities are being reported 
through the new GOVPX system (though it only captures a portion of all government 
securities trading). 

The primary dealers and some other market participants rely on interdealer brokers 
(currently seven in number) to trade in the market for government securities. Interdealer 
brokers compile the best bid and ask prices provided by the dealers and make this information 
available on computer screens. The brokers receive a commission for arranging trades. The 
identities of the dealers who submit the price quotes are kept confidential, with the 
understanding that anonymous trading allows the dealers to protect the confidentiality of their 
trading strategies. 

Settlement - the exchange of securities for funds - is performed electronically and 
typically occurs one business day after a buyer and seller agree on a trade. The electronic 
system used for settlement of Treasury securities and many other government securities is the 
commercial book-entry system maintained by the Federal Reserve System. Funds are 
transferred simultaneously over the system. This system enables government securities trades 
to be settled quickly (within seconds) and relatively cheaply, thus contributing substantially to 
market liquidity. 

Much of the trading activity in government securities is settled through the 
Government Securities Clearing Corporation (tlGSCC"), a clearing organization that provides 
its members with automated trade comparison and netting services for Treasury and other 
government securities. The most active brokers, dealers, and banks in the government 
securities market are GSCC members. GSCC combines each member's total purchases and 
sales for each security with other GSCC members into a single net purchase or sale. This 
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process greatly reduces the amount of trades that have to be cleared through the commercial 
book-entry system and, along with the guarantee GSee provides, substantially reduces 
counterparty risk for GSCe members. 

Regulation 

The Secretary of the Treasury ("Secretary") is authorized under Chapter 31 of Title 
31, United States Code, to issue Treasury securities and to prescribe terms and conditions for 
their issuance and sale. The Secretary may issue bonds under 31 U.S.C. § 3102, notes under 
31 U.S.C. fi 3103, and certificates of indebtedness and Treasury bills under 31 U.S.C. § 
3104. Under 31 U.S.C. § 3121, the Secretary may prescribe the form of such securities and 
the terms and conditions for the issuance and sale of the securities. Treasury auction rules 
are issued under this authority. 

Compliance and enforcement responsibility for the auction rules rests with the 
Treasury. The Treasury may bar or suspend a firm from auctions, and the Treasury reserves 
the right to reject bids in auctions. However, the Securities and Exchange Commission 
("SEC"), the Treasury, and the self-regulatory organizations ("SROs") are not authorized to 
examine government securities firms for compliance with Treasury auction rules. Securities 
fraud is the enforcement responsibility of the SEC and the Justice Department, and the Justice 
Department enforces the antitrust laws. 

Brokers and dealers in the secondary market for government securities are regulated 
under the authority of the Government Securities Act of 1986 ("GSA"). In addition, broker
dealers and banks are subject to regulation under the Securities Exchange Act of 1934 and the 
banking laws, respectively. Under the GSA, the Treasury has promulgated regulations 
concerning financial responsibility, protection of investor securities and funds, recordkeeping, 
reporting, and auditing of government securities brokers and dealers. The Treasury also was 
given responsibility for the development of regulations related to the custody of government 
securities held by depository institutions. The GSA required the SEe and the Federal 
Reserve Board to promulgate rules establishing the procedures and forms to be used by 
government securities brokers and dealers for the registration and notice process. 

In promulgating the regulations, the Treasury was required to consult with the SEC 
and the Federal Reserve Board. As a result of these consultations and the Treasury's 
analysis, most of the SEC regulations (e.g., customer protection, recordkeeping, reports, and 
audits) that applied to registered brokers and dealers were, with limited exceptions, adopted 
for firms registered pursuant to the GSA. Enforcement authority for these rules rests with 
the SEC and the SROs or with financial institution regulators, depending on the entity. 
Treasury rulemaking authority under the GSA expired on October 1, 1991. 
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SUMMARY OF REFORMSl 

ADMINISTRATIVE AND REGULATORY CHANGES 

• Broadening participation in auctions: 

All government securities brokers and dealers registered with the SEC are now 
allowed to submit bids for customers in Treasury auctions. Formerly, only 
primary dealers and depository institutions could do so (announced 
October 25). 

Any bidder is now permitted to bid in note and bond auctions without deposit, 
provided the bidder has an agreement with a bank (an "autocharge agreement") 
to facilitate payment for securities purchased at auctions. Formerly, only 
primary dealers and depository institutions could do so (announced 
October 25). 

To facilitate bidding by smaller investors, the noncompetitive award limitation 
has been raised from $1 million to $5 million for notes and bonds (announced 
October 25). 

• Stronger enforcement of auction rules: 

• 

The Federal Reserve now engages in spot-checking of customer bids in 
Treasury auctions for authenticity (announced September 11). 

The Treasury and the Federal Reserve are instituting a new system of 
confirmation by customers receiving large awards (over $500 million), to 
verify the authenticity of customer bids. 

The Treasury and the Federal Reserve have tightened enforcement of 
noncompetitive bidding rules. 

Detecting and combatting short squeezes: 

Improved surveillance of the Treasury market. A new working group of 
the Agencies has been formed to improve surveillance and strengthen 
interagency coordination. The Federal Reserve Bank of New York 

I Reforms have the unanimous support of the Department of the Treasury, the Board of Governors of the 
Federal Reserve, and the Securities and Exchange Commission ("SEC") (the • Agencies") unless otherwise 
noted. All actions listed are recommended or implemented as part of this report, unless otherwise indicated. 
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("FRBNY") will enhance and expand its market surveillance efforts, in its role 
as the agency that collects and provides the SEC, the Treasury, and the Federal 
Reserve Board with information needed for surveillance purposes. 

Reopening poUey to combat short squeezes. The Treasury will provide 
additional quantities of a security to the marketplace when an acute, protracted 
shortage develops, regardless of the reason for the shortage. The reopening of 
issues will greatly reduce the potential for short squeezes. Reopenings could 
occur either through standard auctions, through "tap" issues whereby the 
Treasury offers securities to the market on a continuous basis, or through other 
means. 

Cbanges to Treasury auction policies: 

Automation. The Treasury and the Pederal Reserve have accelerated the 
schedule for automating Treasury auctions. It is anticipated that the auctions 
will be automated by the end of 1992 (announced September 11). 

Proposal of uniform-price, open auction system. The Treasury will consider 
implementing an open method of auctioning securities with repeated rounds of 
bidding at descending yields. The total bids received at the announced yield 
would be announced after each round. All securities would be awarded at a 
single yield. Such a system will be feasible once the auctions are automated 
and could encourage broader participation in Treasury auctions. 

Publication of uniform offering circular. Treasury auction rules and 
procedures have been compiled into a uniform offering circular, to be 
published in the Federal Register with a request for comments. 

Change to noncompetitive auction roles. To limit noncompetitive bidding to 
the small, less sophisticated bidders for whom it was designed, the Treasury 
will not permit a noncompetitive bidder in a Treasury auction to have a 
position in the security being auctioned in the when-issued, futures, or forward 
markets prior to the auction. Furthermore, the Treasury will not permit 
bidders to submit both competitive and noncompetitive bids in a single auction. 

Change in net long position reporting required on auction tender form. 
To streamline reporting requirements, the Treasury will not require competitive 
bidders to report net long positions at the time of the auction, unless the total 
of the bidder's net long position plus its bid exceeds a high threshold amount. 
This threshold amount will represent a substantial share of each auction and 
will be announced for each auction. 
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• Improvements to the primary dealer system: 

Opening up the system by eliminating tbe market share requirement. The 
Federal Reserve will gradually move to a more open set of trading 
relationships. To this end, the FRBNY is eliminating the requirement that 
each primary dealer effect at least one percent of all customer trades in the 
secondary market. The FRBNY expects to add counterparties that meet 
minimum capital standards, initially in modest numbers, but on a larger scale 
once open market operations are automated. 

Clarification of regulatory authority over primary dealers. In the future, 
direct regulatory authority over primary dealers will rest unambiguously with 
the primary regulator - in most cases, the SEC. Although the FRBNY has no 
statutory authority to regulate the primary dealers, the primary dealer system 
may have generated the false impression in the marketplace that the FRBNY 
somehow regulates or takes responsibility for the conduct of primary dealers. 
To make clear that its relationship with the primary dealers is solely a business 
relationship, the FRBNY will eliminate its dealer surveillance program, while 
upgrading its market surveillance program as described above. 

Other features regarding primary dealers. To remain a primary dealer, 
fmns must demonstrate to the FRBNY that they make reasonably good 
markets, provide it with market information, and bid in Treasury auctions. 
Primary dealers must also maintain capital standards. Failure to meet the 
Federal Reserve's performance standards, or the capital standards, will lead to 
removal of the primary dealer designation. In addition, any primary dealer 
that is convicted of (or pleads guilty or nolo contendere to) a felony will face 
suspension of its primary dealer designation. 

• Enhanced GSCC. The Agencies support enhancements to the Government Securities 
Clearing Corporation, which provides comparison and netting facilities for reducing 
risk in the government securities market. 

LEGISLATIVE RECOMMENDATIONS 

• Reauthorization of Treasury rulemaking authority under GSA. Treasury 
rulemaking authority under the Government Securities Act of 1986 for government 
securities brokers and dealers expired on October 1, 1991. The Agencies support 
prompt reauthorization of this authority. 

• Misleading statements as violation of federal securities laws. The Agencies support 
legislation that would make it an explicit violation of the Securities Exchange Act of 
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• 

• 

• 

• 

• 

1934 to make false or misleading written statements to an issuer of government 
securities in connection with the primary issuance of such securities. 

Registration of GSE securities. The Agencies support legislation removing the 
exemptions from the federal securities laws for equity and unsecured debt securities of 
Government-sponsored enterprises ("GSEs"), which would require GSEs to register 
such securities with the SEC. 

Backup position reporting. The Treasury, the FRBNY, and the SEC support 
legislation that would give the Treasury backup authority to require reports from 
holders of large positions in particular Treasury securities. This authority would not 
be used unless the reopening policy and other measures implemented fail to solve the 
problem of acute, protracted market shortages. The Federal Reserve Board believes 
that the reopening policy makes this authority unnecessary and that it would be 
difficult to resist activating this authority if it were granted; thus, it opposes this 
proposal. 

Sales practice rules. The Treasury and the SEC support legislation granting authority 
to impose sales practice rules, but differ on the implementation and extent of such 
rules. The Federal Reserve does not believe that a case has been made for sales 
practice rules authority, but would not oppose application of such rules to National 
Association of Securities Dealers members. 

Backup transparency authority. The SEC supports legislation that would grant it 
authority to require, if deemed necessary, expanded public dissemination of price and 
volume information in the secondary market for government securities. The Treasury 
and the Federal Reserve believe that private sector initiatives should be allowed to 
develop and that the costs of such regulation would outweigh the benefits at this time; 
therefore, they oppose this proposal. 

Audit trails. The SEC supports legislation that would give it authority to require 
audit trails - time-sequenced reporting of trades to a self-regulatory organization - in 
the government securities market. The Treasury and the Federal Reserve believe that 
the costs of such regulation would outweigh the benefits, and oppose this proposal. 
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JOINT REPORT 

I. Introduction 

The U.S. government securities market is the largest and most liquid securities market 
in the world. It has shown the ability to absorb efficiently the enormous amounts of Treasury 
securities made necessary by the massive borrowing requirements of the U.S. Government. 
The market also serves the needs of the Federal Reserve in conducting open market 
operations, the Federal Reserve's most important monetary policy tool. The enormous 
liquidity and pricing efficiency of the market provide incalculable benefits to other financial 
markets in the United States and worldwide by providing a continuous benchmark for interest 
rates on dollar-denominated instruments across the maturity spectrum. Because of its 
demonstrated success in meeting both public and private needs, the U.S. government 
securities market has been a model for other government securities markets around the world. 

Over time, there has been significant innovation in the U.S. government securities 
market. Examples include the active trading of Treasury securities on a when-issued basis 
prior to Treasury auctions, which helps the market gauge demand and price the securities 
being offered; repurchase and reverse repurchase agreements, which serve both to increase 
liquidity and to allow dealers to finance their inventory of Treasury securities; the 
development of active futures and options markets related to Treasury securities, enabling 
market participants to pursue diverse hedging strategies in a liquid market setting; and the 
creation of zero-coupon instruments through the stripping of Treasury securities, which 
allows the market to restructure payment flows to meet the varying needs of different 
purchasers. These innovations have benefitted the market and the taxpayer by increasing 
liquidity, thereby lowering the government's financing costs. 

On the whole, this market has enabled the government to meet its large financing 
needs in a cost-effective manner for the taxpayer, which is the government securities market's 
primary public purpose. Nevertheless, the events of 1991 have focused public attention on 
some shortcomings in this market. In August 1991, under the pressure of investigations by 
the Securities and Exchange Commission (the "SEC") and the Justice Department, Salomon 
Brothers Inc ("Salomon11), a major participant in the market, admitted deliberate and repeated 
violations of Treasury auction rules beginning in 1990. In addition, in two widely publicized 
instances during 1991, so-called "short squeezes" developed after an auction, in one case 
apparently as a result of very high concentration of auction awards. Taken together, these 
events threatened the public's confidence in this crucial marketplace, which ultimately could 
result in higher costs for taxpayers in financing the national debt. 

In September 1991, in the wake of Salomon's August admissions of wrongdoing, the 
Treasury Department, the Federal Reserve, and the SEC (collectively, the II Agencies") 
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undertook a joint review of the government securities market. 1 This report is the product of 
that review. The report addresses a broad range of government securities market issues that 
arose directly or indirectly from the events of 1991, including the need to strengthen 
enforcement of Treasury's auction rules; the need to automate the auctions; potential changes 
in Treasury's auction technique and debt management policies; and the role of the primary 
dealers. The report also addresses certain issues that were widely debated before the events 
of mid-1991, such as reauthorization of Treasury's rulemaking authority under the 
Government Securities Act, the need for sales practice rulemaking authority, and 
"transparency" - that is, the availability of timely, accurate price and volume information to 
market participants. Finally, the report proposes to remove the exemption under the federal 
securities laws for certain securities issued by Government-sponsored enterprises ("GSEs"). 

The Agencies do not believe that the government securities market is flawed or broken 
in any fundamental economic sense. However, serious problems have arisen, and these 
problems suggest that various aspects of the efficient operation and regulation of this 
marketplace can be improved. Indeed, the events described above suggest several specific 
areas for improvement, including better enforcement of auction rules and more effective 
methods of preventing and alleviating "short squeezes."2 The improvements recommended 
in this report include some basic reforms that are designed to lessen the potential for fraud 
and misconduct and to increase the Agencies' ability to detect such misconduct when it 
occurs. 

This report reflects an attempt of the Agencies to reach a consensus on the changes 
that are necessary in the regulation of this marketplace. There is substantial agreement 
among the Agencies on the necessary initiatives and the direction in which government policy 
should move. As described below, however, there remain some differences with respect to 
certain specific proposals for change. 

The Agencies share common objectives in evaluating potential changes in government 
policy. These objectives include preserving and enhancing the efficiency of the government's 
financing mechanism, ensuring the integrity and fairness of the marketplace, deterring and 
detecting fraud, and protecting investors. In particular, there is a strong consensus that, 
while change is necessary, that change must be managed with care to assure that the national 
debt is financed at the lowest possible cost. 

I The SEC and the Department of Justice are conducting separate investigations from a law enforcement 
perspective. These investigations are not yet complete. and neither the SEC nor the Department of Justice bas 
reached any conclusions with respect to the actions of any particular market participant. As a result. the 
discussion contained herein should not be understood as reaching any conclusions of fact or law with respect to 
the SEC's or the Department of Justice's investigations. 

2 In fact, as described in this report, Treasury has already used its authority to correct some of the 

problems that were highlighted by these events. 
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Any degradation in the smooth functioning of the government securities market would 
result in higher costs to the taxpayer. An increase in financing costs of only one basis 
point - one hundredth of one percentage point - would cost taxpayers over $300 million 
each year. Thus, in pursuing the goal of market integrity, the Agencies are sensitive to the 
need to avoid unnecessary responses that could drive investors and market makers out of the 
market. Moreover, every avenue for achieving supervisory goals through market solutions 
should be explored. 

Background 

The Government Securities Act. Congress passed the Government Securities Act of 
1986 (the "GSA") with the support of the Reagan Administration, the SEC, the Federal 
Reserve, and many market participants. The GSA closed then-existing gaps in the regulation 
of market participants that had been highlighted by the failure of certain previously 
unregulated government securities dealers, involving losses for investors and, in some cases, 
fraudulent activity in the market for repurchase agreements. 

Prior to the enactment of the GSA, some government securities brokers and dealers 
were not registered with or regulated by any federal government agency. The GSA required 
this group of brokers and dealers to register with the SEC. In addition, the GSA granted to 
the Treasury limited rulemaking authority3 over all government securities brokers and 
dealers, including financial institutions4 engaged in this business. The Treasury rules are 
enforced by the appropriate regulatory agency. The federal banking regulators fill that role 
for financial institutions that are government securities brokers or dealers, and the SEC does 
so for all other government securities firms. 

Treasury's rulemaking authority under the GSA expired on October 1, 1991. Before 
both houses of Congress had voted to renew that authority, Salomon admitted its violations 
and triggered intense scrutiny of the market for government securities. In this atmosphere, 
the Treasury's authority under Section 15C of the Securities Exchange Act of 1934 (the 
"Exchange Act") to promulgate new rules was allowed to expire, although all rules already 
promulgated by the Treasury under the GSA remain in effect. The Agencies recommend that 
Treasury's rulemaking authority be reinstated promptly. 

The Salomon episode and market squeezes. While the events referred to above 
have received widespread pUblicity, they are restated here as background for some of the 
recommendations made in this report. 

3 Treasury's GSA rulemaking authority was limited to matters involving financial responsibility, 
recordkeeping, reporting and confirmation requirements, and custody and use of customers' securities and funds 
balances. 

4 The term "financial institution," for purposes of the GSA, means banks and savings and loans. 15 
U.S.C. § 78c(a)(46). 
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Fraudulent bids. The inquiries into Salomon's conduct began, seemingly innocuously, 
on February 21, 1991, when Federal Reserve Bank of New York ("FRBNY") staff called 
Salomon concerning a bid the firm had made in the Treasury five-year note auction that day 
on behalf of an entity identified by Salomon as "Warburg Asset Management." A Salomon 
official stated that the firm had made a mistake and that Warburg Asset Management was 
actually Mercury Asset Management. s S.G. Warburg, a U.S.-based primary dealer, had 
separately submitted a tender at the same yield for its own account. Combined, the two bids 
exceeded 35 percent of the public offering amount. 

The two bids triggered a discussion between staff of the FRBNY and the Treasury's 
Bureau of the Public Debt. The sole issue then under consideration was whether Warburg (or 
Mercury) Asset Management and S.G. Warburg should be deemed a single bidder for 
purposes of the 35 percent rule. 6 

The Treasury decided to accept both bids because the combined awards to the two 
bidders - after proration - did not exceed 35 percent of the public offering amount. 
Nonetheless, the Treasury subsequently further considered the relationship between S.G. 
Warburg and Mercury Asset Management for purposes of application of the 35 percent rule. 
The Treasury's Bureau of the Public Debt sent a letter dated April 17, 1991, to Mercury 
Asset Management, which provided details concerning the two bids submitted in the February 
five-year note auction and informed Mercury of the Treasury's decision to treat the two 
entities as a single bidder in the future for purposes of the 35 percent limitation. Copies of 
this letter were sent to officers of S.G. Warburg (the primary dealer), S.G. Warburg Group 
P.L.C. (the British parent company), and the FRBNY. In addition, a copy of the letter was 
sent to the Salomon official in charge of government securities trading. 

As Salomon subsequently admitted, the February bid from "Warburg Asset 
Management" was unauthorized. Salomon's top executives had learned in April that the 
securities in question were, in fact, purchased by Salomon itself. However, Salomon's senior 
management did not promptly inform the appropriate government officials of the 
unauthorized bid. 

Short squeezes. The problem of short squeezes in the market was drawn into sharp 
focus during 1991. While yields on Treasury securities of approximately equal maturity vary 
constantly, there were two instances during the Spring of 1991 in which particular securities 
traded well off the yield curve for an extended period. In the first case, a short squeeze 

5 Mercury Asset Management P.L.C. is a subsidiary of S.G. Warburg Group P.L.C. S.G. Warburg, a 
U.S. primary dealer, is also a subsidiary of S.G. Warburg Group P.L.C. Warburg Asset Management is a 
subsidiary of Mercury Asset Management that operates in the United Kingdom. 

6 This rule limits the amount Treasury will recognize as bid at a single yield by a single bidder to 35 
percent of the public offering amount and also limits awards to a single bidder to 35 percent of the public 

offering amount. 
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developed in the two-year note auctioned on April 24, 1991. When the squeeze first 
manifested itself in mid-May, the yield on the April two-year note moved considerably out of 
line with surrounding market rates, and the notes were "on special" in the repurchase 
agreement ("repo") market. 7 

The shortage of the April two-year note did not become evident until almost four 
weeks after the securities were auctioned. Awards at the auction itself were not particularly 
concentrated. It appears that the shortage developed when the securities were not made 
available to the repo market. 

As the squeeze in the April two-year note began, Salomon submitted large, aggressive 
bids for itself and two customers in the auction of two-year notes on May 22. As a result of 
these bids and additional purchases in the aftermarket, Salomon's position on the settlement 
date was almost 94 percent of the issue, according to Salomon's subsequent public 
statements. 

A number of market participants contacted the FRBNY and the Treasury to point out 
the shortage in the May two-year note. From the information available to Treasury officials, 
it appeared that the squeeze resulted from the concentration of auction awards to Salomon and 
some of its customers. Treasury officials thought the situation serious enough to warrant 
investigation by the SEC. On May 29, the Treasury told the SEC's Divisions of Market 
Regulation and Enforcement about the situation and provided them with information 
concerning auction awards. The SEC promptly began investigating the matter. In addition, 
the Antitrust Division of the Department of Justice requested and was provided information 
pertinent to its own investigation of the squeeze. As the investigations of the 
Warburg/Mercury incident and the May short squeeze progressed, Salomon asked outside 
counsel to investigate the firm's potential legal problems. 

The government investigations ultimately resulted in Salomon's August 1991 
admissions that it had submitted unauthorized customer bids in several auctions in 1990 and 
1991 and led to changes in Salomon's top management. 

Improprieties involvin& GSE securities. In addition to the falsified Treasury auction 
bids discussed above, Salomon admitted that it had engaged in the practice of overstating its 
customer orders in connection with distributions of the securities of GSEs. It now appears 
that this practice was widespread among GSE selling group members. 

On January 16, 1992, the SEC, the Federal Reserve, and the Office of the 
Comptroller of the Currency instituted administrative proceedings against 98 GSE selling 
group members for violating various recordkeeping requirements by preparing and 

7 In other words, market participants desiring to borrow the two-year notes had to accept an interest rate 
significantly lower than the prevailing repo rate on funds they deposited with their counterparties. To look at it 
another way, owners of the scarce two-year notes could finance them at exceptionally low interest rates. 
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maintaining records reflecting inflated indications of customer orders or sales. 
Simultaneously with the order instituting proceedings, virtually all of these selling group 
members submitted offers of settlement, which were accepted. The terms of the settlements 
require each of such selling group members to: (1) cease and desist from future violations of 
the recordkeeping requirements; (2) pay civil money penalties of up to $100,000 to the U.S. 
Treasury; and (3) devise, implement, and maintain policies and procedures designed to ensure 
future compliance with the relevant provisions of the Exchange Act. The SEC also published 
a report pursuant to Section 21(a) of the Exchange Act concerning the results of its 
investigation of violations of law in connection with the distribution of GSE securities. 

Aftermath. The events described above have triggered a thorough examination of 
various aspects of the government securities market. Since August 1991, the Treasury has 
made important changes in its auction rules and other policy changes under its existing 
regulatory authority, as described below. This report recommends or implements a number 
of additional measures. The goal of all of these initiatives is to protect and improve the 
integrity and efficiency of the government securities market. 

ll. Treasury Securities Market Issues 

Enforcement of audion roles 

The Salomon episode pointed out the need for more effective enforcement of auction 
rules.8 The Agencies agree that legislation is desirable to strengthen auction rule 
enforcement and to enhance private sector oversight of auction practices. Moreover, since 
August 1991, the Treasury has taken a number of important steps to enhance rule 
enforcement, including large bidder certification and tighter enforcement of rules governing 
noncompetitive bidding. 

Misleading statements to issuers. The Agencies support legislation that would make 
it an explicit violation of the Exchange Act to submit false or misleading written statements to 
an issuer of government securities in connection with the primary issuance of securities. 
Such legislation would re-emphasize the applicability of the existing antifraud provisions of 
the federal securities laws to the government securities market. It would also serve to 
reaffirm the seriousness with which this matter is taken by the government by serving notice 
on participants in Treasury auctions and on purchasers of securities from federal agencies, as 
well as on members of the selling groups of GSEs, that the SEC and other regulatory 
agencies will undertake investigations of, and enforcement actions against, those who make 
misleading written statements. 

• Treasury's remedy for breaches of its rules is to exclude the bidder from Treasury auctions. In addition, 
persons who commit fraud in the context of a Treasury auction remain subject to potential civil and criminal 
actions under Section 1O(b) of the Exchange Act and Rule lOb-5 thereunder, the general antifraud proscriptions. 
as weD as possible criminal actions under 18 U.S.C. §§ l00111lC11005. 
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Such a provision would also reaffirm management's responsibility to supervise the 
conduct of government securities market participants to ensure compliance with high ethical 
standards. The recommended statutory provision would therefore foster compliance by 
government securities brokers and dealers with the general antifraud provisions of the federal 
securities laws. 9 

The Treasury is developing written certification requirements for dealers, depository 
institutions, and others, including customers, who purchase securities in Treasury auctions. 
These written certifications, in conjunction with the proposed statutory provision, will provide 
an additional mechanism for enforcing Treasury auction rules. 

Spot checks and large bidder certification. In August 1991, the FRBNY (which 
receives almost all large bids) began making spot checks by contacting customers of primary 
dealers to verify the legitimacy of large winning bids submitted for customer accounts. In 
addition, the Treasury and the FRBNY are implementing a more formal system to require 
customers who make large winning bids through dealers or depository institutions to verify 
their bids in writing to the Federal Reserve prior to the settlement date. While no 
verification system is totally foolproof, it would now be extremely difficult for a firm to 
evade the 35 percent limitation by submitting large, unauthorized "customer" bids. While it 
is recognized that the new certification requirement will impose an additional regulatory 
burden, the Treasury and the FRBNY are implementing this requirement with a view to 
minimizing that burden. 

The new verification system will work as follows: 

1. All customers receiving awards of over $500 million will be required to 
confirm their bid to the Federal Reserve via facsimile on the bidder's 
letterhead. The deadline for confirmation will be 10:00 a.m. on the business 
day following the auction. 

2. The Federal Reserve will continue to spot check large bids both above and 
below the $500 million level by contacting bidders directly by telephone. 

3. When a customer award of over $500 million is made through a dealer that 
was awarded over 25 percent of an auction for its own account, Federal 
Reserve personnel will call the customer directly to seek additional 
confirmation. To preserve the confidentiality of the dealer's award, this call 
will be presented as part of the Federal Reserve's existing program of spot 
checking large bids. The size of the dealer's bid will not be discussed with the 
customer. 

9 Such a provision would not affect existing sanctions, such as penalties for false statements provided by 18 
U.S.C. §§ 1001 and 1005 and the general antifraud and recordkeeping provisions set forth in the Exchange Act. 
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4. Failure of a customer to confirm a bid in a timely manner will mean that the 
dealer will be held responsible to make good on the bid, unless doing so would 
cause a violation of the 35 percent rule, in which case the Treasury will reduce 
the size of the issue accordingly. Any failure to confirm will cause an 
investigation by the appropriate regulatory authorities. 

Noncompetitive abuses. The Treasury permits noncompetitive bids of up to $1 
million for bills and $5 million for notes and bonds. Unlike competitive bidders, who 
receive the yield they actually bid, all noncompetitive bidders get the average yield. The 
Treasury permits noncompetitive bidding in order to make it easier for smaller, less 
sophisticated bidders to bid in Treasury auctions. At the same time, it is necessary to 
maintain a large pool of competitive bidders to determine a price in the auction that 
accurately reflects market demand. 

Abuses of the Treasury's noncompetitive bidding rules have recently come to light, 
both before and after the industry-wide investigations triggered by the Salomon episode. 
These abuses generally involved dealers skirting these rules by effectively arranging to 
purchase for their own account large amounts of securities at the price paid by 
noncompetitive bidders. The pattern of abuse had been for a list of individuals - often 
employees of the firm - all to bid the maximum noncompetitive amount and then sell their 
positions to the firm very shortly after the auction. In the Treasury's view, practices of this 
nature are not in keeping with the purpose of the noncompetitive bidding rules. 

As a result of these abuses, the Treasury and the Federal Reserve banks are now 
engaging in more aggressive policing of noncompetitive bids. The Federal Reserve banks are 
responsible for the first level of review and for submitting all questionable bids to the 
Treasury's Bureau of the Public Debt. The Treasury pays particulat attention to bidders who 
place large noncompetitive bids in auctions on a regular basis. In addition, the Treasury and 
the Federal Reserve are developing a mechanism for interdistrict policing of noncompetitive 
bids. The centralization of information that this requires will become easier as progress is 
made on auction automation. In cases of clear abuse, the Treasury will take appropriate 
measures, including referral of cases involving suspected fraud to the SEC for enforcement 
action. 

Uniform Offering Circular. Simultaneously with the issuance of this report, the 
Treasury is releasing for publication in the Federal Register for comment a uniform offering 
circular for marketable Treasury securities. The offering circular contains auction rules, 
including the new large bidder certification requirements, the existing 35 percent limitation, 
and the definition of a "single bidder." This effort by the Treasury to formalize the rules 
with input from market participants and other interested parties should result in rules that are 
more easily accessible and more readily understood. 
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Short Squeezes and Reopeniogs 

How short squeezes arise. Market shortages of recently issued Treasury securities 
arise from time to time. Such shortages are usually temporary and relatively mild and are 
corrected quickly through market forces. In rare cases, they can be acute and protracted. In 
these instances, market forces fail to relieve the squeeze, and questions of market 
manipulation may arise. 

Most market shortages appear to be a natural, temporary by-product of the way in 
which the Treasury distributes its securities. to Before a security is auctioned, dealers often 
sell the security short to customers (or other dealers) in the when-issued market, with the 
expectation of covering short positions by subsequent purchases - either in the when-issued 
market, the auction, or the aftermarket. This process benefits the Treasury by serving a price 
discovery function and by stretching out the actual distribution period for each issue, thereby 
allowing the market more time to absorb large issues without disruption. 

When-issued trading in Treasury securities functions somewhat like trading in a 
futures market, in which positions may be taken and covered many times before the actual 
settlement date. In addition, the when-issued Treasury security displaces the most recently 
issued Treasury security as the benchmark, "on-the-run" issue in the cash market. In many 
auctions, the estimated aggregate size of outstanding positions in the when-issued market 
substantially exceeds the quantity of securities to be sold at that auction at some point 
between the date of announcement of the auction and the date on which the securities are 
delivered. Those positions can be taken more cheaply and potentially in greater size (due to 
the lack of a delivery requirement) during the when-issued period than in subsequent trading. 

Market forces ordinarily reduce the size of outstanding positions in the when-issued 
market as the issue date approaches. However, the leverage, liquidity, and volume of trading 
in the when-issued market can cause market participants to overestimate their ability to cover 
short positions prior to settlement. Nevertheless, when-issued trading contributes to the 
smooth, low-cost distribution of the federal debt, and it should not be discouraged. Solutions 
to the potential for shortages should be found that do not impede when-issued trading. 

Dealers sometimes carry large net short positions in a new Treasury issue immediately 
prior to the auction. In some cases, holders of short positions find that they cannot acquire 
the issue to deliver, either in the auction or in the secondary market, at the price anticipated. 
Instead, dealers may tum to the financing market after the settlement date, where they borrow 
the security for delivery in a "reverse repo" transaction. When a material shortage develops, 
the price of the security becomes noticeably higher than Treasury issues of similar maturity, 
and the cost of borrowing the particular security in the repo market becomes higher. 

10 See Appendix A for a discussion of when-issued trading and the rep<> market. 
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Market shortages can develop in a number of ways. Short sellers may simply 
misgauge market demand because, for example, other market participants do not follow usual 
trading strategies or anticipated monetary policy actions are not forthcoming. As a general 
matter, temporary shortages that arise as a consequence of day-to-day trading - and not as a 
consequence of deliberate manipulation - do not represent a material flaw in the 
marketplace. These shortages arise from decisions by sophisticated market participants to 
establish short positions and are generally relieved by natural market processes within a short 
time. Such shortages are an inherent risk in the price discovery process. 

Market developments following the April and May 1991 two-year note auctions 
demonstrated the potential for acute, protracted squeezes in Treasury issues, despite the huge 
size of these issues. In fact, a market squeeze that resulted in large losses for some dealers 
had occurred five years previously in connection with the 30-year bond issued in February 
1986. 11 However, in the five years since the 1986 squeeze, there had been no demonstrated 
instances of such protracted, aggravated squeezes. 

In contrast to temporary shortages, an acute, protracted shortage can cause lasting 
damage to the marketplace, especially if market participants attribute the shortage to market 
manipulation. Dealers may be more reluctant to establish short positions in the future, which 
could reduce liquidity and make it marginally more difficult for the Treasury to distribute its 
securities without disruption. Moreover, some market participants may perceive that a 
protracted squeeze is the product of a scheme by those who benefitted from it. Market 
manipulation - or even the perception of it - can undermine the integrity of the 
marketplace, cause participants to withdraw, and produce higher costs for the taxpayer. 

The Agencies agree that changes in government policy are needed to deal with acute, 
protracted squeezes in Treasury issues. The Agencies believe that the best course is to 
address the problem of short squeezes through changes to the Treasury's debt management 
practices - in particular, through a new policy of reopening Treasury issues whenever such 
squeezes occur. The proposed changes in auction technique, discussed below, may also 
prove helpful in mitigating the short squeeze problem. 

Reopenings. The Treasury has the ability to break a squeeze by issuing more of the 
particular security that is the subject of a squeeze - by "reopening" the issue. In a 
reopening, the Treasury would simply offer an additional amount of an outstanding issue. By 
sufficiently increasing the supply of the security, the Treasury can eliminate any shortage. 

The Treasury actively considered this option as a way of alleviating the squeeze in the 
May two-year note. The Treasury decided against this course - and has traditionally been 

11 These dealers had sold this bond short as part of a trading strategy that had worked in the past as they 
prepared to bid for a new 30-year bond in May 1986. However, the trading strategy did not work as expected, 
apparently because some institutional investors did not make the February 30-year securities available to the 
repo marlcet. 
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reluctant to reopen securities issues outside of its normal financing schedule - for three 
distinct reasons. First is the concern that a policy of reopening securities might cause market 
participants to demand a higher yield on securities at auction, given the greater uncertainty 
about the eventual supply of the security. Second, the Treasury could be subjected to 
frequent calls for reopening. Since some issues would be reopened and others not, the 
Treasurj would inevitably be accused of favoring one group of market participants over 
another. Third, the Treasury plans its borrowing schedule well in advance, based on the 
schedule of maturing issues and on projections of the government's cash needs. The 
unscheduled reopening of a security would, by definition, produce excess cash and disrupt the 
Treasury's cash management planning. 

The Treasury has concluded that, while a reopening policy could be difficult to 
implement, it is justified under certain circumstances. Uncertainty about the potential damage 
from acute, protracted shortages may weigh more heavily on the market than the concern that 
the Treasury might issue an additional amount of a relatively high-priced security. 
Moreover, adoption of a policy of reopening issues whenever an acute, protracted squeeze 
occurs would tend to discourage market participants from attempting to generate a squeeze. 

The Agencies support this initiative and believe that a policy of reopenings should be 
effective in addressing the problem of acute, protracted market shortages. 

Therefore, under this new approach, the Treasury will be prepared to provide 
the market with additional supply of any security that is the subject of an acute, 
protracted shortage. The Treasury will not require evidence of manipulation in deciding 
whether to reopen a particular issue, but instead will reopen any issue that, in its 
judgment, is the subject of such a shortage. 

Once a decision to reopen has been made, there are a number of ways in which an 
issue may be reopened. 12 First, the Treasury may immediately auction an amount sufficient 
to eliminate any possibility that a squeeze could persist. The amount auctioned would depend 
upon all the facts and circumstances, but could be in the $1-5 billion range. 

Second, the Treasury could sell additional amounts of a security in a "tap" issue 
managed by the FRBNY. A tap issue would involve an incremental offering of securities by 
the Federal Reserve, acting as the Treasury's agent. The securities could be sold as market 
conditions warranted, or the market could be given notice that, at a given spread off the yield 
curve, the authorities stand ready to supply additional amounts in response to market demand. 

A third option that merits further study, but that would require legislation, would be 
for the Treasury to make additional supply of the securities temporarily available through 
securities lending, using the Federal Reserve as agent. The advantage of this approach is that 

12 Potential ways of creating additional supply of an issue are discussed in detail in Appendix B. 
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it is a temporary response to a temporary market imbalance, and would be neutral from the 
standpoint of the Treasury's debt management - that is, it would not permanently affect the 
Treasury's cash balance or the amount of outstanding debt. 

The Treasury intends to select the appropriate reopening method on a case-by-case 
basis, and will consider the views of market participants and others concerning the relative 
merits of alternative means of reopening issues. As experience grows with approaches to 
reopenings, the Treasury may modify them or develop new ones. 

Other measures to address short squeezes. There is a wide range of additional 
remedial initiatives that could be implemented to address the problem of acute, protracted 
market shortages. One possible solution would be to establish a new regulatory regime, 
using regulatory tools that have proved useful in the equity and derivative markets, such as 
enhanced position reporting and improved audit trails. Position limits in newly issued 
government securities could also be imposed. 

Such regulatory measures could be effective in deterring or alleviating short squeezes. 
However, such initiatives could also raise taxpayer costs by imposing possibly unnecessary 
regulatory burdens. Given the relative rarity of acute, protracted short squeezes, the ability 
to identify them from easily observable market price distortions, and the need to proceed 
judiciously in this marketplace, the Agencies agree that the reopening policy should be 
implemented and tested before regulatory measures designed to achieve the same ends are 
adopted. 

Treasury Auction Issues 

Background. In order to fulfill its duty to U.S. taxpayers, the Treasury must seek to 
obtain financing for the U.S. Government at the lowest possible cost. That goal is well 
served by minimizing the potential for manipulative and collusive behavior in the 
marketplace. 

In general, the Treasury believes that the current "multiple-price, sealed-bid" auction 
technique has worked well, with an active when-issued market and significant customer 
participation.13 However, this technique, in which each successful bidder's award is made 
at the yield the participant actually bid, has been criticized by some for failing to minimize 
financing costs to the Treasury, as well as for encouraging manipulative behavior in the 
marketplace. 

In part as a result of the incidents described above, some have perceived that auctions 
can be manipulated, that collusive behavior is possible, and that insiders have an unfair 
advantage over other participants. Other factors that may have contributed to this perception 

13 See Appendix B for a detailed discussion of Treasury's auction technique and various other possible 
auction techniques. 
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include Treasury's auction rules and the auction technique itself, the information advantage 
historically possessed by the primary dealers, the lack of automation in the auction process, 
and the historical relative lack of publicly available transaction quotations. 

Some commentators have argued that the current multiple-price Treasury auction 
technique in effect forces bidders to bid through primary dealers to avoid placing bids at a 
level above the market consensus. As a result, these commentators argue, the primary 
dealers gain an information advantage due to their exclusive knowledge of the intentions of 
the large bidders. Moreover, until recently, only primary dealers and depository institutions 
could submit bids for customers, which further strengthened the market power of primary 
dealers by fostering the perception of an information advantage. 

The lack of automation in the auction process may also create an appearance that 
market insiders have an advantage over others. Under the current system, bidders submit 
bids manually at their local Federal Reserve bank. In practice, most of the large primary 
dealers station employees for this purpose in the lobby of the FRBNY. These employees 
receive last minute telephone instructions and then fill in and submit the bid sheets by hand. 
This system presents a logistical hurdle for bidders who might wish to bid directly rather than 
through a primary dealer. 

Steps have been taken or will be taken to address each of these concerns. 

Automation. As noted above, Treasury auctions rely to a large extent on a paper
based, manual system for bidding and auction administration. Greater use of automation will 
make the auction process faster and more efficient, result in fewer errors, facilitate broader 
participation, and assist in monitoring of compliance with auction rules. It also will enable 
the Treasury to experiment more easily with different types of auction techniques. 

The delay between the submission of bids and the announcement of results inherent in 
a paper-based system may have an adverse impact on bidding, because bidders do not know 
for a period of time whether their bids have been successful. As a result, automation may 
also have the effect of encouraging more aggressive bidding, to the benefit of the taxpayer. 

In view of these expected benefits, the Treasury and the Federal Reserve have made 
the completion of a system to permit automated bidding a high priority. A project is nearing 
completion at the Federal Reserve Bank of Kansas City that will allow medium-sized and 
smaller bidders to submit bids to the Federal Reserve banks electronically. This project is 
expected to be completed by the second quarter of 1992. 

There is also a project under way at the FRBNY that will permit electronic bidding by 
large bidders. This project, which was under way before the Salomon events were disclosed, 
has already made substantial progress and is scheduled for completion by the end of 1992. 
The resulting system will be able to handle the multiple-price, sealed-bid auction technique 
currently in use or a uniform-price, sealed-bid auction. It is expected that it will also be 
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possible to implement the new open auction technique discussed below by early 1993, if the 
Treasury determines to do so. 

Auction technique. Because Treasury auctions are not automated, it has been 
impossible to place all potential competitive bidders in Treasury auctions in direct 
communication at the same time. As a result, the Treasury has used a sealed-bid auction, 
rather than an "open" auction in which bidding is public and competing bidders can respond. 

In addition, different bidders currently pay different prices for the same security, 
based on their bids. These multiple-price awards result in what economists refer to as the 
"winner's curse" - the highest bidder "wins" the auction by paying the highest price, only to 
find that the price paid is higher than the consensus price, as reflected in the market. 
Because bidders are aware of this "curse," they tend to shade their bids below the maximum 
they are actually willing to pay. 

The other type of sealed-bid auction that some commentators have argued would 
produce superior results for the Treasury is the uniform-price, sealed-bid auction, sometimes 
called a "Dutch auction." In this type of auction, all bidders whose tenders are accepted pay 
the same price for a given security. This price is the lowest of the accepted prices bid (or 
highest of the accepted yields). As a result, some of the bidders whose tenders are accepted 
pay a lower price than they actually bid. At first glance, this approach might appear to 
produce lower revenue, because money appears to be "left on the table." On the other hand, 
participants in a uniform-price, sealed-bid auction can be expected to bid higher prices than 
they would in a multiple-price, sealed-bid auction, since there is no "winner's curse" - that 
is, they do not run the risk of paying a higher price than others whose tenders are accepted. 
The expected revenue effects of uniform-price auction versus current practice thus tum on the 
following empirical question: Is the revenue generated from increased demand in uniform
price, sealed-bid auctions greater than the revenue that is apparently forgone due to the 
difference between prices bid and prices paid? 

Aside from revenue considerations, a perceived advantage of a uniform-price, sealed
bid auction is that it would eliminate much of the need for pooling information to gauge the 
market consensus. Thus, the incentive for bidding through dealers would be lessened. It is 
argued that this could broaden auction participation and encourage a wider range of investors 
to bid directly for their own account rather than through primary dealers. This should 
naturally lead to less concentration of ownership of securities awarded at auction. 

During 1973 and 1974, the Treasury conducted six uniform-price, sealed-bid auctions. 
The results of this experiment were inconclusive. In the August 1973 uniform-price auction 
of 20-year bonds, tenders received from the public were not sufficient to sell the entire issue. 
However, the failure of this auction appears to have been unrelated to the auction technique. 

Open auction alternative. Irrespective of whether the single-price, sealed-bid 
auction would prove superior to the current practice, the Agencies believe that there is an 
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auction technique that may be superior to both types of sealed-bid auction techniques 
discussed above. This is an ascending-price, open auction system, which will be feasible for 
the fITst time once the auctions are automated. Auction theory suggests that, in general, 
Treasury revenue would not suffer, and indeed might increase, in the switch to an open, 
ascending-price system. 

In this type of auction, registered dealers and other major market participants would 
have terminals that are connected by telephone line (with appropriate security) to a central 
computer. 14 The auction would begin with the Treasury announcing an opening yield 
somewhat above the yield at which the security is quoted in when-issued trading. All 
interested parties would then immediately submit tenders electronically for the quantity of 
securities they would be willing to purchase at that yield. 

Once all bids were submitted, the resulting total volume of bids at this high yield 
would be announced; presumably, the issue would be oversubscribed after the first round 
since the yield quoted would be higher than the when-issued yield. The yield would then be 
reduced, perhaps by one basis point, and the bidding process repeated. Bidding would 
proceed in successive rounds - perhaps at 10 minute intervals - with decreasing yields until 
the volume demanded was smaller than the size of the issue. All participants who bid at that 
closing yield would receive awards, but at the next higher yield. Those who bid in the next
to-last round but did not bid at the last round would receive prorated awards at the same 
yield. 

From the viewpoint of a bidder, this decreasing sequence of yields lessens the risk to 
participants of bidding too Iowa yield for the securities. Even if an investor had a much 
higher valuation of the securities than other bidders, the bidding would stop before the yield 
moved downward very far as other bidders dropped out of the bidding. The open nature of 
the bidding, along with the single price outcome, should eliminate the "winner's curse." 
Further, the public exposure of the volume of bids provides information about other bidders' 
valuation of the securities, perhaps augmenting overall demand. 

An open auction system allows participants to react to surprise bids, turning market 
forces against attempts at market manipulation. Entities attempting to comer this type of 
auction are effectively forced to disclose their intentions to their competitors, as they 
continually bid as the Treasury lowers the yield. This allows those not party to the attempted 
market manipulation - particularly those holding short positions from when-issued trading -
to bid along with those who are trying to comer the issue. Hence, the would-be market 
manipulators may fail to comer the security or, at the least, find it a more expensive 
proposition. 

14 Those not pre-registered could appear at their local Federal Reserve bank with sufficient documentation 
and acceptable payment arrangements to be included in the auction through a computer hookup provided at the 
bank. 
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By contrast, in a sealed-bid auction - of either the multiple- or single-price variety -
the price reaction comes at the announcement of surprising awards, when dealers may realize 
that they are caught short and react. In a real-time, open auction, that reaction occurs when 
the bidding is still open, and thus the Treasury garners part of the profits of any attempted 
comer. 

The Agencies believe that this type of auction, in combination with other 
recommendations of this report, has the potential for reducing the incentives for market 
participants to engage in manipulation, and would also provide assurances to market 
participants that they are not seriously disadvantaged in participating in Treasury auctions. 
The Treasury will be discussing this form of auction with market participants, academic 
experts, and others, and it welcomes the views of all interested parties. 

Auction rule chang~. The Treasury has made several important changes in auction 
rules and practices. 

First, on October 25, the Treasury announced changes in its auction rules that 
eliminated any distinctions in those rules with regard to primary dealers. The Treasury 
announced that all government securities brokers and dealers registered with the SEC would 
be eligible to submit bids for customers in Treasury auctions. Previously, only primary 
dealers and depository institutions were accorded this privilege. In addition, the Treasury 
announced the establishment of a payment mechanism by which any competitive bidder would 
be able to bid without making a deposit at a Federal Reserve bank or having an explicit 
payment guarantee. 15 Prior to this change, only primary dealers and depository institutions 
could bid without a deposit or a guarantee in coupon auctions, and only responsible, 
recognized dealers and depository institutions could do so in bill auctions. 

Second, the Treasury has increased to $5 million from $1 million the maximum award 
to any single noncompetitive bidder in auctions of Treasury notes and bonds. This change is 

IS Treasury, in conjunction with the Federal Reserve, has developed a standard "autocharge" agreement that 
permits auction participants without a funds account at a Federal Reserve bank to pay for securities purchased at 
auction. An autocharge agreement is a written arrangement by a bidder and a depository institution. This 
agreement, which is filed with the appropriate Federal Reserve bank, authorizes the Federal Reserve bank to 
charge the depository institution's funds account on the issue date for securities purchased by the bidder. 

Autocharge agreements may be rescinded by the clearing bank up to 24 hours before settlement. Thus, 
risk exists from auction date until 24 hours before settlement that a successful bidder may become unable to pay 
Treasury for its auction purchases. Such an event would simply mean that Treasury would sell less of a 
particular issue. 

As discussed below, the Agencies are analyzing whether Government Securities Clearing Corporation, a 
registered clearing agency that offers an efficient, automated clearance and settlement system, can alleviate this 
concern. 
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designed to encourage direct noncompetitive bidding by the smaller institutional investors in 
the government securities market. 

