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INTRODUCTION

This Article advances a proposal to achieve corporate-shareholder
income tax integration: (1) the corporate income tax1 would be elimi1 The taxable income of a C corporation is subject to tax at rates of up to 35%. IRC
§ 11. A C corporation is a corporation (or other entity treated as an association) other
than an S corporation, which is described at note 4.
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nated, (2) holders of publicly traded stock, contrary to the general
realization principle,2 would be taxed on unrealized appreciation (and
deduct unrealized losses), 3 and (3) holders of nonpublicly-traded
stock would be taxed on corporate profits and (perhaps) losses on a
pass-through basis.4 In short, the proposal prescribes two-tier
integration.
In addition, there would be an optional "partial" integration feature, namely, a low-rate corporate tax on business accounting income.
This tax would reduce the net revenue loss from adopting the two-tier
integration proposal and could be used as a vehicle for delivering tax
preferences to corporations.
Section II briefly reviews the desirability of integration in general.
The conceptual and implementation problems inherent in traditional
integration proposals are noted in Section III. Section IV argues for
the desirability of a shareholder-based, two-tier integration system.
The internal technical aspects of the proposal are spun out in Section
2 Under the realization principle, gains and losses enter the tax base only upon a sale or
exchange or upon certain other types of dispositions. See IRC §§ 61(a)(3), 1001(a)-(c).
3 My research indicates that the only full-blown integration proposal that is premised
upon taxing unrealized shareholder appreciation and loss was advanced in Victor
Thuronyi, The Taxation of Corporate Income-A Proposal for Reform, 2 Am. J. Tax Pol'y
109 (1983) [hereinafter Proposal], but Professor Thuronyi's proposal did not advocate passthrough treatment with respect to non-publicly traded shares, nor were the details of the
proposal worked out beyond the basics. See also John K. McNulty, Reform of the Individual Income Tax by Integration of the Corporate Income Tax, 46 Tax Notes 1445 (Mar. 19,
1990); John K. McNulty, Integrating the Corporate Income Tax?, 31 Am. J. Comp. Law
661, 664-66 (1983) (reviewing Martin Norr, The Taxation of Corporations and Shareholders (1982)); Victor Thuronyi, Tax Reform for 1989 and Beyond, 42 Tax Notes 981 (Feb. 20,
1989) [hereinafter Tax Reform]. One proposal to tax unrealized appreciation and depreciation on all assets included the suggestion of repealing the corporate income tax; partnerships and other pass-through entities would continue to adhere to a pass-through regime,
but (unlike my proposal), in computing the entity level income to be passed through, unrealized appreciation and depreciation in the underlying assets would be taken into account. See David J. Shakow, Taxation Without Realization: A Proposal for Accrual
Taxation, 134 U. Pa. L. Rev. 1111, 1134-37 (1986). Equity values of non-publicly traded
stock would be deemed to appreciate at a constant rate over the period the property was
held. Id. at 1120-24. The income passed through to shareholders of non-publicly traded
corporations would include an allocation of gain from the sale of appreciated assets pro
rata over the period the property was held. Id. at 1120-24, 1136.
4 A mark-to-market system combined with an expanded subchapter S is favored in
Deborah H. Schenk, Commentary, Complete Integration in a Partial Integration World, 47
Tax L. Rev. 697 (1992). That article points out various problems with such an approach,
mostly to do with having two parallel integration systems, but it does not contain a fullblown proposal.
Under current law, partnerships and S corporations are taxed on a pass-through basis.
That is, there is no entity level tax, and the entity profits and losses are attributed directly
to the partners or shareholders. IRC §§ 701-704, 1363, 1366. An S corporation is a corporation all of whose shareholders have elected subchapter S status. To qualify as an S corporation, there must be only one class of stock and no more than 35 shareholders, all of
whom must be U.S. individuals, estates or certain trusts. IRC §§ 1361, 1362.
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V. Section VI discusses the international tax choices posed by the
proposal. The transition to the two-tier system is the subject of Section VII. Finally, Section VIII discusses the tax effects of shifting between the mark-to-market and pass-through regimes.
II.

WHY MOVE TO INTEGRATION?

The United States is virtually alone among the major industrialized
nations5 in imposing tax in full both on the net income of C corporations and again on such income, reduced by federal taxes, when such
income is distributed to shareholders, 6 without deduction to the corporation. 7 It would be hard to say, however, that the United States
lacks economic competitiveness with its economic rivals solely by lack
of an integrated regime, because comparative advantage or disadvantage ultimately would be a function of such tax variables as nominal
corporate tax rates, individual tax rates, deferral possibilities, dividend
relief mechanisms, depreciation rules, capital gains taxation, local
taxes, and more,8 not to mention such nontax variables as local economic inducements, regulatory climate, wage and factor costs, trade
barriers, currency controls, and so on.
. Despite the inconclusiveness of the international competitiveness
argument, a persuasive case has been made that the existing double
5 Canada, France, Germany, Italy and the United Kingdom have enacted various versions of the imputation type of corporate-shareholder integration (described in the text
following note 22). See Staff of the Joint Comm. on Tax'n, 101st Cong., 1st Sess., Federal
Income Tax Aspects of Corporate Financial Structures 89-90 (Comm. Print 1989) [hereinafter Joint Committee Study]; Peter C. Alegi, Business Operations in Italy, 968 Tax Mgmt.
Portfolio (BNA) A-40 (1995). Japan reduces the corporate tax on dividends paid out of
current earnings. See Griffith Way, Rosser H. Brockman & Masatami Otsuka, Business
Operations in Japan, 51-7th Tax Mgmt. Portfolio (BNA) A-31 (1991). Mexico offers a
dividend exclusion to shareholders. See Nicasio del Castillo & Guillermo Preciado S.,
Business Operations in Mexico, 972 Tax Mgmt. Portfolio (BNA) A-22 (1992). The Nether-

lands and Switzerland retain a classical double taxation scheme. See Harry G. Gourevitch,
Corporate Tax Integration: The European Experience, 31 Tax Law. 65, 74-75 (1978).
6 IRC § 61(a)(7) (providing inclusion of corporate distributions in gross income if dividends); § 301(a), (c) (treating distributions as dividends where they are out of corporate
earnings and profits (E&P), meaning after-tax accounting profits); § 316 (deeming distributions to come first out of current and/or accumulated E&P).
7 A corporate distribution to a shareholder, according to traditional accounting, is not
considered to be an expense of producing income but rather a transfer of net profits to the
shareholder. Cf. IRC § 312(a) (providing that distributions reduce E&P account). If one
takes seriously (which I do not) the idea that a corporation is a separate taxpayer apart
from its shareholders, it is plausible to view dividends as a cost of producing corporate
income, namely, as a cost of raising capital (like interest, which is deductible). See IRC
§ 163(a); notes 12 and 130 and accompanying text.
8 See Gary C. Hufbauer, U.S. Taxation of International Income: Blueprint for Reform
39-46 (1992) (favoring lowering of capital gains rate and eventual integration by way of
partial dividend credit, while noting loss of revenue and absence of political constituencies
for integration).
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taxation of C corporations is economically inefficient. 9 The most obvious point is that double corporate-shareholder taxation imposes a
tax penalty on doing business in a particular form,10 contrary to the
economic norm of neutrality.'" Another is that equity financing of
corporations is disfavored relative to corporate debt, since interest
payments are deductible whereas dividend payments are not.' 2 View9 The pros and cons of the existing system and various proposals to deal with its shortcomings are laid out in Cong. Budget Office, Revising the Corporate Income Tax (1985)
[hereinafter CBO Study]. See generally Treasury Dep't, Report on Integration of the Individual and Corporate Tax Systems: Taxing Business Income Once 3-14. 111-18 (1992)
[hereinafter Treasury Integration Report]; Alvin C. Warren, Jr., The Relation and Integration of Individual and Corporate Income Taxes, 94 Harv. L Rev. 717. 721-38 (1981) [hereinafter Integration]; see also authorities cited at notes 13-15 and 52.
10 There is some skepticism in the literature as to whether the disparate tax treatment of
different entities actually results in any significant decrease in total U.S. economic output.
See J. Wiseman and M. Davenport, Theoretical and Empirical Aspects of Corporate Taxation 42-45 (OECD 1974). A U.S. corporation sometimes can avoid double taxation by
electing to be treated as an S corporation, resulting in a pass-through tax regime similar to
that for partnerships, but there are severe restrictions on eligibility. See note 4.
11Neutrality posits that economic efficiency is furthered where economic activity occurs
on a level playing field, including the absence of tax discrimination among various forms of
economic activity. E.g., Boris I. Bittker, Equity, Efficiency, and Income Tax Theory: Do
Misallocations Drive Out Inequities?, in The Economics of Taxation 19-31 (Henry J.
Aaron & Michael J. Boskin eds., 1980). Facially nonneutral taxation can be justified, however, under the general theory of the second best (one nonneutral feature might compensate for another). See generally Richard S. Markovits, A Basic Structure for
Microeconomic Policy Analysis in Our WVorse-than-Second-Best World: A Proposal and
Related Critique of the Chicago Approach to the Study of Law and Economics, 1975 Wis.
L. Rev. 950. In this context, it might be argued that corporations enjoy a comparative rentseeking advantage vis-t-vis other business forms by reason of limited liability and access to
regulated capital markets. Limited liability, however, also is enjoyed by S corporations.
limited liability companies and limited partnerships, none of which is subject to double
taxation. See IRC § 701 (providing for no tax on partnerships), § 1363(a) (providing generally for no tax on S corporations); Rev. Rul. 88-76, 1988-2 C.B. 360 (treating a Wyoming
limited liability company as a partnership for tax purposes). But see IRC § 7704 (treating
publicly-traded partnerships as corporations). Certain corporations also may enjoy comparative advantages on account of size, but any such advantage would seem to justify a
gross receipts tax, or a similar tax based on size, rather than an additional income tax
keyed to profits. See Rebecca S. Rudnick, Who Should Pay the Corporate Tax in a Flat
Tax World?, 39 Case W. Res. L. Rev. 965, 1074-78 (1988-89) [hereinafter Flat Tax World].
12 See IRC § 163(a). A vast body of case law has arisen over the debt-equity borderline.
See, e.g., Paul R. McDaniel, Hugh J. Ault, Martin J. McMahon, Jr. & Daniel L Simmons,
Federal Income Taxation of Business Organizations 384-414 (1991) [hereinafter Business
Organizations]. In 1969, Congress enacted § 385, authorizing Treasury to issue regulations
defining the borders. No final regulations under § 385 have appeared in the 27 intervening
years, nor have any regulations been proposed recently. Similarly, IRC § 163(j) disallo ,,
the deduction for interest paid by a corporation to a related party where the interest is not
taxed to the recipient or where the rate of tax on received interest is reduced by an income
tax treaty, but only where the payor corporation evidences a debt-equity ratio in excess of
1.5 to 1. Perhaps no satisfactory "rule" solution to this problem is possible. To an economist, the distinction between debt and equity is irrelevant at the entity level, since interest
and dividends are equally a cost of raising capital. From the point of view of shareholders,
however, only interest is a "cost" of earning income, since dividends are merely the me-
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ing the cost of equity financing as a legitimate (but nondeductible)
cost of doing business, corporations unable to obtain unlimited debt
financing would refrain from pursuing desirable activities that would
generate before-tax profit but after-tax loss. 13 Another alleged inefficiency results from the present system's bias in favor of retaining cor14
porate earnings rather than distributing them currently as dividends,
although this bias is weakened where the shareholder rate is substantially less than the corporate rate. 15 Finally, the discontinuities in tax
treatment under the present system, namely, between C corporations
and pass-through entities and between debt and equity, plus the opportunities presented by corporate accumulations, generate a demand
for high-cost tax planning activity that results in dead weight loss to
the economy.1 6
dium for receiving the net profits. The debt-equity problem is discussed at length in Joint
Committee Study, note 5, at 35-37, 53-58.
13 Jeffrey L. Kwall, The Uncertain Case Against the Double Taxation of Corporate Income, 68 N.C. L. Rev. 613, 644-45 (1990); Warren, Integration, note 9, at 733-35. If the tax
rate is 30%, the cost of equity financing 8% and the gross yield 10%, the gross yield (say
$10) would be less than the sum of the equity cost ($8) and the tax cost ($3).
14 The payment of current dividends triggers the second, shareholder level tax. Deferral
of the second tax itself can be a significant economic benefit, due to the time value of
money, under certain circumstances. Of greater concern is the fact that the retained earnings are reflected in appreciation in the value of stock, which either can escape tax entirely
under § 1014 (basis to successor equals estate tax value of property) or § 871(a) (capital
gains on most stock sales not taxable to nonresident alien individuals even if U.S. source)
or can be taxed at the lower capital gains rate on sale, liquidation or (possibly) redemption.
See IRC §§ 1(h), 302, 331, 877(c), 897. In fact, C corporations subject to double taxation
sometimes can achieve overall savings, relative to pass-through entities, where corporate
net income is subject to rates lower than individual tax rates and the second, shareholder
tax is diluted as described above, namely, by (1) deferral of distribution, (2) conversion to
capital gains or (3) effective exemption (in whole or in part) of gains from tax. See George
R. Goodman, Employing a Corporation and Other Strategies to Reduce Taxes, 72 Taxes
174 (1994). It is debatable whether corporate managers are systematically more skilled
than shareholders in investing and spending money, see note 72, but the existing tax system
puts very little pressure on management to justify its retention of earnings, see note 132.
For a discussion of the uncertainty over the extent to which the tax system actually causes
corporations to finance new investment through retaining earnings or new stock issues, or
to pay dividends, see Daniel Halperin, Commentary, Will Integration Increase Efficiency?
The Old and New View of Dividend Policy, 47 Tax L. Rev. 645 (1992); see also Serge J.
Nadeau & Robert P. Strauss, Taxation, Equity, and Growth: Exploring the Trade-Off Between Shareholder Dividend Tax Relief and Higher Corporate Income Taxes, 46 Nat'l Tax
J. 161 (1993).
15 Where the individual rate is significantly lower than the corporate rate, a distribution,
if invested by the shareholder, will produce a greater after-tax rate of return than if the
same funds had been invested at the corporate level. ALI, Federal Income Tax Project,
Integration of the Individual and Corporate Income Taxes, Reporter's Study of Corporate
Tax Integration 25-29 (1992) [hereinafter ALI Integration Study].
16 See Jeff Strnad, Taxing New Financial Products: A Conceptual Framework, 46 Stan.
L. Rev. 569 (1994) (emphasizing "consistency" as norm for good tax system and that absence thereof creates high transaction costs and opportunities for tax arbitrage),
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Two interesting economic efficiency arguments recently have been
made to the effect that a separate corporate income tax might be justified,17 but neither of them undermines the two-tier integration proposal made herein.
One, put forth by Professor Rebecca Rudnick, is that by owning
corporate stock traded on an exchange, one is able to invest in a business, and perhaps control it, while yet retaining a high degree of liquidity. 18 This argument essentially comes under optimal taxation
theory, which tolerates facially nonneutral taxation where the additional tax does not distort economic activity.1 9 Liquidity is extremely
valuable: It allows shareholders to participate in the fruits of managerial decisions while retaining the option to bail out at low transaction
costs, or, in other words, it gives shareholders the ability to manage
personal risk independently of the firm risk.a ° Similarly, liquidity enables one to shift from an investment posture to a consumption posture. Thus, additional taxes on liquid investments do not distort
economic efficiency, even where such investments do not produce
economic rents. 21
The high liquidity of equity in public corporations suggests, however, only that the taxation of corporate shares should be on a par
with that of other highly liquid investments, such as debt obligations.
From this angle, under the current realization system, a corporate tax
is necessary only to prevent nonneutral tax-free accumulations on eq17 A third possible argument is that a corporate income tax prevents shifting of income
to nontaxed entities. See Roger H. Gordon & Jeffrey K. MacKie-Mason, Why Is There
Corporate Taxation in a Small Open Economy? The Role of Transfer Pricing and Income
Shifting, in The Effects of Taxation on Multinational Corporations 67, 88 (Martin Feldstein, James R. Hines, Jr. & R. Glenn Hubbard eds., 1995) (particularly explaining why
countries tax domestic corporations owned by foreign interests). This point would not apply if income is subject to (roughly equivalent) tax wherever it is located, and therefore
would not undercut the more sophisticated integration proposals.
18 Rudnick, Flat Tax World, note 11, at 1081-93.
19 See generally James A. Mirrlees, An Exploration in the Theory of Optimum Income
Taxation, 38 Rev. Econ. Stud. 175 (1971); Joel Slemrod, Optimal Taxation and Optimal Tax
Systems, 4 J. Econ. Persp. 157 (1990).
20 See Rudnick, Flat Tax World, note 11, at 1088-89, 1092-93. The liquidity of shareholders also allows managers of public corporations to act relatively independently of
shareholders. Id. at 1099 n.447.
21 See Rebecca S. Rudnick, Corporate Tax Integration: Liquidity of Investment, 42 Tax
Notes 1107 (Feb. 27, 1989). In the context of a realization system, where the liquidity
advantage is not subject to annual tax, the second-best solution might be to impose a tax
only on corporate profit in excess of an amount equal to the standard time value of money
return on investment capital. Rudnick, Flat Tax World, note 11, at 986-94; see Joseph E.
Stiglitz, The Corporation Tax, 5 J. Pub. Econ. 303 (1976) (stating economic rent can be
identified as profit in excess of interest rate that corporation would pay on borrowed
funds). This approach raises the question of whether economic rent can be identified independently of compensation for risk and taxed in the noncorporate context as well as in the
corporate context.
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uity investment.22 The corporate tax, however, need not be a "second" tax on corporate profits to accomplish this end: The corporate
tax need be only an up-front withholding tax in anticipation of the
eventual shareholder tax. The withholding tax approach avoids
double tax by imputing the entity tax to shareholders, to be credited
against their individual income tax liabilities occasioned by including
dividends (grossed up by the tax thereon) in gross income. To
illustrate:
Example 1: Suppose Z Corp. profits are $100, the corporate
tax rate is 30% (tax = $30), and the marginal tax rate for
shareholder A is 28%. Z Corp. distributes a dividend of $7
to A (a 10% shareholder). This dividend is grossed up by $3
(the tax thereon), and A includes the $10 in gross income,
paying a tax of $2.8x. Finally, A receives a refundable tax
credit of $3, representing A's share of the $30 corporate tax.
A's share of the corporate profits is taxed at a 30% rate as
earned by Z Corp. but ultimately is taxed at A's individual
rates, the final "settlement" of the rates occurring as the
profits are distributed as dividends.
The withholding approach described in Example 1, commonly
known as an imputation system, is itself a leading form of corporateshareholder integration, and as such is discussed in Section III.B.
Equally effective as the imputation system in addressing the liquidity advantage inhering in publicly-traded stock-and more directly responsive to such advantage-would be the current taxation of equity
23
at the shareholder level as proposed here on a mark-to-market basis.
The other leading economic-efficiency argument for a separate entity-level tax, at least for firms with significant ownership by passive
investors, is that such a tax internalizes the tax costs of a firm's business so as to reduce the agency costs attendant upon the separation of
ownership and management.2 4 Under a pure pass-through system,
various investors might disagree about internal corporate decisions
because of differences in tax rates, tax liabilities and overall liquidity,
and owner-managers could control these decisions with reference to
their own sef-interest;2 in both cases, the maximization of firm profSee Kwall, note 13, at 628-29.
See Rudnick, Flat Tax World, note 11, at 1065.
See Hideki Kanda & Saul Levmore, Taxes, Agency Costs, and the Price of Incorporation, 77 Va. L. Rev. 211, 226-44 (1991); Joseph A. Snoe, The Entity Tax and Corporate
Integration: An Agency Cost Analysis and a Call for a Deferred Distributions Tax, 48 U.
Miami L. Rev. 1, 3-28 (1993).
25 For example, high tax, nonliquid shareholders would prefer distributions rather than
entity accumulations and the postponement of entity-level realizations. Manager-owners
22
23
24
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its might be shortchanged. This line of argument is directed most
strongly against moving to a universal pass-through form of corporateshareholder integration. Other kinds of integration proposals might
suffer less, or not at all, from the agency cost problem. Thus, a markto-market system for publicly-traded stock would wholly eliminate
tensions over internal firm decisions about realizations and reinvestments, since the shareholder tax liability would be aligned with firm
(long-range) profitability and not annual accounting facts. 26 As to distributions, the agency cost problem is inherently less severe because
individual shareholders have sufficient liquidity by virtue of the fact
that their stock is publicly-traded. 27 As for entities whose ownership
rights are nonliquid, a pass-through system limited to corporations
whose stock is not publicly-traded would appear to be relatively harmless because investors in such firms can be presumed either to possess
management power or, if not, to have invested with knowledge of how
the entity would be run.28 Also, the pass-through system for nonliquid
corporations, which is a component of the two-tier integration proposal, would mitigate agency costs pertaining to distribution (if not realization) decisions by imposing an entity-level withholding tax on the
entity.
Turning to tax equity considerations, there are compelling reasons
to oppose a separate corporate income tax. The latter cannot conform
to horizontal equity, because, contrary to the assumption usually
made in the economics literature, 29 its incidence, that is, those who
actually bear the burden of it, cannot be ascertained on either an individual or economic class basis with any degree of accuracy or consistency.30 Thus, those with the same tax base, however constituted, will
not bear the same tax. Of course the horizontal equity concept is
question-begging, since it cannot be invoked meaningfully without a
with high liquidity (because of high salaries) tend to favor accumulations. Manager-owners seek to accumulate power and perquisites that do not show up as corporate costs for
accounting or tax purposes.
26 A withholding tax under the imputation form of integration also would serve as well
as the existing corporate tax to suppress agency costs.
27 Kanda & Levmore, note 24, at 236-37.
28 Snoe, note 24, at 21-23.
29 See note 43. Economists are forced to adopt a simplistic model of incidence because,
without one, they cannot proceed to consider the economic effect of integration proposals.
30 See CBO Study, note 9, at 49-55; William A. Klein, Policy Analysis of the Federal
Income Tax 370, 398-400 (1976); William A. Klein, The Incidence of the Corporation Income Tax: A Lawyer's View of a Problem in Economics, 1965 Wis. L Rev. 576; Rudnick,
Flat Tax World, note 11, at 1069-74; see also Joseph Bankman & Thomas Griffith, Social
Welfare and the Rate Structure: A New Look at Progressive Taxation, 75 Cal. L Rev.
1905, 1945-67 (1987); Louis Kaplow, A Note on Horizontal Equity, I Fla. Tax Rev. 191
(1992) [hereinafter Horizontal Equity]. Distributive justice focuses on classes rather than
individuals. At best, the corporate tax is a very crude tool for achieving redistribution
through the tax system.
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prior understanding of what should constitute the tax base, which is
the relevant index of "sameness." Probably the leading contenders
for a constitutive ethical norm of the tax base are those of "ability to
33
pay," 31 "standard of living," 32 and "Schanz-Haig-Simons income,"
34
which overlap each other.
Scholars sometimes argue that those corporations whose stock is
publicly-traded and whose management is effectively independent of
shareholder control possess a separate ability to pay apart from shareholders. 35 The ability to pay norm, however, is not a maxim of tax
collection but rather of tax fairness, 36 which has to do with how the
aggregate burden of taxation should be apportioned among individuals.37 Thus, saying that a public corporation has a separate ability to
pay does not justify its being treated as a separate taxable unit from a
fairness perspective, other than as (again) perhaps a withholding vehicle pending dividend distributions.
The income tax implications of corporate managers and/or principal
shareholders controlling vast resources not actually owned by them
are not clear. No one suggests directly including the value of these
resources in the personal income tax base of corporate managers. To
31It is said that the ability to pay norm underlies the income tax. William A. Klein &
Joseph Bankman, Federal Income Taxation 16-17 (10th ed. 1994); Marjorie E. Komhauser,
The Constitutional Meaning of Income and the Income Taxation of Gifts, 25 Conn. L. Rev.
1, 26 n.103 (1992). For a sketch of the content of the ability to pay norm, see notes 154-56
and accompanying text.
32 See Treasury Dep't, Blueprints for Basic Tax Reform 36 (1977) [hereinafter
Blueprints]; William D. Andrews, Personal Deductions in an Ideal Income Tax, 86 Harv. L.
Rev. 309, 318 (1972) [hereinafter Personal Deductions].
33 Schanz-Haig-Simons income is net accretions to wealth plus consumption over the
taxable period. Henry C. Simons, Personal Income Taxation 50 (1938); Robert M. Haig,
The Concept of Income-Economic and Legal Aspects, in the Federal Income Tax 1, 7
(Robert M. Haig ed., 1921), reprinted in Am. Econ. Ass'n, Readings in the Economics of
Taxation 54 (Richard A. Musgrave & Carl Shoup eds., 1959); Georg van Schanz, Der
Einkommensbegriff und die Einkommensteuergesetze, 13 Finanz-Archiv 1-87 (1896).
Schanz-Haig-Simons income differs from the Code definition of income mainly in that unrealized appreciation and depreciation, as well as gratuitous transfers received, would be
included in the tax base.
34 Personal consumption is included in all three tax bases. The differences pertain
mainly to the treatment of wealth: It can be omitted under the standard of living norm,
included (at least to some degree) under the ability to pay norm, and reckoned only as it
increases or decreases under the Schanz-Haig-Simons norm, which can be viewed as a
compromise between ability to pay and neutrality norms.
35 See Rudnick, Flat Tax World, note 11, at 1081-99 (setting forth various versions of this
argument). A counterargument, based on the standard of living paradigm, is that corporations do not consume or possess a standard of living.
36 The ability to pay concept derives from the fact that government, whose activities
inherently entail redistribution, commands sacrifice in the form of cash, not goods in kind
or services. The idea of sacrifice is what invokes the ethical analysis. See Richard A. Musgrave, In Defense of an Income Concept, 81 Harv. L. Rev. 44, 45-48 (1967) [hereinafter
Defense].
37 See Simons, note 33, at 3.
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the extent that corporate managers can exercise their power over corporate assets and personnel to extract unreasonably high levels of
compensation income, the individual income tax, standing alone, has
the ability (if perhaps not the will) to fully tax such income.38 Imposing an additional tax on the corporation does not seem appropriate,
since the tax will be borne by those who do not have the managerial
power. Justifying a corporate tax as a tax on the power of controlling
is
shareholders is both practically and theoretically misguided. First, it 39
tax.
the
of
burden
full
the
bear
will
shareholders
these
that
unlikely
Second, both the ability to pay and Schanz-Haig-Simons norms are
concerned with material resources (cash and assets), not control per
se.40 The argumnent that wealth entails power is one that is sometimes
employed to justify an ability to pay or income tax base (which includes wealth or accretions to wealth) as opposed to a standard of
living (personal consumption) tax base (which ignores wealth), 41 but it
does not follow that power itself (apart from cash and measurable
wealth) should be subject to tax. In any event, the argument itself
shows a standard of living tax bias in assuming that wealth alone cannot legitimate a tax thereon.
Another line of argument invokes the "vertical equity" concept,
which ultimately relates to the distribution of material resources according to norms derived from concepts of distributive justice. 42 The
38 Cf. IRC § 162(m) (disallowing deductions for excessive compensation payments to
employees of publicly held corporations). Managers can acquire power and perquisites