Third, effective with the November 1991 quarterly refunding, the Treasury now 
publicly releases data on quarterly borrowing needs two days prior to each quarterly 
refunding announcement and before the meeting of the Treasury Borrowing Advisory 
Committee. Previously, this information had been released at the time of the announcement 
of the securities to be offered in the refunding. As a result of this change, the Borrowing 
Advisory Committee no longer receives any information about Treasury's borrowing needs 
that has not already been made public. 

The Treasury has considered other potential rule changes, but has decided that they 
are not currently necessary or appropriate. For example, no further changes are being made 
at this time to the 35 percent rule. The Treasury believes that this rule places an appropriate 
limit on auction awards. 

The Treasury is not imposing any limitation on the combined amount awarded to a 
dealer and the customers for whom the dealer has placed bids. Such a limitation would 
discourage aggressive bidding and raise the Treasury's financing costs without providing a 
compensating benefit. It would also force a dealer that plans to make a large bid or receives 
an unusually high level of customer bids to advise customers to take their auction business 
elsewhere. If the dealer did not do this, the customers might find that their auction awards 
were reduced. Customers should have the right to place bids in the auction with the 
assistance of the dealer they prefer, without having to worry about rationing problems due to 
the dealer's auction participation for its own account or the account of other customers. 

The Treasury also will not compel large bidders to place bids directly, rather than 
going through a dealer. Large bidders have always had the option of placing bids directly. 
The Treasury does not believe it is appropriate to deny large bidders the advice and other 
services that a firm specializing in the government securities market can provide. 

The Primary Dealer System 

The primary dealer system was created (and is administered) by the Federal Reserve 
to assist it in implementing monetary policy. However, the system has also served the 
Treasury's crucial interest in financing the nation's deficit spending. 

In order to implement monetary policy, the Federal Reserve buys and sells 
government securities in the secondary market. The Federal Reserve determines the dealers 
with which it will trade, and these dealers, currently 38 in number, are called primary 
dealers. The FRBNY requires these dealers to meet certain criteria. Of course, each of the 
primary dealers is subject to comprehensive regulatory oversight by the appropriate regulatory 
agency - generally, the SEC. 
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The Treasury does not determine which dealers can be primary dealers, and it does 
not set any criteria for this designation. However, the Treasury believes that the government 
securities market, and hence the Treasury, have benefitted from the primary dealer system. 
The FRBNY has required that the primary dealers make markets in all maturity sectors of 
Treasury securities, and that each primary dealer's share of customer trading volume must 
equal at least one percent of total secondary market volume. The FRBNY also expects 
primary dealers to demonstrate their continued commitment to the market for Treasury 
securities by bidding meaningfully in all Treasury auctions. If a dealer fails to bid 
meaningfully in an auction, the FRBNY typically contacts that dealer to remind it of its so
called "underwriting" responsibilities. 

The Treasury believes that the existence of a group of dealers with a commitment to 
the government securities market has been of great benefit to the Treasury. The dealers' 
underwriting responsibilities have served to "backstop" Treasury auctions, considerably 
reducing the risk of insufficient auction cover. This consideration perhaps receives less 
weight when market conditions are strong, but Treasury financing requirements are 
unrelenting and necessitate sales in uncertain or weak markets as well. The willingness of the 
primary dealers to assume underwriting risk for the Treasury has served to ensure that, within 
yield levels reasonably related to current market quotations and trading experience, enough 
bids are received to sell all Treasury security offerings. 

Primary dealers routinely serve as intermediaries between the Treasury and ultimate 
investors. Since these dealers are in the business of developing customer business and 
meeting customer needs, competition for customer business is intense. This competition has 
served to broaden the market for Treasury debt. It has helped the Treasury to sell large 
amounts of debt quickly, with the knowledge that dealers will work to distribute securities to 
ultimate buyers. 

The relationship between the Federal Reserve and the primary dealers is purely a 
business relationship, and not a regulatory one. The FRBNY has required that primary 
dealers submit reports to it and permit FRBNY staff to inspect their operations and books and 
records. However, the FRBNY has imposed these requirements primarily in order to assure 
itself that the primary dealers meet the established requirements for primary dealership, and 
without any view to regulating or taking responsibility for the overall conduct of the primary 
dealers. 

Recent developments affecting primary dealers. The primary dealer system has 
evolved over time, in ways that have significantly reduced the advantages that primary 
dealers have in the government securities market. 

For example, there has been a growing consensus that the information to which 
primary dealers have access through the interdealer broker screens should be more widely 
available. One interdea1er broker - Cantor Fitzgerald - has long made its screens available 
through Telerate. And beginning on June 16, 1991, information on pricing and trading 
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volume from the screens of five of the other interdealer brokers became available for the first 
time through GOVPX, a private joint venture. The Agencies support increased availability of 
information in this marketplace, and believe that, one way or another, more information will 
become available over time. As a result, the information advantage of the primary dealers 
over other market participants can be expected to continue to decline. 

The proposed change to an automated, open auction system may also serve to lessen 
the Treasury's reliance on primary dealers to distribute Treasury securities, if the new auction 
technique results in broader direct participation in the competitive auction process. Any 
information advantage that the primary dealers retain would be considerably less significant in 
a single-price, open auction. 

The creation of the Government Securities Clearing Corporation ("GSCC"), which 
registered with the SEC in 1988 and commenced netting operations on July 7, 1989, has 
made the government securities market even more efficient. The counterparty risk reduction 
that netting provides has led four interdealer brokers to broaden their customer lists beyond 
primary and aspiring primary dealers for the first time, to include potentially all netting 
members of GSCC, some of which are not primary dealers.16 As the group of dealers that 
are netting members broadens, the privilege of trading through the interdealer brokers - a 
privilege which is the product of private business decisions, not government regulation - will 
no longer be limited to primary dealers. 

Another development that changed the special status of primary dealers occurred on 
October 25, when the Treasury announced the changes in its auction rules discussed above 
that eliminated the remaining distinctions that favored primary dealers. 

Additional changes in the primary dealer system. The Treasury and the Federal 
Reserve believe that the primary dealer system has served the nation well for many years, but 
recognize that there also have been drawbacks. Notably, there may be a mistaken public 
impression that, by setting and maintaining certain standards for its primary dealer 
relationships, the Federal Reserve is in effect the regulator of the primary dealer firms. 
Moreover, the primary dealer designation has been viewed as conferring a special status on 
these firms that carries with it an element of "franchise value" for the dealer operation and 
possibly for other aspects of the firm's standing in the marketplace. Given these concerns, 
and given the near-term prospect of automation of Treasury auctions and Federal Reserve 
open market operations, it has become both feasible and appropriate for the Federal Reserve 
to amend its dealer selection criteria to provide for a more open system of trading 
relationships. The Federal Reserve still plans to exercise the discretion that any responsible 
market participant would demand to assure itself of creditworthy counterparties who are 
prepared to serve its needs. 

16 Cantor Fitzgerald has permitted trading access for customers that are not primary dealers for a number of 
years. 
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One feature of the amended criteria is that existing as well as new primary dealers will 
no longer be required to maintain a one percent share of the total customer activity reported 
by all primary dealers in the aggregate. 

All primary dealers will continue to be expected to (1) make reasonably good markets 
to the FRBNY's trading desk; (2) participate meaningfully in Treasury auctions; and (3) 
provide the trading desk with market information and commentary. 

New primary dealers must be commercial banking organizations subject to official 
supervision by U.S. federal bank supervisors or broker-dealers registered with the SEC. The 
dealer firms and the entities controlling the dealer firms must meet certain minimum capital 
standards (these are spelled out in the appended FRBNY statement on Administration of 
Relationships with Primary Dealers; see Appendix E). 

For the time being, the number of additional primary dealers will be relatively limited 
by resource constraints on the FRBNY's trading desk operations. Following the 
implementation of automated trading, further expansion in the number of primary dealers will 
be feasible. 

While continuing to seek creditworthy counterparties, and while enhancing its market 
surveillance capabilities, the FRBNY plans to discontinue the "dealer surveillance" now 
exercised over primary dealers through the monitoring of specific Federal Reserve standards 
and through regular on-site inspection visits. The FRBNY will expect to receive periodic 
reports on the capital adequacy of primary dealers, just as any other responsible market 
participant should expect to receive such reports. 

Primary dealer firms that are convicted of felonies under U. S. law or that plead gUilty 
or nolo contendere to felony charges relating directly or indirectly to their business with the 
Federal Reserve will be subject to suspension as primary dealers. 

Taken together, these changes are designed to facilitate an orderly and gradual move 
to a more open system of primary dealer relationships with the FRBNY, while preserving 
beneficial characteristics of the current system. Over time, the implementation of automated 
systems for Treasury auctions and Federal Reserve open market operations may well provide 
the room for still further changes. However, the desirability of further changes will have to 
be evaluated against the experience with these changes and the need to preserve both the 
efficiency and flexibility of Federal Reserve monetary policy operations, and the liquidity and 
efficiency of the market for U.S. government securities. 

Other Regulatory Issues 

Large position reporting. When market problems such as short squeezes occur, the 
Treasury and the FRBNY rely on major market participants for information concerning 
market developments. While the Treasury and the FRBNY believe that major market 
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participants will continue to provide such information, the Treasury, the FRBNY, and the 
SEC believe that backup legal authority for the government to compel disclosure of certain 
information is appropriate given the changes that are taking place in the government securities 
market. These changes include the evolution of the primary dealer system and the growing 
presence of a new set of large, relatively unregulated participants in the market - a group 
commonly called "hedge funds. " 

The Agencies believe that other measures announced in this report, including 
particularly the change in Treasury's reopening policy and potential changes in its auction 
technique, make acute, protracted short squeezes far less likely to occur in the future. The 
Agencies also believe that the new reopening policy will probably make it unnecessary to 
impose a system of large position reporting on the marketplace. However, the Treasury, the 
FRBNY, and the SEC believe that legislation should be enacted to clarify and broaden 
Treasury's rulemaking authority under the GSA to authorize the Treasury to make rules 
requiring holders of large positions in Treasury securities, including when-issued positions, to 
report this information to the regulatory authorities. 17 Such rulemaking authority would 
only be used if market problems persisted despite the other actions being taken. 

Unlike section 13(d) of the Exchange Act, which requires beneficial owners of more 
than 5 percent of a corporation's equity to make a public disclosure of this information, any 
position reporting concerning Treasury securities would not be publicly disclosed. There is 
no intention to force market participants to disclose their trading strategies, and there would 
not be a presumption that the mere fact of holding a large position is evidence of 
manipulative or other illegal intent. The purpose of such reporting, if necessary, would be 
similar to the purpose of the position reporting in the commodity futures markets - it would 
enable government agencies to monitor market developments and have early warning of 
potential problems. 

The Federal Reserve Board believes that large position reporting authority is 
unnecessary, particularly in light of the new policy on reopening securities issues. Once 
backup authority was granted, it might be difficult to resist activating that authority as a 
precautionary step. Large position reporting would impose costs on the marketplace and 
could cause some investors intent on protecting the confidentiality of their investment 
strategies to move their business offshore or to limit their participation in this market, raising 
the cost of financing the federal debt and yielding little net gain in avoiding disruptions in this 
market. 

The Agencies believe that, if there is to be authority to require large position 
reporting, the Treasury is the appropriate agency to receive that authority. 

17 The Agencies do not believe that reporting of large trades appears to provide a desirable means for 
interested government agencies to discover the causes of any market difficulties or pricing anomalies. 
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Surveillance and regulation. Adequate surveillance of the government securities 
market is necessary if regulators are to detect and address disorderly market conditions and 
manipulation. Timely and accurate information is essential to effective surveillance and 
regulation of the government securities market. Each of the Treasury, the SEC, the Federal 
Reserve Board, and the FRBNY has access to different types of information about the 
government securities market, and each has different abilities to require market participants to 
furnish information. Surveillance and regulation of the government securities market will 
therefore require a high level of cooperation among the responsible authorities. 

Some information about the government securities market is already being shared 
among the Agencies. For example, the FRBNY now prepares daily reports concerning 
significant market developments that are distributed to the SEC, the Treasury, the Federal 
Reserve Board, and the Commodity Futures Trading Commission ("CFfC"). These reports, 
which combine readily available market information with market-sensitive analyses, have 
improved the ability of the Agencies to monitor developments in the government securities 
market. 

The current level of information provides a helpful start, but more information must 
be shared among the Agencies over time to assure effective surveillance. To this end, the 
Agencies have formed a surveillance working group to determine what types of information 
are needed for surveillance purposes, to develop mechanisms for collecting and disseminating 
that information to all of the Agencies, and to coordinate surveillance systems and procedures 
covering the government securities market. 

The working group has been developing a framework for enhanced market 
surveillance for Treasury securities. Under this framework, the Agencies would develop a 
consensus on the types of data to be used in such a program, allocate responsibilities within 
the working group for surveillance and investigatory efforts, and establish parameters for 
inquiries and procedures to facilitate interagency information sharing and coordination. 

The basis for any market surveillance program is collection and analysis of a range of 
market data. The Agencies believe that it would be appropriate that this data collection and 
monitoring function be conducted in the first instance by the FRBNY, which currently 
performs this function. The FRBNY would transmit this information promptly to the Federal 
Reserve Board, the SEC, and the Treasury. 

In order better to fulfill this responsibility, the FRBNY plans to expand its current 
market data collection program. At present, some market data on prices, yields, and trading 
volume are received directly from automated systems operated by vendors. In addition, the 
FRBNY collects market information through daily telephone surveys of primary dealer 
operations. Dealer-specific transaction and position information is obtained through a series 
of weekly and daily reports. 
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In order to enhance its surveillance capabilities, the FRBNY plans to review and 
expand these data sources and develop automated feeds of market data to run computer 
exception reports. In assessing additional data requirements, the Agencies recognize that the 
need for regular and detailed position and transaction data is lessened to the extent that 
reopenings are effective in discouraging acute, protracted price anomalies. Such data will be 
more useful in particular instances in which misconduct or manipulation may have occurred. 

The expanded program of data collection is likely to involve revisions to the reports 
that are currently submitted on a daily basis by primary dealers showing their gross long, 
gross short, and net positions in when-issued securities. These revisions could include: (1) 
expansion of the reporting period beyond the when-issued period up to the commencement of 
when-issued trading in the next security of the same initial maturity; (2) enhancement of 
information on related positions in options and forward contracts; and (3) information on 
related activity in the financing market. In addition, an effort will be made to capture 
relevant information on positions in Treasury futures. IS Of course, as additional experience 
is gained with the surveillance system and as other recommendations in this report are 
implemented, consideration may need to be given to modifying the reports, perhaps to 
include additional information such as aggregate customer positions. 

Such revisions cannot be implemented overnight. The working group must agree on 
the precise formats and reporting thresholds that will be utilized, and regulatory requirements 
for revised reporting programs must be satisfied. In addition, new automated systems to 
process this information must be developed. As a result, actual implementation of this new 
system is expected to take approximately one year. In the interim, therefore, the FRBNY 
will utilize existing reporting requirements, to the extent possible, in order to collect position 
and transaction information on an ad hoc basis to carry out surveillance inquiries into 
questionable market activity. 

Separately, the working group is developing a framework to ensure that surveillance 
operations and inquiries into suspicious market developments are conducted systematically. 
Reports on surveillance exceptions, investor complaints, and trading inquiries will be 
distributed among the working group members in agreed-upon formats on pre-determined 
schedules. Every effort will be made to ensure that all relevant information is shared among 
the Agencies, and that inquiries and investigations are thorough and well-documented prior to 
their resolution. In addition, senior staff of the Agencies will coordinate through regular 
meetings in order to keep track of significant market developments that might affect 
surveillance programs and any other related matters. 

Audit trails. Audit trails are the primary surveillance tools produced and used by 
self-regulatory organizations ("SROs") to detect manipulation or fraudulent or illegal trading 
in the equity and options markets, and for investigative purposes in disciplinary proceedings. 

18 This will permit increased surveillance by the SEC and CFTC for possible intermarket trading abuses 
involving the cash and futures markets in Treasury securities. 
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They are automated, time-sequenced records of information pertaining to trades in securities. 
This computerized information permits SROs to sift through voluminous trading data to detect 
potential trading abuses and provides time-sequenced information on transactions that may 
reveal intermarket abuses. The GSA did not grant authority to set up a similar audit trail 
system for government securities transactions. 

Treasury and Federal Reserve position on audit trails. The Treasury and the Federal 
Reserve do not believe that a strong case has been made for an audit trail system to be 
imposed on the government securities market. Given that the government securities market is 
less vulnerable to the types of insider trading and other abuses that occur in the equities and 
derivatives markets, the Treasury and the Federal Reserve do not believe that it has been 
demonstrated that sufficient benefits would accrue to the SEC in its enforcement activities to 
outweigh the costs of establishing and maintaining an automated audit trail system. The 
Treasury and the Federal Reserve also believe that improvements in transparency in the 
government securities market and other measures discussed in this report designed to make 
significant short squeezes even less likely reduce the value of an automated audit trail. 

SEC position on audit trails. The SEC believes that audit trails would be a valuable 
tool in conducting surveillance of the government securities market and in enforcing the rules 
that govern the market's operation. At present, the SEC can only monitor unusual price or 
yield movements in Treasury securities through its market data and news retrieval systems, 
and through the summary market data provided by the FRBNY. As a result, the SEC's 
information regarding the government securities market is not comprehensive and is clearly 
inferior to the information that is available to the SEC and the SROs with respect to the 
equity and options markets. Indeed, the conduct of the SEC's investigation of Salomon was 
made more difficult by the absence of comprehensive audit trail data. 

The SEC recognizes that, because of the government securities market's unique 
characteristics, regulatory tools that are appropriate in other securities markets may need to 
be tailored to fit the government securities market, and that any regulatory measure proposed 
for the government securities market should be evaluated carefully on a cost/benefit basis 
prior to implementation. As a result, the SEC is not convinced that the full equity market 
audit trail need be replicated in the government securities market at this time. 

However, the SEC believes that an audit trail system for the government securities 
market would not need to be expensive or burdensome on market participants. In particular, 
the SEC believes that a partial audit trail could be constructed by combining transaction 
information from GSCC with price and volume information from GOVPX (and perhaps 
Cantor).19 Such a parti(,l audit trail would not involve significant expense to market 
participants, and the process would be nearly invisible from their point of view. 

19 GOVPX was not designed to provide regulators with the types of detailed, party-specific information 
provided by audit trails in the stock and options markets. GOVPX is not an audit trail for regulatory purposes. 
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The SEC believes that creation of this sort of audit trail in the government securities 
market could provide significant benefits in terms of improved oversight and surveillance, 
and that there should be legislative authority for the SEC to effectuate an audit trail system. 
However, to the extent that trading in government securities becomes significantly more 
transparent, and given the Treasury's intention to reduce the potential for short squeezes by 
reopening Treasury issues when necessary, the SEC believes that the desirability for new 
legislative authority concerning audit trails would be reduced, but not eliminated. 

Internal controls. It is essential that firms conducting a government securities 
business maintain an effective system of internal controls and supervisory procedures. Recent 
events in the market, however, have cast doubt on the effectiveness of internal controls 
employed by certain government securities brokers and dealers. 

Existing SRO rules require each member to establish an internal supervisory system 
that includes a requirement that it maintain and enforce written procedures for conducting its 
business. Once legislation is enacted concerning misleading written statements to issuers of 
government securities, SRO authority in this area would explicitly extend to Treasury 
auctions and primary distributions of GSE securities. Enactment of this legislation would 
accomplish the desired extension to Treasury and GSE securities of requirements for 
appropriate written procedures to implement adequate internal controls. It would then be 
superfluous to enact additional legislation to mandate internal controls. 

Transparency. An important characteristic of fair and efficient markets is 
transparency, defined as the degree to which real-time trade and quotation information and 
other market-related information, such as information about the depth of the market, is 
available to all market participants. 

Transparency is important for several reasons. Availability of market information 
serves the public interest because it ensures that a broad spectrum of market participants can 
obtain current, accurate information concerning market conditions, thus fostering the 
integrity, competitiveness, liquidity, and efficiency of the market. The derivative markets are 
also strengthened by the availability of timely and accurate information on the underlying 
securities used for pricing and hedging strategies. Further, access to accurate market 
information enhances the ability of regulatory examiners and independent auditors to carry 
out their respective responsibilities to ensure that securities transactions and positions are 
priced appropriately. Finally, transparency enhances customer protection, since customers 
are in a better position to determine actual or potential prices for securities and to evaluate 
the fairness of trades. 

In a completely transparent market, all market participants have equal and immediate 
access to all firm quotations, including the size of those quotations, as well as reports of 
prices and volumes on all trades effected in the market. Of course, complete transparency 
represents a theoretical model that has not been achieved in any market. Of all securities 
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markets, the level of transparency is probably highest in the U.S. equity markets.2o In 
contrast, there is substantially less market data publicly available for U.S. debt markets, 
including the government securities market. 

Interdealer broker quotations and trade reports currently represent the best source for 
deriving market prices for government securities, because they include the current bids and 
offers of the primary and many other large active dealers, the principal market makers in the 
government securities market. The Agencies believe that all useful information on the 
screens of the interdealer brokers should be made available to the public, either through 
GOVPX or otherwise. 

Recent developments in transparency. Significant progress was made during 1991 in 
increasing information access in the government securities market. A private sector 
initiative - a joint venture known as GOVPX, Inc. - became operational on June 16, 1991. 
GOVPX disseminates real-time price and quotation information on all Treasury bills, notes, 
and bonds on a 24-hour, global basis. The system provides information regarding all trading 
of Treasury securities (other than zero-coupon instruments) that is executed through five 
interdealer brokers. The information disseminated is a composite picture of the trading 
activity, showing executed trade prices, volume of executed trades, best bids and best offers, 
and running aggregated volumes traded for each security on a daily basis. This information 
is provided to on-line vendors for distribution to the public. 

While GOVPX is a promising step, it has deficiencies. For example, it does not 
provide the size associated with published bids and offers; it does not allow users to capture 
the data or to apply financial analytical techniques; and it does not include information on 
stripped Treasury securities or on non-Treasury government securities. In addition, the 
Agencies recognize that even a greatly expanded GOVPX system has certain inherent 
limitations in its coverage of the Treasury market. GOVPX was not designed to cover all 
trading volume, only trading volume effected through contributing interdealer brokers. 21 It 
does not report trading volume among primary dealers or between a primary dealer and a 
customer, such as a hedge fund, that is not effected through an interdealer broker. Thus, a 
substantial amount of market activity is not reflected in GOVPX reports. However, despite 
its limitations, GOVPX is an important step forward in bringing increased transparency to the 
Treasury market. 

:D For a large percentage of equity securities traded in the United States, all current, sizable quotations are 
immediately disseminated to market data subscribers, and trade reports are required to be reported and 
disseminated within 90 seconds of execution, although the average is around 10 seconds. 

21 One of the major interdealer brokers, Cantor Fitzgerald, Inc. ("Cantor") has made its price information 
available to the public through Telerate Systems, Inc. ("Telerate") since the early 1970s. Telerate disseminates 
to its customers the same information that Cantor disseminates to the dealers that trade through Cantor. While 
Cantor does not report trades to GOVPX, and GOVPX is not available through Telerate, market participants 
who subscribe to both GOVPX and Telerate are able to obtain quotation information from all but one of the 

interdealer brokers. 
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In a letter to GOVPX's Board of Directors, dated October 25, 1991, the Treasury 
strongly encouraged GOVPX to address certain of these deficiencies and urged that all useful 
interdealer broker screen information be made available to the public as promptly as possible. 

Treasury and Federal Reserve position on transparency. The Treasury and the Federal 
Reserve believe that the transparency problem in the government securities market has been 
greatly alleviated, and that the private sector initiatives already under way should be allowed 
additional time to develop before any new rulemaking authority is deemed necessary. The 
two Agencies therefore support S.1247, which calls for a joint Treasury/SEC/Federal Reserve 
Board evaluation of private sector initiatives regarding the dissemination of price and volume 
information. 

The Treasury originally proposed that it be granted rulemaking authority in this area 
in order to ensure that private sector initiatives, such as GOVPX, continue to take further 
steps to disseminate government securities price and volume information. However, for now, 
the Treasury accepts the judgment of the Senate in passing S.1247 that adequate private 
sector solutions are likely to be found without the need for additional federal regulation. The 
commencement of operations by GOVPX in June was an important factor in Treasury's 
decision to support the Senate approach. The continued positive response of the industry in 
enhancing transparency will be an important determinant of whether the Treasury eventually 
comes to support additional regulatory authority in this area. 

SEC position on transparency. The SEC supports legislation providing it with 
backstop authority to adopt requirements for dissemination of data concerning transactions in 
government securities where private efforts, such as GOVPX, do not meet standards 
established in legislation. In order to enable the SEC to respond to structural shifts in the 
market, including either a consolidation of brokerage firms or a move to direct dealer to 
dealer trading, the SEC believes that the backstop authority should be broad and flexible. 

The SEC believes that markets are stronger and less susceptible to manipulation and 
unfair pricing when there is broad public access to real-time pricing information. 
Furthermore, access to more complete pricing information would enhance fair competition 
among primary and secondary dealers by increasing the ability of secondary dealers to quote 
competitive markets. The SEC further believes that there should be authority to collect 
pricing information from all government securities brokers and dealers. This should include 
both dealer quote and trade information, including price and volume on all government 
securities. 

Private sector initiatives to provide this information are, of course, preferable to 
regulatory solutions. In recent months, GOVPX has made progress in improving the 
transparency of the government securities market. Without backstop legislation, however, the 
SEC believes that the impetus for further improvements could diminish. With backstop 
authority, if GOVPX or other private efforts prove unreliable or inadequate in delivering 
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valuable market data, the SEC could act to ensure adequate information is available to all 
market participants. 

The SEC believes that it should be the agency to exercise this authority, because it 
already exercises similar, though more extensive, responsibility for overseeing a large number 
of electronic trading and reporting systems. Its experience and expertise would enable it to 
monitor the development of private sector systems with largely existing capability and without 
significant additional cost. The SEC also has the existing expertise to take any necessary 
action should GOVPX or other private efforts prove inadequate. Any alternative would result 
in one agency exercising oversight over transparency in every market but the government 
securities market. 

Sales practice and other SRO rules. The imposition of sales practice rules on the 
government securities market has been controversial. The Agencies were not able to develop 
a common position on this subject. The Treasury and the SEC agree that this market should 
have sales practice rules, but they disagree on precisely how such rules should be 
implemented. The Federal Reserve does not believe that the necessity for sales practice rules 
has been demonstrated, but would not oppose removal of the prohibition on the National 
Association of Securities Dealers ("NASD") applying its sales practice rules to government 
securities. 

Treasury position on sales practice rules. The government securities market is the 
only regulated securities market in which not all brokers and dealers are subject to sales 
practice rules. The Treasury's concern in this area is not for the large, institutional investors, 
who should be expected to have the ability to judge the suitability of particular securities, but 
for the smaller, less sophisticated customers who are attracted to the government securities 
market because of their desire for safe and secure investments. Adding to this concern is the 
proliferation in the market of instruments that are far riskier than the traditional Treasury and 
agency securities on which they are based. These instruments include mortgage-backed 
securities and real estate mortgage investment conduits ("REMICS ") issued or guaranteed by 
government agencies or GSEs, zero-coupon instruments such as STRIPS, agency mortgage
backed securities stripped into interest-only ("IOs") and principal-only ("POS") pieces, and 
over-the-counter options on government securities. Many of these securities are backed by a 
U.S. government guarantee or are highly rated by nationally recognized statistical rating 
organizations, and are attractive due to their apparent higher returns. However, 
unsophisticated investors may not fully understand their complexity, risks, and speculative 
nature. In addition, it is necessary to prevent unscrupulous persons, who may have operated 
in other markets, from gravitating to the government securities market. 

The Treasury supports the regulatory structure for sales practice rules set out in 
S .1247, which in its view reflects a balanced and appropriate role for each of the regulatory 
agencies. The primary rulemaking powers pertaining to such rules for financial institution 
brokers and dealers and members of registered securities associations rest with the appropriate 
federal financial institution regulator and the NASD, respectively. This approach utilizes the 
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expertise and experience of the bank regulatory agencies and the NASD in implementing and 
enforcing sales practice rules that are in place for other markets. Additionally, the Treasury 
believes that the regulatory structure of S.1247 preserves the SEC's oversight role for self
regulatory organizations. 

By permitting sales practice rules to become effective only if the Treasury has not 
determined that the rules would "adversely affect the liquidity and efficiency of the market 
for government securities" or "impose any burden on competition not necessary or 
appropriate," this regulatory framework also ensures that the Treasury retains an oversight 
role, consistent with the regulatory approach set out in the GSA. This structure is 
appropriate given Treasury's interest in minimizing the cost to the taxpayer of financing the 
public debt by maintaining the liquidity, efficiency, and integrity of the government securities 
market. A Treasury oversight role would also help to minimize disparities in sales practice 
rules for the various types of brokers and dealers. 

SEC position on sales practice rules. The SEC believes it would be appropriate to 
extend normal sales practice standards and other NASD rules22 to transactions in 
government securities by removing the statutory restriction on NASD authority in the 
government securities market. The SEC does not oppose granting the appropriate regulatory 
agencies for financial institutions the authority to adopt similar sales practice rules governing 
transactions in government securities.23 First, expansion of the NASD's authority is 
consistent with Congress's preference for self-regulation of the securities markets. 24 The 
NASD already has experience in the sales practice area and maintains an ongoing relationship 
with its members. Second, this approach is the most cost-effective means of preventing sales 
practice abuse. Sales practice abuses are not security-specific, and existing sales practice 
rules may be sufficient without significant modifications. The extension of these rules to the 
government securities market would reduce training and compliance burdens because basic 
sales practice rules are already known and understood by the sales forces of integrated 
securities broker-dealers. Of course, the existing NASD rules could, if necessary, be tailored 

22 The SEC believes that, in addition to sales practice rules, the NASD should be free to apply other types 
of just and equitable principles of trade and anti-fraud rules to the government securities activities of its 
members. In addition, the SEC believes that the NASD should be authorized to adopt appropriate other rules 
for the government securities markets. Examples of such rules include fidelity bonding requirements and 
qualification and testing requirements, which would allow the NASD to assure that personnel associated with 
member firms had the requisite knowledge to comply with sales practice and financial responsibility rules. 

23 The SEC also does not oppose provisions in H.R. 3927 introduced by Chairman Markey and other 
members of the House Subcommittee on Telecommunications and Finance that would amend Section 15(c)(2) of 
the Exchange Act to remove the exemption for brokers and dealers in government securities from rules designed 
to prevent fraudulent and manipulative acts. Such authority, together with the rulemaking authority under 
Section 1O(b) of the Exchange Act, would permit the Commission to adopt effective antifraud and anti
manipulative rules, if necessary. 

:M See Securities Industry Study Report of the Subcommittee on Securities, Senate Committee on Banking, 
Housing & Urban Affairs, S. Doc. No. 93-13, 93rd Cong., 1st Session 149 (1973). 
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to the specific market conditions and specific types of abuses that may occur in the 
government securities market. Finally, the principle of "functional regulation," which the 
SEC has long sUpported,25 suggests that for purposes of NASD rules government securities 
should not be treated differently from other types of securities. As a result, the SEC believes 
that the statutory prohibition on application of NASD rules (including sales practice rules) to 
the government securities market should be lifted, so that all securities receive equivalent 
treatment (and all customers receive equivalent protection) under the NASD's rules. 

The SEC opposes the provisions in Senate bill S.1247 that would permit sales practice 
rules to become effective only if the Treasury has not determined that the rules would 
"adversely affect the liquidity and efficiency of the market for government securities" or 
"impose any burden on competition not necessary or appropriate." Such provisions give the 
Treasury a veto over the actions of independent financial regulators in connection with the 
exercise of new sales practice rulemaking authority. This would set a negative precedent of 
direct intrusion into the decisions of independent regulators. This veto provision has been 
opposed by the Chairmen of the SEC, the Federal Reserve, and the Federal Deposit 
Insurance Corporation on these grounds. The Treasury's legitimate interest in financing the 
debt at the lowest possible cost to federal taxpayers could easily be recognized through 
consultation requirements associated with the new rulemaking authority. The SEC, an 
independent financial regulator, shares the Treasury's concern with the liquidity and 
efficiency of the markets and believes it has established an excellent record of carrying out 
consultation and coordination requirements in other federal laws. 26 For example, the SEC 
routinely consults with the banking regulatory agencies regarding proposed rule changes for 
the clearance and settlement of securities and SEC rule proposals for lost or stolen 
securities. 27 

Federal Reserve position on sales practice rules. The Board of Governors believes 
that a decisive case has not yet been presented for adding statutory requirements in this area. 
Nevertheless, the Board would not oppose a modest broadening of current law, with adequate 
safeguards. 

If Congress believes that a provision for sales practice rules is a necessity, perhaps the 
least costly and most responsive added measure would be a simple removal of the prohibition 
on the NASD applying its sales practice rules to government securities transactions. That 

25 As a general matter, the SEC believes that functional regulation can provide important benefits by 
promoting efficiency, effectiveness, and consistency. Testimony of Richard C. Breeden, Chairman, SEC, 
before the Subcommittee on Securities, Committee on Banking, Housing and Urban Affairs (June 12, 1991). 

216 Letter from Alan Greenspan, Chairman of the Board of Governors of the Federal Reserve System, 
Richard C. Breeden, Chairman of the Securities and Exchange Commission, and L. William Seidman, Chairman 
of the Federal Deposit Insurance Corporation, to the Honorable Christopher J. Dodd, Senate Securities 
Subcommittee, Committee on Banking, Housing and Urban Affairs, dated July 19, 1991. 

27 See 15 U.S.C. § 78q-l(d)(3). 
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change would bring NASD firms into line with what is already the case for New York Stock 
Exchange member firms, extending sales practice rules to all nonbank brokers and dealers. 
In this process, which would in essence take place with oversight by the SEC, the Federal 
Reserve would favor substantive consultation and cooperation with the Treasury as the 
primary regulator of this market. In general, the Federal Reserve favors consultation and 
cooperation and opposes the granting of veto powers over other agencies' regulations in this 
market. 

GSCC enhancements. GSCC has the potential to provide the basis for further 
improvements to the government securities market. 

(1) RWO processing. The market for repurchase and reverse repurchase agreements 
could benefit from automated comparison. GSCC could benefit the market by offering a 
system that clearly defines which stage of the transaction is occurring (~, opening, closing, 
setting up a reverse repo or closing a reverse repo) and that automatically generates a 
comparison of the transaction. 28 Such a service, if capable of capturing a high percentage 
of repo transactions, could enable regulators to obtain data on repos as necessary for 
surveillance purposes at little or no cost to market participants. 29 The Agencies urge GSCC 
to develop efficient processing systems for market participants' repo activity. 

(2) More trades in the net. The benefits of netting are greater as more trades are 
included in the net. In addition, as more trades are included in GSCC's netting system, a 
larger percentage of market trades become guaranteed trades, thereby freeing members from 
certain counterparty risk associated with those trades. To this end, GSCC is planning to 
include more types of trading activity in the netting process and to expand its membership. 
Specifically, GSCC has proposed to add yield-based trades and auction take-down activity to 
the netting process. The Agencies agree that the benefits of netting should be expanded to a 
greater universe of trades. 

(a) Yield-based trades. The SEC recently approved GSCC's proposal to 
include yield-based trades in the netting system beginning in January 1992.30 By including 
yield-based trades in the netting system, members will enjoy the credit protections of GSCC's 
trade guarantee for their yield-based trades sooner than under the current procedure, whereby 

28 Some clearing agencies currently offer repo processing services. For example, DTC operates a Repo 
Tracking System that is designed to ensure that distributions on the securities underlying the repo are paid to the 
proper party. 

29 Activity in the government securities repo market is sizable. Centralized repo processing would give 
regulators a truer picture not only of the government securities markel, but also of each market participant's 
total risk profile, enabling GSCC, other clearing agencies, and regulators to refine their risk reduction policies. 

JO Securities Exchange Act Release No. 29732 (September 24, 1991), 56 FR 49937. In order to include 
yield-based trades in the netting system, ascc will convert the yield trades into priced trades at the time of 
comparison. To convert, GSCe will use a standard Treasury conversion formula. 
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compared yield-based trades are deleted from the system and re-submitted for netting after the 
Treasury auction. 

(b) Auction take-down activity. Another type of trading activity that GSee 
could include in the netting process is auction take-down activity. GSee has proposed that 
its services be used in connection with the delivery of auction purchases. Under its proposal, 
GSCe would accept and report in its comparison system data on securities purchases made at 
auctions by GSCC netting members, net the purchases with when-issued trades of such 
members in the same securities through the netting system, and assume responsibility for the 
delivery of the purchased securities through GSee's clearing mechanism. 31 If this proposal 
is implemented, additional information on the overall distribution process required to settle 
Treasury auction purchases and on the true net settlement positions of members during a 
when-issued period would be available at Gsee. 

GSCC's proposal is especially significant in light of the risk to the Treasury resulting 
from the auction settlement process and the use of autocharge agreements. GSCC's proposal 
would reduce the risk to the Treasury to the extent that GSCC assumes responsibility for 
auction purchases that are netted against when-issued sales. 

(3) Increasing membership. Currently, a significant number of Gsee's netting 
members are primary dealers, aspiring primary dealers, and interdealer brokers. GSCe 
represents that it is actively developing changes to its membership standards to admit a 
second tier of market participants beyond these entities. GSCC believes this tier of potential 
members is composed of two categories of market participants: a small group of arbitrage 
firms and registered or noticed government securities brokers and dealers. Interest from the 
second group principally is to meet the government securities needs of their retail equity 
customers. The Agencies believe that ascc should accelerate its efforts to expand 
membership to more government securities brokers and dealers. 

(4) Confirmation systems for institutional customers. Ideally, centralized comparison 
systems might be adapted and expanded to include non-dealer, institutional customers. 

31 GSCC has refined its proposal so that any Treasury auction purchase by a netting member - whether 
competitive or noncompetitive in nature and whether or not for a customer - automatically would be delivered 
to GSCC's clearing bank and encompassed within GSCC's net. GSCC would allocate auction deliveries to 
allow for the most complete netting process and to ensure timely delivery so that each member would take 
possession of the entire amount of its auction purchases that it needs on the morning of issue date. 
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Comparison systems for institutional customers generally offer automated confirmation32 and 
affirmation33 services. 

Although GSCC does not yet offer centralized, automated confirmation and 
affirmation systems, such systems exist today at other clearing agencies. With adaptation or 
change, these systems could be expanded to include government securities trades involving 
institutions. For example, the Depository Trust Company's ("DTC")34 Institutional 
Delivery ("ID") and International Institutional Delivery ("IID") Systems provide automated 
confirmation and affirmation services to brokers, banks, and institutional customers. 35 The 
Agencies urge GSCC to explore with DTC whether benefits would accrue to government 
securities market participants if GSCC and DTC were to provide them with access to existing 
confirmation and affirmation systems. 

ill. Government-Sponsored Enterprise Issues 

In connection with the investigation of unlawful behavior in the government securities 
market, certain misconduct has been revealed in the primary market for GSE securities. 
Many members of GSE selling groups submitted inflated indications of customer interest to 
the fiscal agents for GSE securities. This practice had persisted for a significant period of 
time. 

To address this situation, the Agencies recommend adoption of an amendment to the 
Exchange Act, discussed above, that would make it an explicit violation of that Act to 
provide misleading written information in connection with a primary offering of any 

32 In a typical institutional trade, the customer's executing broker must confirm the terms of the trade in 
writing to the investment manager. See 17 C.F.R. § 240.lOb-lO. 

33 If the confirmation conforms to the investment manager's records of the customer's ordered trades, the 
investment manager must issue instructions (affirmation) to the custodian bank authorizing the receipt or 
delivery of securities against payment to or by the broker. 

34 DTC is a registered clearing agency and the largest securities depository in the United States. 

35 Adapting DTC's ID or lID Systems for use in the government securities markets would mean that dealers 
who participate in GSCC might be required to interact with more than one clearing agency to compare their 
government securities trades. It might be possible, however, for GSCC to act as a conduit for its members, by 
accepting trade data from them and transmitting the data to DTC for confirmation processing. Output from 
DTC could be transmitted to GSCC for distribution to its members. 

DTC would need to adapt the ID system in at least one way in order to accommodate the need for 
earlier confirmations in the government securities market. Currently. the ID system trade input is in batch form 
and is processed only once a day - too late for the needs of the government securi~ies market. Plans to 
enhance the ID system are under discussion. The 110 system currently uses a. ~ultl-batch system that could 
accommodate earlier confirmations that would be useful for government secunl1es trades. 
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government security. Although deliberate misstatements to GSEs or their fiscal agents are 
already covered by the general antifraud provisions of the securities laws, adoption of such a 
new statutory provision would highlight the importance of compliance in this area and 
facilitate SRO compliance reviews. 

Exempt Status or GSE Securities 

The Agencies believe that the exemptions under the federal securities laws for equity 
and unsecured debt securities of GSEs should be eliminated.36 The securities of GSEs are 
generally exempt from registration and are treated as government securities for purposes of 
the federal securities laws. 

Securities issued by the U.S. Government are exempted from certain provisions of the 
federal securities laws, due primarily to the credit quality of the securities, which eliminates 
the need for disclosure of information relating to the financial condition of the issuer. Unlike 
Treasury securities, however, the securities of GSEs do not have a government guarantee 
(except for the obligations issued by the Farm Credit System Financial Assistance 
Corporation). Indeed, in many cases Congress has been careful to specify explicitly that 
securities of a particular GSE are not guaranteed by the U.S. Government, and in other cases 
it has required GSEs to disclose that fact to the public. The debt securities of GSEs normally 
are priced in the market at a spread over the rate on Treasury securities of similar maturity, 
in order to compensate for lower liquidity than Treasury securities and for the implicit risk 
that the U.S. Government might not honor the debt obligations of a GSE that was unable to 
meet its obligations. Debt securities issued by GSEs thus do not have the unquestioned credit 
quality that justifies the exemption for government securities under the federal securities laws. 

The case is clearest with respect to equity securities of GSEs. All the GSEs except 
for one small entity are now completely privately owned, and the value of GSE equity 
securities rests primarily on their financial condition and value as going concerns. Therefore, 
investors need the same basic financial and operational information about GSEs as they would 
need from any company in order to evaluate the merits of an investment in its equity 
securities. All this information should be provided in the same form, and under the same 
time frames, as for similar securities of other issuers. For these reasons, the Agencies 
support repeal of the exemption of GSE equity and unsecured debt securities under the federal 
securities laws. 

36 Any legislation should make clear that such securities would maintain their current eligibility for use in 
rep<> transactions and for trading by government securities brokers and dealers that have registered or filed 
notice under section 15C of the Exchange Act. 
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APPENDIX A 

BACKGROUND ON THE TREASURY SECURmES MARKET 



1. Characteristics of the Primary Market 

The public debt amounted to $3,665 billion on September 30, 1991, including 
$2,114 billion of marketable securities held by private investors.1 Nonmarketable 
Treasury securities (including those issued directly to federal trust funds), United States 
savings bonds, state and local government series securities, and marketable securities 
held by federal government accounts and the Federal Reserve System comprise the rest 
of the public debt. 

Size of borrowing needs. The Treasury has auctioned large amounts of 
marketable Treasury securities in the past ten years. In fiscal year 1981, Treasury sold 
over $670 billion of marketable Treasury securities. By fiscal year 1991, this figure had 
increased to over $1.7 trillion. As long as there is a budget deficit, the amount of 
securities the Treasury is required to sell will tend to increase, not only to raise funds 
to cover the shortfall between receipts and expenditures, but also to refinance maturing 
debt. 

Evolution of Treasury financing techniques. The Treasury has employed 
auctions for Treasury bills since the securities were introduced in 1929. Since then, the 
only major modifications to bill auctions have been a provision for noncompetitive bids 
in 1947 and a change in 1983 to receiving bids on the basis of yield (bank discount 
basis) rather than price. 

Prior to the early 1970s, the traditional methods for selling notes and bonds were 
subscription offerings, exchange offerings, and advance refundings. Subscriptions 
involved the Treasury setting an interest rate on the securities to be sold and then 
selling them at a fixed price. In exchange offerings, the Treasury would allow holders 
of outstanding maturing securities to exchange them for new issues at an announced 
price and coupon rate. In some cases, new securities were issued only to holders of the 
specific maturing securities; in others, additional amounts of the new security would be 
issued. Advance refundings differed from exchange offerings in that the outstanding 
securities could be exchanged before their maturity date. 

A fundamental difficulty with subscription offerings was that market yields could 
change between the announcement of the offering and the deadline for subscriptions. 
Increased market volatility in the 1970s made fixed-price subscription offerings very 
risky for the Treasury. 

A modified auction technique was introduced in 1970, in which the interest rate 
(coupon rate) was still preset by the Treasury, and bids were made on the basis of 
price. Setting the coupon rate in advance, however, still involved forecasting interest 

1 Privately held marketable securities exclude holdings of federal government accounts, such as the 
Social Security trust funds, and holdings of the Federal Reserve System. 
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rates, with the risk that the auction price could vary significantly from the par value of 
the securities. In 1974, Treasury started to auction coupon issues on a yield basis. 
Bids were accepted on the basis of an annual percentage yield, with the coupon rate 
based on the weighted average yield of accepted competitive tenders received in the 
auction. This freed Treasury from having to set the coupon rate prior to the auction 
and ensured that the interest costs of new note and bond issues would accurately 
reflect actual market demand and supply conditions at the time of the auction. 

Another sale method was used in six auctions of long-term bonds in Treasury 
mid-quarter refundings between February 1973 and May 1974. This was the sealed-bid, 
uniform-price, or "Dutch," auction method. The coupon rate was preset by the 
Treasury and bids were acc~pted in terms of price, starting with the highest price and 
moving through successively lower prices until the offering had been fully placed. All 
successful bidders were awarded securities at the lowest price of accepted bids. 

Current auction technique. Today, all Treasury auctions are conducted on a 
yield basis. Competitive bidders submit tenders stating the yield (discount rate for bill 
auctions) at which the bidder wants to purchase the securities. The bids are ranked 
from the lowest yield to the highest yield required to sell the amount offered to the 
public. Competitive bidders whose tenders are accepted pay the price equivalent to 
the yield that they bid. In an auction of Treasury notes or bonds, the coupon rate is 
based on the average yield of accepted competitive bids. 

Noncompetitive bids from the public for up to $1 million of Treasury bills and up 
to $5 million of notes and bonds are awarded in full at the weighted average yield of 
accepted competitive bids. The ability to bid on a noncompetitiye basis ensures that 
small investors, who may not have current market information, can purchase securities 
at a current market yield. Noncompetitive bidding eliminates the risk that a 
prospective investor might bid a yield that is too high and not obtain the securities 
desired or might bid a yield that is too low and pay too much for the securities. It also 
helps serve the goal of achieving a broad distribution of Treasury securities. 

To participate in a Treasury auction, any potential investor may submit tender 
forms to a participating Federal Reserve bank or branch,2 which acts as the Treasury's 
fiscal agent in the auction, or to the Treasury's Bureau of the Public Debt. Currently, 
tenders are received at 37 sites. The deadline for competitive bids is usually 1:00 p.m., 
Eastern time; noncompetitive tenders must be received one hour before the closing 
time for competitive tenders, or, if sent by mail, must be postmarked by midnight on 
the day before the auction and received on or before the issue date. 

2 Currently, 36 of the 37 Federal Reserve banks and branches accept auction tenders, with the Helena, 
Montana branch the onJy exception. 
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Typically, between 75 and 85 bidders submit competitive tenders in Treasury 
auctions for securities to be held in the commercial book-entry system.3 Additionally, 
between 850 and 900 bidders submit noncompetitive tenders in Treasury auctions for 
securities to be held in the commercial book-entry system. Also, on average there are 
about 19,000 noncompetitive tenders per auction for securities to be held in the 
TREASURY DIRECf book-entry system.4 

The 38 primary dealers account for a large proportion of the participation in 
Treasury auctions, as discussed in Section 3 of Appendix B. The Federal Reserve 
expects primary dealers to demonstrate their continued commitment to the market for 
government securities by participating in Treasury auctions. It should be emphasized, 
however, that auctions are open and that others besides primary dealers can and do 
participate, either directly, or through any government securities brokers and dealers 
that are registered with the Securities and Exchange Commission ("SEC") or through a 
depository institution. 

Depository institutions and government securities brokers and dealers registered 
with the SEC may submit either competitive or noncompetitive tenders for their own 
account and for the accounts of customers. All other entities or individuals may submit 
either competitive or noncompetitive tenders only for their own accounts. Depository 
institutions, brokers, and dealers are required to submit customer lists when submitting 
bids for the accounts of customers. Customer lists for competitive bids must be 
submitted either with the tender or by the close of the auction. Customer lists for 
noncompetitive tenders submitted by mail must be received prior to the issue date, 
although customer lists for all other noncompetitive tenders must be received by the 
close of business on the auction date. 