that are not included in income, but, as indicated in the text immediately below, it is highly

debatable whether these should or could be treated as gross income. Nevertheless, the
ability of managers to obtain direct economic benefits that are not directly included in
income (stock options, working condition and other fringe benefits) might operate as a

partial justification for a progressive (and perhaps schedular) rate system. Joseph N1.

Dodge, A Democratic Tax Manifesto, 66 Tax Notes 1313, 1322 (Feb. 27, 1995) [hereinafter
Manifesto].

39 The current assumption is that owners of capital in general (as opposed to the finn's

equity holders) bear the burden of the corporate tax. See note 43.
40 The absence of power or control over an item may indicate that the item should not
be included in the tax base as a doctrinal matter. See Commissioner v. Indianapolis Power

& Light Co., 493 U.S. 203 (1990). Control is also relevant to the attribution of income to
taxpayers. See Maijorie E. Kornhauser, Love, Money, and the IRS: Family, Income-Shar-

ing, and the Joint Income Tax Return, 45 Hastings LJ. 63, 75, 97-98 (1993). That control
might be a necessary condition for the existence of income does not mean that it is a
sufficient condition. See, e.g., Poe v. Seaborn, 282 U.S. 101 (1930) (stating that right of
control trumps actual control). The standard of living norm might extend the tax base to
the cost-free consumption of services (outside of the employee compensation context), but

that line of argument does not seem pertinent to the present discussion.

41 See generally Jeff Strnad, Periodicity and Accretion Taxation: Norms and Implementation, 99 Yale L.J. 1817, 1832-53 (1990) [hereinafter Periodicity].
42 I would not agree with those commentators who believe that the horizontal equity

concept collapses into the vertical equity concept, or vice versa. For a debate over this
point, see Louis Kaplow, Horizontal Equity- Measures in Search of a Principle, 42 Nat'l
Tax J. 139 (1989); Richard A. Musgrave, Horizontal Equity, Once More, 43 Nat'l Tax J. 113
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argument is as follows: (1) the corporation income tax is borne by
owners of investment capital generally; 43 (2) owners of capital are
concentrated in high income groups; therefore, (3) the tax is borne by
high income groups." Productive capital, however, is owned by people at all levels of income (except the very bottom) and, within any
income group, is owned unequally (relative to other assets and consumption). 45 Therefore, the corporate income tax violates horizontal
equity and, to some degree, even vertical equity, at least if income,
standard of living or ability to pay is taken as the relevant index of
comparison.
It might be argued that wealth held in corporate solution is an appropriate focus for redistribution schemes. One response is that taxes
on wealth have unacceptable economic efficiency costs. 46 Another is
(1990); Kaplow, Horizontal Equity, note 30; Richard A. Musgrave, Horizontal Equity: A
Further Note, 1 Fla. Tax Rev. 354 (1993); Paul R. McDaniel & James R. Repetti, Horizontal and Vertical Equity: The Musgrave/Kaplow Exchange, 1 Fla. Tax Rev. 607 (1993); see
also Noel B. Cunningham & Deborah H. Schenk, The Case for a Capital Gains Preference,
48 Tax L. Rev. 359-74 (1993). Horizontal equity derives from the command that likes
should be treated alike, which is a maxim of civil justice whose origins predate, and are
independent from, welfare economics. See, e.g., Stuart S. Nagel, Equity as a Policy Goal
1-6 (1983) (making distinctions among "equality," "equity" and "fairness"). Of course,
the horizontal equity norm in taxation is incomplete, because it leaves unspecified the index of comparison (for example, ability to pay, standard of living, income and so on). The
same index of comparison that is used for horizontal equity may, but need not, be used for
vertical equity purposes. For example, wealth might be a critical ingredient in the index,
given that vertical equity ultimately pertains to the redistributive function of taxes.
Whether the index of comparison chosen is the same as or is different from the one used
for horizontal equity, there is then the further issue of how differently unequals should be
treated by the tax system, which involves theories of redistributive ends and means. Theories of redistribution can be contractarian, utilitarian, or religion-based, but conventional
welfare economics is utilitarian, since it inquires into the net social gains and losses from a
given policy. It is characteristic (and perhaps a weakness) of utilitarian thinking that the
welfare of the individual is readily subordinated to collective welfare. The ethical command that likes should be treated alike is similar to concepts of "rights" in imposing limits
on the utilitarian approach.
43 See Arnold C. Harberger, The Incidence of the Corporation Income Tax, in Taxation
and Welfare 135, 135-62 (Arnold C. Harberger ed., 1974). The explanation goes like this:
The corporate tax is capitalized into lower share prices, and the resulting disequilibrium is
corrected by a lowered net return on noncorporate capital, accompanied by an overallocation of resources to the latter. See Arnold Harberger, Efficiency Effects of Taxes on Income from Capital, in Effects of Corporation Income Taxation 107 (Marian Kryzaniak ed.,
1966).
44 See Kwall, note 13, at 633-38.
4S Sec. Indus. Ass'n, Fact Book 79-80 (1994) [hereinafter SIA Fact Book].
46 For example, Henry Simons favored an individual income tax over other alternatives
(including wealth taxes) precisely because the income tax could redistribute wealth without
causing undue economic inefficiencies, while adequately locating taxpayers in the proper
classes. See Simons, note 33, at 13-31; see generally Arthur M. Okun, Equality and Efficiency: The Big Tradeoff (1975). There is a respectable body of opinion that productive
capital is overtaxed under an income tax. See, e.g., David F. Bradford, The Case for a
Personal Consumption Tax, in What Should Be Taxed: Income or Expenditure?, at 75, 96-
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that the premise that the corporate tax is borne by all owners of productive capital does not hold up.47 The tax likely is borne in part by
shareholders of the particular firm, customers and inputs (including
labor), and the mix is certain to vary among sector, industry and firm.
Thus, the corporate tax as a tool of wealth distribution is excessively
crude. In contrast, taxing individuals under a progressive rate structure on their net increases in (realizable) wealth would satisfy both
distributive justice and fairness concerns. 48
The existence of separate taxes on corporations perhaps ultimately
has a political rationale: Such taxes appeal to the left because of their
apparent progressivity and to various nonleft constituencies for the
very reason that their burden is hard to ascertain. 49 Also, corporate
managers are not enthusiastic about integration proposals that remove the existing bias in favor of corporate accumulation.50 But invisible taxes are distasteful if one thinks that government activities
should be revealed to, and evaluated by, voters and their representatives on the merits. Others may view the outcome of interest group

101 (Joseph A. Pechman ed., 1980); Joseph Isenbergh, The End of Income Taxation. 45 Tax
L.Rev. 283, 287-318 (1990).
47 See Rudnick, Flat Tax World, note 11. at 1069-74 nn.348-63. for a summary of the
recent literature on corporate tax incidence. Basically, the premise assumes a free market
in a closed economy and full equilibrium, neither of which holds.
48 The conventional wisdom is that the individual income tax is not passed on, in marked
contrast to excise and property taxes. See George F. Break, The Incidence and Economic
Effects of Taxation, in The Economics of Public Finance 119 (1974). Nevertheless. some
individual income taxes can be shifted in settings of imperfect competition. See Michael J.
Graetz, Assessing the Distributional Effects of Income Tax Revision: Some Lessons from
Incidence Analysis, 4 J. Legal Stud. 351, 356-57, 366-68 (1975). Shifting of income taxes
could occur in the case of certain occupational groups and at least those shareholders who
control a corporation operating in an imperfect competition setting. But it cannot be said
that shareholders across the board are able to shift the individual income tax with respect
to dividends and pass-through profits, or that the individual income tax on dividends is
more easily passed on than that on interest income, wage income or other categories of
investment income. Thus, acknowledgment that some passing on of the individual income
tax can occur does not undermine the legitimacy of the individual income tax in fairness
terms, especially insofar as different categories of income are treated alike. Incidence analysis is best directed at issues of distributive justice, that is,the identification of income
groups that are benefitted or burdened by "special" tax provisions.
49 See J. Ballantine, Equity, Efficiency, and the U.S. Corporate Income Tax 7 (1980);
Edward J. McCaffery, Cognitive Theory and Tax, 41 UCLA L Rev. 1861, 1883-86 (1994);
Daniel Shaviro, Beyond Public Choice and Public Interest: A Study of the Legislative
Process as Illustrated by Tax Legislation in the 1980s, 139 U. Pa. L Rev. 1, 60-61 (1990).
50 Canada rejected full integration mainly because of such concerns. See Gourevitch.
note 5, at 85-86. Put more abstractly, the persistence of the corporate tax has been seen as
a manifestation of the "agency problem," that is, the divergence in interest between management and shareholders. See Jennifer Arlen & Deborah M. Weiss, A Political Theory of
Corporate Taxation, 105 Yale LU. 325 (1995).
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politics as per se legitimate. 51 But the focus of this Article is on policy
and mechanics, not legitimacy.
Aside from the points discussed above, this Article does not further
rehash the debate over whether corporate-shareholder tax integration
would be desirable. 52 Nor does it view the problem to be solely that
of the existing tax system's favoritism of corporate debt over equity,
which just as easily can be solved by disallowing corporate interest
deductions.5 3 This Article proceeds on the premise that full integration (elimination of the double tax) is desirable, and that the locus of
such integration should be on individual shareholders, not corporations. The Article evaluates the various integration models with reference to considerations of equity, efficiency and simplification. After
concluding that a two-tier integration system (perhaps with an optional partial integration feature) best satisfies these criteria in principle, the Article proceeds to work out the details of such a system. The
reader familiar with other integration proposals and critiques thereof
may wish to skip directly to Sections IV through VIII.

51 This view, which was once widely accepted in principle, is attacked by leading public
choice theorists, who view interest group politics as resulting in interest group advantage
relative to the public good and a pervasive corruption of politics. See, e.g., Daniel A.
Farber & Philip P. Frickey, Law and Public Choice (1991); Jonathan R. Macey, Promoting
Public-Regarding Legislation Through Statutory Interpretation: An Interest Group
Model, 86 Colum. L. Rev. 223 (1986).
52 The pros and cons are summarized in Charles E. McLure, Jr., Must Corporate Income
Be Taxed Twice? 7-11, 19-49 (1979); see also Comm. on Corporations, Tax Sec., N.Y. St.
Bar Ass'n, Report on the Integration of Corporate and Individual Income Taxes, 31 Tax
Law. 37 (1977) [hereinafter N.Y. St. Bar Report] (examining three integration proposals
and expressing some skepticism over whether the changes and complexities are worth the
effort); Gourevitch, note 5, at 77-84 (expressing doubt whether integration regimes in
France, West Germany and the United Kingdom increased household savings, business
capital formation and the issuance of new equity); Reed H. Shuldiner, Commentary, Corporate Integration: Do the Uncertainties Outweigh the Benefits?, 47 Tax L. Rev. 653
(1992); Emil M. Sunley, Corporate Integration: An Economic Perspective, 47 Tax L. Rev.
621 (1992) (discussing efficiency gains). The discussion accompanying notes 61-74 also
bears on the desirability of integration.
53 The Joint Committee Study, note 5, basically takes this approach. See also ALI, Federal Income Tax Project, Subchapter C, Reporter's Study Draft (1989); ALI, Federal Income Tax Project, Subchapter C, Proposals on Corporate Acquisitions and Dispositions
and Reporter's Study on Corporate Distributions, 345, 356-67 (1982) [hereinafter ALl
Subchapter C Proposal]; Fred W. Peel, A Proposal for Eliminating Double Taxation of
Corporate Dividends, 39 Tax Law. 1, 29 (1985); Gene Steuerle, A Simplified Integrated
Tax, 44 Tax Notes 335 (July 17, 1989).
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SHORTCOMINGS OF OTHER INTEGRATION SYSTEMS AND

PROPOSAlS

Various proposals for eliminating the double corporate-shareholder
income tax in the U.S. have been advanced,4 namely, (1) full integration (pass through of profits and losses to shareholders in the manner
of partnerships or S corporations),S (2) the imputation method (imposing a flat rate corporate tax as a withholding tax pending ultimate
distribution of grossed up dividends to shareholders),6 (3) a corporate level deduction for dividends paid,5 and (4) exclusion of dividends from shareholder income.58 These proposals contain assorted
conceptual and technical problems that will be noted herein but not
belabored, given the principal aim of this Article to show the comparative advantages of the two-tier system and to demonstrate that the
two-tier system, when its features are laid out, not only works but
greatly advances the cause of simplification without sacrificing equity
59
and efficiency.

A.

Fuld Integration (Pass-Through)Model

The full integration model would treat corporations essentially the
same as partnerships: There would be no entity level tax, and income
and loss would be passed through to the shareholders.6° This ap54 Proposals that abandon the income tax as the basic norm are not considered herein.
One proposal, the Danforth-Boren business activities tax (BAT) would replace the corporate tax with a deduction-type value added tax (VAT). S. 2160, 103d Cong., 1st Sess.
(1994). Another, the Nunn-Domenici "USA" tax, combines a business level VAT with a
cash flow consumption tax at the individual level. S. 722, 104th Cong., 1st Sess. (1995); see
Matthew P. Haskins, The Theory and Politics of Tax Integration, 67 Tax Notes 401, 412-15
(Apr. 17, 1995) (arguing that integration is achieved only under the assumption that business VATs are "passed on" to nonowners to significantly greater degree than corporate
income tax).
55 See, e.g., Blueprints, note 32, at 68-75; 4 Report of the Royal Commission on Taxation
28-94 (1966) (Carter Commission).
56 The imputation method is described in the text accompanying note 22. See also ALI
Integration Proposal, note 15, at 40-78. In a partial integration imputation system, the
aggregate shareholder credits would be less than the corporate withholding tax.
57 2 Treasury Dep't, Tax Reform for Fairness, Simplicity, and Economic Growth 136-44
(1984) [hereinafter Treasury I] (proposing 50% dividends paid deduction).
58 See Treasury Dep't, A Recommendation for Integration of the Individual and Corporate Tax Systems (1992), reprinted in Daily Tax Rep. (BNA), Dec. 14, 1992, at L-7 [hereinafter Treasury Integration Proposal].
59 A tax system can be simple but unworkable for any of a number of reasons, such as:
(1) the tax cannot be enforced, (2) a major technical problem cannot be solved, (3) it
seriously violates canons of fairness and/or neutrality, or (4) it produces unacceptable economic results to critical political constituencies.
60 See IRC §§ 701-704.
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proach would vastly reduce pressure on the debt-equity distinction. 61
It also would tend to keep a shareholder's stock basis at or near its
63
value. 62 Therefore, there would be little "lock-in" effect.

In a corporation having many shareholders, free alienability of
stock and/or a complex capital structure, the implementation of the
complete integration model would be forbidding. 64 Income or loss
(including character) would have to be calculated and attributed on a
daily basis to the various stockholders and the relevant entity-level
information would have to be communicated to all shareholders holding the stock at any time during the year (and to the Service) following the close of the year. Alternatively, profit and loss could be
passed through to the shareholders of record at the end of the corporation's accounting year,65 but this approach apparently would allow
last minute assignments of income and loss and create disparities between the basis and value of stock.66 These issues are essentially technical in nature and possibly susceptible to solution by technological
means. 67
At a more fundamental level, many would consider it to be unfair to
tax shareholders on undistributed corporate profits, especially where
the stock is not traded on a market6 and/or (as is typically the case)
61 A persistent issue would be whether certain entity payments on debt are deductible
by the entity in arriving at entity net income or loss to be passed through. See
Hambuechen v. Commissioner, 43 T.C. 90 (1964). Under a complete integration regime,
however, there would be no potential double taxation to be reduced by the purported
interest payments. Nondeductibility at the entity level increases income passed through
and, pro tanto, the basis of equity holders in their equity interests. See IRC § 705 (partnerships), § 1367(a)(1) (S corporations). The resulting increased basis would reduce future
tax.
62 The shareholder's basis would rise to reflect retained earnings and fall to reflect
losses. Cf. IRC § 705 (partnerships), § 1367 (S corporations).
63 The lock-in effect refers to the tendency of the current tax system to induce shareholders to avoid realizing gains on investments. See Walter J. Blum, A Handy Summary of
the Capital Gains Arguments, 44 Tax Notes 1145, 1152-53 (Sept. 4, 1989).
64 See generally McLure, note 52, at 215-19; Treasury Integration Report, note 9, at 2737; see also text accompanying note 306.
65 Presumably, all pass-through corporations would be required to adopt the calendar
year for tax purposes, so that the shareholders would be deemed to receive profit and loss
on December 31. Cf. IRC § 645 (requiring trusts to adopt calendar year), § 706 (requiring
partnerships generally to adopt calendar year), § 1378 (generally requiring S corporation to
use calendar year).
66 See Blueprints, note 32, at 69-75. To avoid tax-motivated assignments and sales,
Treasury suggested that income and loss be attributed to shareholders of record at the
beginning of the year. Id. at 69.
67 For example, the assignment of income issue could be solved by requiring passthrough income or loss to be prorated between donor and donee according to the number
of days in the year each owned the stock. The Service would be aware of reported gifts in
excess of the § 2503(b) exclusion ($10,000 per donee, per year).
68 See Blueprints, note 32, at 73; Anthony P. Polito, Note, A Proposal for an Integrated
Income Tax, 12 Harv. J.L. & Pub. Pol'y 1009, 1031 (1989).
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the shareholders have no direct right to compel dividends, 69 to force a
liquidation70 or (unless provided by contract) to put the stock back to
the corporation at its fair market value.7 ' The pass-through system
would place (perhaps undue) pressure on corporate management to
pay dividends currently.72 The universal pass-through approach is
also vulnerable to criticism on economic efficiency grounds, as noted
earlier.73

Administration and enforcement problems would arise where U.S.
shareholders own stock in corporations that are organized and/or earn
profits abroad and where foreign taxpayers own shares in U.S. corporations. Moreover, if the foreign country of incorporation imposes a
corporate income tax, it would appear that transnational integration
would be stymied.
Because the two-tier system proposed here includes a pass-through
component as its second tier, the relevant technical problems are discussed later.74
B.

Imputation System

Unlike the pass-through system, the imputation system does not deviate. from the realization principle, because shareholders are not subject to tax until they receive dividend distributions. 75 The debt-equity
distinction is maintained, although its economic impact is virtually
76
eliminated because distributed profits are not taxed twice.
The imputation system is the most popular form of integration
outside of the United States.77 It is more flexible than the pass69 Compare Model Business Corp. Act § 6.4 (1994) (providing that authority lies in
board of directors) with Dodge v. Ford Motor Co., 170 N.W. 668 (Mich. 1919) (holding
discretion of board in refusing to pay dividends subject to fiduciary limitations).
70 See Model Business Corp. Act §§ 7.04, 14.02 (1994) (providing for either unanimous
shareholder consent or resolution of board of directors submitted for majority shareholder
vote).
71 Contracts requiring redemption of the stock by a corporation usually are triggered by
some event, such as the death of a shareholder, and usually provide for a price, other than
current fair market value, determined by a formula.
72 The pressure to pay dividends currently actually may increase economic efficiency
somewhat. For example, if stock value increases fail to keep pace with basis increases due
to retained earnings, the shareholders would be signalled that the investments made by
management were poorer than readily available alternatives that could have been acquired
by the shareholders with the same funds. See McLure, note 52, at 148.
73 See discussion of the agency cost problem in notes 24-28 and accompanying text.
74 See text accompanying notes 276-332 and 395-404.
75 The basic mechanics are discussed in the text following note 22.
76 Under the ALI Integration Study, note 15, the distinction between debt and equity
would be diminished further by imposing a withholding tax on corporate interest payments, which tax would be creditable by recipients in a way that parallels the treatment of
grossed up dividends. Id. at 94-95.
77 See note 5.
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through system in that integration can be (and in practice typically is)
only partial, that is, the corporate level tax exceeds the taxes that are
allowed to be credited. 78 Partial integration can reduce the revenue
loss of adopting integration, but it also dilutes the benefits thereof,
resulting in some double taxation of distributed corporate profits and
creating some incentive to retain earnings.
In trying to implement a classic full imputation system, various technical problems arise out of the fact that accumulations taxed in prior
years (possibly at different rates) are distributed as dividends in later
years. 79 The basic issue is one of locating the prior withholding tax
"on" current dividends. The ALI full integration imputation proposal
neatly finesses this "stacking" problem through the device of treating
the withholding tax as having been calculated with reference to the
current tax rate in the year of distribution rather than that of some
prior year.80
Another issue under imputation systems pertains to the preservation of corporate-level tax preferences and disallowed deductions.81
The ALI imputation proposal has a mechanism for passing through
78 See McLure, note 52, at 50-77.
79 See, e.g., id. at 135-41.
80 Under the approach recommended by the ALI Integration Study, note 15, corporate

income taxes would be imposed on an annual basis at the highest individual rate: These
taxes would accumulate in a taxes paid account (TPA). When dividends were distributed,
the corporation would be subject to a second tax, called the dividend withholding tax
(DWT), at the then current corporate tax rate. To prevent a double entity-level tax on the
same distributed profits, any positive balance in the TPA would be applied (credited)
against the corporation's DWT liability. Id. at 79-86. The shareholder would include the
dividend in income (grossed up by the unreduced DWT) and would obtain a (refundable)
credit equal to the unreduced DWT. To illustrate, assume that the corporation had taxable
income in Year 1 of $100,000, subject to a 25% tax rate, and paid no dividends. In Year 2,
it had no current taxable income and paid a cash dividend of $60,000 net accumulated
profits, but because the current corporate rate is 40%, there would be a DWT of $40,000
(40% of the distribution grossed up by the DWT thereon). The corporation's DWT liability would be reduced to $15,000 by absorbing the existing TPA account ($25,000). The
shareholder would include the grossed up dividend of $100,000 ($60,000 + $40,000) in income and would obtain a refundable credit of $40,000, which (assuming the shareholder
was in the 40% rate bracket) would yield a net shareholder tax of zero. Thus, although (as
would be expected) the Year 1 profits (ultimately) would be taxed in the year of distribution at the then prevailing rate (40%), rather than the 25% rate in the year of accumulation, the shareholder credit would be keyed to the current corporate tax rate rather than
the tax rate in the year of accumulation. In contrast, under a tracing approach, the dividend would be "traced" under some stacking convention to a year in which profits were
taxed at a 25% rate. Thus, a distribution of $60,000 would be grossed up by $20,000 to
$80,000, and the shareholder tax thereon at 40% would be $32,000, which would be offset
by a credit of $20,000.
81 To illustrate, refer to the example in the preceding note. If the Year 1 tax were attributable to corporate-level tax preferences rather than to lower rates, the DWT mechanism
(which would be based on actual amounts distributed without regard to source or character) would have the effect of retroactively eliminating the tax preferences (the distributed
amounts end up being taxed at 40% rather than 25%). The preferences would have eco-
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certain tax preferences (but not tax deferral preferences), but only after nonpreference income has been exhausted.82 The rationale for
passing through some tax preferences but not others does not, however, appear to have been thoroughly worked out.8
Imputation systems also raise issues pertaining to special tax rules
for capital gains and losses, including the § 1014 basis rule.8 Stock
values can increase (or decrease) relative to shareholder basis,
thereby creating potential capital gain or loss, because shareholder basis is not adjusted upward on account of undistributed corporate profits. Thus, imputation systems do not avoid the lock-in effect of current
law.8 5 Because the most popular rationale for favorable tax rules for
capital gains is to mitigate the lock-in effect, 6 it might be politically
difficult to exempt corporate stock gains from preferential tax treatment 8 7 Moreover, at a deeper conceptual level, any tax whatsoever
on stock gains might be viewed as an impermissible second tax on
corporate profits over and above the withholding tax,88 although the
nomic value only during the period between corporate accumulation and distribution to
shareholders, and this fact may drive management to favor accumulations.
82 See ALI Integration Study, note 15, at 91-94 (proposing to create exempt income
account, or EIA; dividends would be deemed to be tax-exempt, to extent of EIA, only
after TPA was exhausted).
83 Aside from income from state and local obligations (exempt under § 103), tax credits
and (perhaps) percentage depletion deductions, it would seem that all business tax preferences (expensing rules, accelerated write offs and income deferral rules) are timing (tax
deferral) rules. Moreover, if the purpose of the tax preference is to encourage certain
types of economic activity, it is not clear why the preference needs to be passed on to
shareholders, especially because the shareholder tax can be deferred by postponing the
payment of dividends. In any event, it is easier to recover a timing preference upon the
payment of dividends than to attempt to recoup it at the shareholder level. See ALI Integration Study, note 15, at 93.
84 IRC § 1014 gives property included in a decedent's gross estate an income tax basis
equal to its estate tax value (usually the fair market value at death), without any recognition by the decedent (or successor) of the unrealized gain or loss existing at death. In
general, under existing law, net capital gains are subjected to a maximum tax rate of 28%,
IRC §§ 1(h), 1222(11), and capital losses for a year can be deducted only to the extent of
net capital gains plus (in the case of an individual) S3,000, with a carryover of excess capital
losses, IRC §§ 1211, 1212.
85 Gain (or loss) generally is not taxed before realization (sale, exchange or other disposition), IRC § 1001(b), but certain realization events do not cause the gain (or loss) to be
recognized. E.g., IRC § 354 (providing no gain or loss recognition to shareholders in certain reorganizations), § 1031 (providing no gain or loss recognition from exchanges solely
in kind), § 1033 (providing no gain recognition from involuntary conversions), § 1034 (providing nonrecognition of gain on certain sales of principal residence).
86 Blum, note 63, at 1145, 1152-53.
87 Nevertheless, because one possible rationale under existing law for taxing stock gains
at lower rates is to provide taxpayers a technique for do-it-yourself partial integration, an
imputation system would be compromised if stock gains were to continue to be subject to
special tax benefits.
88 The corporation will have paid a tax on the undistributed profits, which commonly
will produce an increase in stock values over basis. The sale or other disposition of the
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seller indirectly may recoup one level of tax.8 9 Finally, any capital
gains preference retained in this area might create a tax incentive for
corporate accumulations coupled with capital gains transactions such
as sales, liquidations and redemptions. 90
The ALI Integration Study offers various responses to these points.
First, the double-taxation-on-sale problem can be avoided by a corporate decision to declare a constructive dividend (with credits) giving
rise to a pro tanto basis increase. 91 The constructive dividend option
also would allow low-bracket shareholders to obtain current tax refunds, which would reduce any tendency to pressure management to
pay dividends. Unfortunately, the constructive dividend election
would not be available to shareholders on an individual basis because
that would create unmanageable accounting difficulties. 92 Thus, it
would appear that selling shareholders often would be subject to some
double tax on the same accumulated profits. Although the market
might wholly or partially compensate for such tax,93 this possibility
seems somewhat speculative or, if accurate, opens possibilities for tax
avoidance. 94 In any event, the ALI proposed that stock sale gains be
"ordinary" and stock losses be deductible to the extent of both stock
gains and dividends. Also, there would be a rule that would prevent
stock would produce a second tax to the selling shareholder, notwithstanding the fact that
the profits eventually will be distributed to a future owner of the stock, who would obtain
the benefit of the credit.
89 The buyer can be expected to pay at least partial value for imputation credits attributable to prior corporate taxes. See note 93.
90 Capital gain treatment can be obtained by sale, liquidation or redemption. See IRC
§§ 1001 (a), 331,302. If the corporate withholding rate were equal to the highest individual
rate, the incentive to accumulate presumably would diminish. See ALI Integration Study,
note 15, at 96-98.
91 See ALI Integration Study, note 15, at 5-6, 105-08. The shareholder's basis would
increase on account of the constructive reinvestment.
92 See id. at 105-08.
93 The ALI Integration Study suggests that double tax to the selling shareholder in effect, would be avoided because the buyer would acquire, and pay value for, the future
credit attributable to the prior tax. Thus, if X sells stock to Y, and the corporate retained
earnings attributable to X's stock are $70x ($100x profits less corporate tax of $30x), Y
should pay X $100x for the stock ($70x liquidation value plus $30x credit for future dividends to 1'). See id. at 99-103. However, it is unrealistic to posit that Y will pay a $30x
premium for the stock on account of the prior corporate tax, since Y will obtain a credit
with respect to dividends based on the then current corporate tax rate regardless of
whether the corporation paid any tax while X owned the stock. The $30x tax paid while X
owned the stock creates a TPA that will reduce the corporation's withholding tax payment
(DWT) when the dividend is paid to Y. See note 80. The fact that the corporation'snet
withholding tax obligation is reduced by the TPA account only indirectly benefits Y (unless
Y can liquidate the corporation). See note 89.
94 See Michael L. Schler, Taxing Corporate Income Once (or Hopefully Not at All): A
Practitioner's Comparison of the Treasury and ALI Integration Models, 47 Tax L. Rev.
509, 516-18 and 550-55 (1992).
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§ 1014 from retroactively eliminating the corporate tax on predeath
realized corporate income.95
An important problem area involves blending a withholding credit
system into an income tax regime in which (domestic) tax-exempt
shareholders (charities, pension funds) play such a major role.96
There are various possible approaches, but all of them would alter the
relative tax burden between exempt and taxable shareholders that exists under current law.97 One approach would be to allow the taxexempt entity to claim the imputation credit for dividends received on
a refundable basis. 98 This approach would create the appearance of
an additional government subsidy to the entity over and above its exemption from income tax. The shareholder credit, however, merely
offsets the tax that was previously (if indirectly) borne by the (exempt) shareholder, although one cannot assume that prior taxes reduce equity values dollar for dollar.99

A second approach would be to simply disallow the credit to exempt shareholders. 00 This approach yields a partial corporate income
tax whose burden would not necessarily fall entirely on the exempt
shareholders; thus, tax-exempt entities would continue to obtain a
ALI Integration Study, note 15, at 108-12.
One study asserts that 22.8% of corporate equities were owned by exempt pension
funds in 1984. Richard A. Ippolito, Pensions, Economics and Public Policy 123-24 (1986),
cited in John H. Langbein & Bruce A. Wolk, Pension and Employee Benefit Law 20 (2d
ed. 1995). Another source states that private and governmental pension fund holdings
came to 25.9% of total corporate equities in 1994. NYSE Fact Book 83 (1994) [hereinafter
NYSE Fact Book] (but providing no allocation between exempt and nonexempt funds); see
also SIA Fact Book, note 45, at 59 (1994 figure of 24.8%: 16.3% private pension funds;
8.5% public pension funds). Another study found that 24.95%i' of domestic equity was
owned by pension funds in 1990. Carolyn K. Brancato, The Brancato Report on Institutional Investment: Financial Assets & Equity Holdings 19, 42-43 (1993).
97 See ALI Integration Study, note 15, at 136-39.
95
96