Prior to the auction of three-year notes on November 5, 1991, bidders in 
Treasury auctions had the option to pay in full at the time the tender was submitted or, 

3 The commercial book-entry system for Treasury securities is operated by the Federal Reserve banks, 
acting as the Treasury's flScal agents. It is a multi-tiered, automated system in which marketable Treasury 
securities are issued, serviced, maintained, and traded. Ownership is not evidenced by physical securities, 
but rather by computerized records, with the top tier of records maintained at the Federal Reserve banks. 
The Federal Reserve maintains book-entry accounts for depository institutions and other entities such as 
government and international agencies and foreign central banks. In their book-entry accounts at the 
Federal Reserve, the depository institutions may maintain their own security holdings and holdings for 
customers, which include other depository institutions, dealers, brokers, institutional investors, and 
individuals. In turn, the depository institutions' customers maintain accounts for their customers. Brokers 
and dealers that are not depository institutions are not permitted to maintain securities accounts directly 
with the Federal Reserve. 

4 The TREASURY DIRECf system is designed primarily for those who wish to hold Treasury 
securities to maturity; no custodial or transaction fees are charged. As of September 30, 1991, 1.1 million 
investors held 2.3 million security accounts in TREASURY DIRECf with a par value of nearly $64 billion. 
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in the case of notes and bonds, to present a guarantee from a commercial bank or 
primary dealer of five percent of the par amount tendered.s The deposit requirements 
did not apply to primary dealers, depository institutions, states, political subdivisions or 
instrumentalities thereof, public pension and retirement and other public funds, 
international organizations in which the United States holds a membership, and foreign 
central banks and foreign states. 

Effective with the November three-year note auction, the Treasury established a 
payment mechanism, called an autocharge agreement, which supplements the other 
existing payment mechanisms. The autocharge agreement is a written arrangement by 
a bidder and a depository institution that authorizes the Federal Reserve bank to 
charge the depository institution's funds account on the issue date for securities 
purchased by the bidder. 

Auction schedule. The Treasury has a regular, predictable schedule for offering 
marketable securities, which is well known to market participants. The Treasury makes 
an aI1nouncement as far in advance as is practical any time there is a change in the 
usual pattern, so that the market can digest the information and prepare for the 
offerings. 

The Treasury sells 13- and 26-week bills every week and 52-week bills every four 
weeks. Two-year and five-year notes are auctioned every month for settlement at the 
end of the month. Seven-year notes are issued on the 15th of January, April, July, and 
October. The quarterly financings, which settle on the 15th of February, May, August, 
and November, typically consist of three- and ten-year notes and a thirty-year bond. 
These regularly scheduled issues amount to about 157 separate securities auctions each 
year.6 

S Full payment for securities to be held in TREASURY DIRECf is required when the tender is 
submitted. 

6 The Treasury also offers cash management bills from time to time to raise funds to cover low points 
in the Treasury cash balance. The maturity dates for cash management bills usually coincide with the 
Thursday maturities of regular weekly and 52-week bills. For example, cash management bills may be 
issued in early April, before the April 15 tax payment date, and mature later in April, when cash balances 
are at seasonal highs. Short-term cash management bills may be announced, auctioned, and settled in a 
period as short as one day, if necessary, to ensure that the government does not run out of cash. To 
shorten the time for the auction and reduce the cost of issuing short-term cash management bills, they 
usually are issued only in large minimum purchase amounts - $1 million or more - and noncompetitive 
tenders are not accepted. 

Longer term cash management bills are also issued from time to time. For example, the Treasury's 
borrowing requirement in the final calendar quarter of the year is typically larger than for the April-June 
quarter, when seasonally high tax payments are due. Cash management bills maturing after the April 15, 
1991 tax date were issued in November 1990, for example, to manage Treasury borrowing in light of this 

(continued ... ) 
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The details concerning an offering of marketable securities are announced about 
one week prior to the auction, and the settlement date occurs from a few days to about 
one week after the auction, depending upon holidays and other vagaries of the 
calendar. 

Treasury auction rules. Treasury auction rules have, for the most part, been 
contained in the official offering circulars, public announcements relating to specific 
auctions, and single bidder guidelines.7 Other auction rules have been announced in 
separate press releases; they are not reiterated in individual offering circulars and 
announcements. 

The rules regarding the $1 million and $5 million maximum awards on 
noncompetitive bids and payment requirements were discussed above. The most 
significant other auction rules concern limitations on awards, limitations on tender 
amounts recognized at single yields, requirements for bidders to report net long 
positions, single-bidder guidelines, and when-issued trading. 

The 35 percent rule. Since 1962, the Treasury has limited the maximum amount 
of securities awarded to a single bidder in a Treasury offering. The primary reasons 
for the limitation are to ensure broad distribution of Treasury securities and to make it 
less likely that ownership of Treasury securities will become concentrated in a few 
hands as a result of the auction. 

Under the restriction that has been in effect since September 1981, no single 
bidder is awarded more than 35 percent of the amount of a Treasury security that is 
offered to the public. The application of the 35 percent limit to any bidder includes 
consideration of that bidder's net long position in the futures, forward, and when-issued 
markets. 

Also, while a bidder can submit tenders for more than 35 percent, the Treasury 
does not recognize amounts tendered at anyone yield from a single bidder in excess of 
35 percent of the public offering. This limit was adopted to prevent bidders from 

6( ... continued) 
seasonal pattern. 

7 Treasury has updated its offering circular to put in one place all of the basic ground rules for 
Treasury auctions and is releasing it simultaneously with this report for publication in the Federal Register 
for comment. The circular will be supplemented by an offering announcement for each separate offering. 
It will also be amended from time to time to reflect any changes in rules. 
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benefitting from submitting huge tenders in order to obtain large prorations of 
securities at the stop-out, or highest accepted, yield.8 

Net lon& position reportin&. For purposes of enforcement of the 35 percent rule, 
each competitive bidder is required to report on the tender form its net long position 
in the security being auctioned when the total of all of its bids for the security plus its 
net long position in the security exceeds the reporting amount specified in the offering 
announcement. Net long positions include positions in the futures, forward, and when
issued markets for the security being offered. In the case of a security that is being 
reopened, it also includes positions in the outstanding security. 

Sin2le-bidder ~idelines. On June 1, 1984, the Treasury issued guidelines 
concerning the definition of a single bidder for the purpose of administering the 
limitation on noncompetitive awards. Since then, the guidelines have also been applied 
to administer the 35 percent rule. The definitions of single bidders include as criteria: 
(1) whether the parties who will acquire securities from the Treasury are related to one 
another, such as family members living in the same household or a parent corporation 
and its majority-owned subsidiaries; and/or (2) whether investment decisions of bidders 
are controlled centrally. For example, a money market fund and all other funds that 
have common management are treated as a single bidder for purposes of the 
guidelines. 

The guidelines include a listing of categories that are used to determine whether 
two or more entities are related and/or under common management. The guidelines 
do not cover all situations, and interpretations by the Treasury often are necessary to 
apply the guidelines to particular situations.9 

When-issued trading. Ordinarily, there is a period of almost two weeks between 
the time a new Treasury issue is announced and the time it is actually issued. The 
Treasury permits trading during this period, and the issue is said to trade "when, as, 
and if issued. litO When-issued trading is important to the distribution process for 
Treasury securities. Most importantly, it reduces uncertainties surrounding Treasury 
auctions by serving as a price discovery mechanism. Potential competitive bidders look 

8 In a few cases that occurred immediately before the imposition of this rule on July 12, 1990, dealers 
had bid at one yield for more than 100 percent of the amount offered to the public. 

9 The Treasury has been working to develop clarifications of its single-bidder guidelines and plans to 
circulate them as part of the proposed uniform offering circular. 

10 Although pre-auction trading of bills has never been prohibited, pre-auction trading of notes and 
bonds was effectively prohibited from 1941 to 1975. It was permitted between February 1975 and July 
1977, before being officially proscribed until August 1981, when Treasury decided to allow it. The only 
significant rule change since 1981 was an October 1983 Treasury announcement prohibiting pre-auction 
trading in securities awarded to noncompetitive bidders. This prohibition applies to all Treasury securities. 
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to when-issued trading levels as a market gauge of demand in determining how to bid 
at an auction. Noncompetitive bidders can also use the quotes in the when-issued 
market to assess the likely auction average yield. 

AuctioD awards. The Federal Reserve banks review the tenders for accuracy, 
completeness, and compliance with Treasury rules and guidelines. The Federal 
Reserve banks consult with the Treasury prior to taking any action on questionable 
tenders that could materially affect auction results or tha~ may be in violation of a 
Treasury rule. The Treasury reserves the right to reject any tender. 

Once it has been determined that the tenders have complied with Treasury 
requirements, the Federal Reserve banks compile the auction summaries. The 
noncompetitive summary shows the total amount of noncompetitive bids received by 
each Federal Reserve district. The competitive bid summary shows the total amount 
bid at each yield. The summaries include information on specific bidders only when 
needed to apply the 35 percent limitation on the amount awarded or bid at a given 
yield by a single bidder or when specific bids appear irregular. This information is 
forwarded to the Treasury. 

The Treasury first accepts noncompetitive bids in full. Competitive bids are then 
accepted beginning with the lowest yields until the offering amount has been reached 
or "covered." The amount awarded at the high yield is prorated based on the amount 
bid at that yield to obtain the offering amount. 

Auction results are released to the public about one hour. after the deadline for 
the receipt of competitive tenders, usually around 2:00 p.m., Eastern time. 

2. Characteristics of the Secondary Market 

The Treasury securities market is the largest, most liquid market in the world, 
and Treasury securities are generally considered to be the most secure financial 
instruments in the world. Daily trading volume in Treasury securities by primary 
dealers, excluding financing transactions, averaged $85 billion per day in September 
1991, according to data reported to the Federal Reserve Bank of New York 
("FRBNyII). By contrast, the average daily trading volume of equities on the New 
York Stock Exchange ("NYSE") was $6 billion. 

Unlike securities traded in a centralized marketplace, such as an exchange, 
Treasury securities are traded largely in an over-the-counter marketll that is 

11 Although all marketable Treasury notes and bonds, including STRIPS, are listed on the New York 
Stock Exchange, trading volume is a small fraction of total over-the-counter volume. Treasury securities 

(continued ... ) 
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comprised of a network of dealers, brokers, and investors who effect transactions in 
Treasury securities over the telephone. The market is largely a wholesale market in 
which institutional investors, such as banks, thrifts, dealers, pension funds, insurance 
companies, mutual funds, and state and local governments operate. However, a 
significant number of small, retail investors also trade Treasury securities through 
brokers and dealers. 

The liquidity, efficiency, and safety of the Treasury securities secondary market 
result directly from the creditworthiness of the issuer, the volume of securities issued, 
the large number and diversity of participants, the financial strength and integrity of 
those participants, and the continual willingness of brokers and dealers to participate 
actively in the markets. Relatively low transactions costs and efficient securities 
transfer and settlement systems also expedite activity and enhance liquidity. 

Instruments traded in the secondary market. The majority of the activity in the 
Treasury secondary market involves trades in the cash market of the most recently 
issued Treasury bills, notes, and bonds (the "on-the-runs" or ''benchmarks,,).12 Also, as 
discussed above, during the period between the announcement and the issuance of a 
new Treasury security, there is a very active when-issued market. 

During the when-issued period before an auction, dealers and customers contract 
to buy and sell the Treasury security in terms of yield quotes because the coupon and 
price are not yet known. After the auction results are released, trades are conducted 
in terms of price. Settlement, the exchange of the actual securities for payment, is 
made on the issue date, with the yields at which the pre-auction trades were executed 
converted into prices. 

In addition to the standard cash market, including the when-issued market, a 
market for many other sophisticated instruments based on Treasury securities has 
developed over time. For example, STRIPS (Separate Trading of Registered Interest 
and Principal of Securities) and other derivative instruments (e.g., forwards, futures, 
options, and swaps) have become quite widespread. 

11 ( ••. continued) 
have been traded on the New York Stock Exchange since it opened in 1793. In fact, U.S. government debt 
issued to fmance the Revolutionary War was originally the principal type of security traded on the 
Exchange. Treasury securities continued to be traded actively on the Exchange until the early 20th 
century, when increased telephone use led to a sizeable over-the-counter market. Today, exchange-listed 
Treasury securities are traded mostly by foreign mutual funds that are required to trade through 
exchanges. 

12 Outstanding Treasury securities auctioned immediately prior to the most recently auctioned issues 
("off-the-runs") are also highly liquid. 
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STRIPS. STRIPS are principal and interest components of selected Treasury 
notes and bonds that have been separated, or stripped, at the option of the owner 
under terms prescribed by the Treasury. STRIPS are often referred to as zero-coupon 
instruments, reflecting their similarity to non-interest-bearing securities with a fixed 
maturity and fixed value at maturity. STRIPS can be reconstituted by repackaging the 
principal component and all of the remaining interest components back into the 
original security. 

Financial futures. Financial futures are standardized contracts that are made and 
traded on futures exchanges that set a price level for securities to be delivered on a 
specified future date. Markets for financial futures are an outgrowth of the traditional 
futures markets for agricultural commodities. Futures contracts are available for 
Treasury bills, notes, and bonds and are authorized by, and traded on, exchanges that 
are regulated by the Commodity Futures Trading Commission ("CFfC'). 

Forward contracts. Forward contracts are trades that settle on a date in the 
future beyond a normal settlement time frame and, in that regard, are similar to 
futures. However, while futures contracts are standardized, traded on exchanges, and 
usually closed out by offsetting transactions prior to delivery, forward contracts are 
normally custom-tailored and traded on over-the-counter markets, with delivery of 
securities contemplated on the settlement date of the contract. 

Options. Options give the purchaser a right, but not an obligation, to buy or sell 
securities or futures contracts for securities at a given price for a set period of time. 
Standardized options for Treasury securities are traded on exchanges, but the over-the
counter market for Treasury options is the principal market. The over-the-counter 
market permits the counterparties to customize the options, which increases flexibility. 

Swaps. In addition to other derivatives, investors often use interest rate swaps as 
part of their hedging and investment strategies for managing interest rate exposure. In 
most swaps, fixed-rate payment streams are exchanged for floating-rate payment 
streams. Countless varieties of swaps have developed, however, because such 
agreements permit market participants to swap any two interest streams that they deem 
commercially appropriate. While the trading activity for other derivative products 
generally is concentrated in the near-term months, interest rate swaps, by contrast, 
generally are for time periods of two to ten years. 

Brokers and dealers. While there are approximately 1,700 brokers and dealers 
(including banks) trading in the secondary market for government securities, anecdotal 
evidence suggests that the 38 primary dealers account for the major share of the 
trading volume. 

The primary dealers and other dealers often rely on interdealer brokers to trade 
in the market for Treasury securities. Interdealer brokers compile the best bid and ask 
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prices reported to them by the dealers who subscribe to their service and make this 
information available on computer screens. The identities of the dealers who 
submitted the price quotes are kept confidential, with the understanding that 
anonymous trading allows the dealers to protect their trading strategies. Dealers pay 
the brokers a commission for arranging trades. 

Interdealer brokers display the bids and offers placed with them for bills, notes, 
bonds, and STRIPS, as well as Government-sponsored enterprise ("GSE") securities, on 
several screens. When a new bid or offer at a better price is placed with a broker, the 
new quote will appear on its screen in the dealers' trading rooms within seconds. 
Generally, brokers consider these bids and offers good until canceled. Brokers will, 
however, take bids and offers off the screen or make them subject to reconfirmation 
when an event occurs that may have a major impact on the market, such as the release 
of an important economic statistic. 

There are currently seven interdealer brokers,13 three of which provide trading 
access for primary dealers only. Another three interdealer brokers allow access to 
their screens not only to primary dealers and "aspiring" primary dealers but also to 
other dealers who participate in the Government Securities Clearing Corporation 
("GSCC") netting system.14 One interdealer broker goes one step further, by also 
including certain other government securities dealers, regional banks, pension funds, 
and others that the broker considers to be creditworthy trading partners. Through this 
broker, these market participants can obtain market information and can buy and sell 
Treasury securities without using the facilities of a primary dealer or GSCC participant. 
In addition, a newly formed electronic information dissemination service, GOVPX, now 
provides dealer price and volume information on Treasury securities to anyone who 
pays for the service.1s 

To effect a trade, an investor may refer to one or more of the available 
information services and call a dealer, or several dealers, for the most recent quotes 
and then place an order. The dealer trades with the customer as a principal for its 
own account or as an agent for the account of another investor. 

13 The seven interdealer brokers are: Cantor Fitzgerald Securities Corp.; EJV Brokerage, Inc.; Garban 
Ltd.; Gnubrokers of Government, Inc., doing business as Fundamental Brokers Inc.; Hilliard Farber & Co., 
Inc.; Liberty Brokerage, Inc.; and RMJ Securities Corp. 

14 The GSCC is a clearing organization that provides its members with automated trade comparison 
and netting services for Treasury and other government securities. More than 60 of the most active 
brokers, dealers, and banks in the government securities market are GSCC members. See discussion of 
GSCC in Appendix B. 

15 See discussion of information access in the government securities market in Appendix B. 
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Settlement. Settlement, the exchange of securities for funds, usually occurs one 
business day after a buyer and seller agree on a trade, in the case of "regular way" 
trades. "Cash" trades settle on the trade date. Settlement is effected in the Treasury 
commercial book-entry system operated by the Federal Reserve through an electronic 
transfer message initiated by the seller or the seller's depository institution. This 
message causes securities to be debited from the seller's account and credited to the 
buyer's account while simultaneously causing the debiting of the payment from the 
buyer's account and the crediting of the funds to the seller's account. The commercial 
book-entry system enables Treasury securities trades to be settled quickly (within 
seconds) and relatively cheaply, thus contributing substantially to market liquidity.16 

Financing techniques. The principal method of financing Treasury securities for 
brokers and dealers is repurchase agreements ("repos"). The repo market is huge, as is 
evident in the almost $500 billion of repos outstanding at primary dealers, on average, 
in 1991Y 

A repo is a contract comprising two distinguishable acts: the sale of an asset, 
often Treasury securities, and a forward agreement to purchase the same asset.18 

Repo sellers obtain funds in exchange for securities. The seller agrees to repurchase 
the same securities at a given point in the future, which determines the amount of 
interest for the use of the funds. The repo contract sets both the sale and the 
repurchase price. The terms of repos are often overnight or a few days but can extend 
for longer periods. A reverse repo refers to the other side of a repo transaction. In a 
reverse repo, the repo buyer delivers the funds and receives the securities in exchange. 
At contract maturity, the buyer receives funds (including interest) and returns the 
securities. 

Dealers rely on repos to finance their Treasury security inventories primarily 
because of the low cost, flexible terms, and administrative ease. Repo rates are usually 
the cheapest overnight interest rates for the seller because of the liquidity of the 
market and the characteristics of the underlying security. The chief alternative to this 
type of financing, commercial bank loans, is more expensive, and dealers typically rely 
on these loans only as a last resort. 

16 In recent years, the GSCC has had a substantial impact on Treasury secondary market settlement. 
One of GSCC's most important functions is to "net" its members transactions. GSCC combines each 
member's total purchases and sales for each security with other GSCC members into a single net purchase 
or sale. This process greatly reduces the number of trades that have to be cleared through the commercial 
book-entry system and, along with the guarantee GSCC provides, substantially reduces counterparty risk 
for GSCC members. 

17 Table 1.43, "U.S. Government Securities Dealers: Positions and Financing," Federal Reserve Bulletin. 

18 Under a continuing term repo, the seller typically reserves the "right of substitution"; that is, the 
seller can take back particular securities it needs for other purposes and substitute similar collateral. 
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The major participants in the repo market are dealers, corporations, 
municipalities, financial institutions, and pension funds. Most dealers use repos 
primarily to finance or cover securities positions and to conduct "matched book" 
operations. A dealer that operates a matched book enters into a repo and matches it 
with a mirror image reverse repo. Most matched books are not perfectly matched in 
maturities, but instead include some managed mismatches. The dealer's profit is 
derived from the difference, or spread, between the interest earned on the reverse repo 
and the interest paid on the repo. Dealers also use reverse repos to obtain securities 
temporarily to complete other transactions, while other market participants typically 
use them to invest idle cash balances or to improve portfolio yield. 

Repo brokers are sometimes used to facilitate these transactions. Dealers use 
repo brokers most often for term rep os and reverse repos. Repo brokers are most 
important for arranging repos when securities are in short supply, as reflected by a rate 
that is lower than the rate for general collateral (lion speciar'). Brokers estimate that 
the daily volume of the overnight repo market that is transacted through brokers is 
approximately $10 billion per day, which represents only a small percentage of the 
overnight repo market. 

The largest, most creditworthy dealers also use the commercial paper market 
indirectly to finance their secondary market trading. Commercial paper is unsecured, 
short-term debt (usually 30 days and under). 

Dealer income. Dealers profit from their market making activities in three ways: 
(1) through the difference in their bid/ask quotes (the "spread"); (2) from the net price 
appreciation of their inventories or the price depreciation of the ~ecurities they have 
sold short in the market, including profits from hedging and arbitrage; and (3) from 
their inventory financing activities, i.e., the difference between the interest return on 
the securities they hold and the financing costs of these securities. When the return on 
the securities held in inventory is greater than the financing cost, a "positive carry," or 
profit, exists. Conversely, a negative carry, or loss, exists when the financing cost is 
greater than the return on the securities. 

3. Regulation of the Treasury Market 

Regulation of issuance of Treasury securities 

Authority of the Secretary of the Treasury. The Secretary of the Treasury (the 
"Secretary") is authorized under Chapter 31 of Title 31, United States Code, to issue 
Treasury securities and to prescribe terms and conditions for their issuance and sale. 
Specifically, the Secretary may issue bonds under 31 U.S.C. § 3102, notes under 31 
U.S.c. § 3103, and certificates of indebtedness and Treasury bills under 31 U.S.C. § 
3104. 
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In addition, under 31 U.S.C. § 3121, the Secretary may prescribe the form of 
such securities, and the terms and conditions for the issuance and sale of the securities. 
In 31 U.S.C. § 3121(a) the Secretary is authorized to "prescribe ... regulations on the 
conditions under which the obligation will be offered for sale .... " 

The Secretary reserves the right, under the offering circulars for issues of 
Treasury securities, to accept or reject any or all tenders in whole or in part. The 
Secretary also reserves the right to award more or less securities than the amount of 
securities specified in the offering announcement. 

Under the above specific provisions, the Secretary has authority to declare any 
bidder or bidder's customer ineligible to participate in any auction if a bidder or 
bidder's customer violates auction rules, makes an improper certification, or otherwise 
misrepresents information required to purchase securities at an auction. 

Finally, the Secretary reserves the right to supplement or amend terms and 
conditions governing the sale and issuance of securities, if such supplements or 
amendments do not adversely affect existing rights of holders of securities. Public 
notice of any changes is provided. 

Enforcement. As noted earlier, the Treasury and the Federal Reserve banks, as 
fiscal agents of the Treasury, receive tenders from bidders. Compliance and 
enforcement responsibility for the auction rules rests with the Treasury. As fiscal 
agents for the Treasury, the 36 Federal Reserve sites receiving and reviewing tenders 
have the primary responsibility for identifying tenders that are not in compliance with 

, Treasury rules and regulations. Accordingly, the Federal Reserve has a responsibility 
to notify the Treasury when information in tenders suggests that Treasury rules may 
have been violated. 

Treasury auction authority includes powerful, but limited, sanctions to punish 
violators of these rules. The Treasury's remedy for breaches of its rules is to exclude 
bidders from Treasury auctions. In addition, persons who commit fraud in the context 
of a Treasury auction remain subject to potential civil and criminal actions under 
Section 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5 thereunder, the 
general anti-fraud provisions, as well as criminal actions under 18 U.S.C. §§ 1001 and 
1005. 

The Treasury reserves the right to reject any or all bids in an auction, and 
therefore, may bar, suspend, or limit a firm's participation in auctions. For example, in 
the wake of recent events the Treasury has prohibited Salomon from bidding in 
auctions on behalf of customers. 

Neither the SEC nor any of the self-regulatory organizations ("SROs"), such as 
the NYSE and the National Association of Securities Dealers ("NASD"), is authorized 
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to enforce directly Treasury auction rules. However, the SROs do enforce compliance 
with rules applicable to all brokers and dealers registered with the SEC requiring that 
all purchases and sales of securities are recorded, and that confirmations are sent to 
customers. The SEC and the Justice Department are responsible for enforcement of 
the federal securities laws, which cover deliberate violations of auction rules 
accompanied by false statements to the Treasury and market manipulation. The 
Justice Department enforces federal antitrust laws. 

Regulation of the secondary market 

Participants in the secondary market for U.S. government securities, including 
previously unregulated brokers and dealers, are regulated under the authority of the 
Government Securities Act of 1986 ("GSA"). In addition, broker-dealers and banks are 
subject to regulation under the Securities Exchange Act and the banking laws, 
respectively. The GSA granted the Treasury authority to promulgate rules and 
regulations for government securities brokers and dealers concerning financial 
responsibility, protection of investor securities and funds, recordkeeping, and financial 
reporting and audits. The Treasury also was given responsibility for the development 
of regulations relating to the custody of government securities held by depository 
institutions. 

In promulgating these regulations, the Treasury was required to consult with the 
SEC and the Federal Reserve. As a result of these consultations and the Treasury's 
analysis, most of the SEC regulations (e.g., customer protection, recordkeeping, reports, 
and audits) that applied to registered brokers and dealers were, with limited 
exceptions, adopted for firms registered pursuant to the GSA as government securities 
brokers and dealers. 

Registration requirements and oversight of market participants. The GSA 
required, for the first time, previously unregistered brokers and dealers that limit their 
business to government and other exempt securities (except municipal securities) to 
register with the SEC and join an SRO. It also specified that firms registered as 
general securities brokers or dealers or as municipal securities brokers or dealers under 
Sections 15 or 15B, respectively, of the Securities Exchange Act must notify the SEC if 
they conduct government securities transactions.19 The GSA also required financial 

19 The term "registered government securities broker or dealer" means a broker or dealer conducting a 
business exclusively in government and other exempted securities (excluding municipal securities) and that 
is registered pursuant to Section 15C(a)(A) of the Securities Exchange Act, 15 U.S.c. § 78o-5(a)(1)(A). 
The term "registered broker or dealer" means a broker or dealer conducting a general or municipal 
securities business that is registered pursuant to Sections 15 or 15B, respectively, of the Securities 
Exchange Act, 15 U.S.c. § 780 or 780-4 and that filed notice pursuant to Section 15C(a)(l)(B) of the 
Securities Exchange Act, 15 U.S.C. § 78o-5(a}(1)(B}, but does not include a municipal securities dealer 
that is a bank or separately identifiable department or division of a bank. A government securities broker 

(continued ... ) 
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institutions (banks and S&Ls) that engage in government securities broker or dealer 
activities to notify their appropriate regulatory agencies of such activities.2o The GSA 
required that the SEC and the Federal Reserve promulgate rules establishing the 
procedures and forms to be used by government securities brokers and dealers for the 
registration and notice process. 

The GSA, rather than creating a separate agency to enforce the new regulations, 
relied, for the most part, on the existing regulatory structure when assigning oversight 
responsibility. For previously regulated entities, examination and oversight of 
government activities is conducted by the federal agency with which the entity has an 
existing regulatory relationship. Thus, financial institution government securities 
brokers or dealers are subject to oversight by the federal financial institution regulatory 
agency that has responsibility for other supervisory and enforcement activities, namely, 
the Federal Deposit Insurance Corporation ("FDIC"), the Office of the Comptroller of 
the Currency ("OCC"), the Federal Reserve, and the Federal Home Loan Bank Board 
("FHLBB"), whose responsibilities under the GSA have been assumed by the Office of 
Thrift Supervision ("OTS"). Government securities brokers and dealers that do not fit 
within any of the categories of financial institution government securities brokers or 
dealers are subject to oversight by the SEC. 

All of the government securities brokers and dealers that registered pursuant to 
the GSA have joined the NASD, making them subject to certain of its rules, as well as 
its examination and disciplinary authority.21 Firms that were registered as brokers or 
dealers prior to the GSA continue to be subject to oversight by the SEC and each of 
the SROs of which they are a member. 

The regulatory structure that Congress established for government securities is 
somewhat different from that governing the secondary market for other types of 
securities under the Exchange Act. For example, the provisions of the Exchange Act 
that give the SEC and the SROs authority to develop surveillance systems to detect 
manipulative activity or other rules to deter manipulative activity are not applicable to 
the government securities market. Similarly, there is a disparity in the degree to which 
the normal rules and standards for sales practices apply. Standards such as just and 

19( •.• continued) 
or dealer is any entity, including a fmancial institution, that acts as a broker or dealer of government 
securities. 

20 In this context, the term "fmancial institution" means banks and savings and loans. 15 U.S.c. § 
7Sc(a) (46). The defmition of "appropriate regulatory agency" with respect to a government securities 
broker or dealer is set out at 15 U.S.C. § 78c(a)(34)(G). 

21 Section 15A(f)(2) of the Securities Exchange Act specifies which of the NASD's rules are applicable 
to its members' government securities transactions. Generally, they are limited to rules necessary to 
ensure compliance with Treasury rules. 
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equitable principles of trade do not apply in the government securities market. 
However, the general anti-fraud provisions of the Exchange Act and the rules the SEC 
has adopted pursuant to that authority are applicable to all persons who engage in 
transactions in any security. Nevertheless, anti-fraud proceedings under Rule 10b-5 of 
the Exchange Act require proof of scienter,22 which is a higher standard in bringing 
what would otherwise be a routine disciplinary action under a specific sales practice 
rule. 

Treasury rule making authority under GSA lapsed on October 1, 1991. To date, 
Congress has not acted to renew this authority. Treasury rules already promulgated 
remain in effect and are enforced by the appropriate regulatory agencies. 

Government Securities Act regulations. In its rulemaking capacity pursuant to 
the GSA, Treasury has issued rules for government securities brokers and dealers. 
Many of the rules issued by Treasury incorporated the existing SEC regulations that 
applied to registered brokers and dealers before the passage of the GSA. In addition, 
with limited modifications, compliance by financial institution government securities 
brokers and dealers with existing regulations of their appropriate regulatory agencies 
was also deemed in most cases to be compliance with Treasury regulations. 

Financial responsibility. The GSA regulations require that every government 
securities broker or dealer be subject to financial responsibility requirements. The 
GSA contains a specific mandate to promulgate regulations in this area.23 As is the 
case with other sections of the regulations, a primary objective was to produce 
consistency in the level of regulation across different groups in the market and to avoid 
duplication of existing regulations where possible. Therefore, registered brokers or 
dealers must comply with the SEC net capital rule for purposes of compliance with the 
financial responsibility rules of the GSA regulations. Likewise, financial institution 
government securities brokers and dealers must comply with the respective capital 
requirements of their appropriate regulatory agencies for purposes of compliance with 
the GSA regulations. 

With the passage of the GSA, financial responsibility regulation has been most 
significant for previously unregistered entities, because these firms were not, prior to 
registration, subject to any mandatory requirements regarding their capital. The 
Treasury capital rule differs from the SEC capital rule both in its risk measurement 
principles and ratio measurements. In the risk measurement area, the Treasury 

22 The term "scienter," as applied to conduct necessary to give rise to an action for civil damages under 
the Securities Exchange Act and Rule lOb-5, refers to a mental state embracing intent to deceive, 
manipulate, or defraud. 

23 15 U.S.c. § 7&1-5 (b)(l)(A). 
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"haircut,,24 methodology provides a different system for recognizing the reduced risk of 
hedged positions. With respect to ratio measurements, the Treasury rule links a 
government securities firm's required liquid capital to measured risk because firms 
specializing in government securities generally bear insignificant risk from customer
related assets or liabilities and generally have low levels of unsecured debt.25 

To provide for effective consultation in order to balance regulatory standards 
among market participants, the Treasury, the SEC, and the FRBNY have established 
an informal study group to research and discuss the issues that need to be resolved to 
reach a uniform capital rule for both registered brokers and dealers and registered 
government securities brokers and dealers. A uniform capital standard applicable to 
all nonbank brokers and dealers is a desirable goal, and through cooperative efforts to 
date, progress has been made toward reducing the differences between the Treasury 
and SEC capital rules. 

The financial responsibility regulations take into account the diverse categories of 
registered government securities brokers and dealers. To that end, the regulations for 
specialized government securities brokers and dealers contain an alternative capital 
treatment that can be elected by interdealer brokers. The regulations also assign 
different requirements to futures commission merchants that are government securities 
brokers or dealers and that are subject to the capital rule of the CFTC. These 
requirements are virtually identical to those for regular broker-dealers. The 
regulations also provide assurance that market participants have sufficient capital to 
support their positions and operational risks. 

Customer protection: hold-in-custody repo rules. The mos~ significant and far
reaching requirements of the GSA regulations pertaining to customer protection are 
the rules for hold-in-custody repurchase agreement transactions (hold-in-custody repos). 
The hold-in-custody repo rules strengthen customer protection by requiring that: (1) 
information be provided to investors, in writing, explaining the nature and specifics of 
the transaction; (2) specific disclosures be made concerning the risks associated with 
granting the broker or dealer the right to substitute securities and with the lack of 
coverage under either the Securities Investor Protection Act of 1970 or by the FDIC; 
(3) specific securities be clearly and separately held for, and a description of them 
disclosed to, the customer; and (4) securities used to collateralize a repurchase 
agreement be maintained free of lien. 

These hold-in-custody repo requirements make mandatory the use of written 
repurchase agreements containing the required disclosures. These agreements are 
required to be executed prior to the broker or dealer conducting a repo transaction. 

24 "Haircuts" are measures of risk of a dealer's or broker's positions, reflecting market and credit risk. 

25 For a discussion of Treasury's capital rule, see 52 FR 19642, 19651. 
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Written agreements inform customers of their rights and liabilities in a repo transaction 
and reduce the possibility that they will misunderstand the terms of the transaction. 

The requirement that firms maintain and segregate specific securities is intended 
to eliminate the duplicative use of securities by brokers and dealers, as well as the 
practice of segregating customers' securities in pooled or bulk form. In pooling, a 
broker or dealer sets aside a pool of securities with an aggregate value at least equal to 
the amount of the repurchase transactions, but specific securities are not identified as 
belonging to individual customers. The requirement to allocate and maintain specific 
securities under a hold-in-custody repo not only reduces the likelihood of the double 
use of securities but also provides the owner with a clearer legal claim to the securities. 

Confirmations. Treasury regulations pertaining to hold-in-custody repurchase 
agreements mandate that the specific securities subject to the hold-in-custody 
repurchase agreement be listed on the confirmations issued to customers along with, 
among other information, the market value of those securities. Confirmations benefit 
customers by providing information with which they can promptly act or react in 
current transactions. Confirmations also enable customers to monitor the sufficiency 
and appropriateness of the securities provided by the counterparty. In addition, the 
Uniform Commercial Code assigns significant value to a confirmation in establishing a 
customer's interest in securities. Inclusion of market value on the confirmation ensures 
that the customer can verify that securities of sufficient value, including substitute 
securities, have been allocated to the transaction. This is particularly important 
because in some sectors of the government securities market, securities are normally 
allocated to repo transactions based on the par value of the securities, and a less 
sophisticated customer could be unaware that the market value could differ 
substantially from the par value. This could cause the transaction to be under
collateralized, and therefore, more risky for the customer. 

Nonbank government securities brokers and dealers are also subject to SEC 
confirmation requirements (SEC Rule lOb-lO) for their general purchase and sale 
transactions, and financial institution brokers and dealers are subject to their 
appropriate regulatory agencies' confirmation rules. 

Recordkeeping. Treasury's recordkeeping requirements apply to registered 
brokers and dealers, registered government securities brokers and dealers, and financial 
institutions that are government securities brokers and dealers. In developing its 
regulations, Treasury relied heavily on existing recordkeeping rules of the SEC and the 
appropriate bank regulatory agencies. Thus, the regulations avoid overlap, duplication, 
and unnecessary burden. Therefore, Treasury's recordkeeping rules, with only limited 
modifications, are familiar to the registered and financial institution brokers and 
dealers. 
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For registered brokers and dealers, the only material difference from existing 
SEC rules are additional provisions to the books and records requirements pertaining 
to repurchase and reverse repurchase agreement transactions that are intended to 
ensure proper accountability for the cash and securities involved in such transactions. 

Under the GSA regulations, registered government securities brokers and dealers 
are required to maintain and keep current books and records, preserve those records, 
and conduct quarterly security counts in accordance with SEC rules, with limited 
modifications. The differences between the respective SEC and GSA regulations relate 
primarily to the different financial responsibility requirements that apply to registered 
government securities brokers and dealers. 

The GSA regulations require financial institutions that are government securities 
brokers or dealers to comply with the SEC recordkeeping rules pertaining to making, 
keeping current, and preserving records, unless they are subject to, and comply with, 
specific recordkeeping requirements of their appropriate regulatory agency. In 
addition, there are two other records, securities positions and associated persons 
records, that financial institution brokers or dealers must maintain and preserve. When 
developing the regulations for financial institutions that are government securities 
brokers or dealers, the Treasury adopted the recordkeeping requirements imposed by 
the OCC, FDIC, and the Federal Reserve Board. Within the group of financial 
institutions, only savings associations (including savings banks) must comply with the 
SEC recordkeeping rules. The reason for this is that neither the FHLBB nor its 
successor, the OTS, the appropriate regulatory agency for savings associations, has 
promulgated comparable securities-related recordkeeping requirements for these 
entities. 

Reporting and audit. The financial reporting and audit requirements of the GSA 
for registered government securities brokers and dealers generally follow those of the 
SEC and the regulatory agencies. Except for interdealer brokers operating under the 
alternative capital treatment and futures commission merchants registered with the 
CFI'C, registered government securities brokers and dealers file financial reports 
utilizing Treasury-prescribed forms pursuant to the GSA regulations. The format of 
reporting under the GSA regulations is substantially similar to that required pursuant 
to SEC rules. The GSA regulations require that interdealer brokers operating under 
the optional alternative capital rule and CYrC-regulated entities that are government 
securities brokers or dealers file reports pursuant to the SEC rules. Financial 
institution government securities brokers and dealers that are subject to the financial 
reporting rules of their regulatory agencies are exempt from this portion of the 
regulations. 
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APPENDIX B 

ISSUES IN THE TREASURY MARKET 



1. Short Squeezes 

The term "squeeze" is used by market participants to refer to a shortage of 
supply relative to demand for a particular security, as evidenced by a movement in its 
price to a level that is out of line with prices of comparable securities - either in 
outright trading quotations or in financing arrangements. 

A short squeeze can arise in a number of ways. A squeeze can develop during 
the when-issued ("WI") period before a security is auctioned and settled. During this 
period, dealers sell the soon-to-be-available security and thereby incur an obligation to 
deliver such security at the issue date. These dealers, now short in the WI market, 
must cover this position by buying back the security at some point in the WI market, in 
the auction, or in the post-auction secondary market. If the dealers who are short do 
not bid aggressively enough in the auction to be awarded sufficient supply, or if other 
demand unexpectedly materializes, these dealers may experience difficulty in covering 
their positions. 

Such misses in the Treasury auction process by individual dealers are not 
uncommon. However, if a sizable number of dealers fail to cover their short positions 
in an auction, a squeeze can develop and the relative price of that particular security 
will rise. Yet, as the security's price rises relative to other issues with similar 
characteristics, the increasing price generally tends to create arbitrage opportunities 
that would bring supply and demand more closely in line. 

A short squeeze can also result as dealers set up typical arbitrage trades ahead of 
an auction. For example, dealers may sell the outstanding security short ahead of the 
auction to prepare for their customers to roll into the WI security. If a number of 
dealers adopt a similar strategy, a short squeeze may develop.1 

Short squeezes are not only related to auctions; they may materialize 
independently of the auction process in secondary market trading and in the financing 
of positions as well. Such a situation might occur, for example, if aggressive 
participants acquired large positions in the secondary market. Other participants, not 
expecting such demand to develop, may have difficulty covering their short positions. 
Squeezes in outstanding issues may reflect various trading strategies that cause demand 
to center in a particular part of the yield curve. 

1 This situation was exemplified around the time of the May 1986 Treasury mid-quarter refunding as 
participants sold the outstanding 9Y4 percent bond due in February 2016 to prepare for the roll into the WI 
3O-year bond. Demand for the 9Y4 percent bond grew, however, as securities needed to cover short 
positions were not readily available to the repo market. 
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A squeeze also may be manifested in the financing, or repo, market. Dealers 
that have short positions, by definition, have sold securities they do not own. In order 
to deliver those securities on settlement date, these dealers can either buy the 
securities from another party or acquire them under a reverse repurchase agreement. 
When a specific issue becomes scarce relative to demand, dealers wishing to acquire 
that issue in the repo market must provide some sort of concession to those who own 
the securities to prompt them to make the securities available. When such a 
concession is granted, the scarce issue is said to be "on special." For the owner of the 
scarce securities, this means that these "special" issues can be financed (that is, 
delivered out against cash collateral) at a relatively low interest rate, while the 
borrower of the securities has to "pay up" to acquire the securities needed to satisfy its 
delivery obligation. 

Squeezes in the repo market also can be created or exacerbated by market 
participants that hold a relatively large portion of a security. For example, a 
participant that holds a large amount of a scarce security can increase its scarcity value 
by financing a portion of the holdings away from the "special" repo market. That 
portion presumably would be financed at rates around the general repo rate, while the 
balance could be financed at very favorable depressed rates. 

The directed placement of repo collateral with certain entities could help a 
market participant create or sustain an issue's scarcity. Some have cited the so-called 
tri-party agreement in this regard. Tri-party agreements generally involve an investor -
often a pension fund, money market fund or corporate treasurer - that wishes to invest 
large sums of money overnight or for some brief period on a collateralized basis.2 

These agreements by the investor, the dealer, and the dealer's bank were developed in 
response to credit concerns about hold-in-custody tri-party repos and have been 
generally encouraged. One key feature in these or any other type of arrangement 
where collateral is directed "off the street" is the ability to finance scarce securities with 
the knowledge that the securities will not be lent back into the market to participants 
that have short positions to cover, thus sustaining the scarcity. 

Financing market squeezes are not uncommon. In recent years, one or more 
actively traded Treasury securities have been "on special" on most days. In general, 
squeezes appear to result from relatively heavy demand from a number of market 

2 Under normal practice, the investor specifies the conditions which the collateral must meet and the 
range of funds it stands ready to invest each day. The investor works with a bank, which in turn takes 
instructions from the dealer flIm for delivery of collateral and for payment of funds. Some investors fmd 
the market yield and flexibility of repo transactions attractive, but also wish to avoid the transactions and 
back office costs of taking delivery of securities in repos. Such participants may choose to enter into a tri
party agreement with a bank and dealer. Normally, the bank monitors the collateral provided by the 
dealer on the investor's behalf and segregates it into a special account to protect the investor's interest. 
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participants for a particular security, rather than occurring either through a calculated 
shortage engineered by a limited number of participants or by collusive behavior. 

Squeezes reported in 1991 in the April and May two-year Treasury notes were 
manifested in both the cash and financing markets. The situation in the April two-year 
note developed after the Treasury's auction of that issue. Reportedly, several large 
participants purchased a large portion of this issue. The squeeze became particularly 
acute towards the end of May. In addition, the April two-year note reportedly became 
quite difficult to borrow in the financing markets. As a result, dealers and investors 
who held short positions in this security were forced to pay higher than expected prices 
to buy those securities back or to acquire such issues at special rates in the repo 
market, if available. 

In contrast, the reported squeeze in the May two-year note developed at the time 
of the Treasury auction. During that auction, certain dealers were not awarded as 
many notes as they needed to meet their obligations to their customers. While WI 
trading and pre-auction market talk centered around an average rate of 6.83 percent, 
more aggressive bidding interest resulted (accepted yields averaged 6.81 percent), 
thereby closing out many participants from awards they had expected to receive in the 
auction. 

Soon thereafter, the price of these May two-year notes rose in the secondary 
market and exacerbated the loss of those participants who were short the issue. Some 
participants may have chosen, however, to retain short positions in the hope that the 
price of the issue would fall (as owners of the security took profits) or that financing 
could be obtained. The high price persisted for a long period of time, and financing 
was expensive. 
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2. Debt Management Approaches to Alleviating Squeezes 

As discussed in this report, the Agencies have decided that short squeezes can 
reach a level of severity that can cause the integrity of the entire market to be 
questioned. This can eventually result in higher costs to the taxpayer if some market 
participants drop out of the government securities market because they perceive the 
market as being unfair. 

This section examines debt management options that could be used to alleviate 
short squeezes. The most obvious option is for the Treasury to supply the market 
more of the security that is subject to an acute, protracted squeeze. This could be 
done in a variety of ways. In addition to the Treasury making available additional 
supply of a security, another option is the setting up of a facility for the market to 
create more of a given security than was originally issued from the stripped 
components of other securities. This option is discussed at the end of this section. 

The Treasury has concluded, and the other Agencies concur, that, while a policy 
of supplying more of a security subject to a squeeze could be difficult to implement, it 
is justified under certain circumstances. Uncertainties about the potential for 
prolonged shortages may weigh more heavily on the market than the concern that the 
Treasury might provide an additional quantity of a relatively high-priced security. In 
the event of an acute, protracted squeeze, in which a recently issued Treasury security 
is priced significantly higher in the market than near substitutes and financing rates 
also indicate that market participants are having difficulty borrowing the security in 
order to avoid fails to deliver, the Treasury will provide the market additional supply of 
that security, either temporarily or permanently, unless legal constraints, such as the 
debt limit or tax provisions, prevent it from doing so. Because of the near impossibility 
of determining whether a squeeze is the result of deliberate manipulation in time to 
correct it by intervention, the decision to alleviate a squeeze will not be based on the 
perceived intent of those holding long positions but rather on whether the pricing 
anomalies are serious enough to result in a disorderly market. 

Issues in deciding to increase the supply of a security 

The Treasury has, in the past, been reluctant to reopen securities outside of its 
normal financing schedule. There was a concern that, if the Treasury were to 
announce and implement a policy of reopening securities when it perceived price 
distortions, market participants might demand a higher yield from the Treasury on 
securities at auction, given the greater uncertainty about the eventual supply of the 
security. Moreover, it has been argued that traders and dealers know the risks of 
taking short positions and should not expect to be bailed out when the market behaves 
differently than expected. 
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Effect on prices and participants. The price of a given Treasury security can 
vary such that its yield at any particular time can be above or below the yield of near 
substitute securities. Normally, arbitrage activity will serve fairly promptly to remove 
inconsistencies in the price of near substitutes. However, in more severe cases, it may 
take time for the natural workings of the market to eliminate price anomalies. 

Through a reopening policy, the Treasury will attempt to enhance the function of 
arbitrageurs by speeding the removal of certain pricing inconsistencies. Because of the 
Treasury's ability to create virtually any amount of a given security, a reopening policy 
to alleviate a squeeze cannot be defeated by market manipulators. This does not 
mean, however, that a reopening policy will be easy to implement in practice. 

First, it should be noted that a reopening policy to alleviate squeezes in Treasury 
securities implies that the Treasury will intervene only when the price of a given 
security is perceived as being too high. Consequently, given an announced Treasury 
reopening policy, market participants know that any "winnings" on a bet that a new 
security will be priced higher than near substitute outstanding issues are effectively 
subject to a cap. On the other hand, market participants betting that the price of the 
new issue will be lower than that of near substitutes will not face such a cap on profits 
by Treasury policy. This means that a Treasury reopening will lean effectively in favor 
of arbitrageurs who hold short positions in the new issue, because their potential losses 
are capped by the Treasury, while no such protection is afforded those who are long 
the new issue. 

Conversely, those holding long positions in the new issue not only have no such 
protection concerning the magnitude of their loss if their bet is wrong but face a limit 
on their gain. In fact, depending on how the reopening is implemented, a market 
participant betting that a new issue will be priced relatively high may be better off if 
the pricing difference remains modest. Otherwise, the Treasury may enter into the 
market and the pricing difference may completely disappear or even reverse. The 
effect of this change on the behavior of market participants is very difficult to gauge. 

Clearly, supplying the market more of a particular security, either temporarily 
through lending transactions or more permanently through a sale, raises difficult issues 
of judgment. A decision to alleviate a squeeze by either a temporary or permanent 
issuance of more of the squeezed security would benefit some market participants and 
harm others. The Treasury might not know the causes of a pricing distortion and 
would not know how long the distortion would likely last. It would also not be clear 
how much additional supply of the security would be needed to break a squeeze. If the 
Treasury were to sell more than was needed, it is possible that the pricing relationships 
could reverse and the new supply of securities could be a relatively expensive form of 
borrowing. It is also possible that by the time a reopening decision had been made, 
the profits from a squeeze deliberately created may have already been taken. 
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It should also be noted that two factors can constrain the Treasury's ability to 
provide an additional supply of a security. The first is the debt limit, which at times 
limits the Treasury's ability to issue securities. The second is the federal income tax 
rules governing original issue discount. 

The tax rules would come into play if the security being squeezed is trading 
significantly below its original issue price.3 H the price of the security is sufficiently 
below the original issue price, then the proposed tax regulations on original issue 
discount may effectively preclude the Treasury from issuing more of the security.4 

When to reopen. It should be emphasized that the decision to reopen a security 
cannot be simply based on a mechanical rule. A commonly held view is that additional 
supply of a given security should be provided when its yield is significantly below the 
yield curve. While this may seem simple in concept, it is in fact more complex than it 
may initially appear. 