98 See McLure, note 52, at 170.
99 See notes 43-45 and accompanying text. Another possible objection is that the burden on account of the prior taxes could have been borne in part by prior shareholders
rather than the current ones. Although arguably prior corporate taxes are not fully borne

by the then shareholders, see note 93, nevertheless, the corporation's TPA is not a conventional corporate asset, because the TPA neither earns interest nor generates income. Thus,
the prior shareholders would not be able to sell the stock for as much as ifthe corporate
tax had not been paid.
An approach not worth textual discussion would be to allow the corporation itself to
claim a credit (rebate) of the tax attributable to tax-exempt shareholders. This approach
might be hard to administer. It also would give the appearance of subsidizing corporations
with significant tax-exempt ownership relative to other corporations. Worst of all, the benefit of the rebate would inure to all shareholders, not just the tax-exempt ones. Finally,
allowing a tax rebate to the corporation effectively would repeal the existing tax on unrelated business income (the "UBIT"). See IRC §§ 511-513. Under current law, the UBIT
does not apply to dividends received, because it is assumed that corporate income is already subject to tax. IRC § 512(h)(1).
100 See Glenn E. Coven, Corporate Tax Policy for the Twenty-First Century. Integration
and Redeeming Social Value, 50 Wash. & Lee L Rev. 495, 510 (1993).
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higher net return on corporate investment than other investors,
although the advantage may be somewhat diluted.
A third possibility (followed by the ALI Integration Study) would
be to create a new tax on the corporate investment income of taxexempt organizations, which tax (to the extent attributable to grossed
up dividends) would absorb, in whole or in part, the imputation
credit.101 This approach is flexible: If the rate of the new tax were set
at zero, the effect would be the same as the first approach discussed
above, and it would be possible to set different rates for different categories of tax-exempt entities (including a high rate for unrelated business income). 1' 2 But, in addition to the problems inherent in the first
approach, any positive tax rate under the third approach would seriously alter the status quo, and likely would stir up political opposition
from the tax-exempt sector. Clearly, the third approach presupposes
reexamination of the appropriate tax burden to be borne by tax-exempt entities (and, implicitly, by their beneficiaries). 10 3 Nevertheless,
a true shareholder-based integration system would not be ambivalent
or equivocal about preserving an organization's full tax-exempt status.
Where the shareholder is itself a separate taxable entity, such as a C
corporation or trust, additional complications are raised, although
they are not insoluble. 04 The distinction between dividend and nondividend distributions would continue to be significant under an imputation system.105
In the international context, most countries-even those with imputation systems-impose a source-based withholding tax on dividends
paid from domestic corporations to foreign shareholders, in addition
to any corporation income tax.' 0 6 The withholding tax is really a
shareholder level tax, since it reduces net dividend payments. Countries having imputation systems, however, generally do not make the
imputation credit available (as a rebate) to foreign shareholders of
domestic corporations. 07 The denial of the credit is, of course, incon101See ALI Integration Study, note 15, at 6-7.
102 The ALI Integration Study, id., does not make any such distinction.
10 See Coven, note 100, at 509-13.
104 See ALl Integration Study, note 15, at 126-31.
105 See id. at 113-25.
106 The withholding tax usually is imposed not only on dividends but also on other passive investment income. See, e.g., IRC §§ 871(a)(1)(A), 881(a), 1441, 1442 (generally imposing a 30% flat rate withholding tax).
107 See N.Y. St. Bar Report, note 52, at 47-48 (noting that the credit might be made
available pursuant to bilateral treaty). It appears that U.S. shareholders receive such a
rebate with respect to foreign integration systems only in the case of the United Kingdom
and France. Income Tax Convention, Dec. 31, 1975, U.S.-U.K., art. 10(2)(a)(ii), Tax Treaties (CCH) 7 10,903 [hereinafter U.S.-U.K. Treaty]; Income Tax Convention, Dec. 30, 1995,

U.S.-Fr., art. 10(4), Tax Treaties (CCH)

3,001.11. The United States treats the rebate as
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sistent with the integration ideal,10 3 but it prevents significant revenue
loss in situations where, as is often the case, the dividend withholding
tax rate is lower' 09 than the tax rate on domestic shareholders.110 Giving up a significant revenue source is unlikely, unless the country of
shareholder residence can offer some quid pro quo. It is true that the
revenue leak in the source country can be plugged simply by raising
the dividend withholding rate."' High withholding taxes on dividends, however, are contrary to the patterns of income tax treaties,
which generally lower them significantly.lU2 In any event, cross-border integration will not be achieved where (as is likely) the residence
country taxes dividends received and only the net foreign shareholder
tax is creditable against the residence country tax.' 13
A possible route to cross-border integration would be for the source
country to retain the corporate tax attributable to foreign shareholders but to give up the dividend withholding tax, and for the residence
country to either exempt the dividends from gross income or allow the
corporate tax to be credited against resident shareholder tax. This
scenario again would entail virtual abandonment or severe dilution of
residency jurisdiction to tax foreign source dividend income.114 Allowing a foreign tax credit to individual shareholders for foreign corgross income to its shareholders, creating a mismatch with the unrealized depreciation created by the corporation's tax payment. U.S.-U.K. Treaty, supra, art. 10(2)(a)(iii).
108 The tax on dividends paid to foreign shareholders would constitute the second level
of tax with respect to such shareholders. See Stanley S. Surrey, The United States Tax
System and International Tax Relationships, 12 Can. Tax J. 460, 463-64 (1964).
109 Dividend income generally is sourced in the country where the payor corporation is
organized. IRC § 861(a)(2) (providing U.S. source income includes amounts received as
dividends both from domestic corporations and from certain foreign corporations, in whole
or in part, having taxable income effectively connected with a U.S. trade or business). The
withholding tax rate commonly is reduced by bilateral treaty on a reciprocal basis. See,
e.g., Treasury Dep't, Model Income Tax Treaty of June 16, 1981, art. 10, Tax Treaties
(CCH) 211 [hereinafter U.S. Model Treaty]. The U.S. Model Treaty has been withdravn
as it is now out of date. Treasury Dep't News Release. IVB-1900, July 17, 1992. No new
model has been released yet.
110 The revenue loss derives from the fact that the imputation credit, which is a function
of the corporate rate, would be a refundable credit against the rather low dividend withholding tax rate.
M See ALl Integration Study, note 15, at 7.
112 See, e.g., U.S.-U.K. Treaty, note 107, art. 10(2)(a), Tax Treaties (CCH), 1 10,903 (limiting U.K. withholding tax rate to 15% even where United Kingdom rebates corporation
tax to U.S. shareholders). If the withholding tax rate is higher in Country X than the
highest rate in Country Y (that of the shareholder's residence), Country Y residents will
avoid investing in Country X, which may be to Country X's economic disadvantage.
113 However, under the U.S.-U.K. Treaty, note 107. a U.S. shareholder of a U.K. corporation can obtain the U.S. foreign tax credit for the 15% gross U.K. withholding tax, unreduced by the U.K. imputation credit.
114 It is not common for countries to decline to tax foreign source income. See, e.g.,
Gourevitch, note 5, at 100 (noting France as partial exception). As to the general merits of
source versus residency based taxation, see text accompanying notes 511-19.
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porate income tax would be opposed to the traditional practice of
granting the credit only where the same taxpayer paid both the foreign tax and the residence country tax.115 Assuming that the foreign
tax credit is adapted to the integration problem, the residence country
would be certain to limit the credit in cases where the source country
corporate tax rate is higher than the residence country rate.116 Here
the integration ideal would not be fully realized because the corporate
tax would not fully convert to a shareholder tax.
In sum, achieving integration across national borders under an imputation model puts pressure on both the source country and the residence country to cede taxing jurisdiction, which neither might be
willing to do for revenue reasons or because they view integration as a
tax benefit to be cultivated locally." 7 Conceptually, the imputation
system poses this dilemma: Is the income being taxed corporate taxable income, which is generally subject to primary source-country jurisdiction, or is it a tax on shareholder income, which is generally subject
to primary residence-country jurisdiction?" 8 To put the matter somewhat differently, an imputation system offers both source and residence countries an opportunity to take a tax bite, and neither country
is likely to fully decline the opportunity offered.
Similar problems would arise as well under the two-tier integration
system proposed herein. Nevertheless, it is clear that the two-tier integration system is a shareholder-based tax that ultimately should confer priority on residence-country jurisdiction; there is no built-in
source country tax. The United States still may desire to tax foreign
shareholders of U.S. corporations (or of foreign corporations with respect to U.S. source income), but any such tax would plainly be revenue driven." 9 As to U.S. shareholders of foreign corporations, the
115 See IRC § 901(b); Biddle v. Commissioner, 302 U.S. 573 (1938) (holding U.S. shareholder cannot credit U.K. corporate tax against U.S. tax, even though United Kingdom
allows latter tax to be credited by U.K. shareholders under U.K. corporate integration
system). The U.S.-U.K. treaty now solves this problem. See note 107 and accompanying
text. This solution was to extend the U.K. integration regime to U.S. shareholders rather
than to modify the U.S. foreign tax credit.
116 See IRC § 904(a) (providing U.S. foreign tax credit cannot exceed foreign source
income times U.S. average tax rate; that is, U.S. tax on income subject to foreign tax).
Without the limitation, the residence country would in effect be allowing the source country to raid its treasury.
117 Problems of adapting the imputation tax to international taxation are discussed in
Charles I. Kingson, The Coherence of International Taxation, 81 Colum. L. Rev. 1151,
1194-262 (1981).
118See Reuven S. Avi-Yonah, The Structure of International Taxation: A Proposal for
Simplification, 74 Tex. L. Rev. 1301, 1305-08 (1996) [hereinafter Simplification] (claiming
international consensus along these lines).
119 Under the pass-through component, there would be an entity-level withholding tax,
but this tax could be made creditable to foreign shareholders with or without U.S. tax
liability.
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policy choice is to achieve integration at the expense of the U.S. Treasury by allowing a U.S. tax credit to U.S. shareholders for foreign corporate tax, or to insist on U.S. residence taxation and attempt to
negotiate the elimination by treaty of source-based taxes with respect
to U.S. shareholders. These and other issues are discussed more fully
below.120
A potential problem under the ALI Integration Study is that tax on
nonresident alien individual shareholders of U.S. corporations might
be avoided under the following scenario: (1) The U.S. corporation
accumulates income at low corporate rates due to corporate tax preferences and avoids paying dividends; (2) the resulting stock appreciation is converted to capital gain; and (3) the capital gain is exempt
from U.S. tax at the shareholder level, 121 as under current law.122
Although the exemption for gains on stock of U.S. corporations could
be repealed, it probably would be difficult to directly enforce a tax on
U.S. stock gains of nonresident alien individuals.1t 3
Putting aside international tax issues, the ALI Integration Study
lacks conceptual purity as a shareholder level tax insofar as the corporate tax prepayment is not credited with interest up to the distribution
event.' 24 Presumably, the ALI Integration Study ignores the time
value of money issues inherent in an imputation system in the interest
of rendering it relatively workable. Also crediting shareholders with
interest on prepaid taxes may be viewed as a mechanism having the
economic effect of allowing shareholders to defer tax, without interest, on the corporate income until distribution, creating the potential
to use corporations as tax shelters. But this observation presupposes
that the "income" properly subject to tax is the corporate income, not
the shareholder income. Regardless of the metaphysics, the interest
charge issue reveals the tension posed by the imputation system's
commitment to shareholder level realization.
Even if interest adjustments were made, the imputation approach
would fall short as a pure shareholder tax because the assumption that
See text accompanying notes 486-508, 511-19.
Although the corporation would have paid tax as the profits were accumulated, these
taxes might be available as refundable credits to shareholders, even though there is no
shareholder tax. See Schler, note 94, at 526-27.
120
121

122 IRC § 871(a).
23 For a discussion of the possibility of enforcing such a tax, see text accompanying
notes 406-51. Taxing nonresident aliens on mark-to-market and related gains would be a
problem under the two-tier integration proposal.
124 See ALI Integration Study, note 15, at 81 (stating that corporate tax should not be
thought of as prepayment of shareholder tax, but that latter should be thought of as de-

ferred tax adjustment with respect to previously taxed income). But characterizing the
shareholder tax as a deferred tax adjustment does not define away the interest charge issue
alluded to in note 80. Of course, any interest credit or charge mechanism would reopen
the tracing problem. See IRC § 453A(c).
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recipients of dividends are entitled to full credit rests on the dubious
assumption that the same shareholders bore the economic burden of
the corporate tax.125 But, as stated earlier, the burden of any prior tax
might have been borne (at least in part) by prior shareholders who did
not directly reap the credit because they sold the stock prior to receiv126
ing the dividends.
In sum, the ALI Integration Study, while posing interesting solutions to technical problems in the interest of simplicity, 27 somewhat
compromises the concept of a pure shareholder tax.
Finally, an imputation credit would be hard to sell in the political
arena without bipartisan support. The fact that shareholders receive
tax credits for (grossed up) dividends could be perceived as tax relief
exclusively for the wealthy. 12s
C.

Dividends Deduction System

Granting the corporation a deduction for dividends paid would
eliminate double corporation-shareholder taxation in a way that parallels the existing system for taxing trusts and estates. 29 Conceptually, dividends would be viewed as being as much a "cost" of raising
capital as are interest payments. Viewing dividends as a cost to the
entity presupposes, however, that the corporation is a meaningful taxable entity; indeed, the dividend deduction approach is the only integration system that is truly compatible with an entity level tax.130 The
thrust of this Article, on the other hand, is that only individual shareholders are the proper subject of taxation. The dividend deduction
125 Under the ALI Integration Study, as explained at note 80, if the TPA equals or exceeds the current DWT, the corporation bears no current tax on the distribution and the
shareholder obtains a credit, in effect, for prior corporate taxes. ALI Integration Study,
note 15, at 86-87.
126 The ALI Study suggested that the seller would obtain the credit indirectly by obtaining a higher share price on sale of the stock. Id. at 100-02; see notes 93-94. In addition
to the point noted there, it is a heroic assumption to assume that the market will provide a
full credit reimbursement to selling shareholders. Buyers will not pay full value for a credit
that they might not obtain themselves (if they sell before dividends are paid) and/or might
not be able to use (if they are tax-exempt); moreover, the value of the credit is diluted by
possible future tax rate changes and by the delay between purchase and being able to
actually use the credit.
127 The proposal rejects on administrability grounds an approach that would treat a selling shareholder as receiving a constructive dividend on sale. ALI Integration Study, note
15, at 104.
128 Gourevitch, note 5, at 107-09.
129 See IRC §§ 651, 652, 661-663 (providing distributions generally deductible to trusts
and estates as income tax entities; amount equal to distribution deduction included in gross
income of distributee).
130 See Alvin C. Warren, Jr., The Corporate Interest Deduction: A Policy Evaluation, 83
Yale L.i. 1585, 1589-98 (1974) (noting if corporation is viewed as separate taxable entity, it
should be able to deduct all costs of raising capital).
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approach would not be a shareholder-based tax to the extent of retained earnings, which would remain subject to corporate tax.
Although this tax, in theory, may be eliminated subsequently by distributing all of the retained earnings to shareholders, it is unlikely that
corporate managers would do so, 131 and even when such earnings are
distributed, there would remain a time value of money loss to the
entity.
The tax system probably should not create such an unambiguous
incentive at the corporate level to pay dividends rather than to retain
earnings. Although shareholders may (or may not) exercise as good
judgment as corporate managers in investing the amounts paid out as
dividends, 132 there is no assurance that shareholders will reinvest the
dividends. 133 Thus, a shift to a dividend deduction scheme would be
expected to reduce the overall level of national savings and investment. Corporate managers would be likely to oppose this approach
for obvious reasons. 134
On the technical level, the dividends paid deduction approach principally is aimed to accomplish little more than to eliminate the tax
significance of the distinction between debt and equity. The distinction between debt and equity, however, would continue to be important if the dividend deduction were less than 100% of dividends
paid, 35 as proposed by the Reagan Treasury. 136
131 Aside from managers being motivated to control assets, a reason for delaying dividend payments to shareholders would be to create unrealized appreciation at the shareholder level that could avoid tax under § 1014 at death or be subject to favorable capital
gains rates upon sale or other disposition. See note 84.
M See James R. Repetti, Corporate Governance and Stockholder Abdication: Missing
Factors in Tax Policy Analysis, 67 Notre Dame L. Rev. 971, 983-84 (1992) (arguing that
separation of ownership from management, plus certain features of the tax system, results
in excessive and inefficient retention of earnings).
133 Dividends received by trusts are treated as income for trust accounting purposes and
therefore typically are paid out to beneficiaries rather than added to corpus (reinvested).
Moreover, dividends are gross income to trusts and estates. Given the highly compressed
rate structure for trusts and estates, IRC § 1(e) (applying 39.6% rate bracket where taxable
income, after distribution deduction, exceeds $7,500 as indexed for inflation), there is pressure for fiduciaries to make trust distributions even where they are not mandated. Corporate equities held by private (as opposed to pension and charitable) trusts are estimated to
have been worth 2.6% in 1994. NYSE Fact Book, note 96, at 83 (covering trusts administered by financial institutions).
134 The lack of support by corporate managers for any integration proposal has contributed, along with budgetary constraints, to the failure of Congress to enact integration. See
NTA-TIA Offers Advice for the New President, 88 TNT 211-3, Oct. 18, 1988, available in
LEXIS, Fedtax Library, TNT File; see generally Kwall, note 13, at 627-33 (discussing view
that corporate tax is second-best solution to mark-to-market taxation); see also note 50.
3 This statement assumes that business interest would continue to enjoy full deductibility as under current law. See IRC § 163(a).
6 See Treasury I, note 57, at 136-44.
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Significantly, the dividend deduction approach would produce situations where a corporate level deduction would not be matched by
any corresponding income inclusion. 137 Thus, income would vanish
from the system without any tax whatsoever. Dividends paid to foreign shareholders would raise essentially the same problem. Under
existing law, the foreign shareholder bears a fairly light U.S. tax on
dividends received from U.S. corporations; a high dividend withholding tax would be contrary to most existing treaty arrangements. 138 For
this reason alone, most countries adopting integration have opted for
39
the imputation system over the dividends deduction system.'
D.

Eliminating Shareholder Tax

The approach of fully exempting dividends from tax at the shareholder level attains plausibility only if the individual income tax is,
like the corporate tax, a flat rate tax. Presently, individual tax rates
range from 15% to 39.6%140 and even higher, if one counts the alter142
native minimum tax' 4 ' and the phase-outs of itemized deductions
and personal exemptions' 43 for high income taxpayers. Even if the
individual income tax were a flat rate tax, the dividend exclusion approach would avoid basic canons of fairness: Shareholders would
avoid tax on clear accessions to wealth in a context where there is no
assurance that they would indirectly bear the full burden of the corporate level tax. Given these fundamental problems of the dividend exclusion approach, there is no need to examine the technical issues
raised by it.'"
137 This would occur where shareholders were tax-exempt pension funds or charities. If
the deduction were denied for dividends to exempt shareholders, corporations would bear
differential tax according to the fortuitous circumstance of the composition of their shareholders. Cf. IRC §§ 651(b), 661(c) (reducing distribution deduction for trusts and estates
by tax-exempt income passed through to distributee).
138 N.Y. St. Bar Report, note 52, at 47-49. Tax treaties among developed nations typically reduce the source-based tax on dividends, interest, rents and royalties, in order to
attract foreign investment. See 3 Joseph Isenbergh, International Taxation 59:1 (2d ed.
1996) [hereinafter International Taxation]. In the case of dividends, the treaty tax rate is
typically 15% (less for dividends from controlled subsidiaries). See U.S.-U.K. Treaty, note
107, art. 10, Tax Treaties (CCH) 7 10,903.21.
139 See N.Y. St. Bar Report, note 52, at 47. A related reason is that adoption of the
imputation system allows for discrimination against foreign shareholders. See note 107.
140 IRC § 1(a).
141 IRC §§ 55-58. Although the maximum tax rate under the AMT is only 28%, the tax
essentially applies to items excluded from the individual income tax base.
142 IRC § 68.
143 IRC § 151(d)(3).
144 The dividend exclusion approach (as well as that of the ALI Integration Study, note
15) is analyzed and critiqued in Schler, note 94, at 513-15, 523-63, and George K. Yin,
Corporate Tax Integration and the Search for the Pragmatic Ideal, 47 Tax L. Rev. 431, 449.
68 (1992).
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E.

General Critique of Existing Integration Proposals

Previous integration proposals are all based on the obsolete and un-

necessary view that the problem is how to tax the net income of the
entity. The players in the corporate-shareholder integration debate

appear to be laboring under the assumption that, because net income
can be calculated at the corporate level, such corporate level net in-

come must be that which is the proper object of income taxation.1 45
This observation is confirmed by the fact that integrationists are un-

comfortable (for reasons other than revenue loss) with the prospect of
corporate-level income avoiding tax where the shareholder has taxexempt status. 146 My position, in contrast, is that, although entity
level accounting may be essential for investors and creditors of the
entity, it has no relevance to a fair tax system except insofar as corpo-

rate profits can be attributed to equity holders who have current rights
to compel dividends and/or liquidation, which typically can occur only
in the context of family owned corporations. 147
What is "income" and what is "capital" can be readily determined
solely at the shareholder level without any reference to what happens
at the entity level.14 On the normative plane (fairness, distributive
justice, economic efficiency), the focus should be on the taxation of
the income of shareholders derived from their ownership of corporate

equity. 49 From these propositions follow the essential components of
the two-tier integration proposal; namely, to wholly abolish the corporate income tax (except possibly for a low-rate tax on corporate accounting income) while subjecting shareholders of market-traded
stock to income tax on (unrealized) appreciation and loss on such
shares (the mark-to-market approach), and treating corporations
See Schenk, note 4, at 698-703.
See, e.g., ALI Integration Study, 15, at 6-7 (proposing new tax on investment income
of tax-exempt entities to absorb imputation credit); Staff of Joint Comm. on Tax'n. Tax
Policy and Capital Formation, 95th Cong., 1st Sess., 12 (Comm. Print 1977) (proposing that
imputation credit not be available to tax-exempts).
147 See notes 69 and 70. It appears that roughly 29-34% of corporate equities, by value,
are in closely held corporations. IRS, Stat. of Income Bull., Estate Tax Returns 1989-1990,
67-68 (Winter 1991-1992) (reporting values on estate tax returns for 1989 and 1990, without
defining "closely held" or breaking out values of equities in foreign corporations). An
analysis of the estate tax return statistics for 1965 reported approximately 16%. Shakow.
note 3, at 1133 n.83.
148 Leon Gabinet & Ronald J. Coffey, The Implications of the Economic Concept of
Income for Corporation-Shareholder Income Tax Systems, 27 Case W. Res. L Rev. 895,
912-18 (1977).
149 Professor John McNulty correctly observes that the purpose of integration is to improve the individual income tax. He seems to favor integration along the lines of subchapter S as being more practical than mark-to-market integration. See John K. McNulty,
Corporate Income Tax Reform in the United States: Proposals for Integration of the Corporate and Individual Income Taxes, and International Aspects, 12 Int'l Tax & Bus. Law.
161, 213-17 (1994) [hereinafter Reform]; see also text accompanying notes 60-74.
145
146
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whose shares are not traded on the market under a pass-through system, where valuation of shares is difficult and liquidity is
problematical.
IV. A

COMBINED MARK-TO-MARKET AND PASS-THROUGH APPROACH:

CONCEPTUAL DESIRABILITY PLUS MAJOR SIMPLIFICATION

A.

Fairnessand Efficiency

The most commonly-invoked tax base norm is the Schanz-HaigSimons concept of "income"; that is, the taxpayer's net changes in
wealth plus consumption over the taxable period.' 50 Under that concept, unrealized appreciation and depreciation is to be included in the
tax base, contrary to the present realization principle. 51 If one prefers to avoid reliance on the Schanz-Haig-Simons concept, but to instead move directly to underlying norms of fairness, redistributive
justice and economics,1 52 those norms that are incompatible with the
income tax (namely, equal sacrifice, benefit, and standard of living)
can be ignored, 153 which leaves ability to pay, redistribution and economic efficiency.
150 See Richard Goode, The Economic Definition of Income, in Comprehensive Income
Taxation 1, 7-10 (Joseph A. Pechman ed., 1977).
151 See Simons, note 33, at 56, 153, 165 (conceding that it would be impractical to repeal
the realization principle except with respect to actively traded securities).
152 See Joseph M. Dodge, Taxing Human Capital Acquisition Costs-Or Why Costs of
Higher Education Should Not Be Deducted or Amortized, 54 Ohio St. L.J. 927, 948-53
(1993) [hereinafter Human Capital]; Thomas D. Griffith, Should "Tax Norms" Be Abandoned? Rethinking Tax Policy Analysis and the Taxation of Personal Injury Recoveries,
1993 Wis. L. Rev. 1115, 1152-55; Louis Kaplow, The Income Tax as Insurance: The Casualty Loss and Medical Expense Deductions and the Exclusion of Medical Insurance Premiums, 79 Cal. L. Rev. 1485, 1486-87 (1991); Victor Thuronyi, The Concept of Income, 46 Tax
L. Rev. 45, 46-48 (1990).
153 Equal sacrifice and benefit are incompatible with the concept of funding a government the activities of which have a largely redistributive purpose or effect. See Simons,
note 33, at 3-39. The standard of living concept is one that prefers a consumption tax over
an income tax. Under a consumption tax, shareholders would be taxed with respect to
corporate equities only upon dividend receipt or other realization in cash, since cash represents potential consumption. The standard of living approach also has been cited as informing the "consumption" component of Schanz-Haig-Simons income. See Andrews,
Personal Deductions, note 32, at 309, 313-30; Michael J. McIntyre & Oliver Oldman, Taxation of the Family in a Comprehensive and Simplified Income Tax, 90 Harv. L. Rev. 1573,
1575-79 (1977). Applying the standard of living norm to an income tax, however, would
require taxing imputed income from consumer durables and self-provided services, commercial bargain purchases, gratuitous transfers and support received and even the value of
leisure, and would require deduction of economic waste-all contrary not only to the existing income tax (except perhaps for the casualty loss deduction of § 165(c)(3)) but also to
what any personal income tax can hope to encompass. In addition, the standard of living
idea is ambiguous or inconclusive in judging the propriety of deductions for charitable
contributions, medical expenses, state and local taxes, alimony and child support, educational outlays and child care expenses, and is contrary to the existing income tax with
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Whatever might be the content of "ability to pay,"'' 1 it would certainly encompass any increment in wealth that is held in a highly liquid form, such as publicly traded securities. 155 Unrealized gain is the
economic equivalent of realized income that has been reinvested.'M
As to non-publicly traded corporate equity, the liquidity would exist,
and be provided through, the corporation.1 5- Similarly, liquid wealth
(gains) of individuals should be counted as being part of the pool
available for redistribution through government activity.
Standard neutrality analysis dictates that all investment under an
income tax should be made with previously-taxed dollars. Under the
basic income tax paradigm, investments are after-tax because they are
nondeductible capital expenditures. 58 The cost of an investment is
equal to the present discounted value of future net cash flows, which
(after appropriate basis recovery) will constitute income in the future
when received or accrued. Appreciation in the value of an asset is the
equivalent of new investment, since it represents an increased aggregate present value of future cash flows. Thus, equal investments are
investments possessing equal values; initial cost is irrelevant. 159 Equal
investments can be taxed equally under an income tax only if unrealized appreciation is included in income (and unrealized losses deducted), since only then will (after-tax) investment equal value.16°
Mark-to-market taxation of investments is not unprecedented.1 61
The extension of the mark-to-market approach to publicly-traded correspect to income attribution issues generally. These points are elaborated upon in Dodge,
Human Capital, note 152, at 953-57; see also Joseph M. Dodge, Zarin v. Commissioner
Musings About Debt Cancellations and "Consumption" in an Income Tax Base, 45 Tax L
Rev. 677, 680-83 (1990).
154

Some commentators hold that the concept is too vague. Simons, note 33, at 5,15-17;

Alvin C. Warren, Jr., Would a Consumption Tax Be Fairer Than an Income Tax?. 89 Yale

L.J. 1081, 1092-93 (1980). For an attempt to construct an ability to pay income tax base,
see Joseph M. Dodge, The Logic of Tax 96-98, 100-58 (1989) [hereinafter Logic].
155 See Dodge, Logic, note 154, at 137-38; Richard Goode, The Individual Income Tax

17-18 (1976); Alan Gunn, The Case for an Income Tax, 46 U. Chi. L. Rev. 370, 378-88
(1979).
U6 Musgrave, Defense, note 36, at 49.
m See text accompanying note 180.
15 See Paul R. McDaniel, Hugh J. Ault, Martin J. McMahon, Jr. & Daniel L Simmons,
Federal Income Taxation 5 (3d ed. 1994).
159 See Calvin H. Johnson, Soft Money Investing Under the Income Tax, 1989 U. Ill. L
Rev. 1019, 1039-62; Paul A. Samuelson, Tax Deductibility of Economic Depreciation to

Insure Invariant Valuations, 72 J. Pol. Econ. 604 (1964).

160 See Pamela B. Gann, Neutral Taxation of Capital Income: An Achievable Goal?. 48
Law & Contemp. Probs. 77, 108-09 (1985).

161 The most notable examples are the mark-to-market taxation of securities held by

dealers, IRC § 475, and the mark-to-market taxation of certain futures and other contracts,

IRC § 1256. Cf. IRC § 7702(g)(1) (inclusion in income of inside build-up on certain life
insurance and endowment contracts). The accrual taxation of original issue discount obli-

gations, IRC § 1272, taxes appreciation that occurs solely by reason of the lapse of time.
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porate equities is fairly modest; it is not proposed that all investments
be taxed on a market-to-market basis, 162 although publicly traded
debt (as well as stock) probably should be so taxed. 163
The principal policies underlying the realization principle, namely,
difficulty of valuation and nonliquidity, are absent in the case of stock
that is readily marketable or possesses current liquidation or put
rights. 164 Nor would there appear to be any constitutional problem
with mark-to-market (or pass-through) taxation. 165 Thus, there is a
strong prima facie case for coupling the abandonment of the corporate income tax with a shareholder tax on realizable unrealized appreciation, in other words, on stock for which market quotations are
available.

166

Taxing publicly traded stock on a mark-to-market basis may be said
to have the effect of causing volatile fluctuations in revenue yields according to short-term trends in securities markets. Since World War
Conventional depreciation deductions are justified on the theory that losses attributable to
the lapse of time ought to be deductible, but the actual depreciation schedules sanctioned
by the Code in § 168 grossly overstate such depreciation. See Gann, note 160, at 110-13.
Professor Thomas Evans argues that the interest capitalization rules of IRC § 263A(f) have
the effect of taxing long-term construction projects on a mark-to-market basis. See
Thomas L. Evans, The Evolution of Federal Income Tax Accounting-A Growing Trend
Towards Mark-to-Market?, 67 Taxes 824 (1989). The accrual method of tax accounting,
although subject to the realization principle, holds that an accretion to wealth occurs when
the taxpayer acquires the right to a future cash receipt as opposed to when the cash actually is received. See Reg. § 1.451-1(a).
162 Schanz-Haig-Simons purists would advocate a wholesale move to a mark-to-market
system. See Shakow, note 3, at 1114-17. Such a shift is not necessary to the proposal
herein and is, in any event, not feasible in the foreseeable future. See William D. Andrews,
A Consumption-I~'pe or Cash Flow Personal Income Tax, 87 Harv. L. Rev. 1113, 1140-48
(1974).
163 For a discussion of mark-to-market taxation of debt, see Theodore S. Sims, LongTerm Debt, the Term Structure of Interest and the Case for Accrual Taxation, 47 Tax L.
Rev. 313 (1992).
164 Another possible policy might be "finality," which expresses the commonplace notion of "what goes up can come down, or visa versa." The idea of finality, however, would
make sense only if the tax law were to make a distinction between sales in which the
proceeds were consumed and sales in which the proceeds were reinvested, for only in the
former situation is finality meaningful. Where sales proceeds are reinvested, the sale is no
more "final" than if the sale had not taken place.
165 The constitutionality of § 1256 was upheld in Murphy v. United States, 992 F.2d 929,
931 (9th Cir. 1993). See generally authorities cited in Shakow, note 3, at 1113, n.9. The
constitutionality of involuntary pass-through taxation has been upheld in various contexts.
See, e.g., Eder v. Commissioner, 138 F.2d 27, 29 (2d Cir. 1943) (foreign personal holding
companies); Garlock, Inc. v. Commissioner, 489 F.2d 197, 202 (2d Cir. 1973) (subpart F
income), cert. denied, 417 U.S. 911 (1974).
166 Proposals for mark-to-market taxation of publicly-traded stock and securities are
found in Daniel Slawson, Taxing as Ordinary Income the Appreciation of Publicly Held
Stock, 76 Yale LJ. 623 (1967); Thuronyi, Proposal, note 3, at 121-45; Mark L. Louie, Note,
Realizing Appreciation Without Sale: Accrual Taxation of Capital Gains on Marketable
Securities, 34 Stan. L. Rev. 857 (1982). These pieces do not examine the proper tax treatment of non-publicly traded stock.
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II, however, such fluctuations have been relatively modest, and major
downturns uncommon and short-lived. 167 Given the size of the federal budget, fluctuations in the stock market would not have a makeor-break effect on federal revenue yields, especially given the high
percentage (25-37%) of publicly traded equities owned by tax-exempt
organizations.16 8 Moreover, it is not clear that short-term fluctuations
in revenue yields are harmful in themselves, since they might reinforce
the "counter-cyclical effect."'169 Moreover, a mark-to-market approach should have the effect of somewhat dampening the volatility of
the stock market.170
The mark-to-market approach might also cause short-term fluctuations in the tax base of individuals, which would generate some equity
concern where the fluctuations caused the taxpayer to move among
various marginal rate brackets from year to year. These results are
not unfair on a year-to-year basis, however, because the tax base
would reflect the changes in wealth actually commanded during each
year. Nor would they be unfair over the long term because the fluctuations would even out over time; that is, a move into a higher rate
bracket in one year would be largely offset by a move into a lower rate
bracket in another year. 17 ' If the problem of fluctuations is thought to
167 From 1979 to 1993, the NYSE Composite Index rose every year but two, and the
annual rates of increase or decline ranged from 27.1% to -8.7%. If five consecutive year
periods are compared, the changes ranged from 15.3% to 8.2%. declining years having
occurred adjacent to large growth years. From 1950 to 1977, for example, there was a
major decline in 1974, but a full recovery occurred within three years. NYSE Fact Book.
note 96, at 71,100; see also Commerce Dep't, Bureau of the Census, Historical Statistics of
the United States, Colonial Tunes to 1970 (pt.2) 1004 (1975) (reporting Standard & Poor's
stock indexes).
168 See discussion of authorities cited in note 96.
169 The counter-cyclical effect refers to the fact that income tax revenue collections wll
decrease in times of economic downturn. According to Keynsian principles, it is appropriate that taxes should be reduced in such times, so that the revenue losses, converted into an
increase in aggregate consumer demand, will stimulate the economy. A major caveat here
is that short-term downward adjustments in the stock market are not necessarily connected
with general economic downturns. See generally Joseph Pechman, Federal Tax Policy 6566 (3d ed. 1977).
170 Thuronyi, Proposal, note 3, at 130. The current realization system, coupled with
§ 1014, provides a strong disincentive to sell built-in gain property. The mark-to-market
system would negate this tendency, and perhaps induce sales to occur to raise cash to pay
the tax. It is hard to say whether the net effect of a changeover would be an increased
supply of sellers such as to depress stock prices in the short run. (This point is never raised
by advocates of lower capital gains taxes.) The current system also contributes slightly to
the realization of built-in capital losses. Because such losses can be deducted to the extent
of capital gains plus (for individuals) $3,000 per year, IRC § 1211(b), if capital losses are
not realized before death, § 1014 has the effect of causing the taxpayer permanently to lose
basis. Under the mark-to-market system, there will be no particular incentive to sell loss
assets, since the losses will be recognized in any event.
171 Life cycle theories of wealth accumulation and consumption have increased the importance of generational accounting in welfare economics. Although lifetime tax burdens
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be serious from a fairness perspective, income averaging may be reintroduced into the Code, although the case for it would be
172
underwhelming.
Another way of moderating fluctuations would move to a "schedular" approach under which net investment losses for a year could not
be currently subtracted from noninvestment (wage and business) net
income but would be carried over and offset against investment net
income in future (and perhaps prior) years. The schedular approach
already exists under the income tax to a greater extent than is commonly acknowledged. 173 On the merits, the schedular approach has
much to recommend it,174 since it is reasonable to defer any net annual investment losses, 175 just as it is proper to defer net business
losses. 176 A principal rationale for carrying over net business losses is
to correct, from the view of hindsight, errors of applied tax accounting.177 Net investment losses for a year are not "final" ("sustained")
are worth considering in designing welfare programs, generational analysis does not wholly
supplant annualized burden analysis. See Don Fullerton & Diane Lim Rogers, Distributional Effects on a Lifetime Basis 27-30 (NBER Working Paper No. 4862, 1994). The idea
that the primary norm of tax fairness is that persons with equal lifetime consumption patterns should pay the same lifetime tax, in present value terms, see Blueprints, note 32, at 9,
25, has been shown to be self-referential. Barbara H. Fried, Fairness and the Consumption
Tax, 44 Stan. L. Rev. 961, 965 (1992).
172 See Richard Schmalbeck, Income Averaging After Twenty Years: A Failed Experiment in Horizontal Equity, 1984 Duke L.J. 509, 524-80. Income averaging was repealed in
1986 as a corollary of rate compression. Tax Reform Act of 1986, Pub. L. No. 99-54, § 141,
100 Stat. 2117.
173 See IRC § 163(d) (permitting deduction of investment interest only to the extent of
net investment income with carryover of excess interest); § 280A(c)(5) (carrying over
losses on business use of homes and rental of vacation homes to future income from such
uses); § 469 (permitting passive activity losses to reduce only passive activity income, which
does not include income from portfolio investments); §§ 1211, 1212 (providing carryover of
capital losses in excess of capital gains plus $3,000). Most significantly, because FICA (Social Security and Medicare) taxes fall only on wage and self-employment income, income
from individual services is taxed consistently at higher rates than other income. IRC
§ 3101(a).
174 For an argument that compensation income, especially at high levels, should be subject to higher rates, see Dodge, Manifesto, note 38, at 1321-24. Commentators have suggested that all losses on investment "bets" (which excludes safe interest-like returns) be
scheduled with all income and gains on bets (which would include some business profits)
under the existing income tax. See Calvin H. Johnson, Commentary, Deferring Tax Losses
with an Expanded § 1211, 48 Tax L. Rev. 719, 730-38 (1993); Robert H. Scarborough, Risk,
Diversification and the Design of Loss Limitations Under a Realization-Based Income
Tax, 48 Tax L. Rev. 677, 686-90 (1993).
175 Cf. Theodore S. Sims, Environmental "Remediation" Expenses and a Natural Interpretation of the Capitalization Requirement, 47 Nat'l Tax J. 703 (1994) (suggesting that net
losses on discrete investment activity should be capitalized on basis of financial analysis).
In the present context, it would not be necessary to assign a "useful life" to the deferred
losses; it is sufficient to carry them over to be applied against future net income.
176 IRC § 172(b) (carryover of net operating losses of a business).
177 Even business "expenses" are capital expenditures in the conceptual sense, to the
extent that the "related" gross income is not earned simultaneously with the expense. The
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in the context of the taxpayer's overall investment activity but are intermediary in the process of producing a positive overall net investment income in the future. 178 In the context of a (diversified)
portfolio, incurring losses may be viewed as part of the price one pays
to achieve a given overall level of positive return over time. 179
Stock that is not publicly-traded would not be taxed on a mark-tomarket basis, as a concession to difficulties of valuation and liquidity.
It is not necessary here to debate whether this concession is dictated
by the ability to pay norm' 8 0 or by administrative or political expediency. To allow non-publicly traded stock to continue to be taxed
under the existing realization system, while taxing publicly traded
stock on a mark-to-market basis, would create a major discontinuity
between the two categories of stock, which would attract intense planning activity and generate significant transaction costs. It also should
be noted that corporate debt is taxed on a proxy mark-to-market basis