The yield curve is not directly observable. It is a line drawn on a graph where 
the horizontal axis denotes time remaining to maturity and the vertical axis denotes 
yield. A point on the line is used to estimate the yield of a security with a given 
maturity. There are different ways to draw such a line. One way is to fit a curve 
through the most recently issued Treasury securities using statistical techniques. This 
method of course would not work to solve the present problem, since the question at 
hand is whether the most recently issued Treasury security is off the curve. Older 
issues must thus also be used to estimate the curve in order to determine whether a 
new issue is out of line. 

3 In general, a security is subject to the original issue discount rules for tax purposes if it is issued at a 
price which is lower than the par value by more than a de minimis amount. Under Internal Revenue Code 
section 1273(a)(3), original issue discount is ignored if it is less than the number of complete years to 
maturity multiplied by 25 basis points. Thus, tax issues would arise if a two-year note were reopened at a 
price of 99.75 or less, because the security would have less than two complete years to maturity at the time 
of the reopening. 

4 Under Prop. Reg. § 1.1275-1(e}, two or more publicly offered debt instruments are not part of the 
same "issue" unless they are sold at substantially the same time pursuant to a common plan of marketing. 
IT securities issued at a significant discount in a reopening were considered a different "issue" than the 
squeezed securities that share the same payment terms, the different tax treatment of the two issues would 
prevent the reopening from alleviating the squeeze. 

Even if all Treasury securities with the same payment terms were considered to be part of one 
"issue" for tax purposes, Prop. Reg. § 1.1273-(2)(b)(1)(ii) deftnes the "issue price" that is used to determine 
whether Treasury securities are subject to the original issue discount rules as the average price of the debt 
instruments sold. Thus, if a large amount of securities were issued at a signiftcant discount in a reopening, 
the average selling price of the new and old securities could fall below the de minimis amount, and the 
entire "issue" could become subject to the original issue discount rules. 
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Unfortunately, a yield curve estimated by using older issues raises other 
problems, because the securities used in the estimation will bear different coupons due 
to the different prevailing levels of interest rates at their issuance dates. Even 
assuming perfect arbitrage across the maturity spectrum and ignoring tax considerations 
for the moment, the yield on Treasury securities is not solely a function of time to 
maturity but also of the periodic coupon payment. 

A Treasury note or bond is actually a package of payments that the Treasury 
promises to make at future dates. The government securities market determines what 
investors are willing to pay at the present time for these future payments. The yield of 
a given Treasury security is the single rate which, when used to discount all the future 
payments of a Treasury security to the present time, will produce values that sum to 
the current price of the security. Finance theory shows that, even given perfect 
arbitrage, this yield, in virtually all cases, will not be the same in equilibrium for 
Treasury securities that mature on the same date but carry different coupon rates. In 
addition, other factors, such as the lesser liquidity of seasoned issues, affect yield 
differentials among Treasury securities. 

Tax considerations add to the complexity of comparing securities with different 
coupon rates. A Treasury security initially issued close to its par value but whose price 
has declined will have a tax advantage over a security that has the same yield but a 
higher coupon rate and is thus selling close to its par value. The reason is that the 
"market discount" on the first security will only be taxed at maturity, sale, or other 
disposition of the security,5 while the security with the higher coupon rate does not 
receive this deferral on the taxation of its return to the investor. Prices and yields on 
Treasury securities with different coupon rates will to some ext~nt reflect this 
difference in taxation. 

For these reasons, a simple mechanical rule is inadequate to determine whether 
the Treasury should provide additional supply of a given security. Analysis and 
judgment will need to be exercised each time there is an acute, protracted squeeze in a 
given security. 

Methods of providing the market additional supply of a security 

There are a number of methods which the Treasury could use to supply the 
market more of a given security, including (1) an auction, (2) an offering of additional 
supply in increments through the Open Market Desk of the FRBNY (a "tap"), (3) an 
issuance window, and (4) an offer to lend securities to government securities dealers 
using the FRBNY as fiscal agent. 

5 See Internal Revenue Code sections 1276-1278. 
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As discussed above, there are difficult issues to be addressed in making a 
decision to supply more of a security to the market by any of these means. A fifth 
possibility, which does not pose these same difficulties, is to allow market participants 
to create more of a security than was originally issued from the components of debt 
already outstanding. This option is discussed in some detail at the end of this section. 

Each of the four methods that require the Treasury to decide to make additional 
securities available has advantages and disadvantages. The Treasury will decide which 
method is appropriate given the specific market conditions prevailing when there is an 
acute, protracted squeeze. However, it should be noted that, as discussed below, in 
order for the Treasury to use the securities lending option, additional legislative 
authority is necessary. 

Auctions. If the Treasury determined that a squeeze of sufficient severity existed, 
it could decide to offer an additional amount of the security through an auction. The 
timing of the auction would be affected by the already announced schedule of auctions, 
but it could be done fairly quickly, with issuance to take place on the day following the 
auction. In any case, the announcement of an auction to reopen a squeezed security 
would be considered a major event by the government securities market, and the 
announcement effect might be manifested almost instantaneously, as the price of the 
targeted security adjusted to the anticipated increase in supply. 

In order to protect itself from having to accept unfavorable prices in this type of 
reopening, the Treasury might announce that it is offering up to a certain maximum 
amount of the security but reserves the right to award less, or none at all, if prices bid 
in the auction were deemed to be too low. 

Reopening by auction is an aggressive government intervention. It is a straight
forward, forceful way to deal with serious short squeezes. Consequently, the Treasury 
might not have to do this type of reopening very often once its willingness to reopen by 
auction was established. 

However, reopening by auction is neither a very flexible nor a very subtle 
approach to dealing with squeezes. Also, it is not evident that the Treasury will be 
able to capture any of the pricing anomaly for the benefit of the taxpayer by resorting 
to an auction. 

Tap issues. Another alternative to reopening a security through an auction 
would be for the Treasury to sell more of the security through the FRBNY's Open 
Market Desk. The Desk could sell a little of the security at a time until a sufficient 
amount had been sold to eliminate pricing distortions. This method of selling more of 
an existing security is commonly referred to as offering it "on tap," and the security so 
offered is called a "tap issue," using the financial market terminology of the United 
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Kingdom, where the Bank of England sells some of the V.K. Treasury's securities in 
this manner.6 

There are different ways to operate a tap. Decisions that would need to be 
made include: 

• How will the willingness of the Treasury to sell securities through a tap 
operated by the Open Market Desk be communicated to the market? 

• Which market participants will be eligible to buy the offered security? 

• How will the price at which the Treasury is willing to sell the security be 
determined? 

• At what point will the Treasury decide to end the tap? 

Offering the market additional supply of a security through a tap has some 
advantages over the auction technique, specifically enhancing the ability to move 
quickly and fine tune the amount needed to break a squeeze. However, tap offerings 
may not be the best method to sell securities quickly in large amounts, if that is what is 
needed to alleviate a squeeze. Also, a policy of offering securities on tap could lead to 
greater demands to fine tune the market than would a policy of reopening by auction. 

Issuance window. In the initial auction announcement, the Treasury could 
commit to provide more of the security to any market participant at a yield that was 
fixed at a specified amount below that of a near substitute security that is identified. 
In effect, this notice would serve as a call option (an option to buy at a specified price) 
issued to the market, which would be in force for a set period of time. 

The advantage of this method would be to give the initiative back to the market 
in enforcing a limit on the size of any price anomaly: the Treasury sets the maximum 
spread and market participants respond when conditions warrant. With the bounds 
publicly announced, any uncertainty about potential Treasury actions is reduced. 
However, determining the maximum spread would be difficult. Tax and operational 
issues would also need to be addressed. 

6 In the United Kingdom, the Bank of England may buy some of the securities offered by the U.K.. 
Treasury and offer them on tap. In this case, the U.K.. Treasury has already received the funds from the 
Bank of England. This would be prohibited in the United States, because the Federal Reserve is 
prohibited from buying securities directly from the Treasury for its own account. Consequently, Treasury 
would receive funds from a tap issue only as the securities are sold and the funds from the purchasers are 
received. 
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Securities lending. One way of providing securities to alleviate a squeeze in a 
more flexible and less permanent manner is for the Treasury to lend to market 
participants an additional supply of a security subject to a serious squeeze. 

Legal constraints limit the Treasury's ability to lend an additional supply of a 
security directly. The reason is that the Treasury's authority to issue debt generally can 
be for one of two purposes: to borrow funds to meet government expenditures or to 
buy, redeem, or refund outstanding debt.7 The Treasury does not have the authority 
to issue securities solely for the purpose of lending them in order to counter apparent 
price discrepancies. Consequently, before a securities lending program such as the one 
described below could be implemented, legislation authorizing it would need to be 
enacted. 

Under the proposal, once the Treasury had determined the need to alleviate an 
acute, protracted squeeze through securities lending, the FRBNY's Open Market Desk, 
acting as the Treasury's fiscal agent, would implement the operational aspects of the 
program with market participants. If it were desired that the program not affect bank 
reserves nor add to the Treasury's cash balance, the securities lent could be 
collateralized by the borrower with other Treasury securities of similar market value 
pledged to the Treasury. In this case, in addition to pledging securities to the Treasury, 
the borrower would also pay a fee for borrowing the squeezed security. Mter the 
market problem had abated, the borrowers would return the security they had 
borrowed to the Treasury in return for their original securities. Alternatively, the 
Treasury could engage in repurchase transactions with government securities dealers 
and receive cash for the securities. 

The securities lending approach has some significant advantages over auctions 
and taps. It would be a temporary measure to deal with a temporary market problem. 
It provides for a better possibility for the Treasury to capture some of the pricing 
anomaly and thus in effect make money for the taxpayer. Finally, like a tap, it is a 
more flexible approach than auctions to ending a squeeze. 

There are also some disadvantages with this approach. Many of the same 
questions that arise with respect to operating a tap issue need to be answered to 
operate this type of securities lending program. The most significant issues to be 
resolved would be how to price the lending transaction and how to determine eligibility 
to borrow the security. Also, like a tap, implementation of a securities lending 
program could lead to expectations or demands that the Treasury fine tune the market 
to eliminate even small perceived price discrepancies. 

7 31 U.S.C. 3102-3104, 3111. 
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"Synthetic reopenings" using STRIPS. Another debt management idea to break 
squeezes is to let market participants effectively create more of a given security using 
the Treasury's Separate Trading of Registered Interest and Principal of Securities 
("STRIPS") program. The underlying notion is to create a market mechanism to break 
a squeeze. The appeal of this method is that the market would determine how much 
of a given security was needed to break a squeeze. If this method could be made to 
work, market participants would have an additional arbitrage tool available to them to 
bring the pricing of various Treasury securities in line with each other. In this way, the 
problems with having the Treasury create an additional supply of a security subject to a 
squeeze would be avoided. 

Background on STRIPS program. In February 1985, the Treasury implemented a 
facility to allow certain Treasury securities to be separated into their interest and 
principal components on the commercial book-entry system for Treasury securities 
operated by the Federal Reserve banks. The system allows original issue 10-year 
Treasury notes and 30-year Treasury bonds to be separated into these components. 
The amount of a note or bond that is stripped must be such that both the principal 
component and each semiannual interest payment is divisible evenly by $1,000. 

Each Treasury note or bond issue has a unique CUSIP number assigned to it. 
When an issue is stripped under the current STRIPS program, the principal component 
is assigned another CUSIP number that is unique for that principal component, and 
each interest payment is assigned a "generic" CUSIP number that is given for all 
stripped interest components that come due on a specific date.8 Once stripped, the 
components are transferred separately on the book-entry system in multiples of $1,000. 

In May 1987, the Treasury enhanced the STRIPS program by allowing 
components to be reconstituted into the original note or bond. In order to reconstitute 
a stripped note or bond, a market participant must acquire the principal component, or 
corpus, of the note or bond to be reconstituted in an amount evenly divisible by $1,000 
that will produce interest payments that are also evenly divisible by $1,000. The 
market participant must also acquire all the remaining stripped interest payments in an 
amount that corresponds to the principal amount to be reconstituted.9 

Since stripped interest and principal components are each firm promises by the 
Treasury to pay fixed amounts at specific dates in the future, there is no economic 

8 Generic CUSIP numbers for stripped interest components were instituted on July 29, 1985. Since in 
most cases more than one Treasury security that is eligible to be stripped under the STRIPS program pay 
interest on the same dates, it is usually not possible to identify a stripped interest component with a 
particular note or bond. 

9 Note that while the corpus must come from the security that had originally been stripped, the interest 
components need not come from that security. 
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difference between stripped interest and principal components. to Consequently, it 
would appear that one way to enhance the STRIPS program and allow the market to 
create more of a particular security for which there is strong demand is to eliminate 
the requirement that, in order to reconstitute a given security, the principal component 
derived from the security to be reconstituted must be presented as part of the package 
of payments. The CUSIP number of a security the Treasury has issued could be 
assigned on request to a package of stripped components that exactly match all interest 
payments and the principal payment of that security.ll If this were allowed, it would 
be possible for the market to create more of a given security than was originally issued 
without requiring the Treasury to sell more securities. The timing and the amount of 
total payments that the Treasury has contracted to pay at original issuance would not 
have changed. The market would effectively decide how much of a given security to 
create and thus could break a squeeze through this mechanism. 

This idea has substantial theoretical appeal; however, there are some formidable 
practical difficulties. 

Tax issues. A reconstitution of a note or bond currently selling at a discount 
from par may result in less current tax revenue. The subsequent purchaser of the 
reconstituted security would be able to characterize the discount from par as market 
discount and obtain deferral of the tax on that amount until maturity, sale, or other 
disposition of the security. However, a portion of the discount at which the stripped 
components (corpus or interest) were acquired by a taxpayer is includible in current 
income, since the entire amount of this discount is characterized for tax purposes as 
original issue discount. Consequently, reconstitution has the potential effectively to 
convert some original issue discount into market discount, which lowers the tax burden 
on the subsequent purchaser by allowing deferral of income. 

10 In the U.S., the tax treatment of stripped interest and principal components is identical. Each time 
these components are sold, they are viewed as newly issued discount instruments for purposes of 
determining original issue discount. A portion of the original issue discount is includible in the taxable 
income of the holder each year. It is not possible to obtain market discount treatment for a stripped 
component. Market discount is only includible in taxable income upon maturity, sale, or other disposition 
of the security acquired with such discount. See Internal Revenue Code sections 1276-1278. 

11 By way of example, assume a Treasury note that has an 8 percent coupon payable every six months 
and has five interest payments remaining. The payment stream of this security for $100,000 of principal 
would be four payments, at six month intervals, of $4,000 and a fmal payment of $104,000 ($100,000 of 
principal and $4,000 of interest). Under the current reconstitution program, five generic interest 
components of $4,000 each coming due on the correct dates and the correct principal component in an 
amount of $100,000 would have to be assembled in order to reconstitute the note. The enhancement 
suggested above would allow the last payment of the package of $104,000 to be composed entirely of a 
stripped interest component (or a principal component from a different security) in that amount coming 
due on the appropriate date. 
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The reconstitution program outlined above raises the possibility of significant tax 
revenue losses if the market were to seize the opportunity to create additional supplies 
of low coupon bonds selling at a discount. A solution to this problem, without 
resorting to significant changes in tax law concerning the tax treatment of original issue 
discount and market discount, would involve some restrictions on the ability to 
reconstitute securities without the correct corpus. 

One possible solution to this problem would be to limit the securities that can be 
synthetically reconstituted to those that have been issued within a limited period, for 
example, six months, prior to the reconstitution date. These securities are unlikely to 
be selling at a large discount unless there was a significant increase in interest rates 
shortly after the security was issued. Also, even with this restriction, the ability of the 
market to resolve squeezes would be enhanced, since squeezes usually develop for 
recently issued securities, not seasoned issues. Another possibility would be to allow 
only those securities to be reconstituted synthetically that are not selling currently at 
discount from par greater than a specified amount. 

An additional tax complication that requires further study derives from the 
realization rule in Internal Revenue Code section 1001(c). Because the proposal 
involves the transformation of an interest component into the principal of the 
reconstituted security, it is possible that the issuance of the new CUSIP number for the 
bundle of payments would be a realization event for tax purposes under section 1001. 
In any case, the tax rules in this regard would need to be clarified. 

Legal and accounting issues. There may be legal obstacles with respect to the 
Treasury setting up a facility for synthetic reconstitution. It is not clear what the 
treatment of the synthetically reconstituted security would be for the purposes of the 
debt limit and for appropriation purposes. 

The Treasury has a permanent indefinite appropriation to pay interest on the 
public debt.12 Repayment of principal is not treated as a budget outlay, which 
requires an appropriation, but as a financing transaction. Redemption of principal is a 
negative means of financing, while the issuance of the security is a positive means of 
financing. The amount of financing that can be accomplished through the issuance of 
securities is restricted by the statutory limit on the public debt. 

The implication of the conversion of interest components into the principal of a 
note or bond is not clear under the public debt statutes, which were enacted in their 
basic form long before the idea of stripping and reconstituting securities was conceived. 
It might make most sense from the government's point of view to ignore the conversion 
for purposes of determining the debt subject to limit and interest paid on the public 

12 31 U.S.C. 1305. 
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debt, since nothing has happened to the total amount the Treasury has contracted to 
pay in originally issuing the securities. Achieving this result may require amending the 
public debt statutes and other laws. 

Whatever the legal characterization of the conversion, significant changes would 
have to be implemented to the Treasury's public debt accounting systems in order to 
keep track of interest and principal payments. Currently, these systems verify the 
amount of interest paid on each security, or loan, by reference to the principal 
outstanding of that particular security. H the interest payment from another security 
were to become an addition to the outstanding principal of a shorter maturity security, 
modification to this method of accounting for interest and principal payments would 
have to be made. Before such modifications could be even characterized, the legal 
implications and the budget and accounting rules with respect to synthetic 
reconstitutions would have to be determined. 

Timini issues. The most serious constraint on the utility of the synthetic 
reopening proposal is the availability of sufficient strippable interest and principal 
components. Only with significant modifications to the current financing schedule and 
payment dates for new Treasury securities could this proposal become an effective 
means for combatting squeezes and market manipulation in all segments of the market. 
However, major changes to the financing schedule would create additional operational 
and cash flow problems for the Treasury. 

First, in order for a synthetic reopening/reconstitution program to become 
operational, the STRIPS program would need to be expanded to allow stripping of all 
marketable Treasury notes and bonds. This modification would pose few problems for 
the Treasury, aside from the need to expand administrative capacity of the SlRIPS 
program. 

The larger problem is that without major changes to the financing and payment 
schedule, the potential for synthetic reopening or reconstitution of different Treasury 
securities would differ markedly depending on the ultimate maturity date of each 
security. For example, under the current financing schedule, synthetic reconstitution 
would be impossible for new five-year and seven-year notes and 30-year bonds. For 
two-year notes, the potential increase in overall supply from synthetic reopenings would 
be highly variable, depending on the month of maturity. The potential to create new 
100year and three-year notes would be much greater. 

The underlying reason for this disparity is quite simple: securities that share 
maturity and interest payment dates with longer-term securities can be replicated much 
more easily with stripped components of other securities. For example, a newly issued 
30-year bond, the longest maturity Treasury security currently offered, does not share 
its maturity date with any other marketable Treasury securities; consequently, its 
principal component and last interest payment component cannot be replicated by 
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using components originally stripped from other Treasury issues.13 Also, seven-year 
notes are the only coupon securities that mature and pay interest on a January 15, July 
15, April 15, October 15 schedule, and therefore no strippable components from other 
securities exist to replicate their payment stream. 

For two-year and five-year notes, principal and semiannual interest payment 
dates occur on the last day of each month, unlike three- and 10-year notes and 30-year 
bonds, which make payments in the middle of the month. This means that the five
year note does not share its maturity date with any other security, and therefore cannot 
be replicated. While every two-year note has a payment schedule that is consistent 
with one or more five-year notes, until 1994, only the interest payments, not the 
principal components, of five-year notes would be available for stripping and 
reconstitution as two-year notes. This interest amount is a fairly small, though growing, 
amount in relation to the issue size of recent two-year notes. In contrast, the potential 
to reconstitute synthetically three-year and 10-year notes, which are issued at the 
Treasury's quarterly refundings, would be much greater because they share payment 
dates (February 15 and August 15 or May 15 and November 15) with 30-year bonds. 

To make reconstitution easier for most notes and bonds, it would clearly be 
necessary to standardize payment dates so that each security matured on a common 
payment date with other securities. This would require extensive modifications to the 
current Treasury financing schedule, which would take years to have their full effect on 
the potential to reopen synthetically any particular security. In the transitional period 
after such changes were made, a progressively larger amount of strippable components 
would be available as more securities were issued under the consistent payment 
schedule. For longer term securities switched to a new payment regime, it would be 
years before adequate strippable components existed to allow synthetic reopenings to 
mitigate a squeeze. 

In addition, modifications to the current financing schedule might create cash 
management problems for the Treasury. There are currently 20 payment dates per 
year for interest and principal on Treasury notes and bonds. To be effective, the 
synthetic reopening scheme would probably require the Treasury to auction securities 
of all maturity lengths on a quarterly, monthly, or semi-monthly schedule. 
(Alternatively, the Treasury could issue securities on different auction schedules but 
with standardized interest payment and maturity dates. This would require issuing 
some securities with accrued interest.) If the financing schedule were modified in this 
way to accommodate synthetic reopenings, it would smooth out debt related cash 
outflows from month to month. However, this might create serious cash management 
problems in the short term, since the Treasury would still need to fund the large 
interest and principal amounts associated with past quarterly refundings. In other 

13 Note that the synthetic reconstitution approach cannot be made to create an additional supply of the 
most recent issue of the longest maturity security that the Treasury offers. 
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words, even moving to a smoother financing pattern would create transitional cash flow 
irregularities that might persist for years. 

More volatile Treasury cash balances would create problems for the Federal 
Reserve in implementing monetary policy. The Treasury tries to maintain a stable cash 
balance at the Federal Reserve of about $5 billion. Additional amounts of cash are 
held in Treasury Tax and Loan ('Tf &L") accounts at commercial banks and other 
financial institutions. The total capacity of IT &L accounts is about $35 billion, 
however, and large, uneven cash inflows occasionally spill over into the Treasury's 
account at the Federal Reserve. When this happens, reserves are taken out of the 
banking system, and the Federal Reserve must undertake open market transactions in 
order to offset this drain. 

In summary, the synthetic reconstitution idea, while having substantial theoretical 
appeal, has some large practical difficulties associated with it. Even assuming that all 
the tax, legal, and accounting issues could be resolved, the proposal implies some major 
changes in Treasury's debt issuance schedule. This has implications beyond transitory 
market problems associated with squeezes. Of course, a synthetic reconstitution 
program could be implemented without debt issuance schedule changes, but the ability 
of such a program to facilitate the breaking of market squeezes would be much more 
limited. 
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3. Treasury Auction Issues 

A. Auction Technique 

This section examines simple descriptions of auction organization and discusses 
in more detail two specific proposals for reform of the auction process. While much of 
this discussion is in theoretical terms, it should be understood that market specifics 
make it difficult to translate theory into practice, with the goal of assessing the efficacy 
of any auction reform. 

For example, unlike most of the simple theoretical constructs that appear in the 
economics literature, the Treasury offers multiple units of the auctioned security, with 
open trading in those securities preceding (in the when-issued market) and following 
(in the secondary market) the issuance of securities. Another deviation from common 
theoretical assumptions is that investors can adjust their behavior in many ways, such as 
by varying the amount of information collected, by altering the volume of bids, or by 
placing bids indirectly through dealer intermediaries. These considerations are 
important in the policy context, and this section attempts to address them as well as 
presenting a basic theoretical framework for assessing auction methods. 

Auction methods 

There have been many important contributions to the academic literature on 
auctions, including early efforts by William Vickrey and Milton Friedman, as well as 
significant later work by Paul Milgrom, among others.14 This research has classified 
the types of auctions, modelled the bidding strategies rigorously, 'and ranked the 
outcomes by various criteria. A number of similarities among auctions have emerged, 
as well as equivalence propositions concerning the revenue to the seller. 
Unfortunately, members of the financial and academic communities describe auction 
formats by a variety of names, some overlapping and others conflicting. To reduce 
confusion, this section will use explicit, if somewhat unwieldy, names for each auction 
type. 

14 The early references include William Vickrey, "Counterspeculation, auctions, and competitive sealed 
tenders," Journal of Finance, Vol. 16 (March 1961), pp. 8-37, and Milton Friedman, ·Comment on 
'Collusion in the auction ~ket for Treasury bills;· Journal of Political Economy, Vol. 72 (October 1964), 
pp.513-514. Recent work is summarized and reviewed in R. Preston McAfee and John McMillan, 
"Auctions and bidding," Journal of Economic Literature, Vol. 25 (June 1987), 699-738; Paul Milgrom, 
"Auctions and bidders: a primer," Journal of Economic Perspectives, Vol. 3 (Summer 1989), pp. 3-22; and 
Paul Milgrom and Robert J. Weber, "A theory of auctions and competitive bidding," Econometrica, Vol. 50 
(September 1982), pp. 1089-1122. A less rigorous overview with applications to Treasury securities is 
provided by Loretta J. Mester, "Going, going, gone: setting prices with auctions," Federal Reserve Bank of 
Philadelphia Business Review, (March/April 1988), pp. 3-13. 
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William Vickrey originated the standard auction taxonomy, classifying auction 
types based on the order in which prices were quoted, as well as the auction forum. 
First, awards can be made at prices that are progressively lowered (or, equivalently, at 
yields that are raised) until all of the goods or securities are sold; alternatively, the bids 
can be arranged in ascending order by their price and a single price determined that 
just places the total issue. Second, the auction can be conducted with sealed bids 
entered any time up to a deadline and subsequently opened by the auctioneer; on the 
other hand, the auction can be conducted with open bids put forth by participants in an 
open gathering or some other means of direct communication with the auctioneer 
(such as by telephone). This two-by-two classification scheme yields four auction types, 
described below. 

Beyond these categories, models can be stratified further by the assumption 
concerning bidders' information about the value of the auctioned object. In the 
"private-values" case, bidders make subjective decisions as to the value of the object on 
the auction block, independent of each other. In the "common-values" case, each 
participant attempts to measure the item's value by the same objective yardstick. The 
auction of a unique piece of art is the prototypical private-values example, while a 
Treasury auction - with each bidder guessing at the security's resale value - matches 
the common-values assumption. 

Multiple-price, sealed-bid auction. The Treasury's current auction methodology 
falls into this category, which in the financial community is termed an English auction 
(except by the English, who call it an American auction). Bidders spell out their 
intentions on tender forms that must be turned in before an established deadline. An 
individual sealed bid, known only to the tenderer and to the auctioneer, reports the 
quantity and price for the auctioned security that the bidder is willing to pay.15 The 
auctioneer then ranks those bids by tendered price (or equivalent yield) and makes 
awards at the highest prices covering the total auction size. Thus, participants pay 
differing prices reflecting the strength of their bids, with the surest winner the one 
furthest above the market consensus. This type of auction is called a "first-price" 
auction when a single unit is for sale because it is the first, or highest, price that is 
accepted. 

In this case, winning is losing, as entering the highest bid signals that the bidder's 
valuation exceeds that of all other interested parties. Because all participants, in effect, 
are guessing about the same common value - the price at which the security will trade 
after the auction - a high bid signals a heightened probability of subsequent loss for 
that bidder. This is the ''winner's curse" and gives bidders an incentive to rein in their 

~ A bidder's intention will be measured here in terms of the price he or she is willing to pay for the 
secunty rather than the equivalent yield he or she is willing to earn on the security. 
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enthusiasm. The optimal strategy is to shade a bid toward the perceived market 
consensus.16 

The risk of the winner's curse puts a premium on market information entering 
the auction, and this incentive shapes bidders' behavior before and at the auction in 
three major ways. First, when-issued trading before the auction allows a market 
consensus about auction pricing to coalesce. Second, a core of bidders at the auction 
routinely exchanges information about probable market conditions. Third, participants 
who are unable or unwilling to commit the resources needed to collect market 
information pool their bids, as a group of investors is more likely to have a clearer 
view of the market consensus and is less likely to place off-market bids. The pooling 
of bids is one service provided by primary dealers, who collect customer business and 
place large-scale orders. 

Uniform-price, sealed-bid auction. In this type of auction, the auctioneer collects 
sealed bids, arranges them by price, and makes awards at the single price that just 
places the entire issue. This type of auction is called a "second-price" auction when a 
single unit is sold because the price charged would be that of the highest failed bid, or 
the second-best price. It is often called a "Dutch" auction in the financial press and has 
recently gained some prominence as a potential substitute for current Treasury 
practice. Aggressive bidders receive sure awards but pay a price closer to the market 
consensus. As a result, there should be less of the shading of bids that marks the 
response to the winner's curse. With the threat of awards above the consensus 
reduced, there is less of a need for large bidders to compare notes before the auction 
and customers might be more willing to place their business directly by bidding at the 
auction rather than going through a primary dealer. 

Descending-price, open-outcry auction. This procedure has been used to auction 
flowers in the Netherlands; hence, academics refer to it as a Dutch auction. Bidders 
congregate in one room, or its electronic equivalent, and the auctioneer calls out a 
sequence of decreasing prices. In an auction of one unit of a good or security, the 
auction stops when one bidder is willing to pay the price called out. For multiple units, 
the eager bidder would be awarded the security and the auction would continue, selling 
the remaining securities at progressively lower prices. In fact, the strategic decision is 
identical to that of the multiple-price, sealed-bid auction: the optimal bidder does not 
want to be too aggressive and stop the auction well above the likely market consensus, 
but rather, will shade his or her bid to avoid the winner's curseY As a result, 
investors have the same incentive to trade information and to pool bids by placing 
customer orders at primary dealers. 

16 This strategy is explained in James L. Smith, "Non-aggressive bidding behavior and the 'winner's 
curse' ," Economic Inquiry, Vol. 19 (July 1981), pp. 380-388. 

17 This strategic equivalence was first noted by Vickrey, 0p. cit. 
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Ascending-price, open-outcry auction. The auctioneer could announce an 
ascending sequence of prices to a group of bidders, who would submit their bids at 
each price. The auction would stop when just enough bids were received to sell the 
total issue of securities or total units of the good for sale. One form of this auction 
category is the method commonly used to sell, for example, works of art, when a single 
unit is on the block.18 

In selling multiple units of securities, the auction would begin as a price was 
called out and all interested parties submitted their quantities demanded. The volume 
of bids at that price would be announced and, in successive rounds, the price would be 
raised until the volume demanded was smaller than the size of the issue. When that 
point was reached, the auctioneer would know that the price previously called was the 
highest price consistent with selling the entire issue. In other words, the second highest 
price clears the auction market. Bidders who bid above that market-clearing price plus 
some fraction of the bidders at the market-clearing price would receive awards. Those 
partial awards to the bidders that had not moved up to the highest price either could 
be based on a common fraction of the bids of all members of that group or could be 
allotted to those who were electronically timed as having placed their bids soonest at 
the market-clearing price. 

From the viewpoint of an investor, this increasing sequence of prices lessens the 
possibility of the winner's curse, as the public announcement of bids provides 
information about the security's common value. That is, the presence of other bidders 
provides support that a bidder is not alone in valuing the security highly. Even if an 
investor truly valued the security far above his or her competitors, the bidding would 
cease before the price moved very far from the consensus. 

Potential changes to the Treasury auction method 

Milton Friedman's proposal. Recent events have kindled enthusiasm for reform 
of the auction process. In a recent contribution, Milton Friedman has repeated a 
proposal he advanced in 1959 concerning the auction of Treasury securities.19 

Essentially, Friedman argues for a uniform-price, sealed-bid auction, commonly called 
a Dutch auction. In the one alteration to current practice, the Treasury would no 
longer award securities at the price equivalent to the yield bid but instead charge a 
uniform price (award a uniform yield) to winning bidders. 

18 Academics term this an English auction. Indeed, in the private-values model (which is not analyzed 
here), another equivalence proposition holds: what has been popularly referred to as a Dutch auction is 
strategically identical to what academics refer to as an English auction. When there is a time limit on 
bidding, it is called a Scotch auction. 

19 Milton Friedman, "How to sell government securities," Wall Street Journal (August 28, 1991). 
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Friedman asserts that the switch would end cornering attempts by eliminating the 
profit potential in market manipulation. And, perhaps paradoxically, he also argues 
that total revenue to the Treasury would be higher by surrendering the ability to "price
discriminate" or charge bidders different prices based on their bids. 

Friedman argues that the current Treasury technique reduces demand at 
auctions, as well as making it more price sensitive relative to the demand of the 
ultimate buy-and-hold investor. As explained above, this is the rational response to 
multiple-price awards: the investor is reluctant to expose his or her true valuation to a 
seller (the Treasury) whose stated intention is to gamer the highest price possible. But 
with this induced difference in demands in the primary and secondary markets, a 
potential market comerer can buy at the auction just above the market consensus and 
sell in the secondary market to a larger group of investors. 

Moving to a uniform-price award method permits bidding at the auction to 
reflect the true nature of investor preferences. This should allow investors to bypass 
the dealer intermediaries and bid directly in the auctions. In the case envisioned by 
Friedman, uniform-price awards would make the auction demand curve identical to the 
secondary market demand curve. This integration of the auction and secondary 
markets would eliminate the incentive to comer an issue, because any cornerer who 
bids securities away from investors at an auction would not find buyers willing to pay a 
higher price in the secondary market. Thus, under Friedman's assumptions, the 
cornering motivation would be eliminated by removing the potential for profit. 

This result requires that the switch in auction technique completely unifies the 
primary and secondary markets. In other words, Friedman assumes that dealers exist 
solely to bear the bidding risk because of the Treasury's discriminatory pricing. 
However, even after the adoption of uniform-price awards, presence at auctions may 
still be limited to a segment of the investor populace, perhaps to those who are more 
price sensitive. Participants at an auction face uncertain outcomes, since they may not 
be awarded securities if they have not appropriately cast their bids. Those particularly 
adverse to this quantity risk well may delay purchase to secondary trading. Those who 
sell the auctioned securities short in the when-issued market may prefer to cover their 
positions quickly at the auction. Furthermore, direct bidding requires incurring the 
costs of arranging for the placement of bids and the payment of awards - the prospects 
for which depend on the pace of automation and changes in the regulatory 
environment. As a result, the infrequent purchaser may remain in the secondary 
market. In general, if dealers provide any service in the distribution of securities, then 
a wedge will remain between the auction and secondary-market demand schedules. A 
sufficiently large wedge provides an opportunity for market manipulation. 

With demand at the auctions still differing somewhat from that in secondary 
trading and with the Treasury continuing to solicit sealed bids, Friedman's proposal 
would not discourage attempts to comer the market. For example, under Friedman's 
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"Dutch" auction regime, a market manipulator could place bids for a substantial 
fraction of an issue well above the market consensus price, ensuring significant awards, 
but would pay only that price required to allocate the remaining portion of securities to 
unsuspecting competitors. However, even if the threat of manipulation remains, the 
lessened importance of bidding near the market consensus should reduce the desire to 
share information and the associated pre-auction discussion and pooling of bids that 
could provide cover for market manipUlation. 

With regard to revenue, Friedman would have the Treasury surrender part of the 
revenue from its current auction practice - that earned from charging winners the price 
that they bid rather than a common price - in the expectation that added investor 
demand and more aggressive bidding would more than re£lace that loss. This assertion 
can be spelled out using Henry Goldstein's 1962 analysis. As figure B-1 shows, part 
of the Treasury's total revenue owes to its charging winners the price that they bid, 
which for the current practice is measured by the area under the demand schedule 
labeled "multiple-price." That price discrimination, however, discourages some 
demand, as investors shade their bids for fear of the winner's curse. Adopting 
Friedman's uniform-price system turns part of that surplus back to the bidders, thus 
shifting out the demand schedule to that labeled "uniform-price." Under a 
multiple-price scheme, the Treasury works its way down the inner demand schedule, 
awarding securities at lower prices to place the total issue (marked by the vertical 
dashed line). Under the uniform-price scheme, one price, depicted by the horizontal 
line, would exhaust the issue. The consequences for revenue depend on whether the 
area of the first triangle, the loss from the inability to price discriminate, outweighs the 
area of the second triangle, the gain from added demand. 

The Friedman proposal has some support in the economics literature, as analysts 
working with explicit models of bidder behavior in a Treasury-like regime, rather than 
simple demand schedules, generally find that a uniform-price scheme does produce 
higher revenue for the seller.21 Friedman himself, in 1962, made a persuasive 
argument that revenue would increase.22 

20 Henry Goldstein, "The Friedman proposal for auctioning Treasury bills,· Journal of Political 
Economy, Vol. 70 (August 1962), pp. 386-392. 

21 Early support for Friedman's contention can be found in Vernon L. Smith, "Bidding theory and the 
Treasury bill auction: does price discrimination increase bill prices?" Review of Economics and Statistics, 
Vol. 48 (1966), pp. 141-146. Exact conditions under which revenue increases in a model closer to current 
practice are given in Sushil Bikhchandari and Chi-Fu Huang, "Auctions with resale markets: an exploratory 
model of Treasury bill markets; The Review of Financial Studies, Vol. 2 (1989), pp. 311-339. Also see 
Theorem 4 in Robert J. Weber, "Multiple-object auctions," in Richard Englebrecht-Wiggans, Martin 
Shubik, and Robert M. Stark, editors, Auctions, Bidding, and Contracting: Uses and Theory, New York: 
New York University Press, (1983), pp. 165-191. 

22 Correspondence quoted in Goldstein, op. cit. 
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Dealers devote considerable energies to the auction only to sell those securities 
almost immediately to customers - and most profit from doing so. Part of those 
resources devoted to that distribution could accrue to the Treasury if it could directly 
deal with those customers. A uniform-price auction, since it is less penalizing to the 
uninformed, may be the best vehicle to attract those people. Nonetheless, the little 
empirical evidence available is considerably more ambiguous than this theorizing would 
suggest. In the few instances in which organizations have run the two types of auctions 
virtually side by side, neither has come out as clearly resulting in higher revenue to the 
seller. Friedman's proposal may mark an improvement on current Treasury practice. 
However, it might not deter manipulative bidders from profiting from the inherently 
closed nature of sealed bids, which does not give other participants a chance to react. 

Open-outcry, ascending-price auction. In contrast to the sealed-bid framework, 
applying an open-outcry bidding system would let participants react to surprise bids 
during the auction. If the Treasury were to conduct an open-outcry, ascending-price 
auction, registered dealers and other financial institutions would connect by phone 
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(with appropriately designed security) to a central computer. Those not pre-registered 
could appear at their local Federal Reserve bank with sufficient documentation to be 
included as bidders. These gathered bidders would state their demands as the 
auctioneer announced an increasing sequence of prices.23 Prices called out at the 
auction would climb to the point where total demand was just below the issue size. At 
that point, the previously announced price would mark the single, market-clearing price 
that placed the entire issue. 

A bidder (or bidders) attempting to comer this type of auction would effectively 
disclose its intentions to its competitors, as it would continually bid in size as the 
Treasury auctioneer raises the price. This allows those not party to the attempted 
market manipulation - particularly those short the security in the when-issued market -
to bid along with the manipulators. Hence, the bidders may fail in cornering the 
security or, at the least, would find it a more expensive proposition. 

In a sealed-bid auction, by contrast, the bulk of the increase in price comes at 
the announcement of surprising awards - when other bidders realize that they have not 
been awarded securities as expected and react by bidding up the price in the secondary 
market. In a real-time auction, that reaction occurs when the bidding is still open, and 
thus the Treasury garners part of the profits of the attempted comer. Indeed, auction 
theory suggests that, in general, Treasury revenue would not suffer and indeed might 
increase in the switch to an open-outcry, ascending-price system. Since awards are 
made at a single price and a bidder is aware of the strength of the competition, the 
possibility of a winner's curse is eliminated. 

Of course, a real-time auction may pose a daunting technical challenge and, 
unlike Friedman's uniform-price, sealed-bid auction, would require a substantial 
development cost. The goal of equal access to the Treasury auction requires that every 
effort be made to decentralize the system: anyone willing to pay the fixed expense of a 
properly configured terminal for bidding should be allowed to participate in the 
auctions. At the same time, each bidder would need to be screened to ensure payment 
if their bid were to be successful. If the fixed cost of entry were too large, then 
participation at the auction would be limited, perhaps perpetuating a two-tiered 
distribution system for the securities and all the attendant risks. If access were too 
open, then the physical demands of directing a large volume of electronic messages in 
a narrow span of time could prove prohibitively expensive. The private sector provides 
some precedents, but those efforts are small relative to what is required to automate 
the Treasury auction. 

23 Announcing an ascending sequence of prices would bolster demand at the auction. Recalling 
Vickrey's result discussed earlier, starting high and progressively lowering the price (a descending-price, 
open-outcry auction) raises the specter of the winner's curse that results in bid shading. 
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B. International Comparison 

Methods of sale of government securities: OECD countries 

Central government debt managers in the countries that belong to the 
Organization for Economic Cooperation and Development ("OECD") largely have 
been moving toward selling government securities domestically in auctions since the 
early 1980s. Prior to that time, government debt managers had relied heavily on 
selling bonds through underwriting syndicates, private placements, and sales to financial 
institutions on a fIXed-price subscription basis. The increased fmancing requirements of 
the governments in the OECD countries in the 1980s and the more competitive capital 
markets generally contributed to the movement toward competitive market pricing of 
securities. 

Methods of sale of central government securities in the OECD countries are 
summarized below and presented in more detail in the country-by-country descriptions 
following this summary. Several of the OECD central governments borrow in foreign 
currencies abroad for balance of payments reasons. These borrowings, which largely 
are done through underwriting syndicates and private placements, are not discussed in 
this paper. Table B-1 presents data on the size of the central government surplus or 
deficit for the most recent fiscal year, the size of the central government debt held by 
the public (excluding holdings of central banks and government accounts, such as social 
security trust funds), debt as a share of gross domestic product or gross national 
product, and market trading volume statistics for a recent period in 1991. These data 
are indicators of the magnitude of the government's financing in absolute terms and 
relative to the size of the country's economy and the liquidity of the domestic bond 
markets. 

A number of countries have used sales of marketable U.S. Treasury debt 
securities by multiple-price/yield, sealed-bid auctions as a model. Currently, such 
auctions are used exclusively in Australia, France, and New Zealand to sell marketable 
securities. 

Other central governments that use multiple-price/yield auctions to sell portions 
of their marketable debt are: Belgium, for securities issued to institutional investors; 
Canada, for all marketables, except about one-quarter of long-term bonds which are 
sold by fixed-price subscription (the rest of these bonds are sold at multiple-yield 
auctions); Germany, for medium-term notes since July 1991 and for a portion of longer 
term bonds since July 1990; Italy, for short-term bills denominated in lire; Japan, for 
short-term bills and longer term notes and bonds, including 60 percent of 10-year 
bonds, which account for a major proportion of Japanese government borrowing; and 
the United Kingdom, for bills and longer term debt (gilts). The Netherlands used 
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multiple-price auctions for long-term bonds but changed in 1991 to selling long-term 
bonds on tap. 

Several of the governments use sealed-bid, uniform-price auctions, in which all 
securities are awarded at the highest yield (lowest price) of accepted tenders, to sell 
portions of their debt. OECD countries using uniform price auctions are: Denmark, 
for short-term bills; Italy, for bills denominated in European Currency Units and bonds 
maturing in two to 10 years (longest sold); and Switzerland, for bills, notes, and bonds. 
The United Kingdom uses the minimum price tender method of selling gilts, a 
modified form of uniform price auction. Uniform-price auctions have been used only 
seldom in the Netherlands in recent years. 

Trading on a when-issued basis before an auction of securities occurs in Canada, 
France, Germany, Italy, and the United Kingdom. In the Netherlands, where tap issues 
remain open for a relatively short period of one or two weeks, when-issued trading may 
occur before a tap issue is closed. 

Tap issues are used by a number of OECD countries to sell nonmarketable 
savings instruments to small investors. In a tap issue, the government announces the 
interest rate and maturity of the security, sets the price, and allows the market to 
subscribe. Tap issues may remain open for short or long periods of time, depending 
upon the government's financing needs and market conditions. 

Marketable securities are sold on tap by: Australia, to sell marketable 
government securities in small amounts to small investors; Denmark, for notes and 
bonds - the most important instruments sold domestically; Germany, for the portion of 
long-term bonds that is not sold by competitive price auction or underwriting syndicates 
and for sales of five-year special notes to individuals and charitable organizations; the 
Netherlands, for most long-term issues; and the United Kingdom, to sell the portion of 
gilts that remain unsold from minimum price tender sales or to sell additional amounts 
of existing issues placed with the Bank of England. 

Sales of central government securities are conducted domestically through 
underwriting syndicates and private placements in several of the OECD countries. In 
an underwriting syndicate sale, the country negotiates with the syndicate with regard to 
volume and price of the security, as well as timing. Negotiations of private placements 
are similar, but they usually are brought to a government debt manager by an 
intermediary that does not act as principal in the transaction, and securities are 
distributed to fewer investors. It is standard procedure for the government to pay fees 
in syndicate and private placement sales. 

Underwriting syndicates are used by: Germany, to sell the portions of long-term 
bonds that are not sold by multiple-price auction or on tap; Japan, to sell the 40-
percent portion of 10-year bonds that is not sold at auction and to sell small amounts 
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of five-year bonds; and Switzerland, to sell securities maturing in three to 10 years. In 
the case of Japan, the price for the syndicated underwriting is the price that results 
from the auction of the 10-year bonds, which immediately precedes the placement of 
the underwritten portion of an issue. 

Several OECD countries sell marketable securities in several tranches to increase 
the overall size of issues for the purposes of enhancing market liquidity and preventing 
price distortions. The sales may be through reopenings of securities that are auctioned 
or through issues that remain on tap. This technique is used by Australia, Belgium, 
Denmark, France, the Netherlands, New Zealand, Switzerland, and the United 
Kingdom. 

In many of the OECD countries, the central banks have arrangements with the 
equivalents of U.S. primary dealers, through which they conduct monetary policy. 
These same dealers usually are the major market-makers for government securities, 
although that is not necessarily the case. In some other countries, the Ministry of 
Finance/Treasury selects primary dealers specifically to distribute government 
securities. Firms in OECD countries generally, however, must have a primary dealer 
designation, be approved by the central bank, or belong to a stock exchange to bid 
without a deposit in government security auctions. 

There are no primary dealers in Denmark, Germany, Japan, the Netherlands, or 
New Zealand. In Japan, central bank open market operations are conducted through 
several money market brokers, who are not part of the underwriting syndicate. In New 
Zealand, open market operations are conducted through entitit(s that register with the 
Reserve Bank of New Zealand to bid in auctions of government securities. Australia, 
Belgium, Canada, France, Italy, and the United Kingdom have primary dealers. 

There is no uniformity of structures for regulation of the government securities 
markets among the OECD countries. In Canada, Germany, and Switzerland, there is 
central government prudential regulation of depository institutions and provincial or 
state supervision of securities trading. The Bank of England provides prudential 
regulation of depository institutions, while the Securities and Investments Board 
supervises the protection of investors. In Australia and New Zealand, the central 
banks provide prudential regulation of depository institutions, but there is no specific 
regulation of the government securities market. The Japanese Ministry of Finance and 
the Danish Supervisory Authority for Financial Affairs provide centralized regulation of 
the government securities markets in their respective countries, while the Amsterdam 
Stock Exchange provides centralized regulation of the government securities market in 
the Netherlands. 
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Table B-1 

OECD Country Debt Statistics 
In U.S. Dollar Equivalents 

Privately - held 
Surplus or Government Debt Debt to 
Deficit FY'91 12-31-90 GNP/GOP Turnover Rate 

Country (Billions) (Billions) (Percent) 1991 

Australia -8.4 37.4 12.8% 390 mil./day 

Belgium -12.7 233.0 109.6 1.4 bil./day 

Canada -26.3 265.5 45.9 173.6 bil./month 

Denmark -6.5 83.8 60.0 21.4 bil./month 

France -18.4 350.1 27.5 9.8 bil./day* 

Germany -40.0 381.3 22.0 n.a. 

Italy -128.4 1,168.6 99.2 3.8 bil./day 

Japan -22.5 765.2 24.0 82.5 bil./day 

Netherlands -12.6 196.4 70.0 9.8 bil./month 

New Zealand -2.2 73.7 63.5 5.0 bil./month 

Switzerland -1.2 11.1 4.3 n.a. 

United Kingdom +1.0 314.0 28.9 8.8 bil./day 

United States -268.7 2,492.0 43.9 122.5 bil./day 

* Medium- and long-term (original issue) OAT bonds only. 

Sources: Data for each country from respective government. 
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DECO Countries: Techniques to Sell Central Government Debt Internally , . 

Australia 

General Comments 

The Treasury is responsible for government 
debt management and the Reserve Bank of 
Australia is its fiscal agent. There is no 
permanent lending by the RBA to the 
government although a short-term overdraft 
facility at market-related interest rates is 
available. Australia had surpluses in FYs 
1988-91 (ended 6/30/91). This year the 
economy has been in recession, and a deficit 
of US$8.4 billion equivalent is estimated in 
the 1991-92 budget. 