tax law allows business expenses to be deducted currently, but mainly because it cannot be
ascertained that they have significant value beyond the current year. Thus, all expensing
rules may be viewed as rules of thumb, based on considerations of administrative convenience. The most obvious of such rules are § 1.162-4 of the regulations, which allo,,,s current deduction for repair expenses, and § 1.162-20(a)(2) of the regulations which allows
current deduction for institutional advertising. But if the enterprise generates a current net
loss, then carryover of the net loss becomes the appropriate treatment, since in retrospect
it is now evident that the net loss was really a cost of producing future (or possibly past)
business income. Carried-over business losses that are never absorbed by (past or) future
income should be deductible, if at all, only in the year the taxpayer disposes of the
business.
178 Obviously, a schedular system for investments raises issues beyond the scope of this
Article, such as: (1) whether to carve out exceptions for casual investments, low income
taxpayers, investments in certain types of property, and so on; (2) whether losses should be
allowed to be carried back; (3) how capital gains should be accounted for within the
schedular system; (4) whether unrecognized losses should be recognized at death; and (5)
whether interest should accrue on deferred losses. The analysis also would have implications for the rules pertaining to business net operating losses, such as: (1) Should current
(and carried over) operating losses be deductible against current wage income prior to the
disposition of the business and (2) If not, what should constitute a "disposition" of a business such as to allow unrecognized losses to be used by individuals?
179 See, e.g., Restatement (Third) of Trusts 1-6 (ALI, Proposed Final Draft 1990) (prudent investor rule).
180 Although the ability-to-pay tax base is not equated with cash and liquid assetsgiven that tax liability is only a percentage of the tax base-some concessions to nonliquidity might be made in the tax base itself, apart from provisions that defer tax liability with
interest. Any such concessions would pertain either to items of nonliquid income that are
common or pervasive (such as, perhaps, imputed income nd appreciation on residences)
or to items that would constitute a large percentage of a given individual's tax base (such
as, perhaps, appreciation in a closely held business). Also, liquidity is a question of degree:
Even for the tax "on" the most illiquid item imaginable, the government could extend
credit to the taxpayer by deferring the tax, with or without interest.
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basis.' 8 '

namely, on an accrual
Therefore, a close proxy for mark-tomarket taxation must be adopted for non-publicly traded stock. For
reasons set forth below,'8 I conclude that the best proxy tax is one in
which corporate level profit and loss is passed through to shareholders
on a current basis: Such a system would be modelled upon, but would
wholly supersede, the current subchapter S system.183 To overcome
the problem of liquidity, the government would impose a withholding
tax on the entity's net income, which tax would be currently creditable
against the shareholders' individual tax liabilities.
At this point it might be argued that taxing stock on a mark-tomarket basis (or proxy system), while leaving the taxation of other
investments unchanged, would create a new set of nonneutralities in
which investments in corporate equities would be disfavored. Of
course, the same charge is levelled against the present double taxation
system; hence, the issue is which typology of nonneutrality is more
tolerable or perhaps even justifiable. 184 The fact that publicly traded
corporate stock is highly liquid, coupled with the intense preferences
for liquidity, 85 suggests that nonneutral taxation of publicly traded
stock is justified under optimal taxation theory. 8 6
Pass-through taxation of non-publicly traded stock may be justified
under the same optimal-taxation theory but with a different factual
predicate: The nonliquidity of such stock and its possible association
with the shareholders' means of livelihood' 8 7 suggest that there is an
inelastic demand for substitutes for such stock. Indeed, given that virtually any stock could be readily traded either by listing the stock on
an exchange or through the NASDAQ system, the very fact that a
given stock is not commonly traded suggests that market liquidity is
not particularly desired, whether or not the shares are held by the
181Original issue discount, which is essentially deferred economic interest, is taxed as it
accrues even for cash method investors. IRC § 1272. A foreign corporation cannot make a
subchapter S election so as to avoid double U.S. tax. IRC § 1361(a)(1), (b)(1).
182 See text accompanying notes 276-83.
183 The details are spelled out in the text accompanying notes 284-300.
184 The bottom line is economic efficiency, not neutrality per se. See note 11.
185 See Rudnick, Flat Tax World, note 11, at 1103-27 and authorities cited therein (also
noting need of institutional investors to maintain diverse, liquid portfolios); see also note
20 and accompanying text.
186 See Rudnick, Flat Tax World, note 11, at 1178-200; see also note 19 and accompanying text. Insofar as liquidity derives from government regulation of organized securities
markets, plus the possibility of other government policies that favor doing business in corporate form, optimal taxation theory is buttressed by second-best theory. The fairness
analog would be the "benefits" norm (that is, taxing persons according to the benefits
received from government). See Rudnick, Flat Tax World, note 11, at 1090-93.
187 See John C. Coffee, Jr., Shareholders versus Managers: The Strain in the Corporate

Web, in Knights, Raiders, and Targets: The Impact of the Hostile Takeover 77,82-83 (John
C. Coffee, Louis Lowenstein & Susan Rose-Ackerman eds., 1988) (stating that managers
of corporation not likely to be diversified).
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original entrepeneurs. Even for shareholders who are generically interested in owning equity interests in closely held enterprises, the
available substitute investments would be interests in other entities
that currently are taxed on a pass-through basis.1' s Thus, passthrough taxation of non-publicly traded stock should not unduly distort entrepeneurship or investment, especially in the context of a system where publicly-traded stock is taxed on a mark-to-market basis.
B. Simplification and Compliance
The proposals advanced herein should drastically reduce transaction costs and costs of tax compliance. Tax planning relative to the
choice of entity would lose importance,8 9 since the combined mark to
market and pass through system would produce results similar to the
existing partnership and S corporation regimes.190 The distinction between debt and equity would disappear for stock subject to the markto-market regime, because neither dividends nor interest would be deductible; under the pass-through system, the distinction would persist
but its import would be minimal. The lock-in effect would be eliminated in the mark-to-market situation and greatly diminished in the
pass-through situation, and accumulation-bailout planning 91 would
be rendered irrelevant.
Overall, and compared to other integration proposals, 1 2 the proposed mark-to-market approach would result in vast simplification of
the tax law and would ease its administration. Except under the passthrough regime, corporate level taxable income would no longer be
computed.1 93 Public corporations would save large amounts in acSee note 4.
Under current law, the distinction between corporations and partnerships is so unworkable-especially given the prominence of limited partnerships and limited liability
companies-that Treasury is considering abandoning the entire classification apparatus
and replacing it with an elective system. Prop. Reg. § 301.7701-1, -2, -3, 61 Fed. Reg.
21,989 (1996) (May 9, 1996); see Mark A. Luscombe, The Transformation of Entity Classification, 73 Taxes 562, 563-64 (1995). Under the integration proposal made herein, it
would be possible to treat all publicly traded entities the same (that is, as corporations
subject to the pass-through system).
190 In both, entity level profits and losses are passed through, with corresponding increases or decreases in the basis of the partnership interest or stock. Thus, in all systems,
there would be a single tax, and basis and value would move in tandem.
188

189

191 See note 14.

See Schler, note 94, at 561 (noting complexities under certain other approaches).
Indeed, it has been proposed that changes in stock values be used to compute the
corporate income tax itself, on the theory that changes in equity values (with dividends
added back and appropriate adjustments for capital changes) are a good proxy for corporate income that can be figured without accounting for income at the corporate level. See
Joseph Bankman, A Market-Value Based Corporate Income Tax, 68 Tax Notes 1347 (Sept.
11, 1995); Michael S. Knoll, An Accretion Corporate Income Tax, - Stan. L Rev. (forthcoming 1996). Aside from simplification and reduced transaction costs, these sys192
193
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counting and other compliance costs, and the Service would be spared
the task of examining and auditing the books of public corporations. 194 Even if a low-rate corporate tax were grafted onto the system, it would be on business accounting net income; hence, there
would be no need to keep separate books for accounting and tax purposes. Without a corporate income tax, intercorporate transactions
would be utterly disregarded, thereby rendering consolidated returns
unnecessary, 9 5 along with the dividends received deduction for
corporations.196
Because there could be no income (or loss) at the corporate level,
such transactions as mergers, asset acquisitions, divisions, redemptions, recapitalizations, liquidations, property distributions and so on
would be ignored at the corporate level, 197 and the tax treatment
thereof at the shareholder level would be quite straightforward. 198
The distinction between dividend and nondividend distributions
would cease to be important because the tax system would reckon the
shareholder's aggregate net change in wealth with respect to the stock
over the taxable year. 99 The anti-GeneralUtilities200 rules, which aim
to preserve the double taxation of corporate profits by deeming property distributions to be corporate level realization events, 20 ' can be
repealed. (These rules are not necessary under a pass-through system
either.) The accumulated earnings tax and the personal holding company taxes202 would become superfluous, as would the collapsible cor2° 4
poration rules. 203 Finally, the "unreasonable compensation" rule,
designed to prevent avoidance of double taxation by artificially high
tems would further economic efficiency by eliminating differential tax treatments among
corporations, particularly by eliminating reliance on tax accounting rules.
194 Although it is difficult to ascertain the portion of the Service's budget devoted to
corporate compliance, the level of audit coverage for large corporations (72.5%) is much
higher than for high income individuals (4.71%). See IRS, 1990 Annual Report 28 (1991).
One source lists private "business taxpayer" compliance costs at $102.31 billion for 1985.
James L. Payne, Costly Returns 29 (1993). This figure, although not identifying costs of
complying with the corporate income tax specifically, excludes costs of resolving disputes
with the Service. Id. at chs. 3-4; see also Compliance Costs and Regulatory Burden Imposed by the Federal Tax Laws, Hearings Before House Comm. on Ways & Means, 103d
Cong., 2d Sess. (1994).
195 The tax law on consolidated returns is extremely complex, as indicated by the 194
pages of regulations under IRC §§ 1501-1504.
196 IRC §§ 243-246A.
197 The following Code provisions deal with the corporate level effects of such transactions: IRC §§ 311, 312, 332, 334(b), 336, 337, 338, 355(c) & (d), 361, 362, 368, 381, 384.
198 See text accompanying notes 343-48, 548-51.
199 See text accompanying notes 334-36.
20 General Util. & Operating Co. v. Helvering, 296 U.S. 200 (1935).
201 IRC §§ 311, 336.
202 IRC §§ 531-558.
203 IRC § 341.
204 IRC § 162(a)(1).
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compensation payments to shareholders, as well as related provisions,z would not be needed.
At the individual shareholder level, basis would rise or fall as unrealized appreciation and depreciation is marked to market. For
shareholders in pass-through entities, basis would rise as profits are
passed through and fall as losses are passed through,2 06 so that the
difference between value and basis would likely be small. Since untaxed appreciation in stock would be slight, the distinction between
capital gains (and losses) and ordinary income (and losses), and the
significance of §§ 1014 and 1211 would greatly diminish207 Further
major simplification could occur if the capital gains concept were
stripped entirely from the Code.208 Nevertheless, if a schedular approach is not adopted for investments (or if not all assets are placed
under a mark-to-market regime), some version of § 1211 would need
to remain to cover the "timing option" for investments not subject to
mark-to-market and pass-through regimes.209 And, if some version of
§ 1211 is retained, a decision would have to be made as to the interaction between § 1211 and the mark-to-market system.210
C.

Tax Preferences

Under a mark-to-market regime, tax preferences, such as accelerated depreciation,2 11 percentage depletion,2 1 2 expensing of research
and experimentation costs213 and various tax credits2 14 would not be
205 IRC § 162(m) (limiting deduction for excessive compensation of employees of publicly held corporations) and § 280G (disallowing deduction for excess golden parachute
payments).
26 Cf. IRC §§ 705 (partnerships), 1367(a) (S corporations).
27 Henry Simons considered stepped-up basis at death, IRC § 1014. as the worst feature
of the income tax. Simons, note 33, at 162-68; see Joseph M. Dodge, Further Thoughts on
Realizing Gains and Losses at Death, 47 Vand. L Rev. 1827 (1994); Lawrence Zelenak.
Taxing Gains at Death, 46 Vand. L Rev. 361, 363-66 (1993).
2m

See generally Carl S. Shoup, The White Paper. Accrual Accounting for Capital

Gains and Losses, 18 Can. Tax J. 96, 97-101 (1970).
2M

The timing option is the ability, under a realization system, to cause losses to be

realized currently while deferring realization of gains. The principal anti-timing option
provision, IRC § 1211, which disallows capital losses in excess of capital gains (plus S3,000
for individuals), need not be linked to any concept of "capital asset." Scarborough, note
174, at 682-83.
210

One possibility, for example, is that § 1211 would apply only to realized gains and

losses outside of the mark-to-market system.
211

IRC § 168.

212

IRC §§ 613, 613A.

213
214

IRC § 174(a).
IRC § 28 (foreign tax credit), § 29 (drug for rare disease clinical testing expense

credit), § 38 (general business credit), § 40 (research credit), § 41 (alcohol fuels credit),
§ 42 (low income housing credit), § 43 (enhanced oil recovery credit), § 44 (disabled access
credit), § 51 (targeted jobs credit).
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available because there would be no corporate level tax. Neither
would there be any alternative minimum tax,215 which is designed to
dilute the effect of excessive use of certain, but not all, tax prefer2 16 It
ences. Most, but not all, observers would support this move.
should be noted that other forms of corporate-shareholder integration
can be designed so as to either preserve or eliminate corporate level
tax preferences, and that difficult choices and technical problems
abound. 217 The mark-to-market system is "pure" on this issue.
It can be argued that the absence of tax preferences for mark-to218
market entities but not for pass-through entities and individuals
would "discriminate" against mark-to-market entities and/or would
undermine whatever public policies that motivate the tax preferences.219 From the economic efficiency vantage point, the discrimination probably would be harmless because of the general desirability of
liquidity plus the relative inelasticity between the two sectors.220 The
fact that the public corporation would be "compensated" for the loss
of tax preferences by avoiding both corporate income tax and compliance costs perhaps also would respond to the discrimination point, if
not to the possible frustration of the policies motivating specific tax
preferences.
There are basically two types of tax preference: (1) those that embody inaccurate accounting rules (perhaps for reasons of administrative convenience or historical accident) that happen to favor
taxpayers,22' and (2) those that are explicitly intended to subsidize
particular forms of business or investment activity.2 2 Although the
215 IRC §§ 54-57.
216 See, e.g., Stanley S. Surrey & Paul R. McDaniel, Tax Expenditures (1985) (favoring
abolition of tax expenditures). For contrasting views see Douglas A. Kahn & Jeffrey S.
Lehman, Tax Expenditure Budgets: A Critical View, 54 Tax Notes 1661 (Mar. 30, 1992);
Edward A. Zelinsky, James Madison and Public Choice at Gucci Gulch: A Procedural
Defense of Tax Expenditures and Tax Institutions, 102 Yale L.J. 1165 (1993).
217 See McLure, note 52, at 92-145; Warren, Integration, note 9, at 777-86.
218 In the case of a pass-through entity, taxable income is initially computed at the entity
level before being passed through to the owners. IRC §§ 702, 703 (partnerships), § 1363(b)

(S corporations).

219 See McLure, note 52, at 131-35.

220 See notes 20 and 187-88 and accompanying text.
221 Examples include IRC § 195 (start-up expenditures), § 248 (organizational outlays of

corporations), § 263A(h) (exemption to uniform capitalization rules for free-lance artists
and authors); Reg. § 1.162-20(a)(2) (institutional or goodwill advertising expenses). Any

depreciation schedule is arbitrary in the economic sense. Klein & Bankman, note 31, at
670.
m Examples include IRC § 168 (accelerated depreciation of tangible personal property), § 263(c) (deduction for intangible drilling costs of oil and gas), § 613 (percentage
depletion of minerals), § 613A (percentage depletion of oil and gas), § 616 (development
outlays for mines and deposits), § 1231(b)(2), (3), (4) (timber, coal, iron ore, livestock and
unharvested crops treated as property used in trade or business), § 1235 (royalties on patent sales and licenses treated as capital gains).
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two are often hard to distinguish in practice,= the distinction is useful, since those tax preferences pertaining to difficulties of accurate
accounting can be abandoned without any regret.22A In contrast, tax
preferences explicitly aimed to subsidize activity can be refashioned
into explicit subsidies, outside of the tax system, that would be available to public corporations and other businesses alike. For example,
the income tax is not really a necessary prerequisite to a program such
as an investment tax credit for purchases of equipment. Thus, proponents of the "tax expenditure" concept2 -5 should be enthusiastic about
a mark-to-mark system of taxing public corporation stock. Moving to
such a system would compel the reexamination of particular tax expenditures on their merits.2 It also would function as a budgetary
constraint, since the kind of political pork barrel manifested by many
tax expenditure provisions would be harder to conceal from the
public.
If a low-rate, business accounting income corporate tax were added
to the two-tier system so as to make the whole package into a partial
integration system, tax preferences could be included in the corporate
tax component. Of course, adding tax preferences to a tax based on
business accounting would reintroduce some complexity into the
system.
If tax preferences were retained under the pass-through system,
there would be the risk of a revival of tax shelters. Pass-through
losses from corporations should be presumptively subject to the limitations on passive activity losses2 7 or, alternatively, to a schedular
system.2

22 Examples include IRC § 174 (deduction of research and experimental costs), § 197
(amortization of intangibles).

224 The ALI Integration Study, note 15, at 92, also makes this distinction.
25 See Surrey & McDaniel, note 216.
2 6 It has been suggested that tax preferences designed to mitigate the double taxation
of corporate profits, such as (perhaps) accelerated depreciation, should be eliminated
under integration. See Treasury Integration Report, note 9, at 63-65; Schenk, note 4. at
700-01.
227 IRC § 469(a)(1)(A), (2)(A). There is an exception (not applicable to certain rental

activities) for taxpayers who materially participate in the activity. IRC § 469(c)(1)(B); cf.
IRC § 469(h)(2) (deeming holder of limited partnership interest not to materially participate in the activity) and (h)(4) (providing special rules pertaining to material participation
in closely held C corporations or personal service corporations). Without the passive loss
limitations, consideration would need to be given to treating pass-through losses as capital
losses in some situations. See McLure, note 52, at 149-50.
2a See text accompanying notes 173-79. Yet another alternative is that net losses be

carried forward at the entity level instead of being currently passed through to shareholders. This option is considered in the text accompanying notes 308-14.
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Revenue Impact

Commentators generally assume that any integration system involving elimination of the double corporation-shareholder tax would lose
significant revenue.2 -9 In fact, integration proposals are commonly
watered down in order to prevent unacceptable revenue loss. 230 Revenue-losing proposals are off-limits under current congressional budgetary rules without balancing proposals to raise revenues or cut
expenditures. 231 Of course, these constraints might be relaxed in the
future.
According to a 1990 study, corporate tax revenues for that year
were $102 billion, which was (and was projected to continue to be)
about one-fifth of the individual income tax yield. 232 Some of this lost
revenue would be made up by the direct taxation of the net unrealized
gains and passed-through profits of individual shareholders (and trusts
and estates), as well as the dividends and net realized gains that are
taxed under current law. But in considering the ability of the
noncorporate sector to make up for the lost revenue, one must consider the extent to which net unrealized gains and passed-through
profits actually will be subject to tax. Somewhere between 25-37% in
233
value of corporate equities, virtually all of which is publicly-traded,
234
is held by pension funds and IRAs.
Income of these funds is cur35
rently exempt from tax.
Although such income (and unrealized
gains) ultimately is taxed to individual employees and investors (and
their beneficiaries),236 the government must wait years to collect the
tax.237 Possibly as much as 5% of equities is owned by tax-exempt
229 See, e.g., Kwall, note 13, at 625-27, 651-56.
230 See notes 78 and 139.
231 Budget Enforcement Act of 1990, § 252(b), 2 U.S.C. § 902(b) (Supp. 1995).
232 Excerpts from Cong. Budget Office, Reducing the Deficit: Spending and Revenue
Options, Daily Tax Rep. (BNA Special Supp.), Feb. 15, 1990, at S-7.
233 Pension trusts are subject to the "prudent man rule" for investments. Employee Retirement Income Security Act of 1974 (ERISA), § 404(a)(1)(B), 29 U.S.C. § 1104(a)(1)(B)
(1988 & Supp. V 1993). Stock in closely held corporations, especially minority interests,
normally would be considered to be an impermissible investment.
2m See note 96. It is not clear what portion of the total percentage is attributable to

nonexempt trusts. Some equities undoubtedly are held by tax-exempt charities, and the
like, but it is hard to estimate this amount.
235 IRC §§ 408(e), 501(a) (referring to § 401(a)).
236 IRC §§ 402(a), (b)(2), 408(d)(1). These sections all refer to § 72, which deals with
basis recovery, but the distributee's basis in a pension or IRA is usually zero for the very

reason that contributions have been excluded or deducted and income currently exempt.
There is a minor exclusion in IRC § 402(e)(4)(A) for unrealized appreciation in the employer's own stock.
237 The revenue loss for 1995 is about $50 billion. See Tax Expenditures, the President's
Fiscal 1996 Budget, tbl. 5.1, reprinted in 66 Tax Notes 1037, 1039 (Feb. 13, 1995).
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charities and the like;2 38 income from this sector is mostly lost to the
system. About 6% in value of U.S. corporate equities is held by foreign taxpayers.P 9 Taxing foreign taxpayers on dividends and passthrough income is readily accomplished through a withholding tax,
but taxing foreign taxpayers on mark-to-market gains would be more
difficult.240

Although the negative revenue impact of moving to integration (including the two-tier system) appears significant, it is hard to be precise
about actual net revenue loss without specification of important details in the proposals themselves (such as the rules pertaining to international taxation), possible collateral changes in the tax law241 and
equilibrium adjustments in the economy. Nevertheless, a few preliminary observations are in order.
Of the major integration proposals, the universal pass-through system would apparently lose the most revenue on the assumption that
entity-level tax preferences would pass through.2 42 The revenue loss
would be mitigated, however, if the weighted-average shareholder tax
rate were higher than the corporate tax rate. Income passed through
to tax-exempt shareholders would escape or defer U.S. tax. 24 3
An imputation system could have tax preferences at the corporate
level, but these might be eliminated at the shareholder level, depending on the design of the system.244 The delay between the corporate
tax and the shareholder credit benefits the government. The revenue
loss would be highly contingent on the corporate tax rate and on the
tax treatment of exempt shareholders. 245
A pure mark-to-market system presumably would be immune from
leakage caused by tax preferences. It also would end the deferral of
tax at both the shareholder and entity levels caused by the realization
principle. On the other hand, revenue would be lost through the tax2M

In 1990, charities reported dividends and interest from securities of approximately

$17.5 billion. If one assumes that 45% of the total is from dividends (equities generally
have a lower current yield than debt obligations), which produces S7 billion, and divides
that by total reported dividends of $80.2 billion on individual returns, the resulting percentage is 8.7%. If dividends received by corporations, pension funds and other institutions are
factored in, the percentage probably drops to 3-5%. See IRS, Stat. of Income Bull.. Fall
1994, at 135; IRS, Statistics of Income 1990: Individual income Tax Returns 23 (1993).
239 See NYSE Fact Book, note 96, at 83 (including foreign individuals, corporations and
governments). Foreigners' purchases of NYSE-listed stocks came to about 12% of total

NYSE volume by value in 1992. Id. at 13, 89. In 1990, dividends received by foreign taxpayers totalled $11.8 billion. IRS, Stat. of Income Bull., Fall 1994, at 8.
240

See notes 414-20 and accompanying text.

241

Such changes might pertain to tax-exempt shareholders, nonresident aliens, capital

gains taxation and investment income generally, for example.
242 See Treasury Integration Report, note 9, at 150, 152.
243
244
245

See the discussion in text accompanying notes 354-71.
See ALI Integration Study, note 15, at 58-90.

See note 146.
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exempt and (possibly) foreign sectors.246 Given that stock values have
tended to increase at a faster rate than retained earnings, 247 the markto-market system would generate a significantly greater revenue yield
than any system keyed to corporate net income. Of course, there is no
guarantee that this scenario will continue indefinitely.
E.

PartialIntegration by Way of a Low Rate Tax on Net

Accounting Income of Mark-to-Market Corporations
There is no reason why a corporation subject to the mark-to-market
system could not be subject to some modest tax other than the current
tax on C corporations.Z s The leading candidate for such a tax would
be a relatively low rate tax (no more than 10% and possibly graduated) on accounting net income or perhaps aggregate shareholder
mark-to-market income.249 Such a tax would be very easy to administer, since there would be no need to keep separate books for tax purposes.250 Although the tax on accounting income would be no fairer
than the current tax on C corporations, it could raise revenue very
cheaply.
The low rate corporate tax also would offer a vehicle to deliver
modest tax preferences to mark-to-market corporations. Although
the tax preferences would be recaptured at the shareholder level to
the extent that the reduced corporate tax would tend to increase the
value of corporate equity, the corporation would still end up with
cost-reduced financing for the preferred activities, so that the preferences presumably would be somewhat effective to induce the desired
kind of economic activity. In other words, granting the tax preferences to the corporation would produce a result similar to what would
occur if Treasury paid cash to the shareholders followed by a
mandatory contribution of capital by the shareholders to the corporation earmarked for prescribed uses.

See the discussion in text accompanying notes 229-47.
See NYSE Fact Book, note 96, at 77 (10.8% rate from 1979 through 1993); Slawson,
note 166, at 628-29 (noting publicly traded corporate equity values increased at rate of
11% per year compounded during 1950-1964 period).
248 See Thuronyi, Proposal, note 3, at 136-42 (proposing a distributions tax).
249 See notes 30 and 193. A gross receipts tax, even at a very low rate, would adversely
impact low margin, high volume sectors such as agriculture and retailing.
250 There would be an exception for loss carryovers, but that exception would be relatively easy to administer.
246
247
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V.
A.

TECENICAL ISSUES

Scope of Mark-to-Market Regime

The core of the mark-to-market integration proposal is that stock
traded on an exchange, including stock listed in the NASDAQ system,
would be valued at the end of each calendar year by reference to market quotations, and the increase or decrease in value over the previous
year's amount (or purchase price subsequent thereto) would be ordinary income or loss. The shareholder's basis in the stock would increase or decrease pro tanto. If the stock were sold or disposed of in a
deemed-realization event, the amount realized (or market-quoted
value if the amount realized is zero or not readily ascertainable)
would be compared with the basis to determine the gain or loss.
Although not necessary to the proposal, I would favor a rule under
which any disposition, including a gift or death-triggered transfer,
would be a deemed realization event at least with respect to the gain
or loss accrued since the last reckoning date.2s1
The accrual event probably should be the last day of the shareholder's taxable year.- Most individual taxpayers will be on the calendar year, market quotations as of that date can be readily collected
in a single Service publication.
Stock listed on an exchange or in the NASDAQ system can be presumed to be traded with sufficient frequency for market quotes to be
the definitive indicator of value. Other (over-the-counter) stock may
generate bid and asked prices from which a value can be extrapolated.253 The question is whether the mark-to-market regime should
be extended to all or some stock issues traded over the counter. In
theory, the underlying test perhaps should be whether a market exists
for anyone desiring to sell shares of the particular company, without
suffering a substantial discount from either liquidation or capitalizedearnings value.254 If such a market exists, the stock in question might
be said to possess sufficient liquidity to be subject to mark-to-market
taxation. Also, since the pass-through system would generally appear
to be more advantageous to taxpayers than the mark-to-market system, it might be desirable to prevent the ready avoidance of the mark251 See authorities cited at note 207.

If the accrual event were the last day of the calendar year, 11-month tax deferral
could be obtained by selecting a fiscal year ending on November 30, since no gains would
accrue in the first fiscal year.
2m See Reg. §§ 202031-2(b) to (d), 25.2512-2(b) to (d) (providing estate and gift tax
valuation of such stock).
254 Such a test would be reminiscent of the test for the existence of an "amount realized"
under § 1001(b) in the case of future payment obligations received by cash method taxpayers. See Cowden v. Commissioner, 289 F.2d 20 (5th Cir. 1961).
2n
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to-market system that might occur simply by delisting the stock of a
particular company from one of the major exchanges or the NASDAQ
system.
On the other hand, the existence of the pass-through system as a
back-up to the mark-to-market system hopefully would mute the importance of the issue of what stock should be taxed on a mark-tomarket basis. 25 5 Tax avoidance concerns also are lessened by the fact
that delisting would deprive all of the company's shareholders of a
significant degree of valuable liquidity256 in the sense of being able to
bail out of an investment on very short notice with low transaction
costs. 257 Furthermore, the cause of tax administration is aided by lines
of distinction that are clearly drawn. Even a fined-tuned line of demarcation can generate tax-motivated behavior. 258 Therefore, it
would probably be better to confine the mark-to-market system to
stock listed on an exchange (including NASDAQ), domestic or foreign, for which price quotations exist but exclude over-the-counter
stock.-5 9

Restrictions, rights, characteristics (such as minority interest status),
and contingencies relating to the transferability, marketability, liquidation, expected sale price,260 control (or the lack of it), and so on, of
particular shares of stock or of corporate management should be disregarded. 261 Keeping track of restrictions, and the like, would be administratively vexatious, since values would need to be determined
annually apart from market quotations. It might be argued that it
would be unfair to ignore restrictions, and the like, that actually affect
the value of particular shares. On the other hand, where (as is frequently the case) the restrictions are directly or indirectly (through
related parties) self-imposed, the unfairness claim is weakened. Taxpayers could too easily game the tax system by creating and manipulating restrictions unique to particular shares; indeed, under the
existing estate and gift taxes, taxpayers have demonstrated a willing255 This statement assumes that pass-through corporations cannot be utilized as readily
as tax shelters.
256 For the value of liquidity, see notes 20-21 and accompanying text.
257 See Rudnick, Flat Tax World, note 11, at 1127-43.
258 For example, if certain over-the-counter stocks are subject to the mark-to-market
system, a shift to the pass-through regime might be obtained through consolidating ownership, engaging in corporate shell games or suppressing trading activity.
259 Cf. Slawson, note 166, at 651-55 (suggesting that test be whether corporation has 500
or more shareholders, perhaps coupled with value-of-assets test).
260 For example, "blockage" refers to the tendency of a sale of a large block of stock
relative to all outstanding stock to depress the per share price. Blockage is recognized for
estate and gift tax purposes. Reg. §§ 20.2031-2(e), 25.2512-2(e).
261See Slawson, note 166, at 647-51. Restrictions under IRC § 83 are discussed in the
text accompanying note 266.
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ness to artificially depress value and perhaps even to destroy wealth
(or at least appear to do so) just to spite the tax collector.2 62
A stronger argument for ignoring restrictions and the like is that in
a mark-to-market system, annual changes in relative value are of
greater relevance than absolute value, and unique characteristics typically will not affect year-to-year value changes in relation to each
other, except when the characteristic arises, ceases to exist, or is modified. Under an income tax, as perhaps contrasted to the estate and
gift taxes,2 63 there is no conceptual requirement of precisely accurate
valuation. Any discrepancies between actual values and values under
the income tax valuation rules will be reckoned by the income tax
system when the taxpayer disposes of the stock.264 (Of course, disregarding restrictions, and the like, occasionally would result in an
amount realized that differs from basis.)
In any event, restrictions are not common with respect to publicly
traded stock (outside of the executive compensation area); they are
most commonly used in family-controlled, closely held corporations
for estate planning purposes. 265 It is likely that only family members
would act in concert to impose restrictions to systematically depress
stock values below liquidation values, since in a family setting, the
restrictions would be seen as not creating a loss of aggregate family
wealth. In any event, family-controlled corporations will not likely be
subject to the mark-to-market regime.
B. Executive Stock Options and ForfeitableStock
Implementation of a mark-to-market system could be partially frustrated by the use of options (and possibly other derivatives), at least if
their current tax treatment is retained. 2 " Options involving stock al262 See George Cooper, A Voluntary Tax? New Perspectives on Sophisticated Estate
Tax Avoidance, 77 Colum. L. Rev. 161 (1977); Mary Louise Fellows & William H. Painter,
Valuing Close Corporations for Federal Wealth Taxes: A Statutory Solution to the Disappearing Wealth Syndrome, 30 Stan. L. Rev. 895 (1978); James Repetti, Minority Discounts:
The Alchemy in Estate and Gift Taxation, 50 Tax L Rev. 415 (1995).
See Rev. Rul. 93-12, 1993-1 C.B. 202 (declining to disallow minority discount where
transferred interest, when aggregated with interests held by other family members, would
constitute controlling interest); Rev. Rul. 59-60, 1959-1 C.B. 237 (outlining approach,
method and factors to be considered in valuing shares of closely held corporations for
estate and gift tax purposes), modified by Rev. Rul. 65-193, 1965-2 C.B. 370;, cf. IRC
§§ 2703, 2704 (disregarding certain restrictions for estate and gift valuation purposes).
264 In the estate and gift tax system, errors in valuation cannot be corrected, since a
given transferor only transfers a given item of property once. In stock subject to a gratuitous transfer for which an estate or gift tax return must be filed, the income tax valuation
rule should not be tied to estate and gift tax valuation.
25 See notes 262-63 and accompanying text.
266 Under current law, executive stock options fall into two categories: -incentive" options and "nonincentive" options. Incentive options, which (inter alia) must be nontrans-
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ready issued and outstanding would not present any problem because
the underlying stock would be owned by taxpayers who would be
taxed on a mark-to-market basis. In contrast, the ownership of options to buy stock directly from the corporation-which are commonly issued to corporate executives-would enable taxpayers to
participate in increases in the value of the corporation without subjecting the underlying stock to tax elsewhere, unless the options were
also taxed on a mark-to-market basis.267 Because most executive options are not market traded (or could be so rendered), periodic valuation of the options themselves would not be feasible. 268 To deal with
this problem, the holder of an option to buy shares from the corporation should be required to report all changes in value of the underly269
ing (if nonissued) stock that occur "above" the option price.
Although some would complain that the proposed mark-to-market
treatment of executive options would "kill" what is a "legitimate"
type of incentive scheme, the incentives are directed at high-level employees, and there are numerous alternative means of structuring
compensation schemes to provide incentives.270 It is circular to cite
ferable and must not involve a bargain purchase element at the time of issue, IRC
§ 422(b)(4), (5), never generate any deduction (or income) to the corporation, IRC
§ 421(a)(2), (3), but they are extremely favorable to the option holder, who is not taxed
until any stock purchased under the options is sold. IRC §§ 83(e)(4), 421(a)(1). Under a
mark-to-market system, with no corporate income tax, the absence of a corporate-level
deduction would be inconsequential and hence there would be no tax disincentive for issuing such options. As to nonincentive options, the holder is taxed either on the value of the
option when issued or the spread between the option price and the value of the stock on
the date of exercise, but not both, IRC § 83(e)(3), (4), and the corporation obtains a
matching deduction in the year the employee is taxed, IRC § 83(h). This tax scheme allows
most of the stock appreciation to escape tax until the stock is sold.
267 It might be argued that the remaining shareholders would be fully taxed on the annual changes in value of the corporation. The existence of outstanding options, however,
would represent a contingent claim against a portion of the future dividend-paying capability of the corporation, and such claim would, if recognized by the market, likely depress the
value of the outstanding shares, especially given that the capital base of the corporation
will not be increased until the options are exercised (and even then at a share price less
than share value).
268 See Fischer Black & Myron Scholes, The Pricing of Options and Corporate Liabilities, 81 J. Pol. Econ. 637 (1973).
269 For example, suppose X Corp. issues options to its CEO to purchase 100 shares of its
common stock at $10 a share. If the stock is selling for $13 a share at the end of the year,
the CEO would report $300 in gross income. If the per-share value fell to $9 at the end of
the following year, the CEO would have a deduction of $300, not $400, since the CEO does
not bear the risk of losing the $100 by which her shares are worth less than the option
price. The option holder would have a basis in the option equal to its cost (if any) plus the
net amount reported as income. If the option lapses, the basis would generate a deductible
investment (ordinary) loss. IRC § 1234(a). If the option is exercised, the option basis
would be added to the purchase price of the stock. See, e.g., Moore v. Commissioner, 425
F.2d 713 (9th Cir. 1970).
270 The most obvious devices are commissions, bonuses keyed to profits or sales, and
profit-sharing plans.
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the widespread use of a business practice as a reason to continue tax
favoritism towards it where the very reason for its popularity is that
the practice is favored by deviant tax (and, in this case, inaccurate
accounting) rules.271

The proposed method of taxing executive stock options would simplify current law since it would do away with the distinction between
incentive and nonincentive options and render irrelevant the issue of
whether any nonincentive option possessed an ascertainable fair market value at the date of issue. 272 The mark-to-market system of taxing
stock options would not apply to pass-through corporations where options play an insignificant role.273
Moving to a mark-to-market system for options would seem to imply the desirability of modifying § 83 insofar as it applies to shares of
stock transferred to a service provider. Under current law, the value
of stock received is compensation income, but only so long as the
stock is not subject to a substantial risk of forfeiture and is not transferrable.274 The effect of not including forfeitable stock in income is
to treat the future dividends and other realized gains as income from
human capital as opposed to income from an investment.275 If the
Executive stock options also have been uninhibited by accounting norms, which traditionally have declined to treat them as involving any "cost" to the corporation. A proposal to change this treatment has generated strong opposition from the business community.
See generally Calvin Johnson, Stealing the Company with Free Stock Options: The Furor
over Accounting Standards, (pts. 1 & 2) 65 Tax Notes 355 (Oct. 17, 1994). 65 Tax Notes 479
(Oct. 24, 1994).
272 Under current law, if a nonincentive option has a readily ascertainable fair market
value at the date of issue, the recipient employee is taxed on its value upon receipt but the
spread at exercise is not taxed. If the option does not possess such value, it is not taxed on
receipt but the spread is taxed on the date the option is exercised. See note 266. The term
"readily ascertainable fair market value" is a term of art defined in § 1.83-7(b) of the
regulations.
23 There is little point in issuing options with respect to pass-through corporations because (1) the underlying stock is not readily marketable, (2) the issuance of options would
conspicuously alter the internal balance of power and (3) there is usually no distinction
between management and ownership.
271

274

IRC § 83(a), (c).