The types of debt instruments issued are: 
short-term notes (5-,13-, and 26-week 
maturities) sold weekly, and short- (1 to 3 
years), medium- (3 to 5 years), and long
term (over 5 years) bonds. Australian 
government securities are in book-entry 
form. 

There are two groups of authorized dealers, 
with which RBA conducts open market 
operations. First, 8 "authorized short-term 
money-market dealers" have a contractual 
relationship with RBA to provide liquidity 
to the government securities market. RBA 
conducts most open market operations 
through short-term market-makers. Second, 
there are 18 "reporting bond dealers" 
through which RBA conducts OMO in 
bonds. The reporting bond dealers have no 
privileges or obligations regarding issuance 
of government debt. The government 
securities market is informally regulated by 
the RBA. 

Auction 

All government securities have been sold 
through multiple-yield auctions since 
1982. Bids are accepted from parties 
registered for this purpose with RBA. 
Any potential bidder that can establish its 
financial capability can bid without 
deposit. The minimum competitive bid is 
US$77,800 equivalent. 

No limit is set on awards to one entity, 
nor is there any restriction on the number 
of bids any entity can submit. Usually 
reopen outstanding issues rather than 
issuing new ones. Bids usually amount 
to 3 to 4 times the amount offered. 
There is no when-issued trading. 

Other Sale Methods 

Australian government savings bonds 
were issued on tap until 1987. The 
government no longer issues bonds 
targeted specifically at household 
savings. 

The RBA stands ready to fill small 
orders for marketable government 
securities (US$780 to US$39,OOO 
equivalent) from its own portfolio at a 
price prevailing in the market, plus a 
small service charge. Small amounts 
can be sold to the RBA under the 
same terms. 

From time to time the government, 
through RBA, has repurchased 
outstanding bonds for cancellation or 
has exchanged current issues for older 
bonds to improve the overall liquidity 
of the market. 
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Belgium 

General Comments 

The Ministry of Finance is responsible for 
public debt management, and the National 
Bank of Belgium is its fiscal agent. The 
government may borrow up to US$485 
million equivalent for day-to-day cash 
management from NBB. In FY 1990 
(ended 12/31/90) the budget deficit totaled 
US$12.69 billion equivalent. 

The types of debt instruments issued are: 
short-term bills (3-, 6- and 12-month), long
term public subscription bonds and "linear" 
bonds maturing in 3 to 15 years. The bills 
and linear bonds are issued in book-entry 
form to institutional investors and dealers. 
Public subscription bonds are in paper form. 
Most trading is on stock exchanges. 

The MOF has selected 14 primary dealers 
to bid in auctions and make secondary 
markets in short-term bills and linear bonds. 
Immediately after an auction, they have the 
sole right to purchase, on a noncompetitive 
basis at the auction average, additional 
amounts of the securities. Primary dealers 
and other intermediaries may be used by 
NBB to conduct open market operations. 
The Securities Regulation Fund, established 
under the authority of the MOF and the 
NBB regulates participants in the 
government securities market. 

Auction 

Short-term certificates and "linear" bonds 
have been sold by multiple-yield auctions 
since January 1991. "Linear" bonds are 
issued monthly as reopenings of bonds 
with the same maturity, interest rate, and 
identifying number. Bids are accepted 
without deposit from parties registered 
for this purpose with the NBB. 

No limit is placed on awards to anyone 
entity, nor is there a limit on the number 
of bids that can be submitted. The 
minimum bid is for US$322,OOO 
equivalent for bills and US$1.6 million 
equivalent for linear bonds. There is no 
when-issued trading prior to the auction. 

Other Sale Methods 

Long-term public subscription bonds 
are sold 3 or 4 times per year. The 
coupon and maturity are set by the 
MOF and subscriptions are taken for 
about two weeks. The bonds are 
targeted to smaller investors. The 
minimum purchase amount is US$322 
equivalent. MOF pays banks a 
commission for selling them to the 
public. 



t:C 
W 
~ 

OECD Countries: TechniQues to Sell Central Government Debt Internally 

Canada 

General Comments 

The Department of Finance is responsible 
for debt management, and works closely 
with its fiscal agent, the Bank of Canada to 
develop policy. The budget deficit has been 
stable at about US$26 billion equivalent for 
the last 5 years. 

Bonds are bullet maturities with fixed rates 
and are redeemable at maturity. Bonds 
mature in 2 to 30 years. Canada auctions 
each week 3- and 6-month bills and year 
bills. About 90% of bonds are in book
entry form in the Canadian Depository for 
Securities. Bills are in bearer paper form. 

Marketable government bonds are sold only 
to a group of primary distributors, including 
commercial banks (5) and investment 
dealers (55). Primary distributors and all 
Canadian banks can bid for bills. The Bank 
of Canada conducts open market operations 
through 10 jobbers, a subset of the primary 
distributors. Most trading is over the 
counter, although some is done through 
securities exchanges. 

Bank dealers in government securities are 
regulated by the Canadian federal banking 
regulator. Other government securities 
dealers are regulated by provincial securities 
commissions, the key one of which is the 
Securities Commission of Ontario. 

Canada began selling index-linked bonds in 
November 1991. 

Auction 

About 3/4 of marketable bonds and all 
short-term bills are sold in multiple-yield 
auctions. Awards, including awards for 
customers, are limited to 20 percent of 
amount offered of bonds and one-third of 
the amount offered of bills. When-issued 
trading begins when an issue is 
announced for auction. No commissions 
are paid for bonds and bills sold by 
auction. Canada is moving toward using 
auctions to sell all marketable securities. 

Other Sale Methods 

Fixed-price SUbscription offerings are 
used for about 114 of marketable 
bonds; the coupon and price are 
announced 1 112 days before the 
deadline for subscriptions. The Bank 
of Canada buys any portion of an 
issue that the primary distributors do 
not buy. A commission is paid on 
bonds sold via the syndicate. 

Canadian savings bonds are sold and 
the outstanding stock is also repriced 
each October. They are puttable at 
any time with accrued interest. Fees 
are paid for sale and processing of 
Canada Savings Bonds. 
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Denmark 

General Comments 

Debt management is the responsibility of the 
Ministry of Finance, with the central bank 
as fiscal agent. The budget deficit has 
widened in recent years, and is estimated at 
US$6.5 billion equivalent in 1991. The 
government has a cash account with the 
central bank, which makes it possible for 
government borrowing to lead or lag the 
government's borrowing needs. 

Main types of securities issued to the public 
are: fixed and floating rate bonds (5-10 
years)~ notes (1.1 to 2.2 years)~ and bills (3 
and 6 months). Government securities are 
in book-entry form. 

In the domestic market there are no primary 
dealers or private underwriters for 
government bonds. Trading is over-the
counter and through the Copenhagen Stock 
Exchange. The government borrows in 
foreign currencies abroad for exchange 
stabilization purposes and uses underwriting 
syndicates to place the securities. Foreign 
investors participate in the domestic market. 

The central bank conducts open market 
operations through the Copenhagen Stock 
Exchange. Participants in the government 
securities market are regulated by the 
Supervisory Authority of Financlal Affairs. 

Auction 

Domestically, bills are sold through 
uniform-price auction quarterly. Also, 
the central bank purchases them and sells 
them on tap. Banks and non-bank 
dealers that are connected to the Danish 
Securities Center, a private non-profit 
depository clearance and settlement 
system, can submit bids in auctions. 
There is no limit on awards to a single 
bidder. Trading is not permitted prior to 
the auction. 

Other Sale Methods 

Treasury notes and bonds are sold on 
tap. New issues are sold by the 
central bank through the Stock 
Exchange. Banks and security brokers 
accept applications which are passed 
on to the Stock Exchange like orders 
for secondary market purchases. The 
National Bank, acting on behalf of the 
Treasury, may set new issue yield at 
its discretion during Stock Exchange 
sessions. A new note issue is usually 
sold on tap for nine months after 
original issue. There are no 
regulations as to the length of the tap 
period for bonds. There is a tax
related minimum interest rate rule, 
which may require closing a tap issue 
if market yields rise. 
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France 

General Comments 

The Ministry of the Economy and Finance 
is responsible for debt management, and the 
Bank of France is its fiscal agent. Budget 
deficits widened in the 1980s, and the 
deficit amounted to US$18.4 billion 
equivalent in 1990. The Bank of France 
does not lend directly to the government. 

The Treasury has selected 15 primary 
dealers (SVTs) that are responsible for 
bidding in auctions, making markets, and 
providing screen quotations to the public. 
There are also 2 reporting dealers (CVTs). 
The primary dealers established an 
interdea1er broker in 1987; only SVTs and 
CVTs have access to it. The Bank of 
France executes open market operations 
through a group of 26 interbank market 
agents that are selected separately by the 
Bank. 

All marketable securities are in book-entry 
form. Participants in Treasury auctions 
must have an account at the Bank of France 
or bid through an institution that has an 
account at the Bank of France. Secondary 
market trading is over the counter. The 
government does not pay commissions to 
purchasers of marketable securities. Bank 
participants in the government securities 
market are regulated by the Banking 
Commission. The Stock Exchange 
Operations Commission supervises other 
participants in the government securities 
market. 

Auction 

Multiple-price auctions are used to sell 
coupon securities which pay interest 
annually and principal at maturity. The 
"fungible" OAT bond, which is the most 
important security from the standpoints 
of new issues and trading, matures in 4-
30 years and is reopened in new tranches 
to increase the size of each issue and 
enhance liquidity. Until midday the day 
after an allction, each SVT is permitted 
to submit noncompetitive bids for the 
most recently auctioned OAT bond at the 
auction average price in an amount up to 
30% of its average awards in the 
previous 3 OAT bond auctions. The 
minimum purchase in the auction is 
US$9.8 million equivalent. The 
Treasury also auctions 2-year and 5-year 
fixed rate bonds in a minimum of 
US$196,000 equivalent. 

Multiple-rate auctions are used to sell 
short-term bills (maturing in 13, 26, and 
52 weeks) issued at a discount. The 
minimum purchase amount in the auction 
is US$196,000 equivalent. 

When-issued trading begins when a 
security is announced. 

Other Sale Methods 

There are US$5.9 billion equivalent of 
5-year nonmarketable savings bonds 
outstanding. No effort is made to 
promote sales of savings bonds. 
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Gennany 

General Comments 

Ministry of Finance is the issuer and 
Bundesbank is its fiscal agent. German 
budget deficits have been widening in recent 
years, and in FY 1991 is estimated at 
US$40.0 billion equivalent. Temporary 
cash advances of up to US$4 billion 
equivalent are regularly made from the 
Bundesbank to the government. 

The most important debt instruments are 
longer term bonds, called Bunds, and 5-year 
special notes. Very little financing is done 
in short-term maturities under one year. All 
new public debt is in book-entry form. 

A IIO-member consortium of banks 
(including 49 affiliated with foreign banks) 
comprise the syndicate for negotiated 
placements and the eligible bidders in 
auctions. Consortium members are 
selected by the Bundesbank, acting as 
MOF's agent. The consortium members are 
also used by the Bundesbank to execute 
open market operations and to sell 
government securities on tap. 
Noncompetitive bidding is through 
consortium members. 

Public debt securities are traded 
on stock exchanges. The Federal Banking 
Supervisory Office licenses all entities that 
trade securities for the accounts of third 
parties. The eight regional stock exchanges, 
which are under the supervision of the state 
(Laender) governments, are SROs and have 
broad authority to regulate market 
participants and trading. 

Auction 

Medium-term notes, mostly with 4 years 
to maturity, have been sold in multiple
price auctions since May 1991. A 
portion of each sale of Bunds has been 
auctioned since 1990. When-issued 
trading begins with the announcement of 
an auction. There is no limit on awards 
to anyone entity. There is no 
commission paid to entities that are 
awarded securities in an auction. 

Other Sale Methods 

Bunds usually have 10 years to 
maturity. Since July 1990, Bunds 
have been sold in 3-part sales: (1) 
negotiated through syndicate, 32 %; (2) 
mUltiple-price auctions,39%; and (3) 
Bundesbank market-tending portion, 
29 %, distributed when the price is 
favorable to the government. 
Syndicate allocations have been based 
on auction awards since October 1991. 
Commissions are paid to the syndicate 
for the underwritten portion of 
securities and those sold on tap. 

5-year special notes are issued on tap 
only to individuals and charitable 
organizations; when an issue is 
completed, it is traded in the 
secondary market. 

Private placements of short-term paper 
have been used in the past, but were 
not done in 1991. 
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Italy 

General Comments 

The Treasury Ministry is responsible for 
debt management and the Bank of Italy is its 
fiscal agent. Italian budget deficits widened 
in the 1980s, and the deficit was the 
equivalent of US$128.4 billion in 1990. 
The government may borrow directly from 
the Bank of Italy. Only 4% of the public 
debt is foreign-owned. 

The government issues: short-term Treasury 
bills in lire and in ECU; medium and long
term variable and fixed rate bonds in lire 
and ECU. Short-term bills and longer term 
bonds indexed to short-term rates account 
for over 70% of the public debt. The 
longest maturity is 10 years. More than 
90% of marketable government securities 
are in book-entry form through the Central 
Depository System run by the Bank of Italy. 

Most trading is on a wholesale screen-based 
market, whose participants are regulated by 
the Bank of Italy. There are 23 primary 
dealers selected by the Bank of Italy, which 
uses them together with other market 
participants to execute open market 
operations. 

Membership in the screen-based market is 
voluntary. There are entities acting as 
dealers that are not subject to any regulatory 
regime. 

Auction 

Short-term bills denominated in lire are 
auctioned in mUltiple-price auctions. The 
Treasury sets no minimum acceptable 
price for multiple-price auctions. A set 
amount is reserved for noncompetitive 
awards. Treasury bills denominated in 
ECU are sold in uniform-yield auctions. 
Treasury bonds in lire and ECU maturing 
in 5 to 10 years are sold in uniform-price 
auctions. The government sets the 
maximum acceptable yield (minimum 
price) in uniform yield/price auctions. 

Trading begins when new security issues 
are announced by the Treasury. 
Minimum competitive bids in all auctions 
are US$88,550 equivalent of lire or 
US$73,350 equivalent ECU. While there 
is no cap on the value of awards, no 
entity may submit more than 5 bids per 
auction. Noncompetitive bids are not 
accepted in uniform price/yield auctions. 
Participation in the auction is limited to 
banks, credit institutions, insurance and 
financial companies and stockbrokers. 

Other Sale Methods 

About 9 % of the public debt is in the 
form of small investor savings 
certificates and deposits in the Post 
Office System. Once a significant 
contributor to public financing, this 
System has declined in importance in 
recent years. 
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Japan 

General Comments 

The Ministry of Finance is responsible for 
debt management and the Bank of Japan is 
its fiscal agent. Budget deficits have been 
declining since the mid 1980s. The 1990 
deficit was US$22.5 billion equivalent. 

The Japanese government bond market is 
the second largest in the world. Most 
trading is in an OTC market, though some 
transactions are on the eight stock 
exchanges. About one-third of OTC trading 
volume is done through one brokers' 
broker, which is owned by its members. 

MOF sells short-term bills and intermediate
and long-term bonds. Monthly sales of 10-
year bonds account for 80% of government 
debt outstanding and are the m'ost actively 
traded issues in the secondary market. All 
marketable Japanese bonds are in book-entry 
form. 

There are no firms designated as primary 
dealers, although the market and the 
underwriting group are dominated by 
several large participants. The Bank of 
Japan uses several brokers, which are not 
part of the underwriting syndicate, as 
intermediaries to execute open market 
operations. 

The government securities market is 
regulated by the Ministry of Finance. 

Auction 

Multiple-price auctions are used for 
securities maturing in 2, 3, and 6 months 
and 2, 3, 4, and 20 years. When-issued 
trading is illegal at any price prior to the 
auction and is illegal at a discount in the 
immediate post-auction period. For 10-
year bonds, 60% are awarded in 
multiple-price auctions and 40% are 
distributed through an 833-member 
syndicate (includes 675 banks and 158 
securities firms). Awards are limited to 
30% of amo~nt auctioned; thus, 18% of 
the total of a 10-year. The government 
pays commissions to purchasers in the 
auction and to the underwriting 
syndicate. 

Other Sale Methods 

The remaining 40% of each lO-year 
bond is sold through the syndicate, 
which obtains the bonds at the average 
of accepted competitive tenders. 

5-year bonds are placed fully through 
the underwriting syndicate, but 
comprise only a small proportion of 
total issues. 

Government compensation bonds to 
war-surviving families. Such 
nonmarketable bonds account for only 
about 1 % of government bonds 
outstanding. 
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Netherlands 

General Comments 

The Ministry of Finance is responsible for 
debt management and the central bank is its 
fiscal agent. Budget deficits have been 
declining since the mid 1980s. The deficit 
amounted to US$12.8 billion equivalent in 
FY 1991. The central bank may lend 
temporarily directly to the government in 
limited amounts. It also purchases 
government securities through open market 
operations. The MOF often purchases and 
sells government bonds to stabilize prices. 

Bonds maturing in 10 years accounted for 
75% of MOF borrowing in 1990/91. Short
term bills were not sold in 1990/91. 
Subscriptions on original issue are limited 
exclusively to members of the Amsterdam 
Stock Exchange (banks and securities 
broker/dealers). Foreign investors hold 
23 % of Netherlands government securities. 
MOF emphasizes debt lengthening and does 
not borrow in foreign currencies or sell 
indexed or variable rate securities. 

Government securities are available in 
bearer definitive and registered forms. 

There are no primary dealers. The market 
for government securities is regulated by the 
Amsterdam Stock Exchange. 

Auction 

During the late 1980s through early 
1991, MOF sold bonds in multiple-yield 
auctions. Since March 1991, however, 
government bonds have been sold on tap 
exclusively. 

Other Sale Methods 

Bonds are all sold on tap. An issue 
stays open for one or two weeks. 
There may be when-issued trading 
before the issue is closed. The 
government may change the price 
during the tap period. No fees are 
paid by MOP to subscribers to tap 
issues. The minimum purchase 
amount is US$I.5 million equivalent. 

Private placements of long-term bonds 
account for most of the rest of 
government borrowing. Inter
mediaries in private placements 
receive fees from the MOF. 

Nonmarketable savings bonds are not 
offered by the government. 
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New Zealand 

General Comments 

The Treasury is responsible for debt 
management and the Reserve Bank of New 
Zealand is its fiscal agent for internal 
borrowing. New Zealand had surpluses in 
FY s 1988-90 and a surplus of US$l. 0 
billion equivalent in 1991. Nearly half of 
the debt is owned by foreign investors. The 
government may borrow from RBNZ. 

Securities include short-term bills (32 % of 
internal public debt) and government stock 
maturing in up to 10 years (57% of internal 
public debt). Outstanding issues are 
reopened to foster market liquidity. 

All bidders in auctions must be registered 
with the RBNZ or bid through an entity that 
is registered. The RBNZ conducts open 
market operations, including issuing 63-day 
RBNZ bills, through dealers that are 
registered with RBNZ as counterparties for 
open market operations. There are no 
primary dealers. All marketable debt is in 
book-entry form. Tenders in auctions are in 
paper form. 

There is no specific regulation of the 
government securities market. The RBNZ 
provides prudential regulation of banks. 

Auction 

All marketable securities are sold in 
multiple-yield auctions. There is no limit 
on the proportion of an auction that can 
be purchased by any bidder. When
issued trading begins when a security is 
announced. No commissions are paid by 
the Treasury to purchasers in auctions. 
The government does not set a maximum 
acceptable yield. 

Other Sale Methods 

Nonmarketable Kiwi bonds are sold to 
retail investors on tap. They are 
puttable at a discount, and the 
minimum purchase is US$600 
equivalent. Fees are paid to 
institutions that handle Kiwi bond 
transactions. Kiwi bonds account for 
3 % of internal public debt. 
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Switzerland 

General Comments 

The Federal Department of Finance is 
responsible for debt management and Swiss 
National Bank is its fiscal agent. The Swiss 
central government borrows little and the 
public debt is small. Most governmental 
activity is carried out by the cantons, or 
states. Foreign participation in the 
government securities market is small. The 
amount is unknown, because all securities 
are in bearer form. 

There are no primary dealers. The Swiss 
central bank rarely conducts open market 
operations. 

The government issues a variety of 
securities including 3- and 6-month bills, 
medium-term notes and long-term bonds. 

Trading is over-the-counter and through 
regional stock exchanges. There is no 
comprehensive government securities 
regulation. Banks are subject to the 
supervision of the Federal Banking 
Commission. The cantons regulate the 
regional stock exchanges. The cantons of 
Zurich and Basle, where the most important 
financial centers are located, license over
the-counter market participants as well as 
exchange participants. 

Auction 

Swiss Debt Register Claims maturing in 
3 and 6 months are issued every two 
weeks through uniform-price auctions. 
Long-term bonds, which account for the 
majority of the debt, are sold from time 
to time through uniform-price auctions. 
No tender price limits are applied. The 
government gives a rough indication of 
the desired issue amount. 

All categories of investors are authorized 
to participate in auctions. There are no 
limits on the amount that can be awarded 
to any bidder in an auction. When
issued trading is permitted prior to the 
auction. Noncompetitive bids are 
accepted, and usually are small relative 
to the size of auctions. 

Other Sale Methods 

Bills usually with maturities of 3 to 24 
months are sold on a discount basis 
only to commercial banks. The price 
is set by the central bank and banks 
subscribe for a fixed overall amount. 

Government notes with maturities of 3 
to 10 years are sold through private 
placements on a commission basis. 
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United Kingdom 

General Comments 

The Treasury works closely with the Bank 
of England (fiscal agent) to develop debt 
management policy. The budget has been 
in surplus in recent years, with the surplus 
in 1991 US$960 million equivalent. The 
government borrows directly from the Bank 
of England. 

Bidding in gilt auctions is open to all 
investors, either on a competitive basis 
(minimum of US$960,000 equivalent) or 
noncompetitive basis (bids from US$1,920 
to $960,000 equivalent). The bulk of bids 
are submitted by primary dealers (18 gilt
edged market makers) either on behalf of 
customers or for their own account. The 
GEMMs ensure the liquidity of the 
secondary market by quoting continuous 
two-way prices in all gilts in all trading 
conditions; they have a direct dealing 
relationship with the Bank of England and 
exclusive access to interdealer brokers and 
gilt borrowing facilities. 

Participants in the gilt-edged market are 
subject to prudential supervision of the Bank 
of England. The Securities Investment 
Board, which is under the Department of 
Trade and Industry, oversees protection of 
investors. 

Auction 

Multiple-price auctions are used for bills 
and longer-term debt (gilts). When
issued trading is allowed, beginning with 
the announcement of auction details. 
Bank of England has discretion not to 
allot more than 25 % of the amount 
offered to an individual bidder if to do so 
would be likely to lead to market price 
distortion. The Bank of England does 
not set a minimum price, but securities 
may not be allotted if the price is 
unacceptably low. 

Minimum price tender sales are used to 
sell gilts; bidding is open to all investors. 
The minimum price is set in advance for 
fixed-rate gilts. Gilts are allotted at a 
common price, either minimum price or 
price at which all gilts offered are sold 
(if higher). Tenders for index-linked 
stocks normally have no minimum price, 
but authorities do not usually allot at a 
price that they perceive to be below 
market. Any unsold gilts are bought by 
the Bank of England for sale on tap to 
GEMMs. 

Other Sale Methods 

Bank of England buys gilts that 
remain unsold from minimum price 
tender sales; these are subsequently 
sold on tap to the GEMMs. Guidmg 
principle is that the Bank refrains 
from selling gilts into a falling 
market. There usually is a "fallow 
period" following an auction during 
which additional amounts are not sold 
on tap. 

Gilts can be issued and placed directly 
with the Bank of England for sale to 
the GEMMs, in exactly the same way 
as above. Usually, in the form of 
tranchettes (small additional amounts 
of existing stocks), but sometimes in 
larger amounts. 

Nonmarketable savings instruments 
are sold to individual investors 
through Post Offices. 



c. Auction Automation 

The current auction process 

Submission of tenders. Bidders in Treasury auctions can submit tenders through 
the Federal Reserve banks and branches or directly to the Treasury's Bureau of the 
Public Debt. Competitive tenders must be received by the closing time for each 
auction, which is typically 1:00 p.m. Eastern Time on the day of the auction. 
Noncompetitive tenders must be submitted by 12:00 p.m. Eastern Time on the day of 
the auction or can be submitted by mail provided they are postmarked no later than 
midnight of the day prior to the auction and the tender is received on or before the 
issue date. 

Procedures for submitting tenders currently vary among Federal Reserve districts. 
Bidders can send a facsimile message containing all required tender information (in a 
few districts), by sending an administrative message over the Federal Reserve's 
communications network containing all required tender information (in a few districts), 
or by sending representatives to the lobby of a Federal Reserve bank or branch to 
submit paper tenders (in all districts). 

Some Federal Reserve banks with large competitive bidders in their district 
provide telephone access for use by the bidders' representatives to establish 
communications with the bidders' trading desks. Typically, these representatives first 
enter all the information required on the tender form except for the par amounts and 
yields (or discount rates in the case of Treasury bills) to be bid. In the closing 
moments of the auction, following instructions from their trading desks, the 
representatives enter the par amounts and yields and submit the tender form to the 
Federal Reserve bank. 

Processing of tenders. Competitive and noncompetitive tenders are manually 
processed by Federal Reserve bank staff upon their receipt. This includes checking to 
ensure that each tender has been signed by an authorized official and that those 
submitting tenders for customers are duly authorized and are depository institutions or 
registered broker-dealers. Payment arrangements are also verified at this stage; if full 
payment does not accompany the tender, auction staff check that an auto charge 
agreement or a guarantee from a commercial bank or primary dealer of 5 percent of 
the par amount tendered is on file for the bidder if it is not a depository institution 
with a funds account. 

At each Federal Reserve bank, competitive tenders are manually sorted by rates 
or yields. The tenders are checked to ensure that those received at one rate/yield 
from anyone bidder do not exceed 35 percent of the public offering. Bidders who 
have tendered for over 35 percent of the public offering at one yield have these bid 
amounts cut back to the 35 percent maximum. Bidders that have indicated a net long 
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position greater than $200 million in the auctioned security are noted at this stage. 
Noncompetitive tenders are totaled, and an initial check is made to ensure that 
noncompetitive bids would not exceed the award limits for a single bidder. A second, 
more thorough check for compliance with the Treasury's single bidder guidelines is 
made after the noncompetitive totals have been transmitted to the Treasury in the 
interest of timely auction processing. 

Competitive bid totals are posted by yield to an auction summary report, together 
with the noncompetitive total.24 While specific bids are generally not reported 
separately in the summaries, the tenders of bidders with net long positions greater than 
$200 million are recorded on the auction summary report if the tenders suggest that 
the entity might receive 35 percent of the auction after including the pre-auction 
position and noncompetitive bids.25 The tenders of bidders who have tendered for an 
aggregate total of more than 35 percent of the public offering are noted on the report. 
In addition, any tenders for more than 35 percent of the public offering at one yield 
from a single bidder (that have been reduced to the allowable bidding limit) are noted. 

At each Federal Reserve bank, the auction summary report is signed by an 
authorized employee and transmitted by facsimile to the Treasury Department's 
Bureau of the Public Debt. At the Bureau of the Public Debt, the auction summary 
information is manually entered into an automated auction program, which computes 
the range of accepted bids based on the yields tendered by competitive bidders and the 
total amount of noncompetitive awards. The weighted average accepted yield for 
competitive tenders and any proration necessary at the stop-out (or highest accepted) 
yield, as well as supplementary auction statistics, are also computed. Two computers 
are used for verification purposes, both of which independently compute the auction 
statistics from the summary data. Manual backup procedures are also provided for 
additional flexibility. The appropriate Federal Reserve banks are contacted if the 
summaries are incomplete or if there are questions about particular tenders. Any 
questions regarding the 35 percent award limitation to a single bidder or the 
noncompetitive award limitations are also resolved before finalizing the auction results. 

After reviewing the auction results, the Bureau of the Public Debt prepares the 
press release containing the information on the range of accepted bids, proration at the 
stop-out yield, and other pertinent auction statistics. This press release is transmitted 
to the Treasury press room and released to the public at approximately 2:00 p.m. on 
the day of the auction. . 

24 Additional noncompetitive tenders may arrive by mail after this time. 

25 With this report, the Treasury is announcing that bidders may not submit both competitive and 
noncompetitive tenders in one auction. 
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Between the auction date and the settlement date (usually about five days) the 
tender and award information necessary for issuing securities to successful bidders is 
manually entered into a computer system that processes securities issued in the 
commercial book-entry system and in the lREASURY DIRECf system. On the 
settlement date, the securities are issued against payment. 

The automation project 

Strategy and project scope. The strategy for automating the auction process is 
first to automate the current auction process in order to move auction participants and 
administrators from the current manual process to an electronic, automated 
environment. The system-development phase of this effort is currently being conducted 
at two Federal Reserve banks, as fiscal agents of the Treasury. The Federal Reserve 
Bank of Kansas City is nearing completion on one phase of the project, described 
below. The core of the project is a centralized tender receiving and processing 
computer system called the Treasury Automated Auction Processing System (I'T AAPS") 
which is under development at the Federal Reserve Bank of New York. 

The first two phases are scheduled to be completed by the end of 1992. At that 
time, a telecommunications infrastructure will be in place, all participants will have the 
necessary terminal and communications equipment to submit tenders electronically, 
and the Federal Reserve banks and the Treasury will have the capability to process 
electronic tenders. Once this is accomplished, it will be possible to implement the 
open, iterative, ascending-price auction process described elsewhere in this report by 
modifying the operation of the exi~ting system. The design requirements for this new 
auction process are still being formulated. 

The automation project can be thought of as having four phases, as outlined 
below. The elements of each phase are described in more detail later in this section. 

Phase 1: The electronic acceptance and processing of bids submitted nationwide 
by smaller bidders and depository institutions. 

Phase 2: The electronic acceptance and processing of bids submitted nationwide 
by large aggressive bidders. 

Phase 3: The automation of the Treasury's auction procedures on the 
centralized processing system. 

Phase 4: Automation and centralization of issuance of securities to successful 
bidders through the commercial book~entry system. 

Electronic bidding systems. Completion of Phases I and II will allow bidders to 
submit tenders either from a "Standard FedLine" connection, a "FaST Fedline" 

B~43 



connection, or computer interface ("CI") connections that meet the Federal Reserve 
System's Computer Interface Protocol Specifications standards. 

The Standard Fedline is a software and communication application project that is 
ongoing at the Federal Reserve Bank of Kansas City. This system will provide a 
capability principally for smaller bidders and depository institutions to submit electronic 
tenders using a standard Federal Reserve System terminal for securities to be held in 
both the commercial book-entry and TREASURY DIRECT systems. This project is 
scheduled for completion by mid-1992. 

The FaST Fedline is a software and communications application being developed 
at the FRBNY, as part of TAAPS, that is designed for use by large competitive 
bidders. Large competitive bidders require the capability to submit bids quickly in the 
last seconds before an auction closes on their own behalf and on behalf of their 
customers. The FaST FedLine software application, which will run on a personal 
computer, is being developed to meet these specialized requirements. 

FaST FedLine terminals will be linked by telephone to the central TAAPS 
computer. When the Treasury announces an issue, a broadcast message will be sent to 
all FedLine terminals announcing the auction, and a description of the security, 
including issue date and maturity date, will be downloaded to the FaST FedLine 
terminals. At any time prior to the auction closing time, a bidder will complete an 
electronic copy of a tender form for the particular auction containing empty "fields" for 
security description, clearing bank information, and customer information. The bidder 
will be able to quickly fill in the FaST FedLine fields using "pop-up" menus linked to 
the bidder's database. The bidder will also be required to fill in a net long position 
field if necessary. The bidder will then be able to transmit the tender to the central 
computer at the FRBNY within seconds. 

Tender acceptance. The central T AAPS host computer application will receive 
and process electronic tenders from the Standard FedLine, the FaST FedLine, and CI 
connections. It will also provide a mechanism for inputting data from paper tenders 
submitted to Federal Reserve banks over the counter and via mail. Though processing 
will be centralized, Federal Reserve districts will continue to serve their current 
customer base and maintain primary control of tenders submitted by their customers. 
Districts will continue to be responsible for reviewing their tenders and oversight of 
original issue processing for their district; the centralized system will be a vehicle for 
supporting these operations. 

While Fast FedLine terminals will have direct communications connections with 
the TAAPS host computer at the FRBNY, Standard FedLine tenders will be routed 
through the Federal Reserve banks. All tenders and customer lists from submitting 
institutions will be printed upon receipt at the Federal Reserve bank and stored in a 
machine-readable format. Additionally, submitting institutions will receive an 
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acknowledgement indicating the tender was received. Once T AAPS is operational, a 
"tender forwarding" capability will be implemented to transmit all Standard FedLine 
tenders through the Federal Reserve's communication network to the T AAPS 
computer for centralized processing. 

Once transmitted to the FRBNY, the electronic tenders will be stored at the 
primary computer and also at the contingency processing site at the East Rutherford 
Operations Center ("EROC"). Should there be a failure at the FRBNY computer, or 
communications failure of any kind, the FaST FedLine users will reestablish a 
communications connection with the EROC and continue transmitting tenders. It is 
expected that this recovery could be accomplished in less than five minutes. If 
FRBNY's primary centralized processing system fails, Standard FedLine users will have 
their electronic tender submission capability restored by establishing communications 
between the local Federal Reserve bank's computer and the contingency site at the 
EROC. This recovery is expected to take 30 to 45 minutes. If the local Federal 
Reserve bank's computer fails, Standard FedLine users will use manual backup 
procedures to submit their bids. To support contingency processing, the system's 
operators will be able to reassign a district's processing responsibilities to another 
district. For example, if Minneapolis were unable to process its tenders, Chicago could 
be reassigned to perform this function. 

Tender processing. As tenders are transmitted to the central computer, a series 
of checks will automatically be performed on them. As a result, each tender will be 
added to one of two tender databases. The tenders that successfully pass all checks 
will be added to the "good" database; tenders that fail one or more checks will be 
added to the "questionable" database. T AAPS will send a message to each bidder's 
terminal advising the bidder that the tender has been received and stored and 
informing the bidder which checks, if any, the tender failed. 

Some of these checks will simply involve examining the tender to determine 
whether all required information has been included in the tender and that tenders were 
received before the designated closing time. Some of the checks will require T AAPS 
to search its database of bidder information to determine that, for example, bids 
submitted on behalf of customers have been authorized and payment arrangements 
have been made. T AAPS will also flag any tenders that may require auction rule 
enforcement. This would include bids for more than 35 percent of the public offering 
at one yield, bids from related entities, and tenders submitted by one entity through 
mUltiple broker-dealers or depository institutions. 

In order to screen bids for obvious data-entry errors, the T AAPS system will flag 
tenders that exceed a par amount that is a predetermined percentage above an amount 
based upon the bidder's prior submissions, and bids at a rate or yield that exceeds a 
predetermined band on either side of the when-issued market for that security. This 
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type of monitoring should catch errors such as a bid for a yield of 7.08 percent instead 
of 8.08 percent, or for $5 billion instead of $5 million. 

All flagged bids will be reviewed by Federal Reserve bank staff. Mter 
consultation with the bidder and with the Treasury in these cases, the auction staff will 
have the ability - with the Treasury's approval - to correct obvious keying errors (or 
allow the bidders to submit corrected tenders), reject questionable bids, or return them 
to the "good" database. Any tender that is changed must be reviewed and approved by 
the appropriate officials before being included in the auction, and complete 
documentation of these changes will be maintained. 

After the process of reviewing tenders and resolving any questions is complete, 
the Treasury will be notified that district-level processing of tenders is complete. The 
Treasury auction staff will then execute a program that will use the information in the 
"good" tender database, aggregated by yield, to calculate the range of accepted bids and 
all relevant auction statistics. The Treasury will review the results, and then broadcast 
the auction results to all FedLine users and simultaneously issue a public press release. 

Successful bidders in the auction will be notified of their awards via a message to 
their FedLine terminals. The TAAPS system will instruct the commercial book-entry 
system to issue the securities against payment to the successful bidders on the issue's 
settlement date. T AAPS will also be able to accommodate the requirements of the 
new commercial book-entry system being implemented in the next few years. 

Automation benefits 

Speed and productivity improvements. The current process is labor intensive at 
all stages of the auction for the Treasury, the Federal Reserve banks, and the bidders. 
Automation should allow fewer people to conduct the auctions faster, as it will reduce 
significantly the amount of time devoted to manually entering data from tender forms, 
both for auction processing and for original issue of the securities. Bidders will be 
afforded the ease and convenience of electronic bidding, and savings will result for 
some bidders from eliminating the need to send messengers to submit tenders. 

Electronic bidding should also reduce bidding errors. Bids communicated over a 
telephone and hastily transcribed by a messenger at the last moment may be 
inaccurate, illegible, or difficult to interpret. Bids entered at a terminal will not have 
these problems. While different types of errors, such as keying errors, may be 
introduced, the automatic screening procedures described above should mitigate these 
problems. 

Wider participation in the auctions. Over 9,000 depository institutions have 
FedLine terminals connected to their local Federal Reserve banks. Upon completion 
of the project for electronic bidding by depository institutions, all of these institutions 
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will have the capability of electronically submitting competitive and noncompetitive 
bids for securities to be held in either the commercial book-entry or TREASURY 
DIRECf systems. Registered brokers and dealers and other large bidders will have 
the opportunity to install computer terminals for auction bidding purposes. Depository 
institutions with FedLine terminals - particularly those in remote locations - may find 
it easier and more convenient to submit electronic bids on behalf of TREASURY 
DIRECf participants than it is with current procedures. 

More efficient monitoring of the auction rules. TAAPS will be able to collect, 
organize, and present information quickly about potential or actual rule violations to 
Federal Reserve bank and Treasury staff reviewing bids. For example, the computer 
will be able to sort tenders and customer lists by name independently of the dealer or 
depository institution through which the bids were submitted. This will make it easier 
to aggregate bids of related entities or of customers that bid through several dealers or 
depository institutions, which will facilitate enforcement of the 35 percent bid and 
award limitations and the noncompetitive award limitations. 

Standardized auction procedures. With standard Federal Reserve terminals, 
standard FedLine applications, and centralized processing, all bidders and districts will 
have the same screens and procedures for submitting and processing tenders. Use of 
standard Federal Reserve terminals and communications facilities allows the use of 
existing mechanisms for distributing and supporting terminals, and the use of existing 
and planned Federal Reserve backup sites, systems and arrangements. 
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D. Auction Rule Enforcement 

The Treasury's longstanding policies of encouraging widespread ownership of 
Treasury securities and limiting concentration of awards at auctions have led to the two 
primary auction rules, or policies: the 35 percent limitation of overall awards to a 
single bidder and the total dollar limitations on noncompetitive bidding. 

Recent events, as well as the Treasury's examination of auction activity in light of 
disclosures by Salomon Brothers Inc ("Salomon"), have resulted in certain abuses and 
enforcement problems being uncovered regarding each of these rules. This section 
discusses the enforcement of current Treasury auction rules, including identified 
problems, possible causes, and potential solutions. Further discussion of policies that 
might address these issues, such as changes to auction rules and techniques, is 
contained in other sections of this report. 

The 35 percent limitation 

The 35 percent limitation on awards to single bidders in an auction is designed to 
prevent excessive concentration of ownership of a particular Treasury security as a 
result of an auction. A limitation of this kind has been in effect since 1962. Since July 
1990, an additional Treasury rule has been in effect that limits the amount Treasury 
will recoruze as bid by a single bidder at a single yield to 35 percent of the public 
offering. 

Contrary to what is commonly suggested, the Treasury does not prohibit tenders 
for more than 35 percent of a particular auction amount or require bidders to certify 
that they have not done SO.27 The Treasury has, however, stated that bids at one yield 
for more than 35 percent of the public offering amount at any auction from a single 
bidder will be recognized only up to the 35 percent limit, and that the Treasury will not 
award more than 35 percent of the public offering amount to a single entity. While 
this policy encourages bidders to limit their bids voluntarily, it places a substantial 
degree of enforcement responsibility on the Treasury and the Federal Reserve banks 
that act as the Treasury's fiscal agents in conducting the auctions and referring any 
potential problems to the Treasury. 

26 This rule was a response to a strategy in which bidders would attempt to increase their prorated 
awards at the highest accepted yield in an auction. Large bidders would place bids well in excess of 35 
percent of the public offering amount at what they guessed to be the highest accepted yield, assuming that 
they would be awarded some fraction of this amount. This strategy disadvantaged other bidders who could 
not risk being awarded much more of the securities than they intended to purchase. 

27 In fact, for Treasury bills, it is impossible for bidders to know precisely what the public offering 
amount will be prior to the announcement of the auction results. 
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In addition, the Treasury requires bidders to certify on the auction tender form 
that the bidder's or customer's net long position in the securities auctioned does not 
exceed $200 million or to report on the form any net long position of more than $200 
million as of 12:30 pm on the day of the auction, one-half hour before the closing time 
for receipt of competitive tenders.28 This requirement was designed to aid in the 
administration of the 35 percent limitation, allowing the Treasury to aggregate bidders' 
existing net long positions with potential auction awards in determining the maximum 
securities awarded to a particular entity. In recent years, the Treasury has reduced 
awards based on bidder's long positions in a number of auctions, although such action 
has not often been necessary. 

Problems and abuses. The Treasury's enforcement of the 35 percent limitation 
on auction awards has generally been effective. The unauthorized customer bids 
submitted by Salomon that allowed it to purchase more than 35 percent in several 
Treasury auctions are the only instances of which the Treasury is aware since the 35 
percent limitation has been in place in which a single bidder was awarded more than 
35 percent of the publicly offered auction amount. 

In the widely publicized Salomon case, several of the unauthorized bids 
submitted for customers by Salomon resulted in awards to Salomon in excess of 35 
percent of the public offering amount. These include the February 21, 1991 five-year 
note auction, in which Salomon bought 57 percent of the notes through a bid for itself 
and two unauthorized bids in customer names, and the May 22, 1991 two-year note 
auction, in which Salomon effectively purchased 38 percent of the auctioned notes. 
Salomon has also admitted that it failed to report a sizeable long when-issued position 
in the May 1991 two-year note auction.29 Had the position been duly reported, the 
amount awarded would have been reduced by the amount of the long position. 

The noncompetitive award limitation 

Securities awarded noncompetitively earn a yield equal to the weighted average 
yield of accepted competitive bids. Bidding noncompetitively assures an investor of 
receiving a desired amount of securities, with a market-based yield determined by the 
auction results. The noncompetitive award process was designed for smaller investors 
that do not have the resources or information to bid competitively. Noncompetitive 

28 With this report, Treasury is announcing that in order to reduce the reporting burden, it will not 
require bidders to report their net long positions at the time of the auction unless the total of the bidder's 
net long position plus its bid is greater than a significant amount of the auctioned issue. 

29 See Statement of Salomon Inc submitted in conjunction with the testimony of Deryck C. Maughan. 
Chief Operatin& Offer of Salomon Brothers Inc. and Robert E. Denham. General Counsel of Salomon Inc 
before the Subcommittee on Oversight. Committee on Ways and Means. United States House of 
Representatives. September 24. 1991. 
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bidding was never intended to serve as a substitute for competitive bidding by 
sophisticated and large bidders who have the resources, knowledge, and expertise to 
bid competitively. For this reason, and because the Treasury desires a predominantly 
competitive pricing system for its securities, noncompetitive awards to each bidder are 
limited. The noncompetitive award limits have changed over time and are currently 
$1 million for bills and $5 million for notes and bonds. 

Every auction tender form states that noncompetitive tenders are not to exceed 
the specified amount allowable for a single bidder. In addition, the tender form 
indicates that a noncompetitive bidder may not have entered into an agreement with 
respect to noncompetitive awards prior to the closing time for receipt of tenders. This 
rule is intended to prevent an investor from obtaining more than the specified amount 
of securities at the average yield by arranging to acquire them from other investors 
who plan to bid noncompetitively. 

Problems and abuses. There have been several instances of investors using 
noncompetitive awards for what appear to be arbitrage purposes. Market participants 
have discerned a tendency of prices of Treasury securities to be slightly higher than the 
average auction price immediately following the announcement of the auction results. 
This means that securities purchased noncompetitively at the average yield can be 
resold immediately after the announcement of the auction results in the when-issued 
market, often for a profit. 

The pattern is similar in most of these cases that the Treasury has uncovered. 
An investment or trading firm submits bids for the maximum noncompetitive award in 
the names of a list of employees or customers. The bids are either pooled through a 
primary dealer, or spread throughout a number of different dealers. The securities are 
then resold immediately after the auction and before payment is required. Only if the 
securities are sold at a loss does the bidding entity require any payment from 
participants. However, in some cases, it may be that pool participants were actually 
required to put up a certain amount of margin towards the positions. Often the same 
list of participants is used repeatedly in different auctions. 

The Treasury has investigated these schemes, and, in some cases, referred them 
to the SEC. Participants have maintained that they are not violating any specific 
auction rule, as they claim that all bids are properly authorized and that they have not 
made any pre-auction agreements regarding the securities. While the Treasury has not 
taken the position of prohibiting resale of noncompetitively awarded securities 
immediately following the auction, these activities do appear to have gone against the 
spirit of the noncompetitive award system, and, in some cases, may have violated the 
prohibition on pre-auction agreements. 

In several other instances, related entities, such as multiple bank subsidiaries or 
branches within a single bank holding company, have submitted bids, either through the 
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same dealer or through other dealers, that combined exceed the noncompetitive 
bidding limits. In most of these cases, the entities do not appear to have been acting in 
concert to garner a larger share of noncompetitive awards, but rather were probably 
unaware of their affiliates' auction activities. In several of these instances, the 
potential problem was detected by the Federal Reserve and Treasury auction staff, and 
auction awards were appropriately reduced to conform to the single-bidder limitations. 
However, there have also been a few instances in which Federal Reserve bank and 
Treasury staff were not aware of the multiple bids and therefore did not limit the 
combined awards as would be appropriate. 

Another potential problem is that primary dealers often submit auction tenders 
for the maximum noncompetitive amount for their own accounts. Treasury has not 
rejected noncompetitive bids in these cases, even though primary dealers also bid 
competitively and often take pre-auction positions in the securities being auctioned. 

Underlying causes and potential solutions 

Changes to the underlying auction technique or policies towards market 
"squeezes" could alleviate the problems discussed above because such changes would 
likely remove the benefits to evading either the 35 percent limitation or the 
noncompetitive limitation.3O The major contributing factors to the enforcement 
problems and abuses under the current auction framework are discussed below. 

Bidding by related entities. Despite the much-publicized Warburg/Mercury case, 
in which Salomon submitted an unauthorized bid in the name of an S.G. Warburg 
affiliate, the problem of bids from related entities has mainly arisen in the 
noncompetitive bidding area due to the thousands of noncompetitive bids that are 
submitted at each auction. 

The wide array of corporate and partnership affiliations makes it difficult to 
determine which entities should be considered together as a single bidder for purposes 
of the 35 percent auction award and bidding limitations and the noncompetitive award 
limitation. A bank holding company, for example, may have numerous subsidiaries 
throughout the country that may not communicate with one another on a regular basis, 
and may submit bids through different Federal Reserve districts. Partnerships with 
essentially identical memberships and different family members are also considered to 
be a single bidder under the Treasury's guidelines. 

30 Under a uniform-price auction method, for example, the Treasury would probably maintain the 
noncompetitive bidding mechanism, as this would allow small investors to be assured of receiving the 
desired amount of securities. However, since all investors would receive the same yield, the incentives for 
noncompetitive relative to competitive bidding would be greatly reduced. 
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To date, most single-bidder issues have been handled on a case-by-case basis, 
usually after the auction has taken place. More systematic enforcement of the single
bidder guidelines would require the Treasury and the Federal Reserve banks to 
maintain a comprehensive database of corporate affiliations that could be used as a 
ready reference tool. 

Bidder certifications. As mentioned previously, auction tender forms currently 
include several statements regarding noncompetitive purchases and a certification with 
respect to net long positions of bidders and their customers. Treasury currently has no 
satisfactory way of independently verifying the position certifications. The prohibition 
against pre-auction agreements regarding noncompetitive awards has also required 
some clarification. 

The Treasury is clarifying these issues in the new offering circular, which also 
should eliminate any current ambiguity as to the appropriate usage of noncompetitive 
awards. While the Treasury has traditionally maintained that covering short when
issued positions with noncompetitive awards violates the auction rules, the auction rules 
will further disallow noncompetitive awards to bidders who also bid competitively in a 
particular auction and who hold when-issued, futures, or forward positions in the 
security being auctioned. This policy change should ensure that the noncompetitive 
bidding privilege is not misused by sophisticated traders and dealers rather than 
smaller, less sophisticated investors. 

Lack of centralized surveillance system. The auction bidding system is very 
decentralized, with tenders being submitted at many locations around the country. 
Much of the enforcement of the auction award limitations is administered at the 
Federal Reserve banks. There is currently no automated surveillance system in place 
that would capture all tender information and perform a timely and comprehensive 
check that any multiple bids by the same or related entities do not exceed the bidding 
and award limitations in the short span of time available between submission of 
tenders and announcement of results. As a result, surveillance and enforcement of 
bidding limitations is currently very labor and time intensive. 

As discussed elsewhere in this report, electronic bidding and automation of the 
auction process will alleviate many of the operational problems in auction rule 
enforcement. Automation would allow nationwide policing of any single-bidder 
problems and verification of customer bids and would facilitate a rapid response to 
such problems by auction administrators. 

In the meantime, the Treasury and the FRBNY have already implemented a 
policy of spot-checking large customer bids for authenticity. Because of the verification 
policies in place or currently being developed, it is less likely that circumvention of the 
35 percent limit through unauthorized bidding will be a problem in the future. The 
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Treasury and Federal Reserve staff have also strengthened the routine policing of any 
potential noncompetitive award problems. 
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E. Concentration of Auction Awards 

The Treasury has pursued policies over the years to make Treasury marketable 
securities available to a broad range of investors and to diminish the likelihood that 
ownership of the securities will be heavily concentrated as a result of Treasury auction 
awards. Treasury actions to broaden distribution of Treasury securities in the auction 
include limiting awards to anyone bidder to 35 percent of the amount offered to the 
public and making marketable Treasury securities available on a noncompetitive basis. 
The Treasury offers securities across the maturity spectrum in order to appeal to a 
wide range of types of investors and to balance the maturity structure of the 
outstanding debt. 

It is advantageous for the Treasury to distribute new marketable securities to a 
number of auction participants, rather than to allow any entity, even through 
competitive bidding, to obtain all or nearly all of a Treasury security. If there were a 
market perception that awards in Treasury auctions may be to only one or a few 
entities, over the longer term, other potential participants in Treasury auctions may be 
discouraged from submitting tenders and Treasury borrowing costs could rise. The 
ability of any investor to purchase Treasury securities on original issue, directly from 
the Treasury or through a government securities dealer, ensures that sales of Treasury 
securities are perceived as fair by market participants. Distribution of securities to a 
number of market participants also has the advantage that the securities may be sold to 
a broader customer base than would be the case if auction awards were more 
concentrated. 

Statistical evaluation of concentration of auction awards. The primary dealers, 
as a group, purchase large proportions of Treasury securities in auctions. This is not 
surprising, since the primary dealers are the major market makers for Treasury 
securities and they focus their capital and expertise on trading government securities. 
The primary dealers are expected by the FRBNY to be "consistent and meaningful 
participant[s] in Treasury auctions of new securities."31 This section of the study 
presents data on competitive awards to primary dealers, their customers, and other 
competitive and noncompetitive bidders for the period of January 1990 through the end 
of September 1991, using tenders submitted in Treasury auctions as the source of data. 
The data have been adjusted to count as awards to a primary dealer the awards on 
unauthorized bids submitted by Salomon.32 . 

31 Federal Reserve Bank of New York, Primary Dealers: Criteria and Procedures Applied to FInDS 
Interested in Becominc and Remaininc Primm Dealers, 1988. 

32 See Statement of Salomon Inc. submitted in conjunction with the testimony of Warren E. BuffeL 
Chairman and Chief Executive Officer of Salomon Inc. before the Securities Subcommittee of the Senate 
Committee on Bankin" HOllsing and Urban Affairs. September 10. 1991. 
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Primary dealers bidding for their own accounts were awarded about 72 percent 
of Treasury bills, notes, and bonds awarded to private investors during the January 
1990 through September 1991 period33 (see Tables B-2 and B-3). Auction awards to 
customers of primary dealers accounted for about 5 percent of private awards of 
Treasury bills and about 15 percent of notes and bonds. Noncompetitive awards 
accounted for 20 percent of Treasury bill auction awards to private investors on 
average but less than nine percent of note and bond auction awards. 

Awards in each auction were ranked as to amounts awarded to primary dealer 
firms and their customers. The top 10 firms and their customers combined took 50 
percent of total private awards in bill auctions and 66 percent in note and bond 
auctions during the January 1990 through September 1991 period (see Tables B-4 
and B-5). 

One primary dealer and its customers were awarded 35 percent or more of the 
total offered to the public in 17 out of a total of 66 Treasury note and bond auctions. 
The 35 percent maximum was purchased by one primary dealer for its own account in 
6 of the 66 auctions. Awards to the top three bidders (a primary dealer for its own 
account or another entity, not combined) averaged nearly 41 percent of total private 
awards in note and bond auctions between January 1990 and September 1991 (see 
Table B-6). 

The figures on awards to primary dealers for their own accounts overstate the 
concentration of ownership of Treasury securities as a result of the auction, because 
primary dealers in the aggregate usually have large net short positions going into the 
auctions. Part of the primary dealers' market making function is to distribute Treasury 
securities in the when-issued market prior to the auction. Primary dealers in the 
aggregate had net short positions prior to every auction of notes and bonds in the 
January 1990 through September 1991 period. Net short positions averaged nearly 40 
percent of auction awards to primary dealers for their own accounts during that period 
(see Table B-7). 

Potential ways to lessen concentration. The squeeze in the May two-year note, 
following the auction on May 22, 1991, pointed up the need to review ways to lessen 
the potential for concentration of auction awards. In that auction Salomon and its 
customers were awarded 87 percent of the total amount offered. This highly 
concentrated auction result, while not unprecedented, was followed by unusual 
distortions in the cash and repo markets for that note. With these distortions in mind, 
the Treasury began a review of auction procedures following the May 1991 two-year 

33 Awards to private investors include awards on competitive and noncompetitive tenders and exclude 
noncompetitive awards to the Federal Reserve banks for the System open market account and official 
foreign custody accounts. Awards to foreign accounts held outside of the Federal Reserve are included 
with awards to private investors. 
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note auction and has made changes to lessen the potential for a repeat of the 
experience. 

Steps that have been taken 

1. The Treasury has changed auction rules since May 1991 by increasing the 
maximum amount of notes and bonds that can be purchased by a single bidder through 
noncompetitive tenders from $1 million to $5 million, effective with the three-year note 
auction on November 5, 1991. 

In the auction of the three-year notes on November 5, 1991, the Treasury 
awarded $852 million of noncompetitive tenders to the public, compared with the 
average of $1.311 billion in the three-year note auctions between January 1990 and 
September 1991. In the lO-year note auction on November 6, $614 million of 
noncompetitive tenders were awarded to the public, compared with the $597 million 
average in January 1990 through September 1991, and $937 million of 30-year bonds 
were awarded to the public on a noncompetitive basis in the auction on November 7, 
compared with an average of $368 million. Thus, total noncompetitive awards to the 
public in November 1991 were slightly higher than average. The distribution of awards 
among the three securities in November appears to reflect an investor preference for 
the relatively higher yields on longer term securities at the time of the November 
auctions. 

2. Also effective with the November three-year note auction, the Treasury allows 
all registered and noticed government securities brokers and dealers to bid for 
customer accounts, a privilege that previously had been granted only to primary dealers 
and depository institutions. 

Possible further measures 

1. The Treasury could require that an auction participant who bids for more 
than a specific amount of a bill, note, or bond (for example 10 or 15 percent of the 
amount offered to the public) bid directly at a Federal Reserve bank rather than 
submit its tender(s) through a dealer(s). The advantages of direct bidding are that it 
would: (1) eliminate the information advantage of a dealer who bids in large size for 
customers; (2) make it more difficult for dealers and customers to act in concert in an 
auction and in the secondary market immediately after the auction; and (3) make the 
auction more competitive and therefore attract potential bidders who may be 
discouraged from taking the risks involved in participating in an auction if awards can 
be expected to be concentrated. 

The disadvantages would be that: (1) it would force a dealer that was planning 
to submit a large bid for its own account, or that had a large volume of customer bids, 
to advise its customers to take their business elsewhere or face a cutback in the 

B-56 



amount the customer wants to buy; (2) it would deny a customer the advice and other 
services of a dealer firm that the customer prefers; (3) in the current manual data 
processing environment, bidders would have to arrange to submit tenders physically to 
a Federal Reserve bank; (4) bidders would have to arrange for a payment mechanism 
with a depository institution; and (5) bidders might not have sufficient information on 
current market conditions to be able to bid competitively. 

The Treasury has decided to facilitate direct bidding, rather than to require it. 
Requiring large bidders to tender directly might not achieve the desired end, but could 
instead provide impetus for retail accounts to purchase securities from dealers in when
issued trading and circumvent the auction entirely. 

The FRBNY and the Treasury are working to automate Treasury auctions. 
When the automated bidding system becomes operational late in 1992, depository 
institutions and government .securities brokers and dealers will be able to submit 
tenders electronically. In addition, the Treasury and the FRBNY plan to extend 
electronic bidding capability to other large bidders, who could arrange to pay for their 
securities through autocharge agreements. It is likely that large bidders would have 
existing banking relationships that could be expanded to include autocharge 
agreements. In addition, the Agencies are working on ways to encourage the expansion 
of coverage of information on prices and trading volume in the government securities 
market and to extend the availability of on-line, real-time interdealer broker 
information systems. The greater availability of information that is expected to result 
from these efforts should promote an increase in direct bidding. 

2. The Treasury could lower the 35 percent award maximum. The 35 percent 
maximum award ensures that awards will be made to at least three competitive 
bidders, after taking into account noncompetitive awards. Lowering the maximum to 
25 or 30 percent of the amount offered has been proposed and could result in 
distributing awards to a larger number of market participants, which potentially would 
encourage more entities to participate in the auction. A disadvantage of a lower 
maximum award limit would be that it could discourage aggressive bidding, which could 
tend to reduce demand for the securities and increase the cost of financing the debt. 

3. The Treasury could increase the noncompetitive award limit further. As 
indicated above, the Treasury is reviewing the results of the recent increase in the 
noncompetitive award limit. It is too early to assess whether the change will result in a 
change in bidding behavior. An advantage of a higher limit might be that bidders 
would be willing to submit larger noncompetitive tenders, which could result in larger 
amounts being awarded to entities other than government securities brokers and 
dealers, thus potentially reducing the concentration of auction awards. A disadvantage 
could be a reduction in the size of the competitive pool that might impair efficient 
pricing in the auction. 
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Table B-2 

Awards in Treasury Bill Auctions * 
January 1990 Through September 1991 

(Millions of Dollars) 

Competitive Private 
Primary P.Dealer Other Total Non- Total 
Dealer Customer Total Direct Come· Come·** Private 

13-week $428,186 $32,509 $460,695 $26.868 $487,563 $145,559 $633,122 

26-week 417,449 24,998 442,447 14,421 456,868 114,895 571,763 

52-week 154,753 11,008 165,761 7,895 173,656 19,789 193,445 

Total $1,000,388 $68,515 $1,068,903 $49,184 $1,118,087 $280,243 $1,398,330 

Percent of Private Awards 

Competitive Private 
Primary P.Dealer Other Total Non- Total 
Dealer Customer Total Direct Come· Come·** Private 

13-week 67.6% 5.1 % 72.8% 4.2% 77.0% 23.0% 100.0 % 

26-week 73.0 4.4 77.4 2.5 79.9 20.1 100.0 

52-week 80.0 5.7 85.7 4.1 89.S 10.2 100.0 

Total 71.5% 4.9% 76.4% 3.5% 80.0% 20.0% 100.0 % 

* Based on auction date, not issue date. Excludes cash management bills. 
** Excludes awards to foreign custody accounts and to the Federal Reserve for its own account. 

Source: U.S. Treasury Department. 
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Table B-3 

Awards in Treasury Note and Bond Auctions * 
January 1990 Through September 1991 

(Millions of Dollars) 

Comeetitive Private 
Primary P.Dealer Other Total Non- Total 
Dealer Customer Total Direct Come· Come·** Private 

2-year $174,133 $32,769 $206,902 $20,406 $227,308 $29,389 $256,697 

3-year 61,731 12,786 74,517 1,947 76,464 9,176 85,640 

4-year 23,362 4,989 28,351 1,180 29,531 3,384 32,915 

5-year 87,058 18,540 105,598 2,384 107,982 8,594 116,576 

7-year 46,654 5,985 52,639 1,807 54,446 3,387 57,833 

10-year 53,453 17,566 71,019 1,536 72,555 4,183 76,738 

30-year 59,226 12,047 71,273 1,966 73,239 2,577 75,816 

Total $505,617 $104,682 $610,299 $31,226 $641,525 $60,690 $702,215 

Percent of Private Awards 

Comeetitive Private 
Primary P.Dealer Other Total Non- Total 
Dealer Customer Total Direct Come· Come·** Private 

2-year 67.8% 12.8 % 80.6% 7.9% 88.6% 11.4 % 100.0 % 

3-year 72.1 14.9 87.0 2.3 89.3 10.7 100.0 

4-year 71.0 15.2 86.1 3.6 89.7 10.3 100.0 

5-year 74.7 15.9 90.6 2.0 92.6 7.4 100.0 

7-year 80.7 10.3 91.0 3.1 94.1 5.9 100.0 

10-year 69.7 22.9 92.5 2.0 94.5 5.5 100.0 

30-year 78.1 15.9 94.0 2.6 96.6 3.4 100.0 

Total 72.0% 14.9 % 86.9% 4.4 % 91.4% 8.6% 100.0 % 

* Based on auction date, not issue date. 
** Excludes awards to foreign custody accounts and to the Federal Reserve for its own account. 

Source: U.S. Treasury Department. 
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Table B-4 

Awards to Top Ten Primary Dealers and Customers 
In Treasury Bill Auctions * 

January 1990 Through September 1991 
(Millions of Dollars) 

Competitive Private 
Primary P.Dealer Other Total Non- Total 
Dealer Customer Total Direct Com~. Com~.** Private 

13-week $280,313 $27,389 $307,702 $179,861 $487,563 $145,559 $633,122 

26-week 260,695 21,307 282,002 174,866 456,868 114,895 571,763 

52-week 103,058 10,090 113,148 60,508 173,656 19,789 193,445 

Total $644,066 $58,786 $702,852 $415,235 $1,118,087 $280,243 $1,398,330 

Percent of Private Awards 

Com~etitive Private 
Primary P.Dealer Other Total Non- Total 
Dealer Customer Total DireCt Compo Comp.** Private 

13-week 44.3% 4.3% 48.6% 28.4% 77.0% 23.0% 100.0 % 

26-week 45.6 3.7 49.3 30.6 79.9 20.1 100.0 

52-week 53.3 5.2 58.5 31.3 89.8 10.2 100.0 

Total 46.1 % 4.2% 50.3% 29.7% 80.0% 20.0% 100.0 % 

* Based on auction date, not issue date. Excludes cash management bills. 
** EXCludes awards to foreign custody accounts and to the Federal Reserve for its own account. 

Source: U.S. Treasury Department. 
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Table B-5 

Awards to Top Ten Primary Dealers and Customers 
In Treasury Note and Bond Auctions * 

January 1990 Through September 1991 
(Millions of Dollars) 

Com~etitive Private 
Primary P.Oealer Other Total Non- Total 
Dealer Customer Total Direct Com~. Com~.** Private 

2-year $113.315 $29.781 $143.096 $84.212 $227.308 $29.389 $256.697 

3-year 46.408 10.867 57.275 19.189 76,464 9.176 85.640 

4-year 19.700 4.855 24.555 4.976 29.531 3.384 32.915 

5-year 66.992 17,466 84,458 23,524 107.982 8.594 116.576 

7-year 33.590 5.286 38.876 15,570 54,446 3.387 57,833 

10-year 40.747 16.388 57.135 15,420 72.555 4.183 76,738 

30-year 44.828 10,566 55,394 17,845 73.239 2.577 75,816 

Total $365.580 $95.209 $460,789 $180,736 $641.525 $60.690 $702,215 

Percent of Private Awards 

Com~etitive Private 
Primary P.Dealer Other Total Non- Total 
Dealer Customer Total Direct Com~. Com~.** Private 

2-year 44.1 % 11.6 % 55.7 % 32.8% 88.6% 11.4 % 100.0 % 

3-year 54.2 12.7 66.9 22.4 89.3 10.7 100.0 

4-year 59.9 14.8 74.6 15.1 89.7 10.3 100.0 

5-year 57.5 15.0 72.4 20.2 92.6 7.4 100.0 

7-year 58.1 9.1 67.2 26.9 94.1 5.9 100.0 

10-year 53.1 21.4 74.5 20.1 94.5 5.5 100.0 

30-year 59.1 13.9 73.1 23.5 96.6 3.4 100.0 

Total 52.1 % 13.6 % 65.6% 25.7% 91.4 % 8.6% 100.0 % 

* Based on auction date. not issue date. 
** Excludes awards to foreign custody accounts and to the Federal Reserve for its own account. 

Source: U.S. Treasury Department. 
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Table B-6 

Awards to Top Three Bidders in 
Treasury Note and Bond Auctions* 

January 1990 Through September 1991 
(Millions of Dollars) 

Percent of Awards to Top 
Awards to Compo Pvt. 3 Dealers and 

Top 3 Bidders** Awards Awards Customers*** 

2-year $92,223 40.6% 35.9% $102,689 

3-year 39,103 51.1 45.7 42,454 

4-year 18,439 62.4 56.0 21,108 

5-year 55,160 51.1 47.3 64,661 

7-year 21,312 39.1 36.9 26,020 

10-year 32,289 44.5 42.1 42,868 

30-year 28,548 39.0 37.7 36,657 

Total $287,074 44.7% 40.9% $337,461 

* Based on auction date, not issue date. 
** Bidder may be a primary dealer or a customer of a primary dealer. 
*** Primary dealer plus customer of the primary dealer. 

Source: U.S. Treasury Department. 
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Compo Pvt. 
Awards Awards 

46.2% 40.0% 

55.5 49.6 

71.5 64.1 

60.0 55.5 

47.8 45.0 

59.1 55.9 

51.4 49.7 

52.6% 48.1% 



2-year 

3-year 

4-year 

5-year 

7-year 

10-year 

30-year 

Total 

Table B-7 

Primary Dealer Net Position Before Auctions· 
as a Percent of Account Awards to Primary Dealers 

January 1990 Through September 1991 
(Millions of Dollars) 

Primary Dealer Account Primary Dealer Net Position 
Competitive Net Position Before as Percent of 

Awards Auction** Awards 

$173,633 -$80,637 -46.4% 

61,731 -22,194 -36.0 

22,852 -5,338 -23.4 

83,058 -39,890 -48.0 

46,654 -11,221 -24.1 

53,453 -14,262 -26.7 

58,356 -17,387 -29.8 

$499,737 -$190,929 -38.2% 

* Based on auction date, not issue date. 
** Aggregate primary dealer net position as of 3:30 p.m. the day before the auction. 

Sources: U.S. Treasury Department and Federal Reserve Bank of New York. 
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4. Hedge Funds 

The recent events involving Salomon and the much-publicized "squeezes" of 
Treasury notes have focused public and regulatory attention on a type of investment 
entity popularly referred to as a "hedge fund." These investment funds, which are 
operated so as to be exempt from most types of regulatory oversight and restraints, 
have recently begun to playa major role in the government securities market. They 
apparently have the capability to assume large positions in Treasury securities because 
of their size, capacity for leverage, and willingness to take substantial risks with their 
capital. This section discusses why regulators have little access to information about 
these entities and their day-to-day activities and what the possible implications are for 
the government securities market. 

What is a "hedge" fund? 

The term "hedge fund" was in use as early as the 1960s to describe a new 
speculative investment vehicle that used sophisticated hedging and arbitrage techniques 
in the corporate equities market.34 In the late 1960s, former Securities and Exchange 
Commissioner Hugh Owens described "hedge funds" as "private investment partnerships 
which employ the investment techniques of leveraging and hedging.,,35 In the 1970s 
and 1980s, the activities of similar types of funds broadened into a range of financial 
instruments and activities. These funds grew tremendously in terms of assets, 
particularly in the 1980s, and now operate in the cash, futures, and options markets and 
engage in foreign currency, government securities, and commodity transactions, as well 
as merger and acquisition activities. 

The term "hedge fund" does not have a precise definition, but it has been used to 
refer generally to a cadre of private investment partnerships that are engaged in active 
trading and arbitrage of a range of different securities and commodities. For the 
purposes of this report, the discussion presented here will focus on characteristics of 
those funds that are large and active participants in the government securities market 
and will use the term "hedge fund" to refer to this sort of private investment fund, 
regardless of its actual activities. 

34 The A.W. Jones Group may have been the first entity to be nicknamed a "hedge fund" in the early 
1960s because of its strategy of taking offsetting long and short positions in the stock of companies in the 
same industry, thus hedging macroeconomic factors but benefitting from company specific performance. 

35 "A Regulator Looks at Some Unregulated Investment Companies: The Exotic Funds," Remarks of 
SEC Commissioner Hugh Owens before the North American Securities Administrators Association 
(October 21, 1%9). 

B-64 



Publicly available data on hedge funds and their activities are limited. In fact, 
hedge funds are organized in such a way as to minimize the amount of information 
that they need to disclose about their operations. No comprehensive statistics exist as 
to their overall number in the United States, assets under management, types of 
transactions, degree of leverage, rates of return, or positions in particular securities, 
aside from large positions in futures contracts and corporate equities. 

Media reports, discussions with market participants, and the limited information 
disclosed to regulatory agencies suggest some rough estimates. Total assets invested in 
hedge funds certainly run into the tens of billions of dollars; several funds have assets 
of more than $1 billion each. In fact, many hedge funds are reported not to be 
accepting new money, as some have grown too large and unwieldy for the sort of 
trading strategies they typically employ. Rates of return on leading hedge funds are 
reported to be well above average market returns, even over a period of years.36 

Many hedge fund managers began their careers as commodity traders and continue to 
use sophisticated trading and arbitrage techniques. 

As hedge funds have grown in size, requiring fund managers to seek markets that 
can easily absorb huge amounts of money, several of the largest funds have recently 
become aggressive participants in the government securities market. While hedge 
funds have regularly placed bids in Treasury auctions in the past, it was not until late 
1990 that funds began making large and aggressive bids in Treasury auctions. These 
funds have been placing bids in amounts that suggest highly leveraged positions. The 
funds typically bid through major primary dealers, and the combined awards of dealer 
and hedge fund would often represent a significant portion of the publicly offered 
amount of securities. 

Hedge funds are also reported to have acquired even larger positions in the 
secondary market for Treasury securities (including the when-issued market) and are 
likely to have engaged in repurchase transactions in order to finance these positions 
and those purchased in the primary market. Certain hedge funds that are large 
participants in the government securities market have also been the focus of some 
publicity as a result of unauthorized bids submitted in their names by Salomon in 
several Treasury auctions.37 

36 Stephen Taub, "Hedging your way to prosperity," Financial World, (April 3, 1990). 

37 See Statement of Salomon Inc. submitted in conjunction with the testimony of Warren E. Buffet. 
Chairman and Chief Executive Officer of Salomon Inc. before the Securities Subcommittee. Committee on 
Banking Housing and Urban Affairs. United States Senate. September 10. 1991. 
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Legal and regulatory structure 

Hedge funds are generally structured as limited partnerships, organized either in 
a U.S. state or "offshore" in a tax-haven country.38 This structure affords the investors 
important legal distinctions from other types of investment vehicles, distinctions without 
which their activities would be severely curtailed. 

An entity structured as a limited partnership is permitted under the tax laws to 
pass through its profits to the partners, avoiding entity-level taxes that would be levied 
on other forms of organization. Equally important, hedge funds can be structured so as 
to be exempt from a variety of securities and investment company regulations. This 
leaves hedge funds structured in this way with a much greater degree of flexibility in 
both investment techniques and compensatory structure than would be possible for a 
conventional regulated investment company. 

Each limited partnership must have a general partner, who is responsible for 
managing the fund, making investment decisions (or selecting who will make 
investment decisions) and raising new capital when necessary. The general partner of a 
hedge fund (or its owner) sometimes has a large personal stake invested in the fund. 
The limited partners purchase an interest in the partnership, in return for which they 
receive a fixed percentage of the fund's profits. The minimum purchase unit for a 
partnership interest is usually in the $100,000 to $1 million range and is thus geared 
towards high net worth individuals or institutions. A partnership interest cannot be 
easily sold or transferred, unlike shares in a mutual fund. There may be a minimum 
holding period before sale is allowed or a substantial delay in liquidating the 
partnership interest by selling it to the general partner. 

Securities laws. Hedge funds are not generally subject to SEC oversight.39 Most 
investment interests in hedge fund partnerships are privately offered and not registered 
pursuant to the Securities Act of 1933; therefore, no offering documents for them are 
filed with the SEC, although an offering document may be required to be distributed to 
the limited partners. 

Hedge funds also claim an exclusion from registering as securities dealers under 
Section 15(a) of the Securities Exchange Act of 1934 ("Exchange Act"), based on the 
so-called "trader" exception to the definition of "dealer." In general, a trader is an 

38 Offshore funds may also be organized as corporations, which affords their foreign investors 
exemption from U.S. taxes but allows the shares to trade on foreign stock exchanges. 

39 The anti-fraud provisions of the federal securities laws do apply to hedge funds whether or not they 
are registered with the SEC. See Tamar Frankel, The Regulation of Money Managers, (1978), Vol. 4, pp. 
318-323, for a discussion of the treatment of hedge funds under the securities laws. 
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entity that trades securities solely for its own investment "account and does not carry on 
a public securities business, while a dealer buys and sells securities as part of a regular 
business, deals directly with public investors, engages in market intermediary activities, 
and may also provide other services to investors. To date, the SEC has not taken a 
formal position on the issue of hedge fund registration as dealers, and the funds that 
this report has focused on have not, on their own initiative, sought advice from the 
SEC as to whether to register. 

H appropriately structured, a hedge fund is not an investment company under the 
Investment Company Act of 1940. Under Section 3(c)(1) of this statute, funds with less 
than 100 persons and no intention of making a public offering are exempt from 
registering as an investment company. A fund excluded from the definition of 
investment company is not subject to any provisions of the Investment Company Act. 

Investment company status imposes substantial regulatory requirements, including 
conflict of interest regulations, financial statement and audit requirements, and 
disclosures to customers and to the SEC. Investment companies are also subject to 
leverage limitations, including an overall 300 percent asset-to-debt coverage rate. This 
would be a particularly troublesome restriction for hedge funds, which reportedly often 
rely on a high degree of leverage in order to take larger positions and raise their 
potential rate of return on capital. 

The Investment Advisers Act of 1940 requires registration of professional money 
managers with the SEC. Fund managers may avail themselves of the small adviser 
exemption from registration in Section 203(b)(3) of the Investment Advisers Act if they 
have less than 15 clients. In 1985, the SEC adopted rule 203(b )(3)-1, which permits a 
general partner to count a limited partnership as a single client, rather than counting 
each partner as a separate client, under certain circumstances. Under this rule, it 
appears that managers and general partners of hedge funds would be exempt from 
registration. 

Hedge funds are probably particularly eager to avoid investment adviser 
registration. In addition to record-keeping and disclosure requirements associated with 
investment adviser registration, fund managers might also have to comply with Rule 
205-3, which prohibits an investment adviser from charging performance-linked fees.4O 
Of course, as general partner, the manager of a hedge fund would be entitled to a fair 
return on capital invested, but the SEC would probably view any compensation above a 
return on capital and payment for services which are not linked to performance as a 
performance fee. 

40 Rule 205-3( e) permits Performance fees when all clients have a minimum of $500,000 under 
management or a net worth of $1 million each. 
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Commodity Exchange Act. Because most hedge funds make use of futures 
markets, their operators, advisers and trading activities fall within the regulatory 
domain of the Commodity Futures Trading Commission (ICFfC"). The CFfC 
requirements for hedge funds are disclosure oriented and less prescriptive than those 
for investment companies and investment advisers, but at the same time, CFfC 
registration is harder to avoid. 

Under the Commodity Exchange Act ("CEA"), registration of hedge funds 
themselves is not required; rather, registration is required of the hedge fund manager 
and any adviser( s) to the fund under certain circumstances. The manager may have to 
register as a commodity pool operator ("CPO") and the adviser(s) may have to register 
as a commodity trading advisor ("CT A"). Every commodity pool must have a pool 
operator responsible for operational aspects of the fund and for raising funds from 
investors. A CPO can manage more than one pool, and a pool can have more than 
one CPO or CTA. Several major hedge fund managers or their affiliates are, in fact, 
registered with the CFfC as CT As or CPOs. 

The CFfC's regulations define a commodity pool as "an investment trust, 
syndicate or similar form of enterprise operated for the purpose of trading commodity 
interests." Accordingly, an investment fund generally must be considered a commodity 
pool if it makes use of commodity futures and options contracts. The CFfC generally 
makes a determination as to when pool status is appropriate depending on the 
importance of commodity futures trading to the entity and its other characteristics. An 
offshore operator of an offshore investment entity, however, may be granted relief from 
CPO registration if it is not marketed to U.S. investors, regardless of the scope of its 
activities in the U.S. futures markets. 

The CEA also prescribes that any person who provides advice regarding 
commodity futures and options trading must register as a CTA. Exemption is provided 
for those who advise 15 or fewer clients and do not hold themselves out generally to 
the public as aCTA. However, unlike the SEC, the CFfC will usually count each 
investor in the partnership separately for the purposes of determining cr A status. 

CPOs are required by the CFfC to provide disclosure documents and certified 
annual reports to investors and to the CFfC. CT As must provide disclosure 
documents to clients and to the CFfC. CPOs and CT As must keep and maintain 
books and records which must be accessible to the CFfC and the Department of 
Justice for inspections. Information that must be maintained includes records of 
commodity and cash market trading activity and information concerning the pools. 

Regulatory Issues 

The regulatory issues relevant to these funds involve not so much the protection 
of the investors who invest in them, typically high net worth individuals or institutions, 
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but the potential of these funds, due to their size, active market presence, and use of 
leverage, to cause market disruptions. 

For example, Salomon has disclosed that it purchased large amounts of 
securities for two large hedge funds in the May two-year note auction and was aware of 
a large position in the notes by a third fund. This concentration of ownership of the 
securities may have contributed to a squeeze in the market. 

In addition, hedge funds are large enough to prompt concern about market 
stability. However, regulators, except for the CFfC in some circumstances, have little, 
if any, authority to gain access to information about hedge fund activities. While the 
SEC can obtain through its subpoena powers records relevant to its investigations, 
which must be approved by a vote of the Commission, there appears to be little access 
for regulators outside of an investigatory proceeding. 

Reporting and information access. The CFfC is the only regulatory agency with 
any reguJar reporting contact with certain hedge funds. In the futures market, the 
CFfC requires large position reporting identifying the positions of large traders in 
specific futures contracts, and several of the major hedge funds are regularly included 
in these reports. As mentioned above, the CFfC also receives annual reports from 
CPOs regarding their pools' operations and has the authority to inspect records of cash 
market transactions of the pools, their CPOs, and their clients, although this authority 
is not routinely exercised. 

The cnc's large trader reporting authority derives from Section 4i of the CEA 
which requires large traders and position-holders in particular futures contracts to 
maintain books and records of their transactions and positions in both the futures and 
cash market for the particular commodity and allows the CFfC, along with the 
Department of Justice, to inspect these records. It is not clear, however, whether the 
CFfC could use this authority to acquire information for purposes other than to 
investigate concerns in the futures market. 

In some instances, hedge funds must also report to the SEC. Hedge funds are 
subject to Section 13( d) of the Exchange Act, which requires investors to report large 
positions in equity securities. In addition, investment managers of hedge funds may be 
subject to the reporting requirements of Section 13(f) of the Exchange Act, which 
requires investment managers "that exercise investment discretion with respect to equity 
securities having an aggregate fair market value of at least $100 million to file 
quarterly reports with the SEC regarding their equity securities positions. These 
reports are made public. Information on hedge funds also is reportable by brokers and 
dealers under the SEC's new large trader reporting provision (Section 13(h», although 
these regulations will cover only publicly traded corporate equities and options. 
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The SEC has little additional authority to obtain regular information on the 
activities of hedge funds. In order to claim the exemptions from the Investment 
Advisers Act and the Investment Company Act, the funds are not required to submit 
any documentation or to petition for exemption. In fact, the existence of a particular 
hedge fund may not even come to the SEC's attention unless the SEC receives a 
complaint about that fund's activities. 

Treasury also has little regulatory contact with hedge funds or access to 
information on their activities. While Treasury does, of course, have information on 
auction bidding and Treasury securities awarded to hedge funds in auctions, it currently 
has no access to information on hedge funds' when-issued and other secondary-market 
activity in government securities, aside from the limited position reporting required on 
auction tender forms. 

Systemic market risk. Events in the government securities market have shown 
that their capacity for leverage allows hedge funds to take large trading positions 
disproportionate to their capital base. Thus far, fund managers have proved very adept 
at controlling their market risk, and their lending counterparties appear to consider 
them creditworthy. However, the sheer size of the positions taken by the hedge funds 
raises concerns about systemic risk that these funds may introduce into the financial 
markets. 

It is unclear to what extent the failure of a major hedge fund would affect the 
functioning of the financial markets. Market participants have indicated that hedge 
funds' use of leverage is usually implemented through margined or collateralized 
transactions, which would tend to mitigate the effect of a failure on counterparties. 
For example, transactions on commodity futures exchanges, in which hedge funds are 
very active, are subject to margin and mark-to-market rules. Repurchase agreements 
are collateralized by government securities, which would allow the counterparty that 
held the collateral securities to retain or sell them in the event of a failure. However, 
regulators currently have little information that might help them assess the market 
impact of a failure of a hedge fund or that would warn of an impending failure. 
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s. Government Securities Clearing Corporation 

The Government Securities Clearing Corporation ("GSCC") is a clearing agency 
registered with the SEC pursuant to the Exchange ACt.41 GSCC currently is the only 
registered clearing agency that offers a centralized, automated system for the clearance 
and settlement of trades in Treasury securities. GSCC offers comparison and netting 
services to members. GSCC's clearance and settlement system also functions as a risk 
assessment, credit risk reduction, and risk containment facility for eligible trades in 
government securities that are submitted to GSCC for comparison and netting. GSCC 
collects and stores information about a significant percentage of trades in the 
government securities market. The data GSCC currently receives and maintains 
include the number and value of submitted and compared trades; dollar and par values 
of when-issued and other net settlement positions; debit and credit marks; and fails to 
deliver and duration of fails. Such information is available by CUSIP, by member, and 
in the aggregate. 

Comparison 

GSCC offers a centralized, automated comparison system for government 
securities trades. Comparison is the matching of the purchase and sale sides of a 
trade. Successful comparison occurs if the information submitted by both sides to a 
trade agrees as to quantity, security identification, contra party, trade price or trade 
value, buy or sell, and trade and settlement dates. Each comparison generated by 
GSCC evidences a valid, binding and enforceable contract between the members with 

41 GSCC was temporarily registered as a clearing agency in 1988 (Securities Exchange Act Release No. 
25749 (May 24, 1988),53 FR 19639 ("GSCC Registration Order"». Temporary registration of GSCC has 
been extended through May 31, 1993 (Securities Exchange Act Release No. 29236 (May 24, 1991),56 FR 
24852). GSCC is owned (about 19 percent) by National Securities Clearing Corporation ("NSCC"), a 
registered clearing agency and the largest equity clearing corporation in the U.S., and (about 81 percent) 
by approximately 48 government securities brokers and dealers. 

As a clearing agency registered pursuant to Section 17 A of the Securities Exchange Act, GSCC is a 
self-regulatory organization ("SRO") and is subject to statutory obligations pursuant to Section 19 of the 
Exchange Act. Each SRO is required to me with the SEC for publication and approval any proposed 
changes to its rules. Each SRO also is required to comply with the 1934 Act and rules thereunder, and its 
own rules, to enforce compliance with its rules by its members, and to impose disciplinary sanctions on 
members for violations of rules. Section 17A further requires registered clearing agencies, among other 
things, to have rules designed to promote the prompt and accurate clearance and settlement of securities 
transactions, to assure the safeguarding of securities and funds and, in general, to protect investors and the 

public interest. 
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respedtcthetrade4
; Centralized, automated comparison systems at clearing 

agencies have eliminated the need for brokers to match trades manually and have 
given brokers and dealers better control over operational aspects and financial risks 
involved in settling trades. Automated comparison gives trading parties time to 
concentrate on resolving differences with counterparties and to prepare for settlement. 
In volatile markets, automated comparison enables market participants to liquidate 
their exposure from uncompared trades quickly, before changes in market prices 
increase potential losses. Automated comparison in the government securities market 
also permits brokers and dealers to submit delivery and payment instructions to 
clearing agent banks earlier in the day, which reduces late Fedwire deliveries.43 

Members submit trade data to GSCC until 10:00 p.m., and receive reports of 
compared and uncompared trades by 2:30 a.m. the next morning, which is settlement 
day. GSCC's comparison system thus allows members to reduce fails by reconciling 
uncompared trades at the start of the day and resolving differences in time for the 
afternoon settlement period. 

Approximately 61 GSCC members participate in the comparison system. In 
1991, on average, 22,376 sides44 were submitted daily to GSCC for comparison, of 
which 94 percent, with a dollar value of $153 billion, were successfully compared. 
Currently, GSCC compares submitted trades that occur in the when-issued market, 
including yield-based trades,45 trades that occur in the post-issuance, secondary 
market, and exercises of over-the-counter options. 

In December 1991, the SEC approved for one year a GSCC proposal to enhance 
the comparison system by allowing submitting members to enter the name of a non-

42 GSCC Rule 7. Also see Jeffrey F. Ingber, Overview of the Government Securities Clearing 
Corporation (August, 1991) ("Overview"). If comparison does not result in a matched trade, the trade will 
pend in GSCC's system until it is either compared or deleted by GSCc. 

43 GSCC Registration Order at 19641-2. 

44 A side is either the purchase or sale piece of a trade. Both the purchasing side and the selling side 
submit data for processing. 

45 Yield-based trades are when-issued trades that occur after the auction announcement but before the 
security is auctioned and that trade on a yield rather than a price basis because the coupon on the security 
has not yet been set. GSCC compares these trades using the yield instead of a price. After comparison, 
these trades are deleted from GSCC's system. After final price information is determined, the trades may 
be resubmitted to GSCC for comparison and netting. As discussed infra, GSCC plans to expand 
processing of yield-based trades. 
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member as the executing firm.46 An executing firm could be a customer or a non
clearing broker. The executing firm data can be used as a surveillance tool. Once 
captured, this data would reside at GSCC and would be available to identify, after the 
fact, the party for whom a dealer entered into a trade. 

Centralized comparison could benefit other market segments. Ideally, 
centralized comparison systems might also be adapted and expanded to include non
dealer, institutional customers.47 Comparison systems for institutional customers 
generally offer automated confirmation 48 and affirmation 49 services. Although GSCC 
does not yet offer centralized, automated confirmation and affirmation systems, such 
systems exist today at other clearing agencies. With adaptation or change, these 
systems could be expanded to include government securities trades involving 
institutions. For example, Depository Trust Company's ("DTC"io Institutional 
Delivery ("ID") and International Institutional Delivery ("IID") Systems provide 
automated confirmation and affirmation services to brokers, banks, and institutional 
customers. 51 

46 Securities Exchange Act Release No. 30078 (December 13, 1991).56 FR 66110. Initially, GSCC will 
compare trades even if the executing firm data do not match. As members become more comfortable with 
the new format, however, GSCC intends to use the executing firm data as a required comparison element. 

47 Because dealers are required to send confirmations of transactions that include more data than are 
usually included in a comparison report, expanding comparison systems to those customers would not 
necessarily eliminate dealer confirmation distribution. 

48 In a typical institutional trade, the customer's executing broker must confirm the terms of the trade 
in writing to the investment manager. See 17 CFR § 240.10b-10. 

49 If the confirmation conforms to the investment manager's records of the trades ordered by the 
customer, the investment manager must issue instructions to the custodian bank authorizing the receipt or 
delivery of securities against payment to or by the broker. 

50 DTC is a registered clearing agency and the largest private securities depository in the U.S. 

51 Adapting DTC's [D or liD Systems for use in the government securities markets, however, would 
mean that dealers who participate in GSCC might be required to interact with more than one clearing 
agency to compare their government securities trades. It might be possible for GSCC to act as a conduit 
for its members, by accepting trade data from them and transmitting the data to DTC for confirmation 
processing. Output from DTC could be transmitted to GSCC for distribution to its members. 

DTC would need to adapt the ID system in at least one way in order to accommodate the need for 
earlier confirmations in the government securities market. Currently, the ID system trade input is in batch 
form and is processed only once a day - too late for the needs of the government securities market. Plans 
to enhance the [D system are under discussion. The liD system currently uses a multi-batch system that 
could accommodate earlier confirmations that would be useful for government securities trades. 
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Another market segment that might benefit from automated comparison is the 
market for repurchase and reverse repurchase agreements ("repos").52 Centralized 
repo processing not only would give regulators a truer picture of the government 
securities market, but also would give a better picture of each market participant's total 
risk profile, enabling GSCC, other clearing agencies, and regulators to refine their risk 
reduction policies. GSCC could benefit the market by offering a system that clearly 
defines which stage of the transaction is occurring, e.g., opening, closing, setting up a 
reverse repo or closing a reverse repo, and that automatically generates a comparison 
of the transaction. Such a service, if capable of capturing a high percentage of repo 
transactions, also could enable regulators to obtain data on repos for surveillance 
purposes at little or no cost to market participants. 

Netting and Guaranteed Settlement 

GSCC also operates a netting system through which each netting member's 
compared trades are reduced to one net settlement position in each security, which is 
in tum reduced to a minimum number of deliver or receive obligations.53 Centralized, 
multilateral trade netting systems can increase market efficiency and reduce 
counterparty credit risk and market risk.54 Trade netting reduces delivery and 
payment obligations for dealers, thus reducing both exposure and settlement costs. A 
netting system that includes novation of the trade, in which the clearing entity 
interposes itself as the counterparty to every deliver and receive obligation, effectively 
guarantees settlement of trades and reduces significantly the risk that the counterparty 
will fail to settle the trade.55 In addition, netting has the potential to reduce daylight 

52 S I' . tl IX •• I ome c earmg agencles curren y Oller repo processmg servtces. For examp e, DTC operates a 
Repo Tracking System that is designed to ensure that distributions on the securities underlying the repo 
are paid to the proper party. 

53 Essentially all Treasury and Agency securities that are Fedwire-eligible, other than mortgage-backed 
and floating-rate securities, are eligible for netting. For a list of netting eligible securities, See Overview, 
supra note 41, at 8. 

54 Counterparty credit risk is the risk to one party to a trade that the other party to the trade will 
default on its payment or delivery obligations. Market risk is the risk that, in the event of a default, the 
value of the securities bought or sold will change, so that a subsequent trade to complete the purchase or 
sale will result in a fmancial loss. 

55 The Bank for International Settlements has observed that "multilateral netting by novation and 
substitution has the potential to reduce liquidity risks more than any other institutional form, but this 
depends critically on the fmancial condition of any central counterparty to the netting ... " Bank for 
International Settlements, Report on Netting Schemes (February, 1989) at 6. 
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overdrafts on Fedwire and the risk that the failure of one institution to settle may 
cause losses or the failure of other institutions.56 

GSCC's netting system aggregates and matches offsettin,p deliver and receive 
obligations resulting from netting members' compared trades5 in order to establish a 
net settlement position for a member's activity in each security. After net settlement 
positions have been determined, resulting deliver and receive obligations are 
established. All deliver, receive, and related payment obligations between members 
that were created by trades that comprise the net settlement positions are terminated 
and replaced by the settlement obligations issued by GSCC.58 Net settlement 
positions and resulting deliver and receive obligations are fixed at the time that they 
are reported by GSCC to the member. 

GSCC accepts trade data from members until 10:00 p.m. and nets the submitted 
trades. At approximately 2:30 a.m. on the morning of settlement date, GSCC makes 
available netting reports to members. Each day, GSCC establishes and reports, by 

. CUSIP and by product for the trades of a netting member: net settlement positions; 
fail net settlement positions,59 which are marked to market daily with accrued 
interest; forward net settlement positions,60 which are netted on a rolling basis from 
the date of comparison to the current day and which automatically convert into net 
settlement positions on the scheduled settlement date; and deliver and receive 
obligations necessary to accomplish the settlement of a member's net and fail net 
settlement positions.61 At the time reports of the net settlement positions are reported 
to members, the deliver and receive obligations are novated. 

56 The problem of daylight overdrafts has led the Federal Reserve Board to adopt guidelines on the 
use of Fedwire. See "Reducing Risk on Large Dollar Systems - Interim Policy Statement," Fed. Res. Reg. 
Servo Par. 9-1006. In addition, the Federal Reserve Board has addressed methods for controlling the risk 
on private delivery-against-payment systems. See "Private Delivery-Against-Payment Security Systems," 
Fed. Res. Reg. Servo Par. 9-1000. 

57 Each netting member, other than an interdealer broker, is required by GSCC rules to submit all 
trades with other netting members to GSCC's netting system. GSCC Rule 11. 

58 There is no provision for unwinding positions that have been netted and novated. 

59 A fail net short position results from the failure of a netting member to deliver, and a fail net long 
position results from a netting member's failure to receive. 

60 A forward net settlement position is the amount of securities that GSCC anticipates a netting 
member will be obligated to receive or deliver on the scheduled settlement date. The forward net 
settlement position arises from the netting member's when-issued and forward trades. 

61 Deliver and receive obligations on fail net settlement positions are not netted with other deliver and 
receive obligations, but are maintained on an independent basis until settled, except in cases of close-out. 
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Once a netting member receives the report of its net delivery obligations, it is 
obligated to instruct its clearing bank as to securities and funds transfers to and from 
GSCC's clearing bank. All settlements are made over the Fedwire, thereby ensuring 
delivery versus payment and finality of settlement.62 Securities movements take place 
throughout the day over Fedwire from 8:30 a.m. until the Fedwire closes for securities 
transfers, usually 2:30 p.m. or later. Securities deliveries made to GSCC's clearing 
bank are instantaneously redelivered to members.63 All deliveries are made against 
full payment of GSCC's system price.64 

GSCC also conducts funds only settlements. The funds only settlement amount 
is the daily aggregate of funds owing to GSCC for Trade Adjustment Payments, 
forward mark allocation payments, fail mark adjustment payments, clearance difference 
amounts, fees, and any miscellaneous adjustments. GSCC's clearing banks collect debit 
amounts from members by 10:00 a.m. and pay credit amounts to members by 11:00 
a.m. 

Currently, about 44 GSCC members are netting members. This group includes 
all the interdealer brokers, 34 of the 38 primary dealers, and several non-primary 
dealers. In 1991, on average 17,015 sides, valued at $135 billion, were submitted to the 
net daily, and were reduced to 3,719 obligations, valued at $39 billion. GSCC nets 
members' forward settling trades, including when-issued trades that are traded on a 
price basis, and post-issuance secondary trades. GSCC's netting system routinely 
reduces deliver and receive obligations by nearly 80 percent. 

The benefits of netting are greater as more trades are included in the net, 
because a greater number of deliver and receive obligations are reduced to as small a 
number as possible. In addition, as more trades are included in GSCC's netting 
system, a larger percentage of market activity is novated, becoming guaranteed trades 
and freeing members from certain risks described above. To this end, GSCC is 
planning to include more types of trading activity in the netting process and to expand 
its membership in order to extend the benefits of netting to a larger universe of its 
current members' trades and to a larger universe of participants. Specifically, GSCC 
has proposed to add yield-based trades and auction take-down activity to the netting 
process. In addition, GSCC has begun discussions with the futures contract markets 
about including futures transactions in the netting process. 

62 Fedwire transfers are immediate and irrevocable. 

63 If GSCC receives securities late in the day that it cannot redeliver, the fmancing costs are shared by 
netting members, other than interdealer brokers, on a pro rata basis. 

b4 The system price is the par-weighted average of all compared trades in each issue on that date, 
excluding trades with suspect prices. Because the system price is an average, GSCC also calculates a trade 
adjustment payment, or "TAP," that is the difference between the system price and the contract price. 
Each business day, each member must payor receive a net debit TAP or net credit TAP. 
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The SEC recently approved GSCC's proposal to include yield-based trades in the 
netting system beginning in January 1992.65 In order to include yield-based trades in 
the netting system, GSCC will convert the yield trades into priced trades at the time of 
comparison. To convert, GSCC will use a standard Treasury Department conversion 
formula. This change will permit GSCC to extend the credit protection of the trade 
guarantee to members' yield-based trades sooner than under the current procedure, 
whereby compared yield-based trades are deleted from the system and resubmitted for 
netting after the Treasury auction. 

Another type of trading activity that could benefit from netting is auction take
down activity. GSCC has proposed that its services be used in connection with the 
delivery of auction purchases. Under its proposal, GSCC would accept and report in 
its comparison system data on securities purchases made at auctions by GSCC netting 
members, net the purchases with when-issued trades of such members in the same 
securities through the netting system, and assume responsibility for the delivery of the 
purchased securities through GSCC's clearing mechanism.66 If implemented, 
additional information on the overall distribution process required to settle Treasury 
auction purchases and on the true net settlement positions of members during a when
issued period would be available at GSCC. Treasury and FRBNY staff have been 
working with GSCC on implementing this concept for the past eighteen months. 

Safeguards Underlying Guaranteed Settlement 

By guaranteeing settlement of trades included in the net, GSCC has given market 
participants greater certainty of settlement. GSCC does this by interposing itself 
between all receive and deliver obligations, and thus becoming the delivering party to 
all members with receive obligations and the receiving party to all members with 
deliver obligations. Nevertheless, the guarantee is only as good as GSCC's ability to 
meet its obligations. GSCC therefore has adopted many safeguards to ensure that 
members and GSCC are able to meet their settlement obligations. 

GSCC's safeguards encompass risk assessment capability and risk reduction and 
containment measures. GSCC's system of risk assessment is based on historical data. 
GSCC's system of risk reduction is designed to protect GSCC from identifiable risks in 
its clearing agency activities and to ensure settlement of trades. In the event GSCC 

65 Securities Exchange Act Release No. 29732 (September 24, 1991), 56 FR 49937. 

66 GSCC has refmed its proposal so that any Treasury auction purchase by a netting member -
whether competitive or non-competitive in nature and whether or not for a customer, would be 
automatically delivered to GSCC's clearing bank and encompassed within GSCC's net. GSCC would 
allocate auction deliveries to allow for the most complete netting process and to ensure timely delivery so 
that each member would take possession of the entire amount of its auction purchases on the morning of 
issue date. 
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incurs a loss resulting from its clearing agency functions, GSCC's system of risk 
containment is designed to limit each member's loss to a pro rata assessment. 
Safeguards include member operational and financial standards, collection and 
maintenance of a clearing fund, collection of forward marks, monitoring of open 
positions, and procedures in the event of default by a GS~C member. 

GSCC's credit and market risk reduction features may be particularly appealing 
in light of the anonymous nature of trading in the government securities market. Four 
interdealer brokers may have recognized that GSCC's system promotes risk reduction 
and effectively screens members' creditworthiness. These four have broadened their 
customer lists beyond primary and aspiring primary dealers to include all netting 
members of GSCC. As the group of GSCC netting members expands, therefore, access 
to interdealer broker screens should expand as well. 

Membership Standards and Monitoring. GSCC's rules permit the following 
types of entities to become comparison members: registered government securities 
brokers and dealers, government securities brokers or dealers that have provided notice 
under Section 15C of the Exchange Act, clearing agent banks, and entities that 
demonstrate they could materially benefit from access to the service. Each comparison 
applicant must have sufficient operational capability and must be in compliance with 
the capital requirements imposed by its regulator. 

For netting members, admission standards are more stringent. Unlike 
comparison members, all netting members must be registered government securities 
brokers or dealers, government securities brokers or dealers that have provided notice 
under Section 15C, or clearing agent banks. In addition, netting members must have 
used the comparison service for at least six months and have an established, profitable 
business history of a minimum of six months or personnel with sufficient operational 
experience. Netting members must be well-capitalized, with net worth of at least $50 
million and excess net capital or excess liquid capital of at least $10 million (or $4.2 
million in liquid or net capital for an inter-dealer broker and $250 million in equity 
capital for a bank).67 

The SEC has emphasized that a clearing agency's rules must be designed to 
prevent unfair discrimination in the admission of members.68 The SEC has voiced to 
GSCC its view that GSCC's services should be opened to all applicants enumerated in 

67 Membership standards are set forth in GSCC Rule 2. 

68 Securities Exchange Act Release No. 16900 (June 17, 1980),45 FR 41920. 
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the Exchange Act based on appropriate credit and operational standards, and not 
based on primary and aspiring primary dealer status.69 

The financial condition of each GSCC member is continuously monitored 
through the shared facilities of NSCC's compliance department. The compliance 
department receives from members financial reports made to regulators, as well as 
audited financial statements.70 The compliance department also is in regular contact 
with regulatory, supervisory and examining entities, including self-regulatory 
organizations. Monitoring determines whether each member remains in compliance 
with its minimum admission standards and whether it poses any financial or other risks 
to GSCC.71 Members that pose risk to GSCC may be placed on surveillance status.72 

GSCC uses the data submitted for comparison and netting services to monitor 
the aggregate positions of members and to assess their risk profiles. By having as 
complete a picture as possible about its members' aggregate positions, GSCC is better 
able to assess risks to its members resulting from their activity and risks to itself as 
guarantor of netted trades. GSCC's current netting system produces a good picture of 
netting members' trades with each other. GSCC also has a data base of activity among 
comparison-only members and between these members and netting members. Trades 
with non-members, however, do not appear anywhere in GSCC's data base. 

GSCC represents that it is actively developing changes to its membership 
standards to admit a second tier of market participants beyond the primary dealers, 
aspiring primary dealers, and interdealer brokers. GSCC believes this tier of potential 
members is composed of two categories of market participants: a small group of 
arbitrage firms and registered or noticed government securities brokers and dealers. 
Interest from the second group principally is to meet the government securities needs 
of their retail equity customers. The Treasury, the SEC and the Federal Reserve 

69 See GSee Registration Order, supra note 40, at n.38, and Securities Exchange Act Release No. 
27006 (July 7, 1989),54 FR 29798 at n.82. 

70 By sharing monitoring facilities, GSee benefits by seeing the regulatory reports not only of Gsee 
members, but also of the members' affiliates who are Nsee members. NSeC's monitoring capability is 
similarly enhanced. 

71 GSee may cease to provide services generally or for a particular transaction for a member that no 
longer complies with membership standards and a member whose fmancial or operational condition has 
deteriorated such that GSee believes the member will be unable to meet its obligations. GSeC Rule 18. 

72 GSee's rules provide GSCe with the discretion to require a member that is placed on surveillance 
status to make and maintain an additional deposit to the clearing fund of up to 200 percent of its highest 
single business day's required clearing fund deposit during the most recent 20 business days. Securities 
Exchange Act Release No. 27006, supra note 68, at n.52. 

B-79 



believe that GSCC should accelerate its efforts to expand membership to more 
government securities dealers and brokers. 

Clearing Fund, Marks and Loss Allocation Procedures. The basic risks posed to 
GSCC by netting members are that a member might not pay a settlement amount due 
to GSCC or might fail to deliver or to take delivery of securities. A member's default 
or insolvency could expose GSCC to significant financial losses. To protect against this 
risk, GSCC has established a clearing fund the purposes of which are: (1) to have on 
deposit from each netting member cash or other collateral sufficient to satisfy a loss to 
GSCC as a result of that member's default and close out of settlement positions; (2) to 
maintain a total asset amount sufficient to satisfy potential losses to GSCC resulting 
from the default of more than one member and the failure of the counterparties of 
that member to pay their pro rata allocation of loss; and (3) to ensure that GSCC has 
sufficient liquidity at all times to meet its payment and delivery obligations. 73 

A netting member's clearing fund requirement is a percentage of its money 
settlement obligations over a recent period plus a margin amount on the member's net 
settlement positions.74 A minimum of the greater of $100,000 or 10 percent of a 
dealer's clearing fund required deposit must be in cash. Eligible Treasury securities 
and letters of credit from approved banks also are acceptable forms of clearing fund 
deposits. Clearing fund requirements are calculated daily and collected if there is a 
deficit.75 The clearing fund recently has been valued at about $225 million.76 

The margin requirements are based on historical daily price volatility data with 
protection to two standard deviations.n "Disallowance percentages" were established 
among classes of offsetting securities, to allow GSCC to give credit for offsets only to 

73 Overview, supra note 41, at 17. 

74 Currently, the clearing fund requirement is 125 percent of the member's average funds-only 
settlement amount over the most recent 20 business days plus the greater of the margin amount on the 
member's net settlement positions averaged over the most recent 20 business days, taking into account 
offsetting positions, or 50 percent of the margin for that business day on the member's net settlement 
positions without allowing for offsetting positions. GSCC, Form CA-1 (March 15, 1991) at 8-9. 

75 Currently, interdealer broker netting members must make a deposit to the clearing fund of $1.6 
million each in collateral to cover losses that may be allocated against them. As users of GSCC's netting 
system, interdealer brokers are required to share in the loss allocation scheme. 

76 Telephone conversation with Thomas F. Costa, Senior Vice President, GSCC, October 31, 1991. 

n Two standard deviations encompass approximately 95 percent of the measurements from the mean. 
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the extent appropriate. Irrespective of the nature of the offset, a minimum marin of 
50 percent of the margin amount on the member's "gross" positions is collected. 

While technically not a part of the clearing fund, a special margining system was 
designed for forward-settling trades, including when-issued trades, to ensure that the 
failure of up to all of the five members with the largest debit mark levels on any given 
day would not disrupt the ability of the system to settle successfully that day's 
government securities trades. To this end, GSCC collects forward mark allocation 
payments from certain non-interdealer broker netting members. The basis for these 
payments is the daily mark-to-market obligation associated with a member's ongoing 
forward net settlement position in each security from the time of comparison and 
novation of the trades that underlie such position.79 

Another risk reduction policy is the collection of daily marks on fail net 
settlement positions. The daily mark-to-market payment for fails takes into account 
accrued interest.so 

Netting members have obligations for loss sharing. Three principles underlie 
GSCC's loss allocation scheme. First, GSCC will look to the collateral put up by the 
member whose default caused the 10ss.81 Second, if the loss remains unsatisfied, the 
members that dealt with the defaulting member will be asked to satisfy the loss in full 

78 Gsee maintains a separate margin factor schedule for zero-coupon securities because of the 
tendency of zero-coupon securities to display greater volatility than other Treasury securities. 

79 A member's net securities and funds only settlement obligations arising from forward-settling trades 
are included in the calculation of such member's clearing fund requirement during the post-auction 
forward-settling period. 

80 This mark to market procedure has in some cases replaced certain capital and customer protection 
requirements imposed by the Treasury Department. Overview, supra note 41, at 9. 

81 Under GSee Rule 4, each member grants to GSCC a first priority perfected security interest in all 
assets and property placed by a member in the possession of GSCC (or its agents acting on its behalf), 
including all securities and cash on deposit with GSCC in satisfaction of a netting member's required fund 
deposit or additional fund deposit as security for any and all of its obligations and liabilities. GSCC is 
entitled to its rights as a pledgee under common law and as a secured party under Articles 8 and 9 of the 
New York Uniform Commercial Code with respect to such collateral. GSCC maintains a lien on securities 
that have been delivered to it by the selling side of each trade until it receives payment via Fedwire from 
the buying side. Securities Exchange Act Release No. 27006 supra note 68, at n.39. 
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on a pro rata basis.82 Third, if the members that traded with the defaulting member 
do not satisfy the loss in full, other members will be asked to share in the 10ss.83 

82 The affected members are those with trading activity to be settled on the day of default. 

83 GSCC, Form CA-1 (March 15, 1991) at 9. If a non-counterparty member determines to withdraw 
from GSCC, its maximum exposure is limited to the amount of its clearing fund requirement. Maximum 
interdealer broker liability is $1.6 million, the amount of the clearing fund deposit. 
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6. Sales Practice Rules 

Background and discussion 

In enacting the GSA in 1986, Congress did not grant Treasury or any other 
regulatory body new authority to develop sales practice rules pertaining to transactions 
in government securities except for advertising rules. The legislative history of the 
GSA shows Congress' previous intent that the GSA not result in excessive regulation 
that would impair the efficient operation of the market and recognition that the SEC 
has authority under Section lO(b) of the Exchange Act to promulgate rules to prohibit 
fraudulent, manipUlative, and deceptive acts and practices. The scope of the GSA and 
the new authority thereunder generally were limited to those areas of documented 
abuse and weakness in the government securities market.84 

Congress' initial judgment was that the potential costs of sales practice rules in 
the government securities market would outweigh the potential benefits. Congress had 
the opportunity to authorize sales practice rules for the government securities market 
in its development of the GSA but, with the exception of advertising, chose not to do 
so. The scope of the GSA was therefore narrower than other securities legislation 
designed to regulate the equities and municipal securities markets. 

The GSA continued the restriction placed on the NASD that prohibits it from 
applying its sales practice rules to government securities transactions, although it 
provided an exception to that restriction, authorizing the NASD to prohibit fraudulent, 

84 "The legislation would grant to the Secretary specific rulemaking authority in the areas of fmancial 
responsibility and related practices, financial statements, recordkeeping and exemptions from registration. 
Rulemaking authority in additional areas does not appear to be necessary to address the weaknesses that 
have been identified in the government securities markets." ••• 

"The Committee views these rules as being generally sufficient to achieve the purposes of the rules 
to be adopted under Section 15C(b) .... " *** 

"Since government securities would continue to be treated as exempted securities for purposes of 
the Exchange Act, a registered securities association would have no authority with respect to government 
securities brokers, government securities dealers, and government securities transactions except as 
specifically authorized in the bill or as already exists in current law. . .. a registered securities association 
would not be authorized to regulate transactions in exempted securities by member brokers or dealers. 
For example, a registered securities association would be precluded from adopting ... any rules of fair 
practice applicable to government securities brokers and government securities dealers .... " S. Rep. 99-426, 
supra at 14, 16, 20. 
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misleading, deceptive, or false advertising in connection with government securities.8S 

Registered securities exchanges have no such restriction on the application of their 
sales practice rules to their members' transactions in government securities. 

The appropriate regulatory agencies for financial institutions do not have explicit 
authority to impose sales practice rules on the institutions they supervise, although the 
OCC currently applies the Municipal Securities Rulemaking Board's ("MSRB") sales 
practice rules as benchmarks for the government securities transactions of national 
banks.86 Most banks that are dealers act as such both for municipal and government 
securities. 

As a result, the vast majority of brokers and dealers that conduct a business in 
government securities, as well as financial institutions that have filed notice as 
government securities brokers or dealers, are not subject to sales practice rules 
prescribing just and equitable principles of trade.87 These brokers and dealers are 
subject to SEC rules adopted under Section lO(b) of the Exchange Act and, with the 
exception of financial institutions, are subject to SEC rules adopted under Section 
15(c)(1) of the Exchange Act.88 However, the enforcement of Section lO(b) and the 
rules promulgated thereunder generally requires a showing that the respondent acted 
with scienter.89 

85 Section 15A(t)(1) of the Securities Exchange Act, 15 U.S.c. § 78o-3(t)(1), as amended. The 
restriction against the NASD's application of its sales practice rules to transactions in government 
securities does not, however, apply to the NASD's enforcement of compliance by its members with the 
provisions of the Exchange Act and the rules and regulations thereunder. See Section 15A(t)(2) of the 
Securities Exchange Act, 15 U.S.C. § 78o-3(t)(2), as amended. 

86 See, e.g., MSRB rule G-17. 

87 Registered brokers or dealers that have flied notice as government securities brokers or dealers and 
that are members of the NYSE or other national securities exchanges are subject to exchange sales 
practice rules. The exchanges' rules, however, are not always easily adaptable to over-the-counter markets. 
For example, the exchanges do not have specific rules addressing mark-ups, which are not charged on 
exchange transactions. 

88 Section 15(c)(1) of the Securities Exchange Act, 15 U.S.c. § 78o(c)(1), proscribes a broker or dealer 
from using any manipulative, deceptive or fraudulent device or contrivance, as defmed by the SEC, in 
connection with transactions in securities otherwise than on a national securities exchange. See 17 CPR § 
240.15c1-1 et. seq. 

89 The term "scienter," as applied to conduct necessary to give rise to an action for civil damages under 
the ~ecuritjes Exchange Act and Rule 10b-5, refers to a mental state embracing intent to deceive, 
marupulate, or defraud. Ernst and Ernst v. Boehle/der, 425 U.S. 185 (1976). Most courts have followed the 
standard in Sunstrand Corp. v. Sun Chemical Corp., 553 F.2d 1033 (7th Cir. 1977), which describes the 
necessary mental state as one in which "the danger of misleading buyers must actually be known or so 

(continued ... ) 
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The types of sales practice abuses that may be most likely to occur in the 
government securities market are those related to mark-up or pricing practices; failure 
to ensure that recommendations to customers are suitable based on customers' 
investment objectives and financial backgrounds; excessive trading in customer 
accounts; failure to obtain proper customer authorization before trading; and false, 
deceptive, or misleading advertising practices. These types of abuses can occur in 
customer accounts regardless of product. However, it has been difficult to assess the 
magnitude and severity of the problem given the lack of specific evidence of 
widespread sales practice abuses in the government securities market. 

While the government securities market is still principally a wholesale market in 
which brokers, dealers, large commercial banks, and experienced institutional investors 
participate, a significant number of smaller and less experienced investors also 
participate in this market. Additionally, this market increasingly encompasses 
instruments that can pose considerably greater risk of adverse price movements and 
loss than traditional investments in Treasury or agency securities, which may increase 
the need for more specific investor protection rules. These instruments, some of which 
are very complex, include mortgage-backed securities and real estate mortgage 
investment conduits ("REMICS") issued or guaranteed by government agencies or 
Government-sponsored enterprises, zero-coupon instruments such as SlRIPS, agency 
mortgage-backed securities stripped into interest-only ("IOs") and principal-only ("POs") 
pieces, and over-the-counter options on government securities. Some of these 
instruments are quite similar to instruments already covered by sales practice rules or 
that trade in combination strategies with instruments that are covered by such rules. 

Currently, proceedings under Rule lOb-5 may be brought in response to mark-up 
practices, excessive trading in customer accounts, and other sales practice abuses, and a 
body of case law has developed as a resu1t.9O Also, abuses in which a broker effects 

89 ( ••• continued) 
obvious that any reasonable person would be legally bound as knowing ... ." Id. at 1045. In other circuits, 
see Kehr v. Smith Barney Harris Upham & Co., 736 F.2d 1283, 1286 (9th Cir. 1984); WflITen v. Reserve 
Fund, Inc., 728 F.2d 741, 745 (5th Cir. 1984); Kennedy v. Tallant, 710 F.2d 711, 7W (11th Cir. 1983); 
Hackbart v. Holmes, 675 F.2d 1114, 1117 (10th Cir. 1982); Sharp v. Coopers & Lybrand, 649 F.2d 175, 193 
(3d Cir. 1981), ceTt. denied, 455 U.S. 938 (1982); Mansbach V. Prescott Ball & Turben, 598 F.2d 1017, 1023-
25 (6th Cir. 1979). 

90 See, e.g., Costello V. Oppenheimer & Co., 711 F.2d 1361, 1368 (7th Cir. 1983); Thompson v. Smith 
Barney, Harris, Upham & Co., 709 F.2d 1413 (11th Cir. 1983); In re Catanella and E.F. Hutton & Co., 583 
F. Supp. 1398, 1405, 1410-1411 (E.D. Pa. 1984); and Ryan v. SEC, Sec. Reg. & L. Rep. (BNA) No. 26 at 
1273 (July 1, 1983) (9th Cir. May 23, 1983), affg. In re James E. Ryan, 47 SEC 759 (1982). In the mark-up 
area, the SEC, in 1987, issued a release designed to clarify the application of mark-up policy, including the 
federal anti-fraud provisions, to zero-coupon securities. Securities Exchange Act Release No. 24368 (April 
27, 1987), 52 FR 15575 (1987). 
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unsuitable transactions in discretionary accounts may be prosecuted by the SEC and 
the SROs as violations of Rule 15c1-7 under the Exchange ACt.91 

Nevertheless, adopting sales practice rules for the government securities market 
would allow most disciplinary actions to be taken without having to prove scienter. In 
addition, such rules could provide more objective or specific criteria that would serve 
as standards to be applied in routine examination programs. Application of such rules 
to the government securities market also would be consistent with the rules applied to 
the equity and municipal securities markets. Moreover, government securities sales 
practice rules should strengthen investor confidence and integrity in the market and 
enhance investor protection. 

In its September 1990 report,92 the GAO stated that, although actual sales 
practice abuse is hard to document in the government securities market, the limitations 
on the NASD's authority to enforce its sales practice rules should be removed and 
Treasury should be granted authority to write such rules. The GAO's recommendation 
was largely based on its view that sales practice rules that supplement the basic anti
fraud statutes have become a fixture in securities markets in the United States. The 
GAO indicated that these rules make sense for government and other securities 
markets because there are similar opportunities for abuse in both markets. The GAO 
also indicated that increased risk characteristics of certain government securities now 
increases the need for sales practice rules, particularly for the benefit of some 
individuals and smaller institutional investors. 

91 17 CFR § 240.15c1-7. 

92 U.S. Government Securities: More Transaction Information and Investor Protection Measures Are 
Needeg, GAO/GGD-90-114 (September 1990), at 4,5,6, and 48. 
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7. Information Access 

Background and discussion 

An important aspect of the government securities market is the role played by 
seven interdealer brokers. Their system of "blind broke ring" provides a trading 
mechanism for primary dealers that maintains the anonymity of the traders and 
increases the liquidity of the market. The interdealer brokers' systems are a significant 
price discovery vehicle for the dealers. Initial efforts to increase transparency have 
focused on the interdealer brokers. 

A significant characteristic of fair and efficient markets is transparency, defined 
as the degree to which real-time trade and quotation information and other market
related information, such as information about the depth of the market, is available to 
all market participants. 

Transparency is important for several reasons. First, it is crucial to market 
participants' evaluation of the investments they are considering. Participants without 
knowledge of the current buying and selling interest in the form of firm bid and ask 
quotations and transaction reports, are at a distinct disadvantage in assessing the value 
of securities. Thus, transparency is crucial to efficient pricing mechanisms. Second, 
access to accurate market information enhances the ability of regulatory examiners and 
independent auditors to carry out their respective responsibilities to ensure that 
securities transactions and positions are priced appropriately. In addition, transparency 
permits investors to evaluate whether their brokers are treating them fairly by 
obtaining the best available price for them and by charging them reasonable markups 
and markdowns on their transactions. Without access to the prices other market 
participants are paying for the same security, they cannot effectively determine whether 
they have paid a fair price. This can be a problem in the government securities 
market, in which the best market data has traditionally been available only to the 
primary dealers and generally has not even been available to the majority of 
intermediaries. 

In a completely transparent market, all market participants have equal and 
immediate access to all firm quotations, including the size of those quotations, and 
reports of prices and volumes on all trades effected in the market. Of course, 
complete transparency represents a theoretical model that has not been achieved in 
any market. 
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The need for increased access to interdealer broker price and volume 
information93 has been a topic of discussion for at least the past five years. Congress 
has shown interest in the activities of these firms and has previously requested the 
General Accounting Office to report on certain aspects of their business. 
Congressional concern focused on the barriers to expanding the number of dealers who 
could trade through the interdealer brokers beyond primary and aspiring primary 
dealers and to making available interdealer price information to the public. In its 1987 
report,94 the GAO recommended that market participants be provided increased 
access to government securities pricing information. At that time, the GAO did not 
support a federal regulatory structure to achieve expanded access because it believed 
private sector initiatives should be allowed time to develop.95 

Also, at that time, Treasury, the Federal Reserve, and the SEC concurred with 
GAO's conclusion on the need for increased information access but had differing views 
on the best means to achieve it. The Federal Reserve and Treasury agreed with the 
GAO that a regulatory structure was not then required to achieve improved 
information access, because private sector initiatives, which could obviate the need for 
such action, should be allowed time to develop. The SEC expressed the view that it 
was not necessarily in the interest of the interdealer brokers and primary dealers to 
disseminate price information and, accordingly, it did not agree that this information 
necessarily would be made available on a voluntary basis. As a result, the SEC 
believed that Congress should establish a date certain by which information access 
should be expanded. The SEC recommended that if this objective were not achieved, 
Congress should grant rulemaking authority to a federal agency to ensure that 
information access would be expanded. 

In its follow-up report issued in September 1990,96 the GAO recommended that 
Congress legislatively mandate that government securities transaction information from 
interdealer brokers and any trading systems that serve a similar function be made 

93 The phrase "price and volume information" is used in this section to refer to both actual prices at 
which trades are effected, i.e., trade reports, including volume, and prospective prices, i.e., quotations, 
including size. 

94 U.S. Government Securities: An Examination of Views Expressed About Access to Brokers' 
Services, GAO/GGD 88-8 (December, 1987). 

95 GAO also concluded that, while it theoretically supported the notion that access to interdealer 
broker trading services should be expanded, no viable proposals had been put forth on how to account for 
the increased counterparty risk that such an expansion could cause. The Federal Reserve, Treasury, and 
the SEC agreed. The SEC, however, encouraged the interdealer brokers to work voluntarily to develop 
appropriate credit risk assessment systems that would permit the participation of non-primary dealers in 
the brokers' systems. 

96 U.S. Government Securities: More Transaction Information and Investor Protection Measures Are 
Needed, GAO/GGD 90-114 (September, 1990). 
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available on a real-time basis to anyone willing to pay the appropriate fees. GAO 
further recommended that regulatory authority be assigned to Treasury to prescribe 
regulations as needed to ensure that such transaction information is available. In their 
Joint Report of October 1990, Treasury, the Board and the SEC did not reach a 
consensus on the best approach for addressing the need for expanded access to and 
dissemination of government securities price and volume information but instead 
identified issues to be considered.97 These issues included: 

• what is the best means to achieve expanded access; 

• what is the reasonable prospect that private-sector initiatives will be 
successful; 

• should standards be developed to ensure the adequacy of private-sector 
systems; 

• if authority is granted to a federal agency, which agency would be best 
able to exercise this authority; 

• should a deadline be established for a federal agency to evaluate the 
adequacy of private sector initiatives; and 

• should the authority be utilized only in the event that findings regarding 
the inadequacy of private-sector initiatives are made? 

Interdealer broker screens represent the best source for deriving market prices 
for government securities, because they include the current bids and offers, and 
transaction reports of the primary dealers, the principal market makers in the 
government securities market. Broader access to this information, as well as 
transaction information, supports the efficiency and liquidity of the government 
securities market. 

Dissemination of quotation and trade information allows customers to judge 
execution quality, especially for inactively traded issues. The expanded availability of 
such information would serve the public interest because it would ensure that a broad 
spectrum of market participants could obtain current, accurate facts related to market 
conditions, and thus, the competitiveness, liquidity and efficiency of the government 
securities market could improve. Improvements in the derivative markets are also 
likely to accrue due to the availability of more timely and accurate information on the 
underlying securities used for pricing and hedging strategies. 

97 Department of the Treasury, Securities and Exchange Commission and the Board of Governors of 
the Federal Reserve System, Study of the Effectiveness of the Implementation of the Government 
Securities Act of 1986, (October, 1990), p. 87. 

B-89 



Market solutions 

Industry Initiatives. Through a number of attempts, the market has experienced 
a significant increase in the dissemination of government securities price 
information.98 Currently, the quotes of one broker, Cantor Fitzgerald Securities 
Corp., which does not conduct an exclusively interdealer business, are publicly available 
through Telerate Systems Inc. These quotes represent a substantial portion, 
approximately 25 percent, of the interdealer market. Additionally, in June 1991 Cantor 
Fitzgerald expanded the range of information that it disseminates to include agency 
and additional Treasury security price information, including off-the-run issues and zero 
coupon instruments, and analytical capabilities for the government securities market. 

One private sector initiative, a joint venture known as GOVPx, Inc., became 
operational on June 16, 1991. GOVPX disseminates real-time price and quotation 
information on all Treasury bills, notes and bonds on a 24-hour, global basis. The 
system provides information regarding all trading of Treasury securities (other than 
stripped zero-coupon instruments) that is executed through five interdealer brokers. 
The information disseminated is a composite picture of the trading activity, showing 
executed trade prices, volume of executed trades, best bids and best offers, and 
aggregated volumes traded for each security on a daily basis. This information is 
provided to on-line vendors for redistribution to the public. 

While GOVPX is a promising beginning, it has deficiencies when compared with 
the interdealer broker screens in that it does not provide information on stripped 
Treasury securities and non-Treasury government securities. It also provides neither 
the size associated with published bids and offers nor an indication of the depth of the 
market. Finally, it does not provide the capability for analytics and does not provide 
historical price information. In addition, GOVPX disseminates quotation and 
transaction information only from the interdealer brokers who participate in the 
venture. It thus does not provide price information from other interdealer brokers or 
from dealers that trade with each other or with their customers outside of the 
interdealer broker system. In this regard, Treasury, in a letter to GOVPX's Board of 
Directors dated October 25, 1991, strongly encouraged GOVPX to address certain of 
these deficiencies and urged the interdealer brokers to make their screens 
independently available to the public. 

Expanded trading access. With the exception of one interdealer broker, access 
to trading through interdealer broker screens had traditionally been restricted to 
primary and aspiring primary dealers as a means to provide control over the credit risk 
inherent in a system of anonymous trading. Limiting the number of potential 
counterparties eases specific evaluation of their individual creditworthiness. However, 

98 A description of some of the various initiatives can be found in U.S. Government Securities. More 
Transaction Information and Investor Protection Measures are Needed, GAO/GGD 90-114. 
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only with an appropriate credit review mechanism can a system of anonymous trading 
operate efficiently. The operation of the Government Securities Clearing Corporation 
("GSee") has provided an additional means of addressing the creditworthiness of 
trading counterparties. 

Gsee has increased the efficiency and decreased the risk of government 
securities settlement. This is particularly important for the interdealer brokers, since 
GSee allows them to be netted out of every compared trade. In a typical interdealer 
transaction, Dealer A sells securities to Dealer B through the Interdealer Broker. 
Because the trading is anonymous, two trade tickets are written; one between Dealer A 
and the Interdealer Broker and one between the Interdealer Broker and Dealer B. 
The GSeC netting system replaces these two steps with one net transaction between 
the two dealers, each of whom now has GSCe as a counterparty and each of whom 
settles with GSee. This greatly reduces any counterparty or fails previously inherent 
in interdealer broker systems. Additionally, by removing the fails risk, the interdealer 
broker does not face the possibility of having to incur the financing cost for securities 
positions. This system also provides significant credit comfort to the dealer because his 
counterparty is GSee and GSee has systems in place (e.g., margining systems and a 
clearing fund) to ensure the settlement of all netted trades. 

Accordingly, four interdealer brokers (Liberty Brokerage, RMJ Securities, 
Garban and Fundamental Brokers) have recently expanded their customer bases to 
include all netting members of GSCC. All of the interdealer brokers are members of 
GSec. Their recent actions represent the potential for significant broadening of 
interdealer trading access because the pool of broker/dealers eligible to be netting 
members of GSCC, as determined by capital levels, is currently about 75 firms. GSCC 
has proposed creating a new class of netting member to allow the participation of 
brokers and dealers that do not meet the current standards for netting membership but 
who still have a substantial level of capital. If approved, this proposal could also lead 
to even broader interdealer trading access. 

B-91 



8. Reporting and Audit Trails 

It has been suggested that regulatory authority to prevent fraud or manipulation 
in the sale of government securities is limited compared with other securities markets 
because of the lack of certain surveillance tools. 

Large Position Reporting 

One tool that the Agencies have considered to augment government surveillance 
ability in this market is the ability to require large position reports in particular 
Treasury issues from government securities market participants. In order to minimize 
the gaps in coverage, such authority would have to include the ability to require reports 
from entities that are not government securities dealers or brokers. 

Large position reporting could give the Agencies advance notice of a potential 
problem, such as a large concentration of positions in a particular security. If a 
problem did develop, such reports could also assist regulators in an investigation. 

A scheme of large position reporting, if determined to be necessary, would raise 
a large number of issues. Foremost would be a definition of what constitutes a large 
position in government securities for reporting purposes. Items that would have to be 
considered for inclusion would be when-issued positions, repurchase and reverse 
repurchase transactions, bonds borrowed and lent, options, fails to receive and deliver, 
and forward settling contracts. Other issues which would need to be decided include: 

• which securities would be covered by the regulations; 

• to what type of positions (proprietary, custodial) would the rules apply; 

• what reporting threshold would be considered a large position; 

• what would be the frequency and timing of the reporting requirement; 

• what specific information would be reported; and 

• which agency(ies) would be the recipient(s) of the information. 

Unlike Section 13( d) of the Exchange Act, which requires owners of more than 
five percent of a class of a corporation's equity securities to make a public disclosure of 
this information, it is not contemplated that any position reporting concerning Treasury 
securities would be publicly disclosed. There is no intention to force market 
participants to disclose their trading strategies, nor is there a presumption that the 
mere fact of holding a large position is evidence of manipulative or other illegal intent. 
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The purpose of such reporting would be similar to the purpose of the position 
reporting that is done in the commodity futures markets - it would enable government 
agencies to monitor market developments and have an early warning system of 
potential problems. 

In addition, a possibility that could be considered is to grant the Treasury and 
the SEC authority similar to that of the Commodity Futures Trading Commission with 
respect to making a special request for information. The CFTC and the Justice 
Department can ask futures market participants for information concerning their 
futures market positions and related cash market positions without the necessity of 
issuing a subpoena. Because of the presence of large and mainly unregulated entities, 
such as hedge funds, in the government securities market, consideration could be given 
to granting similar authority in the government securities market to be used in the case 
of serious market problems. 

Large Trader Reporting 

If there were concerns about the ability of traders to take large hidden positions, 
authority such as that granted by Section 13(h) of the Exchange Act could be extended 
to government securities traders. Section 13(h) presently authorizes and requires the 
SEC to create a large trader recordkeeping and reporting system for publicly traded 
equities and options on equities.99 

While a large trader reporting system may be appropriate for the stock market, 
the balance of costs and benefits may be very different in the government securities 
market. It appears unduly cumbersome given that current concerns relate primarily to 
short squeezes. As is demonstrated by the CFTC, large position rather than large 
trader reporting is more effective for monitoring members for such problems. 

Audit Trails 

Audit trails are automated, time-sequenced records of essential information 
pertaining to trades in securities. Accurate audit trails are important to market 
surveillance functions performed by SROs in the equity markets for two reasons. First, 

99 See Securities Exchange Act Release No. 29593 (Aug. 28, 1991),56 FR 42550. Proposed Rule 13h-
1, which was published for public comment on August 22, 1991, would defme a "large trader" as any person 
that (1) effects aggregate transactions in publicly traded securities during a 24-hour period equal to or 
exceeding 100,000 shares or $4 million total market value or (2) conducts program trading. Under the 
proposed rules, these "large traders" would be required to report to the SEC certain information, such as 
the traders' names, addresses, telephone numbers, and account names and numbers. These traders would 
then be assigned "large trader identification numbers" to provide to each brokerage firm where the traders 
have accounts. The firms would then be required to maintain, and to report to the SEC on request, 
records of transactions by large traders; these reports could be required as soon as the end of the business 
day after the trades in question. 
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automated audit trails permit SROs to sift through voluminous trading data to detect 
potential trading abuses. Second, audit trails &f0vide timing information for 
transactions that may uncover trading abuses. 

In addition to such real-time reporting, the SROs have developed computer 
systems that sort trading records and create exception reports that flag unusual or 
suspicious trading patterns and price or volume movements. These volume and price 
parameters are uniquely and automatically calculated for each stock based on that 
stock's historical trading pattern. This information is then correlated with relevant news 
announcements that may affect trading in a security. Additionally, various computer 
reports are available for review that cover quotes, trades, reported times and other 
trading areas. By using these automated systems, which are continually upgraded and 
expanded, the SROs can monitor member broker-dealer firms, market professionals, 
and other traders. 

Neither the Treasury nor the SEC has the authority under the Government 
Securities Act of 1986 to require centralized trade and price reporting. Consequently, 
there are no centralized audit trail or exception reports systems in place for the 
government securities market. 

1~ SRO audit trails generally have the same basic structure. A transaction journal is compiled by 
~ergmg .two separate data streams, the quotation and last sale tape, and comparison data, which is the 
informatIon transmitted by fIrms to a clearing agency to provide for the clearance and settlement of 
transa~tio~. The systems attempt to match trade prints to the compared trades using price, quantity, 
executl~n time and broker identifIcation numbers. The matching of such reported and cleared securities 
transactions produces an accurate sequencing of trades. 
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APPENDIX C 

mE EVENTS INVOLVING SALOMON BROTHERS 

AND ALLEGED GOVERNMENT SECURITIES MARKET ABUSES 



1. The events involving Salomon Brothers 

The current analysis of the government securities market and the effectiveness of 
the existing regulatory scheme was triggered by unusual events surrounding the May 22, 
1991, auction for two-year Treasury notes.1 Even before the May two-year notes were 
settled on May 31, 1991, rumors began to surface of a short squeeze in the market for 
those notes. On May 29, 1991, Treasury staff called the SEC's Divisions of Market 
Regulation and Enforcement to notify them of possible problems stemming from the 
auction. Following that notification, the Treasury, the Federal Reserve, and the SEC 
jointly began an informal investigation, actively monitoring the market for the notes. 

On May 30, 1991, the SEC's Division of Enforcement opened an inquiry into the 
matter. During the next few weeks, the SEC gathered information concerning the 
market for the notes, including, through the FRBNY, identification of all the 
purchasers of large amounts of the two-year notes in the auction. In late June, the 
Division of Enforcement sent detailed requests for documents and information to 
Salomon Brothers Inc ("Salomon") and other major purchasers in the May two-year 
note auction concerning their activities in the when-issued market, the auction, and the 
secondary market for the notes. 

Shortly after receiving the SEC's document requests and learning that the 
Antitrust Division of the Department of Justice had begun an investigation of the May 
22 auction, Salomon hired outside counsel to conduct its own investigation, which 
eventually led to a series of disclosures by Salomon. The first came on August 9, 1991, 
when Salomon advised the Treasury and the SEC that it had discovered irregularities 
in connection with certain Treasury auctions and issued a press release describing its 
initial findings.2 

The factual discussion below with respect to Salomon's conduct is based 
primarily on public disclosures by Salomon. 

Unauthorized customer bids submitted by Salomon 

In its August 9 press release, Salomon stated that it placed unauthorized bids in 
certain of its customers' names at several Treasury auctions. On August 14, 1991, 

1 The SEC and the Department of Justice are conducting separate investigations from a law 
enforcement perspective, which are not yet complete, and the SEC has not yet reached any conclusions 
with respect to the actions of any particular market participant. As a result, the discussion contained 
herein should not be understood as reaching any conclusions of fact or law with respect to the SEC's 
investigation. 

2 See Salomon Press Release dated August 9, 1991. 
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Salomon disclosed that it placed unauthorized bids in five auctions to obtain a greater 
amount of the securities being auctioned, and, in one case, as a result of a "practical 
joke." Salomon's internal investigation revealed that, from late July, 1990 through 
August 1991, Salomon had submitted unauthorized customer bids and bids in excess of 
the amount authorized by the customer in five Treasury auctions.3 The auctions where 
these admitted violations occurred were the: (1) December 27, 1990, four-year note 
auction; (2) February 7, 1991, 30-year bond auction; (3) February 21, 1991, five-year 
note auction; (4) April 25, 1991, five-year note auction and (5) May 22, 1991, two-year 
note auction.4 In addition, Salomon uncovered evidence of three additional 
unauthorized bid violations.s 

The December 27, 1990, four-year note auction. In connection with the 
December 27, 1990, $8.5 billion four-year note auction, Salomon stated that it 
submitted a bid for its own account for $2.975 billion, or 35 percent of the offering 
amount, and an unauthorized customer bid in the amount of $1 billion. Aggregation of 
the unauthorized customer and Salomon bids resulted in a bid for 46 percent of the 
auction amount. The bids were at the stop-out rate and thus were subject to 51 
percent proration. Salomon was awarded approximately $1.52 billion of the four-year 
notes and the customer was awarded $510 million. Immediately after the auction, 
Salomon transferred to its own account, or "bought" at the auction price, the $510 

3 See Salomon Press Release dated August 14, 1991 ("August 14 Press Release"). Treasury rules limit 
the amount a single bidder can purchase at any auction to 35 percent of the total public offering amount of 
the securities available. In addition, Treasury will not recognize amounts tendered by a single bidder at 
anyone yield in excess of 35 percent of the public offering amount, and will reduce tenders at anyone 
yield exceeding the limit to the 35 percent amount. See Treasury News Releases dated September 8, 1981 
and July 12, 1990. Under the rules in effect before July 1990, the Treasury would award no more than 35 
percent of the securities publicly available for purchase at the auction to any single bidder, but would 
recognize bids in excess of 35 percent of the public offering at any particular yield. Therefore, a bidder 
could enter a bid greater than 35 percent at a yield thought to be the highest accepted to increase its 
chances of being awarded a larger amount of securities in the event of proration at the high yield. The 
rule was changed, however, after Salomon bid for an amount in excess of 100 percent of an issue during a 
Resolution Funding Corporation ("REFCORP") 3O-year bond auction in July 1990. REFCORP did not 
recognize the amount of the bid in excess of 35 percent. After the auction, Treasury announced a change 
in auction rules, restricting the amount recognized as bid by anyone bidder at a single yield to 35 percent 
of the public offering amount of the issue. 

4 See Statement of Salomon Inc Submitted in Conjunction with the Testimony of Warren E. Buffet. 
Chairman and Chief Executive Officer of Salomon Inc .. Before the Securities Subcommittee. Committee 
on Banking Housing and Urban Affairs. United States Senate. September 10. 1991 at 8 ("Salomon 
September 10 Testimony"). See also Statement of Salomon Inc. Submitted in Conjunction with the 
Testimony of Deryck C. Maughan. Chief Operating Officer of Salomon Brothers Inc. and Robert E. 
Denham. General Counsel of Salomon Inc. Before the Subcommittee on Oversight. Committee on Ways 
and Means. United States House of Representatives. September 24. 1991, ("Salomon September 24 
Testimony"). 

S See Salomon September 24 Testimony at 9. See also Salomon Press Release dated October 3, 1991. 
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million of four-year notes awarded to the customer. Salomon suppressed the customer 
confirmation for the amount purchased at the auction.6 As a result of the submission 
of both bids, Salomon effectively bid for 46 percent of the auction, but acquired only 
24 percent. Salomon thus bid for more than 35 percent at a single yield, but did not 
exceed the 35 percent award amount to a single bidder. However, Salomon did 
acquire more securities than it would have been able to if it had bid at a single yield 
for only 35 percent of the public offering amount. 

The February 7, 1991, 30-year bond auction. Salomon disclosed that it submitted 
an unauthorized customer bid in the amount of $1 billion in the February 7, 1991, $11 
billion 30-year bond auction as the result of a "practical joke.'17 Salomon claims that 
an employee arranged to have a customer submit a bid to a salesperson at Salomon for 
$1 billion of the 30-year bonds as part of a practical joke on the salesperson. The 
Salomon employee was to have stopped the customer bid from actually being 
submitted and, following the auction, the customer was to complain that its bid was not 
filled. The Salomon employee was then to blame the salesperson for the failed bid. 

Salomon has stated that the employee attempted to prevent the customer bid 
from actually being submitted prior to the auction by crossing out the bid on the work 
sheet of the clerk responsible for calling in the bids. According to Salomon the clerk 
did not understand the meaning of the cross-out and submitted the bid, which resulted 
in the customer being awarded $870 million of the bonds, as the $1 billion bid was 
subject to 87 percent proration. After the auction, the $870 million in bonds was 
placed into the account of another Salomon customer and then sold from that account 
to Salomon, allegedly without the customer's authorization. Salomon has stated that its 
customer confirmations were suppressed. As a result, Salomon bid $2.331 billion for its 
own account and $1 billion as a result of the "practical joke." The combined total of 
the two bids represented 30.2 percent of the issue and thus did not exceed 35 percent 
of the public offering. 

The February 21, 1991, five-year note auction. During the February 21, 1991, 
five-year note auction, Salomon has admitted to placing a bid for itself and two 
unauthorized customer bids, all at the 35 percent bidding limit at a single yield of $3.15 
billion. As a result of the bids, Salomon effectively bid for 105 percent of the offering 
amount and was awarded approximately 57 percent of the issue (the bids were at the 

6 Salomon's internal investigation uncovered the fact that the daily customer confirmations for the $510 
million customer purchase and the subsequent sale were not mailed to the customer. It appears, however, 
that the monthly statements Salomon mailed to its customer did include the allegedly unauthorized 
transactions. See Salomon September 10 Testimony at to. 

7 Id. at 12-13. See also August 14 Press Release. 
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stop-out yield, and thus were subject to 54 percent proration), thus evading the 35 
percent bid and award limits.8 Again, customer confirmations were suppressed. 

It was in this auction that the much publicized "Warburg/Mercury" bid took 
place. Minutes after the closing time for receipt of competitive tenders, a FRBNY 
staff person notified the Treasury auction staff of two bids that appeared to be from 
related entities. One tender, for an amount equal to 35 percent of the total public 
offering, had been placed by Salomon in the name of Warburg Asset Management. 
S.G. Warburg & Co., Inc., a primary dealer, separately submitted a tender at the same 
yield for its own account. Upon questioning, a Salomon clerk had stated that its bid 
was actually from Mercury Asset Management, which was previously called Warburg 
Asset Management. Treasury decided to accept both bids for the meantime, because 
the relationship between the two entities was not clear, and because after proration, 
the combined awards to both would not exceed 35 percent of the public offering of 
securities. 

Mter researching the relationship between Warburg and Mercury, the Treasury 
sent a letter on April 17 to Charles Jackson, Senior Director, Mercury Asset 
Management, which informed him of the decision to treat S.G. Warburg & Co., Inc., 
and Mercury Asset Management as a single bidder for purposes of the 35 percent rule. 
This letter provided details of the two bids submitted in the February five-year note 
auction. Copies of the letter were sent to officers of S.G. Warburg, S.G. Warburg, 
PLC (the British parent company), and the FRBNY. In addition, a copy of the letter 
was sent to Paul Mozer, a Managing Director of Salomon. It was this letter that, 
according to Salomon, Paul Mozer showed to his superiors that alerted them to the 
unauthorized customer bid. 

The April 25, 1991, five-year note auction. With respect to the April 25, 1991, $9 
billion five-year note auction, Salomon has stated that it submitted a bid on its own 
behalf for $3 billion and a customer bid for $2.5 billion. According to Salomon, the 
customer claims that it did not agree to purchase more than $1.5 billion. Salomon 
obtained $600 million of the amount awarded to the customer immediately after the 
auction. Aggregation of the Salomon bid in its own name and the alleged 
unauthorized portion of the customer bid resulted in an aggregate Salomon purchase of 
greater than the 35 percent award limit. 

The May 22, 1991, two-year note auction. In its public disclosures, Salomon 
stated that it failed to report an existing $590 million net long when-issued position in 

8 See Salomon September 10 Testimony at 13-14. 



connection with the May 22, 1991, auction of the May 1993 two-year notes.9 Salomon 
also submitted several bids at an aggressive yield of 6.81 percent (the May 1993 two
year notes were trading on a when-issued basis at a yield of approximately 6.83 percent 
directly prior to the auction) at the auction: one on its own behalf for $4.2 billion (the 
35 percent limit was $4.287 billion); one on behalf of a customer for $4.287 billion; one 
on behalf of another customer for $2 billion; and several on behalf of other customers 
for a total of $130 million. Salomon and its customers submitted the best-priced bids 
at the auction and were awarded the full bid amounts without proration.10 

On the $2 billion bid, Salomon reported that the customer claimed to have 
authorized only a $1.5 billion bid. Salomon obtained the extra $500 million of the 
notes for which the customer's bid was submitted at the auction price. Customer 
confirmations generated in connection with the customer purchase at the auction 
reflected only a $1.5 billion purchase and not the $500 million sale to Salomon. As a 
resu1t~ Salomon bid for and received the maximum 35 percent, obtained $500 million 
that had been awarded with respect to a customer's bid, and was long $590 million 
going into the auction, thereby circumventing the 35 percent bidding and award 
limit.ll 

2. Short squeezes 

Short squeezes can occur when an event unanticipated by short sellers reduces 
the supply of securities available in the marketplace, such as unexpected demand for 
the securities resulting from an unanticipated change in Federal Reserve policy with 
respect to interest rates. A short squeeze can also occur as a result of deliberate 
behavior by one or more market participants to restrict the supply of securities and 
thereby to drive up prices.12 

When one market participant, or a group of market participants acting in 
concert, manages to purchase a significant proportion of the available supply of a 
particular security, that single participant or group is said to have "cornered the 
market." When that happens, the single participant or group can withhold the 
securities from the market and at the same time demand the return of any securities 
that they have loaned to short sellers. In such a situation, the short sellers must 
purchase or borrow the securities in order to redeliver them to those controlling the 

9 Treasury rules require that bidders report net "long" positions greater than $200 million at the time 
of the auction. Any net long when-issued position, when it exceeds $200 million, counts toward the 35 
percent award limit. 

10 See Salomon September 10 Testimony at 23-24. 

11 August 14 Press Release at 2. See also Salomon September 10 Testimony at 20-23. 

12 See Appendix B, Section 1 for a discussion of short squeezes. 
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securities,13 driving up the price of the securities and, presumably, increasing the 
profits of the single participant or group that controls the securities. 

After the May 22, 1991, two-year note auction, a "short squeeze" occurred in the 
security.14 Salomon has admitted that the firm and its customers purchased 94 
percent of the auctioned securities. While the bulk of this amount represented 
authorized bids from customers that were within the 35 percent limitation, Salomon has 
also admitted its failure to report its net long when-issued position and that it 
submitted a customer bid that was larger than authorized in that auction. 

Prior to the auction, Salomon determined to finance its own position through 
repos with short sellers and institutional lenders. In addition, Salomon agreed to 
finance positions of its customers.15 As a result of having purchased a large part of 
the supply of the May two-year notes, Salomon and its customers were able to lend 
through repos a portion of the notes held at "special" repo rates. A security is said to 
be "on special" when, due to its scarcity, a holder can enter into a repo at a lower rate 
of interest, and thus a lower financing cost, than the prevailing or general repo rate. 
The rates Salomon actually received were generally 100-200 basis points below then
prevailing general repo rates.16 

Whatever its cause, the May squeeze prompted regulators to investigate 
Salomon's purchases of the notes. On May 29, Treasury staff notified the SEC's 
Divisions of Market Regulation and Enforcement of the "squeeze" on the May two-year 
note that had become evident in market price movements and complaints of market 
participants. The squeeze also attracted Congressional interest. 

On June 10, John Gutfreund, Chairman of Salomon, initiated a meeting with 
Treasury officials to explain the firm's point of view with respect to the May two-year 
notes. As the Treasury officials were aware that the SEC was already investigating the 
May two-year note squeeze, they did not press an opposing viewpoint. The issue of 
unauthorized auction bidding was not discussed at the meeting because Treasury had 
no cause to suspect fraudulent activity at that time. During the months of June and 
July, Treasury, Federal Reserve, SEC and Justice Department officials had numerous 
discussions about the persistent squeeze, and about progress on investigating its causes. 

13 Cf. 3 L. Loss, Securities Regulation 1538 n.25 (2d ed. 1961). 

14 The SEC is also investigating other reports of possible short squeezes in connection with recent 
Treasury auctions. Because these investigations are ongoing, more detailed information cannot be 
disclosed publicly at this time. 

15 Salomon September 10 Testimony at 23-33. 

16 Salomon September 10 Testimony at 30. 
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It was these investigations that eventually prompted Salomon's public disclosures 
acknowledging the auction abuses. 

On August 18, the Treasury Department announced that it would not, for an 
indeterminate time, allow Salomon to participate in Treasury auctions. This penalty 
was modified later in the day, following actions taken by Salomon's board of directors, 
to allow Salomon to bid in auctions for its own account but not on behalf of its 
customers. 

3. Improper practices relating to GSE securities 

In August 1991, Salomon disclosed that it had engaged in the practice of 
overstating the amounts of government-sponsored enterprise ("GSE") securities sold 
when it reported sales to GSEs. The SEC's Division of Enforcement commenced an 
investigation of the extent to which such practices were widespread and obtained 
trading data and other documentary evidence from all participants in the market for 
such securities for the period January 1, 1990, through August 31, 1991Y During that 
period, the amount of customer orders reported to the GSEs by their selling group 
members far exceeded the amount of securities available. The SEC's investigation 
revealed that nearly all selling group members engaged in one or more improper 
practices in connection with the primary distribution of GSE securities. IS 

As described below, a number of selling group members reported to GSEs 
inaccurate information concerning customer orders during the pre-allocation period 
and nearly all selling group members reported inaccurate information concerning their 
sales of the securities after settlement. In providing such inaccurate information, 
selling group members prepared and maintained books and records reflecting the 
inaccurate information. 

Pre-allocation period 

In the initial phase of the distributions, many selling group members routinely 
inflated the number and dollar amount of their customer orders in reports to the 
GSEs. For example, one trader testified that, because the GSEs placed such reliance 
on historic allocation in allocating securities, he was able to estimate with reasonable 

17 The SEC is conducting an ongoing investigation of alleged misconduct by dealer members of various 
GSE selling groups in connection with initial offerings of GSE securities. Although settlements have been 
reached with certain fIrms, the investigation has not yet been completed, and the SEC has not reached any 
conclusions with respect to the actions of other fIrms. As a result, the discussion contained herein should 
not be understood as reaching any conclusions of fact or law with respect to the SEC's investigation. 

18 The Office of the Comptroller of the Currency ("GCC") and the Federal Reserve, as well as the 
New York Stock Exchange and the National Assocation of Securities Dealers, coordinated with, or 
assisted, the SEC's Division of Enforcement in the investigation. 
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accuracy the amount of securities his employer was likely to receive in anyone 
offering. He then "tripled" that estimated amount, and reported the inflated number to 
the GSEs as customer orders. 

Some traders added random amounts to their actual customer orders. Others 
increased the number and amount of customer orders reported to the GSEs to include 
"anticipated" or "historic" sales, i.e., an amount that the trader believed, based on past 
experience, the selling group member would be able to sell after the GSE announced 
the price. Even in those instances where a selling group member had identifiable 
customers for the number and amount of the customer orders reported to the GSEs, 
the trader would not indicate to the GSEs that many of the orders were subject to 
significant conditions. 

Most of the traders prepared work sheets reflecting customer orders for, or 
interest in, the securities, and updated the work sheets as they learned of additional 
customer orders or interest. Several selling group members divided their work sheets 
into sections or columns to reflect two sets of numbers: actual customer orders and the 
inflated customer orders reported to the GSEs. 

Most traders denied inflating customer orders to obtain a larger allocation, and 
hence a larger concession. Indeed, because most GSEs allocated securities based 
largely on a historic basis, a selling group member would not necessarily receive a 
larger allocation simply by inflating its reported customer orders. Rather, entities 
which had been members of the selling group for a longer period of time testified that 
they inflated customer orders to avoid losing any of their historic allocation percentage. 
Newer selling group members testified that they inflated customer orders because other 
selling group members were inflating orders and the newer entities felt that they 
needed to report a larger number of orders to appear competitive. 

Distribution reports 

Nearly all selling group members inflated the number and/or amount of 
customer sales in the distribution reports or analyses submitted to the GSEs. Usually 
the number and amount of customer sales reflected in the distribution reports matched 
the number and amount of customer orders that the selling group member had 
reported to the GSE prior to allocation. In most instances, distribution reports stated 
that selling group members had assumed large short positions in a GSE's securities 
when, in fact, they had not. Often the distribution reports stated that selling group 
members had purchased securities in the secondary market in order to cover a short 
position when, in fact, no such purchases had occurred. The distribution reports also 
contained inaccurate representations regarding the type, and/or geographic location, of 
customers. 
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A number of traders testified that they inflated sales, and/or provided other 
inaccurate information, in the distribution reports either to conceal their initial 
inflation of customer orders, or to conceal the loss of a customer. Several testified that 
they simply followed what they perceived to be an industry practice of reporting 
customer orders rather than actual sales in the distribution reports. Although some 
traders testified that the GSEs expected the distribution reports to reflect customer 
orders rather than actual sales, the distribution reports were prepared after the primary 
distribution had ended, and called for information concerning the sales that had taken 
place during the primary distribution. 

Most of the GSEs appear to have suspected that information selling group 
members provided regarding the amount of customer orders and sales was not reliable. 
However, the GSEs stated that they were not able to determine which of the selling 
group members were inflating orders and/or sales, nor were they able to determine the 
amount by which any report was inflated. 

Although selling group members prepared and maintained an accurate set of 
books and records reflecting transactions in the GSEs' securities, they also prepared 
and maintained a second set of records - the work sheets and distribution reports -
that were inaccurate. This second set of records cast doubt upon the integrity and 
reliability of the accurate records, and posed the exact danger that Rule 17a-3 was 
designed to eliminate - that the SEC and the securities industry self-regulatory 
organizations would be unable to assure that broker-dealers conduct their business in 
accordance with the federal securities laws. Strict compliance with the books and 
records requirements is a keystone of the surveillance of registered broker-dealers.19 

Administrative Proceedings Against Selling Group Members 

On January 16, 1992, administrative proceedings were instituted jointly by the 
SEC, the oee and the Federal Reserve against 98 registered broker-dealers, registered 
government securities brokers and/or dealers and banks (the "respondents"). In those 
proceedings, the three agencies found that, in connection with their participation in the 
primary distributions, each of the respondents made and kept certain records that did 
not accurately reflect the respondent's customers' orders for the GSEs' securities 
and/or offers, purchases or sales by the respondent of the GSEs' securities. 

Ninety-eight selling group members submitted Offers of Settlement to the 
agencies. Pursuant to the settlements, each of the respondents, without admitting or 

19 The preparation and maintenance of such false books and records by an issuer whose securities are 
registered pursuant to Section 12 of the Securities Exchange Act would likely also violate Section 13(b )(2) 
of the Securities Exchange Act, which, among other things, requires such issuers to "make and keep books, 
records, and accounts, which, in reasonable detail, accurately and fairly reflect the transactions and 
dispositions of the assets of the issuer." 
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denying the allegations in the order instituting the proceedings, consented to the 
issuance of an order by the appropriate regulatory agency: 

• finding, in the case of registered broker-dealers, that the respondent 
willfully violated Section 17(a) of the Exchange Act and Rules 17a-3 and 
17a-4, or, in the case of registered government securities brokers and/or 
dealers, that the respondent willfully violated 17 C.F.~. Part 404 
promulgated under Section 15C of the Exchange Act; 

• directing the respondent to cease and desist from future violations of the 
relevant provisions of the Exchange Act; 

• directing the respondent to pay a civil money penalty to the United States 
Treasury;21 and 

• directing the respondent to devise, implement and maintain policies and 
procedures reasonably designed to ensure future compliance with the 
relevant provisions of the Exchange Act. 

In addition, on January 16, 1992, the SEC issued a Report Pursuant to Section 
21(a) of the Securities Exchange Act of 1934 Regarding the Distribution of Certain 
Debt Securities Issued by Government-Sponsored Enterprises. The 21(a) Report 
summarized the results of the SEC's investigation, and described the GSEs' 
distributions of debt securities, the respondents' participation in the distributions, and 
the practices giving rise to the violations of the recordkeeping provisions of the 
Exchange Act described in the Report. In the 21(a) Report, the SEC emphasized that, 
regardless of how widespread a practice is, or is perceived to be, and regardless of 
whether a firm believes that a particular practice does not harm its customers or other 
persons, the SEC will not tolerate a disregard for the recordkeeping provisions of the 
Exchange Act. The Report concluded that the creation of inaccurate books and 
records by the respondents was a necessary part of a scheme to inflate customer orders 
in an effort to maintain or increase allocation. 

20 Section 17(a) and Rules 17a-3 and 17a-4 and 17 C.F.R. Part 404 promulgated under Section 15C 
require registered broker-dealers and registered government securities brokers and/or dealers, respectively, 
to make and keep accurate books and records relating to securities transactions. 

21 The amount of the civil money penalty to be paid by each respondent was determined on the basis 
of a formula developed by the SEC, the acc, and the Federal Reserve based upon the "concessions" 
received during a defined period. Thus, the differences in amounts are based upon concessions, rather 
than the number of violations or degree of wrongdoing. 
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APPENDIXD 

THE GOVERNMENT-SPONSORED ENTERPRISE SECURmES MARKET 



Government-sponsored enterprises ("GSEs") are financial intermediaries 
established pursuant to federal law to facilitate lending for purposes the federal 
government has deemed socially important, such as education, agriculture, and 
housing.1 Congress believed such intermediaries were necessary because credit for 
these purposes was either insufficient or too expensive. In essence, these institutions 
borrow funds from the public and make the funds available to particular sectors of the 
economy. The total amount of aSE obligations outstanding as of December, 1990 was 
about $1 trillion dollars.2 

Although the GSEs each were established by an Act of Congress and have 
special relationships with the federal government,3 they are each wholly privately 
owned. They do not receive direct funding from the federal government, nor are their 
operating policies directly determined by Congress. However, each of the aSEs may 
have special Congressionally granted powers, such as limited authority to borrow from 
the Treasury, and each may enjoy special advantages, including exemptions for 
securities they issue from most provisions of federal and state securities laws and 
exemption for the GSEs from certain state and local taxes. 

Primary market 

In general, the aSEs are required to obtain the approval of the Treasury on the 
timing, maturity, and pricing of their debt offerings. After receiving recommendations 
from each of the GSEs, the Treasury establishes a general calendar for aSE securities 
offerings that includes sales announcement, pricing, trading release, and settlement 
dates. The Treasury coordinates the offering dates for each of the GSEs to avoid 
competition among the offerings which potentially could drive up yields or cause 
market dislocation or confusion. 

1 For purposes of this report, a GSE is a federally chartered entity or group of entities that is authorized 
to issue debt securities in its own name. Using this defInition, the GSEs discussed in this report are: the 
Federal National Mortgage Association, the Federal Home Loan Mortgage Corporation, the Farm Credit 
System, the Federal Agricultural Mortgage Corporation (Farmer Mac), the Federal Home Loan Bank 
System and the Student Loan Marketing Association. 

2 Of this fIgure, $365 billion constituted debentures and discount notes and $616 billion constituted 
mortgage-backed securities. 

3 Some of the GSEs have Presidentially appointed Board members (e.g., Sallie Mae, seven of 21, 20 
U.S.C. § 1087-2(c)(3); Fannie Mae, fIve of 18, 12 U.S.C. § 1723(b); and Freddie Mac, fIve of 18, 12 U.S.c. § 
1452(a) (2) (A). In addition, the fIve members of the Federal Housing Finance Board are appointed by the 
President. 12 U.S.C. § 1422a(b)(1)(B». The Treasury also has approval rights over the issuance of debt and 
mortgage-backed securities for four of the GSEs. 12 U.S.C. § 1717a (Fannie Mae); 12 U.S.c. § 1455G)(1) 
(Freddie Mac); 20 U.S.C. § 1087-2(h)(1) (Sallie Mae); and 31 U.S.c. § 9108(a) (Federal Home Loan Banks). 
The Farm Credit Administration approves the borrowing of the Federal Farm Credit Banks. 12 U.S.c. §§ 

2153( d), 2160(b )(2). 
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The GSEs distribute a variety of securities, including short-term discount notes, 
medium-term notes, longer-term debt in the form of bonds or debentures, and 
mortgage-backed securities. Only a small percentage of GSE bonds (other than 
mortgage-backed issuances) and debentures have maturities of greater than 10 years. 

In general, securities issuances by GSEs, except for Farmer Mac, historically 
have been exempt from registration under the federal securities laws. This 
longstanding exemption was not disturbed by the Government Securities Act of 1986. 
In addition, securities issued by GSEs generally are deemed to be "government 
securities" within the meaning of the Securities Exchange Act of 1934 ("Exchange 
Act,,).4 Like other securities deemed to be government securities, however, GSE 
securities continue to be subject to the anti-fraud provisions of Section 17(a) of the 
Securities Act of 1933 and Section 10(b) of the Exchange Act. As a result, purchases 
and sales of GSE securities, whether during initial issuance or in the secondary market, 
are subject to the SEC's regulatory authority only in cases of actual or suspected 
fraud.5 

The process by which the GSEs distribute most of their securities differs 
substantially from the auction procedure used by the Treasury. The GSEs use a variety 
of distribution mechanisms, including competitive bidding, placements with individual 
customers or through particular dealers, allocation among selling group members, 
underwritten transactions, and exchanges of mortgage-backed securities with 
institutions. In practice, however, most of the GSEs rely for sales of unsecured debt 
securities principally on allocation among selling groups composed of both primary and 
non-primary government securities dealers and dealer banks. 

Each GSE maintains several selling groups, ranging in size from five to 
approximately 100 members, composed of government securities dealers and dealer 
banks who have signed an agreement with the GSE to participate in its allocation 
process. The GSE's fiscal agent fills the role ordinarily filled by a managing or lead 
underwriter in a corporate offering, overseeing the issuance according to the terms of 
the applicable selling group agreement and allocating the securities to be distributed to 
the members of the selling group. Selling group members are compensated by a 
concession, which is expressed as a fixed percentage of the face amount of securities 
sold and deducted from the proceeds of the sale due to the agency. 

4 15 U.S.C. § 78c(a)(12) (A)(i). 

5 Securities issuances by GSEs may require regulatory approval, however, under each GSE's enabling 
statute. For example, neither Freddie Mac nor Fannie Mae may issue stock or convertible debt without ~e 
approval of the Secretary of Housing and Urban Development. 12 U.S.C. §§ 1452(b)(6), 1723c. Similarly, 
the Farm Credit System must obtain FCA approval for each issuance of System-wide debt securities. 12 
U.S.c. §§ 2153(d), 2160(b)(2). 
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concession, which is expressed as a fixed percentage of the face amount of securities 
sold and deducted from the proceeds of the sale due to the agency. 

Each selling group member's responsibilities are spelled out by the terms of a 
selling group agreement that each GSE requires each selling group member to sign as 
a condition of participating in the selling group. Selling group agreements are between 
the GSE and each dealer and do not establish a relationship between or among selling 
group members. 

The terms of the selling group agreements vary but they usually expect the 
member to support secondary trading in the GSE's securities and to provide market 
and trading information before and during the allocation. In addition, the selling group 
agreements generally prohibit members of the selling group from purchasing securities 
in the allocation for their proprietary trading accounts or for reallocation to other 
dealers and ordinarily require members to produce reports on the distribution of the 
securities they have been allocated and to keep certain records. When customer 
demand is light, however, the fiscal agent may ask selling group members to take 
positions for their own accounts. 

Each GSE establishes standards that prospective selling group members must 
satisfy to join the selling group. In general, the GSEs require prospective selling group 
members to demonstrate certain capitalization levels, participation in other sectors of 
the government securities market, a commitment to the secondary market for the 
GSE's securities, and an established customer base. Most of the GSEs also reserve the 
right at a minimum to expel members of the selling group for failing to participate fully 
in the allocation process or in the secondary market. Nonetheless, the GSEs, for the 
most part, have admitted or expelled relatively few members, and the selling groups 
have tended to remain relatively stable over time. In recent years, however, several 
GSE selling groups have decreased in size as members have merged or left the govern
ment securities business. 

When-issued trading in GSE securities usually does not begin until the day after 
the pricing of the initial offering. Therefore, when-issued trading does not serve the 
same price discovery function in the GSE market that it does in the Treasury market. 
Instead, each GSE sets the price for each security that it issues based on its own 
judgment about demand for its securities in the market. To reach that judgment, the 
GSEs take into consideration information provided by selling group members about 
market demand for their securities, as well as other government, GSE, and corporate 
securities. Representatives of the GSEs speak with the larger members of their selling 
groups on a regular basis and are in contact with all members of the selling group daily 
during the sale period. When determining the structure, maturity, and size for an 
issue, each GSE consults selling group members for indications of market demand for 
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information about offerings by other aSEs, the Treasury, and comparable corporate 
issuers. Most significantly, the aSEs maintain that selling group members provide the 
GSEs with market information that enables the aSEs to price their securities at yields 
designed to clear the market, thereby assuring the continued marketability of those 
securities at the lowest possible cost to the borrower. 

The aSEs' reliance on members of their selling groups for market information 
is magnified by the difficulty that market participants other than primary dealers have 
in obtaining important market information independently. As noted elsewhere in this 
report, they generally do not have access to market information on aSE securities 
displayed on inter-dealer broker screens.' Therefore, although aSEs do have access 
to news wires and vendor services, the information provided by selling group members 
about demand for that aSE's securities in the market is a critical component of each 
aSE's pricing process. Selling group members compete to provide that information 
accurately and on a timely basis, and agents and dealers indicate that there is a 
perception in the market that supplying accurate and timely market information will be 
rewarded in the allocation of securities. 

The aSEs consider indications of demand they receive from the selling groups 
in determining the initial offering price of a particular security. Other significant 
factors affecting each aSE's pricing decision are the price and availability of Treasury 
and other agency securities of comparable maturities. Because aSE securities 
generally are not explicitly backed by the full faith and credit of the federal 
government and thus are perceived by the market to present a somewhat, if minimally, 
greater credit risk to investors, they trade at a spread over Treasury securities (i.e., 
GSE yields are higher than Treasury yields on instruments of the same maturity). 

The perceived liquidity and credit quality of each aSE also affect the size of the 
spread. If the market perceives instability in a particular aSE's economic sector, the 
spread will widen. For instance, during the mid-1980s, Farm Credit securities traded at 
a relatively large spread over Treasuries, reflecting the downturn in the agricultural 
sector and the resulting difficulties of many Farm Credit institutions. The Agricultural 
Credit Act of 1987 granted assistance to troubled institutions, which the market 
perceived as implicit federal government backing of the Farm Credit System and its 
securities. Thereafter, the spread for Farm Credit securities narrowed. 

The spread for each aSE's securities tends to vary over time. In addition, as 
maturity lengthens, the spread usually widens, reflecting the investors' exposure to GSE 
credit risk over a longer period and the lesser liquidity of aSE securities. Thus, when 
selling group members make pricing recommendations to a aSE, they may do so as a 

7 The GSEs currently do have access to Cantor Fitzgerald information through Telerate. Cantor 
Fitzgerald, however, represents only 20 percent to 25 percent of the interdealer market. 
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The spread for each GSE's securities tends to vary over time. In addition, as 
maturity lengthens, the spread usually widens, reflecting the investors' exposure to GSE 
credit risk over a longer period and the lesser liquidity of GSE securities. Thus, when 
selling group members make pricing recommendations to a GSE, they may do so as a 
price or a yield, but more typically they do so as a spread over the benchmark Treasury 
security. 

The allocation process used by each GSE varies slightly, but in general, is 
conducted as follows. For several days prior to announcing an issue, the GSE consults 
with members of its selling group to gauge market conditions. Selling group members 
provide feedback and information on other activity in the market. At a preset time, 
the GSE announces the actual terms, including the maturity and amount of the issue or 
issues offered. 

Following the announcement of terms (other than rate and price), selling group 
members contact customers to obtain or verify orders. The members report the 
information to the GSE. GSE personnel probe selling group members for specific 
information regarding firmness of the member's book. Orders for securities that are 
not conditioned on any particular price generally are known as "market orders." 
Orders that will only be executed at or within specific price frames generally are known 
as "price conditional."g 

During the time period following announcement, the GSE makes allocations of 
the debentures to selling group members based on a number of factors that vary 
among the GSEs, but often include: (1) customer demand; (2) the strength and 
consistency of the selling group member's past participation in the primary market and 
its demonstrated commitment to the secondary market; (3) cultivation of new investor 
segments; and (4) breadth of distribution, including geographical interest. 

The GSEs typically receive price recommendations from selling group members 
in the course of communications throughout the allocation process. In addition, the 
GSE may consult with selected selling group members shortly before pricing the issue 
to get final, specific pricing recommendations. The GSE then prices the issue and 
makes a public announcement over news wires. 

g The Public Securities Association Agency Task Force has proposed standardized order deftnitions for 
selling group members and ftscal agents that would eliminate the distinction between "market" and 
"conditional" orders. Under its proposal, all orders would be categorized as "customer orders," "member 
orders," or "reallowance orders." Customer orders would include any orders: (1) without condition, or (2) 
subject to the satisfaction of one or more specific conditions, such as spread, coupon or as otherwise 
expressed. Customer orders would be based on actual communications between a selling group member and 
a customer. 
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Selling group members typically call the GSE after the announcement to 
confirm their allocations. The GSEs also require selling group members to submit a 
written report or analysis of each distribution. Selling group members may be asked to 
provide a breakdown of sales by category of investor or information on when-issued 
activity in the distribution report. 

The GSEs maintain that the allocation process is the best mechanism for issuing 
debt because, in their opinion, it meets their paramount financing objective: to assure a 
steady and predictable stream of funds at the lowest possible cost. This assertion has 
not been proven or disproven empirically, although some GSEs have monitored the 
stability over time for various issues of the spread over the benchmark Treasury 
security in the secondary market as a method of monitoring the efficiency of their 
initial pricing. In addition, the GSEs believe that use of the allocation process assures 
the liquidity of GSE securities in the secondary market because it achieves a broad
based distribution of securities. 
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APPENDIX E 

THE PRIMARY DEALER SYSTEM 



FEDERAL RESERVE BANK OF NEW YORK 

Administration of Relationships with Primary Dealers 

The Federal Reserve Bank of New York (FRBNY) is 

adopting certain changes in the administration of its 

relationship with primary dealers in u.s. Government securities. 

The primary dealer system has been developed for the purpose of 

selecting trading counterparties for the Federal Reserve in its 

execution of market operations to carry out u.s. monetary policy. 

The designation of primary dealers has also involved the 

selection of firms for statistical reporting purposes in 

compiling data on activity in the u.s. Government securities 

market. These changes in the administration of these 

relationships have been developed after conSUltation with the 

Federal Reserve Board, the Federal Open Market committee, the 

Treasury and the securities and Exchange Commission. 

The changes announced today have been prompted by two 

related factors: 

First, decisions have been made to accelerate the 

automation of Treasury auctions and Federal Reserve open market 

operations with a view toward increasing the efficiency of the 

auction process and open market operations, and providing the 

potential for further broadening the base of direct participation 

in these operations. These automation initiatives are major 
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undertakings, as they must be planned and executed with extreme 

care to ensure operating and communications systems of the 

highest level of reliability and integrity. They will require 

back-up systems comparable to those now in place for the Fed's 

funds and securities transfer systems. Planning for automation 

of the existing Treasury auction format is well underway and 

automation is scheduled for completion by the end of this year. 

Automation planning for Federal Reserve open market operations is 

just getting started, and completion of this automation will 

probably take about two years. 

second, and more important, while the system of 

designating primary dealers on the whole has served the Federal 

Reserve, the Treasury, and the nation well for many years, there 

also have been some drawbacks to the existing arrangements. 

Prominent among these is the public impression that, because of 

the Federal Reserve Bank's standards for selecting and 

maintaining these relationships, the Fed is in effect the 

regulator of the primary dealer firms. Moreover the primary 

dealer designation has been viewed as conferring a special status 

on these firms that carries with it elements of "franchise value" 

for the dealer operation and possibly for other aspects of the 

firm's standing in the marketplace. 

The net result of these interrelated factors is that 

the Federal Reserve is amending its dealer selection criteria to 

begin providing for a more open system of trading relationships, 

while still exercising the discretion that any responsible market 
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participant would demand to assure itself of creditworthy 

counterparties who are prepared to serve its needs. 

For the most part, the changes in the administration of 

the primary dealer relationships will have no immediate effect on 

existing primary dealers--recognizing, of course, that they will, 

over time, be subject to the requirements noted below for 

maintaining a counterparty relationship with the Fed. However, 

existing as well as any new primary dealers will no longer be 

required to maintain a one percent share of the total customer 

activity reported by all primary dealers in the aggregate; this 

requirement is no longer deemed necessary given the active and 

liquid state of development now achieved in the u.s. Government 

securities market, and its retention could be an obstacle to 

achieving more open trading desk relationships. In addition, 

while continuing to seek creditworthy counterparties, and while 

continuing to exercise market surveillance, the FRBNY will 

discontinue its own dealer surveillance activities relating to 

primary dealer firms' financial characteristics. 

New firms will be added on the basis of criteria listed 

below. As in the past, all primary dealers will be expected to 

(1) make reasonably good markets in their trading relationships 

with the Fed's trading desk; (2) participate meaningfully in 

Treasury auctions and; (3) provide the trading desk with market 

information and analysis that may be useful to the Federal 

Reserve in the formulation and implementation of monetary policy. 

Primary dealers that fail to meet these standards in a meaningful 
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way over time will have their designation as a primary dealer 

discontinued by the FRBNY. It is contemplated that each dealer 

firm's performance relative to these requirements will be 

reviewed on an ongoing basis and evaluated annually beginning in 

June 1993. If a firm's relationship with the FRBNY is 

discontinued because of shortfalls in meeting these standards, 

the action by the FRBNY will be made strictly on a business 

relationship basis. As such, any decision by the FRBNY will 

carry no implication as to the creditworthiness, financial 

strength or managerial competence of the firm. 

In evaluating a firm's market-making performance with 

the trading desk, the FRBNY will look to the amount of business 

of various types actually transacted and the quality of the 

firm's market-making and market commentary. Dealers that do 

little business with the Fed over a period of time, that 

repeatedly provide propositions that are not reasonably 

competitive, and that fail to provide useful market information 

and commentary, add little to the Fed's ability to operate 

effectively and will be dropped as counterparties for at least 

six months. 

In evaluating participation in Treasury auctions, the 

Fed will expect a dealer to bid in reasonable relationship to 

that dealer's scale of operations relative to the market, and in 

reasonable price relationship to the range of bidding by other 

auction participants. Any decision to suspend a primary dealer 
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designation because of inadequate auction bidding will be taken 

in close consultation with the Treasury. 

Finally, consistent with the Omnibus Trade & 

competitiveness Act of 1988, a foreign-own~d primary dealer may 

not be newly designated, or continue to be designated, in cases 

where the Federal Reserve concludes that the country in which a 

foreign parent is domiciled does not provide the same competitive 

opportunities to u.s. companies as it does to domestic firms in 

the underwriting and distribution of Government debt. 

I. criteria for Accepting New Dealers 

New primary dealers must be commercial banking 

organizations that are subject to official supervision by u.s. 

Federal bank supervisors or broker/dealers registered with the 

securities and Exchange Commission. The dealer firms or the 

entities controlling the dealer firms must meet certain capital 

standards as follows: 

commercial banking institutions must--taking 

account of relevant transition rules--meet the 

minimum Tier I and Tier II capital standards under 

the Basle capital Accord. In addition, commercial 

banks must have at least $100 million of Tier I 

capital as defined in the Basle capital Accord. 

Registered broker/dealers must have capital in 

excess of the SEC's or Treasury's regulatory 

"warning levels" and have at least $50 million in 

regulatory capital. Where such capital standards 
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do not apply to a consolidated entity controlling 

a primary dealer--consistent with the treatment of 

banks under the Basle Accord--the FRBNY will also 

look to the capital adequacy of the parent 

organization. 

The minimum absolute levels of capital specified above 

(i.e., $100 million for commercial banks and $50 million for 

broker/dealers) are designed to help insure that primary dealers 

are able to enter into transactions with the Fed in sufficient 

size to maintain the efficiency of trading desk operations. 

A bank or a broker/dealer wishing to become a primary 

dealer, must inform the FRBNY in writing. As a part of that 

notification a prospective dealer must also provide appropriate 

financial data demonstrating that it meets the capital standards 

outlined above. The FRBNY will consult with the applicable 

supervisory body to ensure that the firm in question is in 

compliance with the appropriate capital standards. When new 

firms are accepted as primary dealers, the nature and extent of 

the Bank's trading relationship with the firm will, as under 

current practices, evolve over time. As a result of this change 

and the elimination of the one percent market share criterion, 

there will no longer be any need for individual firms to be 

considered by the market as "aspiring dealers." 

Of necessity, at least for the time being, the number 

of additional primary dealers will be relatively limited, because 

of resource constraints on trading desk operations. The 
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selection of this limited number will be dependent on how many 

can be added without adverse impact on the efficiency of Federal 

Reserve trading desk operations. Applications received by March 

31, 1992, will be evaluated in relation to the foregoing capital 

standards. If it is not feasible to add all of the qualifying 

firms as primary dealers, a selection will be made among those 

firms in a manner that gives primary consideration to their 

relative capital positions. Following the implementation of 

automated communications for trading purposes, further expansion 

in the number of primary dealers will be feasible, and further 

changes in the criteria for selection also could be considered, 

although there is no preconception at this time as to what, if 

any, further changes would be made. 

II. Maintenance of Capital standards 

As a result of the adoption of the capital standards 

for accepting primary dealers, all primary dealers will be 

expected to maintain capital positions that meet the standards 

described above on an ongoing basis. Should a firm's capital 

position fall below these minimum standards, the FRBNY may 

suspend its trading relationship until the firm's capital 

position is restored to levels corresponding to these minimum 

standards. In making such determinations, the FRBNY will look to 

the firm's primary Federal regulator for guidance as to whether 

the firm has in place an acceptable plan to restore its capital 

position in a reasonable period of time. However, in no 

circumstances will the Bank maintain a trading relationship with 
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a primary dealer that is unable to restore its capital position 

to the stipulated minimum level within a year. Over time, the 

maximum grace period of one year may be shortened and would not 

apply in any event if a firm's capital position were seriously 

impaired. 

III. Elimination of Dealer Surveillance 

While the Federal Reserve Bank of New York will 

continue to seek creditworthy counterparties--and will continue, 

or enhance, its market surveillance--it is planning to 

discontinue the "dealer surveillance" now exercised over primary 

dealers through the monitoring of specific Federal Reserve 

standards and through regular on-site inspection visits by 

Federal Reserve dealer surveillance staff. Rather, the FRBNY 

will seek to act as any reasonably well-informed and responsible 

firm might behave in evaluating the creditworthiness of its 

counterparties. Accordingly, the Federal Reserve will expect to 

receive periodic reports on the capital adequacy of primary 

dealers, just as any other responsible market participant should 

expect to receive such reports. 

The elimination of the Bank's dealer surveillance 

activities should be viewed merely as confirmation of the long

standing reality that the Bank does not have--nor has it ever 

had--formal regulatory authority over the Government securities 

market or authority over the primary dealers in their capacity as 

such. The Bank is satisfied that the existing regulatory 

apparatus over the market and the regulatory apparatus as it 
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applies to dealer firms is adequate--especially in light of 

changes outlined in the joint Treasury-SEe-Federal Reserve study

-and it is satisfied that it can protect itself against financial 

loss without reliance on formal dealer surveillance. 

IV. Sanctions of Primary Dealers for Wrongdoing 

The Federal Reserve Bank of New York does not have 

civil or criminal enforcement authority over primary dealers in 

their capacity as primary dealers. This consideration and the 

dictates of fairness and due process require that the disposition 

of allegations of wrongdoing lies with the Government bodies 

having such authority--including the u.S. Treasury, the Federal 

bank supervisor, the Securities and Exchange Commission and the 

u.S. Department of Justice. 

In the future, if a primary dealer firm itself is 

convicted of a felony under u.S. law or pleads guilty or nolo 

contendere to felony charges under u.S law for activities that 

relate directly or indirectly to its business relationship with 

the Federal Reserve, the firm will be subject to punitive action, 

possibly including suspension as a primary dealer for six months. 

Depending on the nature of the wrongdoing the penalty could be 

more severe, including permanent revocation of a trading 

relationship. 

v. statistical Reports on Government Securities Activities 

The current statistical reporting program is expected 

to continue unchanged for the time being, but a review is being 

undertaken to determine how best to adapt this program to an 
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environment in which market surveillance is receiving greater 

emphasis and a statistical reporting relationship is not 

necessarily tied to a trading relationship with the Federal 

Reserve. This review will take into account· the needs of the 

Federal Reserve, the Treasury and the SEC as well as the burden 

of statistical reporting on dealer firms. 

SWIIJIlary 

Taken as a whole, these changes are designed to 

facilitate an orderly and gradual move to a more open system of 

primary dealer relationships with the FRBNY while at the same 

time preserving certain key characteristics of the current system 

that have been beneficial to the Federal Reserve and the Treasury 

over the years. Over time, the successful implementation of 

highly automated systems for Treasury auctions and Federal 

Reserve open market operations will provide the room and the 

opportunity for still further changes. However, the desirability 

of further changes will have to be evaluated against the 

experience with these modest changes and the need to preserve 

both the efficiency and flexibility of Federal Reserve monetary 

policy operations, and the liquidity and efficiency of the market 

for u.S. Government securities. 
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PRIMARY DEALERS: CRITERIA AND PROCEDURES 
APPLIED TO FIRMS INTERESTED IN 

BECOMING AND REMAINING PRIMARY DEALERS 

This statement outlines the criteria used in administering the 
list of reporting u.S. Government securities dealers ("primary 
dealers") and describes the process used by the Federal Reserve 
Bank of New York to handle requests from firms interested in 
becoming primary dealers. 

General criteria 

All primary dealers are expected to make markets in the full 
range of u.S. Government securities for a reasonably diverse group 
of customers and to participate meaningfully in Treasury auctions. 
They are expected to facilitate the Federal Reserve's Open Market 
Operations and to provide the central bank with information to 
assist it in performing its duties. Dealers should evidence a 
strong commitment to continued participation as a market-maker over 
the long-term. Management depth and experience, a reasonable 
profitability record, and good internal controls are essential. 
Primary dealers must have sufficient capital to support comfortably 
their activities and must manage their/risk exposures prudently, 
with due regard for the limitations of their capital and their 
ability to identify and control risks. 

The minimum criteria discussed in this statement should be 
considered benchmarks rather than absolute levels at which a dealer 
is designated a primary dealer reporting to the Federal Reserve. 
The benchmarks are meant to provide dealers with guidance regarding 
the general level of development they must attain to qualify for 
and retain the designation. A dealer's qualifications are 
evaluated in total. It is expected that each dealer will achieve 
and maintain overall levels of performance above the minimum 
standards; a dealer that barely achieves the minimum standards may 
not be designated or retained as a primary dealer. 

Firms are designated primary dealers because they can be of 
service to the Federal Reserve. Other firms may be sound and 
capable, but it would be impractical for the Federal Reserve Bank 
of New York to maintain a reporting or dealing relationship with 
all such firms. The designation is not an endorsement, is not 
conferred under regulatory authority, and does not entail official 
supervision by the Federal Reserve. The Federal Reserve does 
monitor dealer activities to determine that the primary dealer 
performance standards are being met, and to obtain information 
about market developments. The process is not designed to assist 
the public in determining dealer creditworthiness. 

E-ll 



Primary dealers are expected to be active and competitive 
participants in the Federal Reserve I s Open Market Operations. They 
are also expected to freely and candidly supply the Federal Reserve 
with information about developments in the u.s. Government 
securities markets and in all other markets in which they 
participate. Trading performance and the quality of other support 
of Open Market Desk needs will be taken into account in decisions 
regarding primary dealer designation. While all dealers trading 
with the Open Market Desk must be primary dealers, newly designated 
primary dealers do not immediately begin a trading relationship 
with the Reserve Bank. To establish such a trading relationship, 
a dealer is expected to demonstrate the ability to improve upon and 
sustain the levels of performance initially required for 
designation as a primary dealer. Those firms not demonstrating 
this capacity within a reasonable period of time may have the 
designation discontinued. 

Primary dealers are expected to cooperate with the Federal 
Reserve in endeavors to increase the efficiency, effectiveness, and 
safety of the marketplace. They are also required to submit 
reports reflecting their activities to the Federal Reserve on a 
regular basis. 

Primary dealers must be effective market-makers. The 
diversity and quality of a dealer's customer base, the breadth of 
its activity and the consistency of its performance carry 
significant weight in an evaluation of market-making. In addition, 
trading volume with customers provides a convenient numerical 
estimate of a dealer's performance as a market-maker. At a 
minimum, the dollar volume of a dealer's customer transactions in 
Treasury and Federal agency issues (excluding mortgage pass through 
instruments) should average one percent of the aggregate of primary 
dealer volume with customers if the dealer expects to present a 
convincing case that it is an effective market-maker. Transactions 
with other primary dealers or inter-dealer brokers are excluded 
from this measure. Also excluded from customer volume are (1) 
intra-firm transactions or trading with affiliates of the dealer 
unless the dealer can demonstrate that such transactions represent 
competitive market-making; and, (2) activity in repurchase 
agreements or similar transactions. 

In addition to the standards for secondary market-making, a 
primary dealer is expected to be a consistent and meaningful 
participant in Treasury auctions of new securities. A dealer is 
expected to submit auction bids of a size roughly commensurate with 
the dealer's capacity. A dealer is expected to submit bids in 
every auction. At a minimum, the bids should be a percentage of 
the total being sold that is comparable to the dealer's share of 
total customer transaction volume reported to the Federal Reserve. 
A dealer is not required to be awarded a particular amount of 
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securities, but the m1n1mum amount of bids a dealer is expected to 
submit should be in a realistic price range relative to current 
market conditions. Under ordinary conditions, a dealer would be 
expected to submit a significant amount of bids close to the prices 
accepted by the Treasury. 

The experience of a firm and its key personnel are also 
considered. ·A primary dealer is expected to have strong 
management, experienced trading personnel, a seasoned sales staff, 
and well-trained back-office personnel. The dealer must possess 
operational capabilities to process and account for its 
transactions efficiently and accurately. Clearing of securities 
must be performed expeditiously and with due regard for the 
integrity and safety of the clearing process [see separate 
statement on dealer clearance behavior, dated April 1988]. Proper 
controls over all operations by management and auditing staffs are 
also essential. 

The capitalization of a primary dealer must reflect a solid 
financial commitment and a strong capacity to participate in the 
market. Firms should have sufficient capital to provide an 
adequate cushion relative to risk exposures and overall leverage, 
and to more than meet the minimum capital levels required by the 
supervisory authorities. The main focus on capital is relative to 
risk, rather than level of capital. Most primary dealers have 
substantially more than $50 million of capital; major market-makers 
would have difficulty functioning prudently with less than $50 
million in capital. Indeed, most primary dealers with moderate 
amounts of capital are affiliated with very sUbstantial firms that 
can provida additional capital support if needed. In looking at 
a dealer's capital strength, the Federal Reserve considers the 
composition of capital, the variety and nature of the firm's 
activity, typical risk exposure, the quality of risk controls, and 
a dealer's affiliate and subsidiary relationships. A dealer I s 
earnings history is also considered. The earnings of a risk-taker 
understandably fluctuate; however, over a reasonable time period 
earnings should evidence a healthy business strategy. Poor 
earnings weaken a dealer's commitment to market-making and its 
ability to continue functioning as an effective primary dealer. 

The ownership of a firm can have a bearing on its suitability 
as a primary dealer, particularly the reputation and conduct of the 
owners. The continuation of a primary dealer designation after a 
change in ownership is not automatic. New ownership arrangements 
will be evaluated based on the capacity to maintain or strengthen 
a dealer's performance in terms of financial, operational, 
managerial, and market-making criteria. In weighing whether to 
continue a primary dealer designation or request that a firm 
requalify, particular attention is placed on maintenance of 
continuity in the risk-management and market-making operations of 
the firm. When only the firm's primary dealer business, or a 
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portion thereof, is being acquired by a new owner, the strong 
presumption is that the designation will not be continued without 
a period of requalification. The requalification process will be 
administered flexibly, with due regard for the qualifications of 
the new owner and the performance of the dealer operation during 
the transition. 

Primary dealers may be foreign-owned though they should be 
incorporated in the United states with dedicated dollar capital. 
In keeping with a basic policy of national treatm.ent, there are no 
limits on representation among primary dealers for firms with 
parent companies or shareholders based in foreign countries. The 
maintenance of an appropriate degree of balance and diversity 
within the primary dealer group will continue to be a factor in 
considering firms newly interested in becoming or acquiring primary 
dealers. In seeking to maintain such diversification weight may 
be given to firms looking to develop business relationships on a 
de novo rather than acquisition basis. consistent with the Omnibus 
Trade & Competitiveness Act of 1988, a foreign-owned firm may not 
be newly designated, or continue to be designated, a primary dealer 
after August 1989, in cases where the Federal Reserve concludes 
that the country in which the foreign parent is domiciled does not 
provide the same competitive opportunities to u.s. companies as it 
does to domestic firms in the underwriting and distribution of 
Government debt. 

As noted earlier, primary dealers are designated because they 
can be of service to the Federal Reserve Bank of New York; however, 
it is not practical for the Bank to maintain a relationship with 
all firms who could potentially meet the minimum standards. 
Recognizing that a large expansion in the dealer list has been 
accommodated in recent years, it is believed that fifty or so 
primary dealers will more than meet the business needs of the 
Federal Reserve in conducting Open Market Operations. As the 
number of qualified dealers approaches this level, the Bank will 
be somewhat more selective in determining whether and when to add 
new dealers to the list and will also move more quickly to 
discontinue relationships with existing primary dealers. 
Recognizing that new dealers can add vitality to the market and 
that it is desirable to maintain an open system, the Bank will 
consider substituting newly qualified dealers which demonstrate 
particularly solid performance for existing primary dealers whose 
performance is not as strong as others in meeting the needs of the 
Bank. Such an event should not be interpreted as disapproval of 
t~e latter dealer's overall qualifications. Rather, such changes 
w111 only reflect the fact that it is impractical for the Bank to 
deal with every firm that might meet the minimum requirements. 
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Process for Aspiring Dealers 

There is no formal application to be filed. Once a firm has 
a basic appreciation of the requirements of being a primary dealer 
and makes the decision to pursue designation it may make an 
informal indication of intent to the Federal Reserve Bank of New 
York. This step simply presents an opportunity to clarify criteria 
and procedures. It does not establish a reporting relationship. 

At quarterly intervals, the Federal Reserve Bank of New York 
will decide whether to accept reports from additional dealers who 
have demonstrated significant potential to become primary dealers. 
Reports will be accepted only from dealers believed likely to 
qualify as a primary dealer within a reasonable time interval and 
for a trading relationship a short time thereafter. To be 
'considered an aspiring dealer from whom reporting would be 
warranted, a dealer should have daily customer transaction volume 
for some time of at least half of that required for designation as 
a primary dealer. That amount of volume should evidence a broad, 
high-quality customer base, and a steady growth trend. The firm 
should also exhibit appropriate financial and managerial strength, 
internal controls, diversity of trading and customers, and a 
commitment to the market that is likely to continue. Each of these 
elements will be subjected to further and more intense scrutiny 
during the period before designation as a primary dealer. This 
Bank may discontinue receiving reports in cases where an aspiring 
dealer ceases to meet these criteria, such as if trading volume 
drops too low, a significant amount of capital is withdrawn, or key 
personnel are lost. 

Before accepting reports, the Bank's Dealer Surveillance Staff 
will visit the dealer to review the firm's operational and 
financial capabilities. In addition, the Bank will generally limit 
the period in which reports will be accepted from aspiring dealers. 
within about one year an aspiring dealer should be able to achieve, 
and sustain for some months, a level of activity qualifying it as 
a primary dealer. If an aspiring dealer has not built sufficient 
volume within about a year or fails to meet other standards, 
reporting may be discontinued. The Bank would normally not 
consider accepting such reports again from that dealer for at least 
one year. 

Reporting List 

While the list of primary reporting dealers is available to 
the public--because this information is needed so that reporting 
dealers can distinguish trading activity with other primary 
reporting dealers from activity with "customers"--this Bank does 
not plan to comment on whether reports are being accepted from 

E-15 



particular firms aspiring to be primary dealers. This is 
consistent with our view that acceptance of reports by the Federal 
Reserve for statistical purposes carries with it no official 
endorsement of the firm in question. More generally, it is also 
worth restating that appearance of a firm's name on the publicly 
available list of reporting primary dealers should not be taken as 
an official endorsement either; market participants are advised to 
make their own credit evaluations in selecting counterparties. 

Federal Reserve Bank of New York 
Dealer Surveillance Function 
November 17, 1988 
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UBLIC DEBT NEWS 
Department of the Treasury • Bureau of the Public Debt • Washington, DC 20239 

FOR IMMEDIATE RELEASE 
January 22, 1992 

CONTACT: Office of Financing 
202-219-3350 

RESULTS OF TREASURY'S AUCTION OF 2-YEAR NOTES 

Tenders for $13,766 million of 2-year notes, Series V-1994, 
to be issued January 31, 1992 and to mature January 31, 1994 
were accepted today (CUSIP: 912827082). 

The interest rate on the notes will be 4 7/8%. The range 
of accepted bids and corresponding prices are as follows: 

Low 
High 
Average 

Yield 
4.98% 
5.00% 
4.99% 

Price 
99.802 
99.765 
99.784 

Tenders at the high yield were allotted 25%. 

TENDERS RECEIVED AND ACCEPTED (in thousands) 

Location 
Boston 
New York 
Philadelphia 
Cleveland 
Richmond 
Atlanta 
chicago 
st. Louis 
Minneapolis 
Kansas city 
Dallas 
San Francisco 
Treasury 

TOTALS 

Received 
26,115 

39,982,215 
22,220 

149,455 
110,335 

51,790 
1,122,945 

52,140 
34,850 

100,380 
15,415 

786,675 
215,115 

$42,669,650 

Accepted 
26,115 

12,772,790 
22,220 
74,455 
71,585 
38,040 

251,695 
47,915 
27,350 

100,380 
15,415 

102,925 
215,115 

$13,766,000 

The $13,766 million of accepted tenders includes $1,140 
million of noncompetitive tenders and $12,626 million of 
competitive tenders from the public. 

In addition, $898 million of tenders was awarded at the 
average price to Federal Rese:v7 ~anks as a~e~ts for fore~gn.and 
international monetary author1t1es. An add1t10nal $439 m1ll10n 
of tenders was also accepted at the average price from Federal 
Reserve Banks for their own account in exchange for maturing 
securities. 
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January 22, 1992 

Monthly Release of U.S. Reserve Assets 

The Treasury Department today released U.S. reserve assets 
data for the month of December 1991. 

As indicated in this table, u.s. reserve assets amounted to 
$77,719 ~illion at the end of December 1991, up from $74,651 
million 1n November 1991. 

U. S. Reserve Assets 
(in millions of dollars) 

End Total Special Reserve 
of Reserve Gold Drawing Foreign Position 
Month Assets stock 1/ Rights Y1I Currencies J./ in IMF Y 

1991 

November 74,651 11,058 10,942 43,708 8,943 

December 77,719 11,057 11,240 45,934 9,488 

l/ Valued at $42.2222 per fine troy ounce. 

Y Beginning July 1974, the IMF adopted a technique for valuing the 
SDR based on a weighted average of exchange rates for the 
currencies of selected member countries. The U.S. SDR holdings 
and reserve position in the IMF also are valued on this basis 
beginning July 1974. 

11 Includes allocations of SDRs by the IMF plus transactions in SDRs. 

!I Valued at current market exchange rates. 
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