See generally Mark P. Gergen, Pooling or Exchange: The Taxation of Joint Ventures
Between Labor and Capital, 44 Tax L Rev. 519, 544-50 (1989). Under an income tax, an
investment creates basis because the investment, being a capital expenditure, is not deductible. IPC § 263(a). Thus, if the investment is made with post-tax dollars. and net income is
computed with due regard to basis recovery, the taxation of the investment conforms to
the income tax norm. The "investment" of the service provider in forfeitable stock is, in
contrast, not made with post-tax dollars because the service provider has neither made a
cash outlay nor included the value of the stock in income under § 83(a). The transaction is
closer to the human capital model under the income tax, where investments, basis and
capital recovery are all ignored and the services provider is taxed on wages. The § 83(a)
rule is worth reconsidering, as it is inconsistent with the default tax common law rule, the
claim of right doctrine. See North Am. Oil Consol. v. Burnet, 286 U.S. 417 (1932) (including receipt in income, without discount, notwithstanding repayment or forfeiture contingency;, any actual repayment or forfeiture raises deduction or loss issue in year it occurs).
275

Imaged with the Permission of N.Y.U. Tax Law Review

TAX LAW REVIEW

[Vol. 50:

mark-to-market system were extended to encompass forfeitable stock,
the service provider would be taxed on unrealized gains and losses
(relative to the value of the stock on initial receipt) as well as on dividends received. Nevertheless, the underlying distinction between forfeitable and nonforfeitable stock could be retained with respect to the
issue of whether the value of the stock on initial receipt is to be included in income. If the stock, in fact, were forfeited, the service provider would have an investment loss equal to the net previously
included amounts.
C. Pass-ThroughSystem for Stock Not Marked to Market
The basic rationale for excluding nonpublicly traded stock from the
mark-to-market regime is difficulty of valuation; possible absence of
liquidity is the secondary rationale. Any back-up system to the markto-market system, to achieve compatibility with it, must avoid double
taxation of corporate profits and key tax liability to the tax situations
of the various shareholders. The obvious candidate for a back-up system is a pass-through system modelled on (and replacing) the current
rules for subchapter S corporations. 276 Here, corporate profit (and
possibly loss) would be computed initially at the corporate level and
then attributed to the shareholders in accordance with their respective
profit and loss interests, as represented by their equity (stock)
shares. 277
The pass-through approach is not ideal, since it is keyed to an entity-level pool of net income (or loss), as opposed to stock values, and
therefore would continue reliance on the realization principle and tax
accounting rules at the entity level. Nevertheless, it appears to be the
second-best solution to the valuation-liquidity problem.
One possible shareholder-oriented alternative to a pass-through
system would be to impute appreciation on stock shares annually in an
amount equal to an imputed gross return less dividends received. 278
This method has various flaws. First, it never admits the possibility of
276 See Martin D. Ginsburg, Maintaining Subchapter S in an Integrated Tax World, 47
Tax L. Rev. 665 (1992); John K. McNulty, Commentary, Preserving the Virtues of Subchapter S in an Integrated World, 47 Tax L. Rev. 681 (1992); Schenk, note 4.
277 Cf. IRC § 1366. Whether losses would be passed through is the subject of the discussion at text accompanying notes 351-356.
278 See Cynthia Blum, New Role for the Treasury: Charging Interest on Tax Deferral
Loans, 25 Harv. J. on Legis. 1, 45 (1988). For purposes of computing the gross return, the
base would be initial cost plus imputed net appreciation for prior years, and the fixed rate
would be some standard interest rate, such as the applicable federal rate used for calculating imputed interest under §§ 483, 1272 and 7872 for OID obligations and certain belowmarket loans. The rate of imputation might vary depending on the level of risk. See

Shakow, note 3, at 1122 (suggesting different imputation rates for various classes of assets
based on statistics); cf. IRC § 1258 (imputing return with respect to financial conversion
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depreciation, except where distributions exceed the gross imputed return. Second, the initial imputation base may have no relation to
value.279 Third, there is no reason to think that any schedule for imputing gross return would be accurate on a corporation-by-corporation basis; the best that could be hoped for would be an economy-wide
approximation, but that approach would flunk any plausible fairness
criterion. Finally, the imputed-return system would be hard to enforce, as it is not keyed to any actual events, accounting facts or market transactions.
A second possible alternative, the "retroactive taxation" method,M
would eschew annual valuation approximations entirely: Reckoning
of stock gain or loss would be deferred until conventional realization;
the realized gain or loss would be spread back over the taxpayer's
holding period on the basis of the internal rate of return required to
generate the overall gain or loss. The additional (or reduced) tax due
for each year in the holding period would be calculated and interest
charged for the delay in payment (or refund).z 1 This method has the
virtue of being keyed to actual, if nonannual, outcomes. It is computationally complex, however, especially where a long deferral period is involved and distributions have occurred irregularly, and it
would be hard for a layperson to grasp. Also, there is no reason to
think that the internal rate of return calculation would accurately reflect actual year-to-year changes in value.2 n The rejoinder would be
that the latter are irrelevant; what is important is that equal final outcomes would yield equal tax. If only outcomes are important, however, why indulge in this complex system at all? Given the underlying
transactions, but only for purposes of converting putative realized capital gains into ordi-

nary gains; therefore, not a deemed-realization rule).
279 The basis for tax purposes might have been fixed prior to enactment of the imputed

return system, in which case there would be no reason to assume that basis equalled value
when the system commenced operation.
280

See Mary L. Fellows, A Comprehensive Attack on Tax Deferral, 88 Mich. L Rev.

722,728 n.16 (1990); cf. William S. Vickrey, Agenda for Progressive Taxation 172-95 (1947)
(advocating cumulative lifetime averaging with interest factor designed to neutralize economic effect of deferral through delayed realization of gains and other techniques).
2&

Suppose the taxpayer purchases non-dividend-paying stock for S10,000 at the begin-

ning of Year 1 and sells it for $14,693.28 at the end of Year 5. No income is realized in
Years 1 through 4. The $4,693.28 gain realized in Year 5 was deemed (by the internal rate
of return calculation) to have been earned at the rate of 8% compounded annually- S800
in Year 1, $864 in Year 2, $929.12 in Year 3, $1,007.77 in Year 4 and S1,08.39 in Year 5.
Next the tax on each year's income would be figured by applying the taxpayer's highest

marginal rate for each of those years. The resulting tax attributable to Years 1 through 4
would then be augmented by compound interest at the prescribed rate. Finally, the tax
liability on the $4,693.28 of income would be the sum of the augmented tax liabilities for
Years 1 through 4 plus the tax liability for Year 5.
2

The technical problems in applying this approach are discussed in Strnad, Periodicity,

note 41, at 1868-79, 1893-99.
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norm of accrual (mark-to-market) taxation, unfairness results from
deviations between actual3 value changes and computational conven28
tions under the method.
Although died-in-the-wool Schanz-Haig-Simons adherents might
favor one or both of the imputed-return and retroactive taxation
methods for all hard-to-value investments, in the interests of neutrality and (compared to the realization system) fairness, the integration
proposal may be designed and evaluated apart from any radical approach to investments generally. The pass-through approach is just as
likely to accurately reflect annual changes in stock values as is either
alternative method, and it is easier to administer because it is keyed to
actual annual accounting data. Although some tax accounting rules,
such as accelerated depreciation, may not accurately reflect changes in
values of particular assets, that is the fault of the tax accounting rules,
not the pass-through approach as such. Finally, tax experts are already familiar with the pass-through approach as embodied in the existing rules for S corporations and partnerships.
There is no reason to think that a pass-through system modelled on
the S corporation rules could not be expanded to accommodate corporations with numerous shareholders. 28 Given that corporations
whose stock is publicly traded would not be subject to the passthrough system, the problem of part-year shareholders should be
manageable: The corporation's year-end profit or loss would be pro
rated over the holding periods of the various part-year
85
shareholders. 2
Restrictions on sale, liquidation, voting and the like, as well as special rights, would be ignored as a matter of course. Restrictions and
rights automatically would factor into the sale price or fair market
value at disposition of the shares. An issue is whether a gift or death
entails a deemed realization event or whether basis would carry over.
Although I prefer the deemed-realization approach as a general mat283 Taxpayers would be tempted to understate the holding period for gain property and
to overstate it for loss purposes.
284 See Glenn E. Coven & Amy M. Hess, The Subchapter S Revision Act: An Analysis
and Appraisal, 50 Tenn. L. Rev. 569, 575-78 (1983). Current subchapter S qualification
rules require 35 or fewer shareholders. IRC § 1361(b)(1)(A). There is, however, no similar limitation on partnerships, whose taxation is considerably more complex on account of
special allocations, collapsible partnership rules, special basis elections and anti-abuse
rules. See, e.g., IRC §§ 704(a)-(c), 707, 724,734,736, 737, 743, 751, 754, 755, and the regulations under IRC §§ 704(b), 752.
2M5The pro rata approach, found in the existing subchapter S rules, IRC § 1377(a), is
easier to administer than one that would require a closing of the corporation's books upon
each change in ownership, as occurs (in certain cases) with partnerships. IRC § 706(c), (d).
For certain closely held corporations undergoing few changes in ownership, there could be
an entity-level election to close the books. Cf. IRC § 1377(a)(2) (requiring unanimous
shareholder consent).
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ter, 6 there is something to be said for a carryover basis here, partly
because the latter is compatible with the rationale for adopting a passthrough system, and partly because reliance on estate tax valuation
rules could be avoided. 7 Retention of § 1014 would unacceptably
aggravate the difference between pass-through and mark-to-market
corporations.
One modification of the subchapter S system that could be obtained
under integration would be to eliminate-except perhaps for tax-exempt interest2 and the distinction between foreign source and U.S.
source income 2 9-the rule that the "character" of corporate level
gain and loss is to be passed through. 290 Eliminating character pass
through would prevent taxpayers from obtaining certain tax benefits
(such as with respect to capital gains) but would also cancel out items
that are detrimental (such as AMT preference items). The purpose of
a pass-through system in the context of the two-tier integration proposal is to approximate the mark-to-market system, where "character" is
irrelevant; it is not to mimic the system of partnership taxation where
partners, in some respects, are treated like co-owners of the partnership's assets.29 ' Shareholders in S corporations have no direct ownership interests in corporate assets; their investment is in shares of stock.
The character of income is better analogized to dividends, constructively received, or to mark-to-market gains, both of which are (or
would be) ordinary income.z2 For the same reason, gains and losses
on the sale or disposition of pass-through corporation stock should be
deemed ordinary and not capital. 93
2

See text accompanying note 251.

287 Closely held stock is often subject to restrictions, discounts, and the like, that would

have to be settled on a case-by-case basis if value were implicated.
28 Tax-exempt interest under § 103 would retain its exemption, since the taxable income or loss initially is computed at the entity level. The shareholder's share of tax-exempt interest needs to be passed through, since the shareholder should obtain an upwards
basis adjustment. See IRC § 705(a)(1)(B), § 1367(a)(1) (referring to IRC § 1366(a)(1)(A).
which mentions tax-exempt interest). Certain tax-exempt interest is a tax preference item
for purposes of the AMT. IRC § 57(a)(5).
m See text accompanying notes 383-86.
290 See IRC § 1366(b).
291 The system of partnership taxation is largely based on the idea that partners are like
tenants in common in their relationship to partnership assets. See ALl, Federal Income
Tax Project, Subchapter K 5 (1984). This "aggregate" theory of partnerships is based on
the fact that general partners typically have the right to draw on their capital account and
to force a liquidation of their interests. If the entire integration system were based on the
pass-through concept, logic would dictate that character should also pass through. See
McLure, note 52, at 131-35.
292 IRC § 61(a)(7).
293

Cf. IRC § 1248 (deeming gains, but not losses, on sale of stock of foreign corporation

to be ordinary income to extent of E&P).

Imaged with the Permission of N.Y.U. Tax Law Review

TAX LAW REVIEW

[Vol. 50:

If passthrough of character is deemed important to the shareholders
of a corporation, they can shift to the partnership system without necessarily giving up limited liability.294 Of course, the latter possibility
raises the issue of whether limited liability companies, publicly held
limited partnerships and even closely held limited partnerships should
be treated as partnerships rather than corporations, 295 but that issue
exists under existing law and does not pose any unique problem as far
as integration is concerned. 296 If current partnership (and entity classification) tax law is left intact, partnerships would continue to be
preferable to corporations as tax shelters, because partnership debt
increases the basis of the partner's partnership interest 297-which basis is necessary to support actual pass through of losses to partners298 -whereas corporate debt would not increase a shareholder's
stock basis for the same purpose. 299 If the distinction between passthrough corporation and partnership tax treatment became important
under the new regime, Congress could limit partnership tax treatment
to appropriate situations.
Even if character were ignored, entity-level tax preferences that
enter into the calculation of net income, such as accelerated depreciation, percentage depletion and expensing of research outlays, would
pass through to shareholders. Whether credits would pass through
can be the subject of ad hoc determination.
The passed-through profit or loss amount would be treated wholly
as being of the "passive activity" variety; alternatively, under a
schedular system for investment income or loss generally, it would be
300
treated as investment income or loss.

294 Limited partnerships and limited liability companies generally are taxed as partnerships. Reg. § 301.7701-3; Rev. Rul. 88-76, 1988-2 C.B. 360.
295 See generally James W. Forsyth, Handling the Problems of Forming a Partnership or
Limited Liability Company, 12 J. P'ship Tax'n 226 (1995).
296 Cf. Prop. Reg. 301. 7701-1, -2, -3, 61 Fed. Reg. 21,989 (1996) (allowing taxpayers to
elect to be treated as partnership or corporation).
297 IRC § 752(a). Nonrecourse debt of a partnership is especially useful because it increases the basis of limited partnership interests. Reg. § 1.752-3(a).
298 IRC § 704(d). But see IRC § 465(a) (allowing loss deduction only to extent of investor's at risk account), § 469(a) (allowing passive activity losses of investors to be offset only
by passive activity income). These provisions somewhat neutralize the preferred position
of limited partnerships. Certain real estate activities are effectively exempt from the at risk
rules, IRC § 465(b)(6), and certain real estate activities are also effectively exempt from
the passive activity rules, IRC § 469(c)(7), (i).
299 See IRC §§ 1366(d), 1367(a)(1).
300 See note 173 and accompanying text. The character as passive activity profit or loss
would be tested at the shareholder level solely according to the "material participation"
test. Reg. § 1.469-5T.
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PreferredStock and Other Complexities in Capital Structure

Publicly traded preferred stock would be taxed under the mark-tomarket system in the same manner as common stock.
Commentators have said that the chief obstacle to implementing a
comprehensive pass-through integration approach is the difficulty of
sorting out complex capital structures. 301 Under two-tier integration,
however, it appears that only about 10% (by value) of corporate equity held by individuals (initially) would need to be accommodated by
a pass-through system that can tolerate some complexity in capital
structure. 30
Technically, the difficulty in adapting a pass-through system to
multi-tier capital structures is overrated, at least with respect to net

profits; such profits would be allocable according to the preference
rights of each class of shareholders 303 in a manner somewhat analogous to the manner in which items are allocated among partners in a
partnership.3 0 In the corporate context, the allocation would be according to class, pursuant to the rights granted thereto by the constitutive documents of the corporation, rather than among shareholders
individually. Within each class, net profit would be allocated among
shares strictly on a pro rata basis, with no "special allocations" within
classes. 305 For example, owners of preferred stock would be first in
301 See note 64; Richard Goode, Postwar Corporate Tax Structure 20-21 (1946).
302 It appears that about 30% (in value) of all stock owned by individuals would be
subject to the pass-through system, of which roughly two-thirds would be represented by
equity that is already subject to subchapter S, see note 147, which has a one class of stock
requirement. IRC § 1361(b)(1)(D).
3m Assume X Corp. has one shareholder owning all of the outstanding 6% preferred
stock (basis $10 million) and one shareholder owning all of the outstanding common stock
(basis $2 million). In Year 1, X Corp. has $1 million net income, fails to pay the S600.000
dividends owed on the preferred stock and distributes $750,000 on the common stock. The
preferred shareholder would still include $600,000 in income and receive a corresponding
upward basis adjustment. The common shareholder would include $400,000 and reduce
her stock basis by $350,000 net. (Arguably, any distribution in excess of 400,00 should
be income without basis reduction. See text accompanying note 335.) In Year 2, X Corp.
again has $1 million of net income, and pays $1.2 million to the preferred shareholder but
nothing to the common shareholder. The preferred shareholder again has S600,000 of income and the basis is reduced to the original $10 million. The common shareholder again
would include $400,000 in income and receive a corresponding basis increase.
34 In partnerships, income and deduction items are allocated according to the partnership agreement, assuming that the allocation under the agreement has substantial economic effect; otherwise, they are allocated according to the partners' distributive shares of
profits and losses. IRC § 704(a), (b). A special rule exists for attribution of gain, loss and
depreciation on property contributed by the partner to the partnership. IRC § 704(c). In
family partnerships, general income attribution principles can supersede the partnership
agreement. IRC § 704(e).
3o5 See Treasury Integration Report, note 9, at 32-33. Under current partnership tax
law, categories of income, deduction and loss may be allocated among shareholders in
ways that differ from the allocation of other categories of income, deduction and loss, so
long as the allocations have substantial economic effect. The substantial economic effect
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line to receive allocations of entity net income to the extent of current
and accumulated dividend rights, regardless of whether dividends are
actually paid on schedule or not. Any remaining net income would be
allocated to the next preference class, and so on down the line. In this
fashion, profits allocable to a senior class of equity would not be taxed
to holders of junior equity.
Double taxation of the same profits to the same class of stock would
be prevented by upward basis adjustments for profits passed through
and by downward adjustments for distributions and (any) passedthrough losses.
Certainly, no administrative problem with respect to losses would
exist for corporations that in fact have only one class of stock outstanding. For such corporations, losses can readily be passed through.
The pass through of losses is more problematic in the case of multitier corporations because rules would have to be devised for allocating
the losses among various classes of stock. It would seem that the
losses would be allocable first to the most junior equity, which initially
bears the economic burden of loss. 30 6 At some point, however, this
economic burden percolates upward to more senior classes of equity,
whose liquidation rights begin to be squeezed out as corporate net
worth shrinks. In the partnership tax system, capital accounts (which
represent current partner withdrawal rights as well as claims upon liquidation) are kept for individual partners, and the partnership agreement specifies who bears the burden of losses. In the corporate
context, capital accounts (which represent liquidation rights only) exist solely for classes of stock, 307 and these accounts would not accurately reflect actual liquidation rights from time to time, since such
rights are economically a function of asset (and liability) values, which
are ignored by accounting and tax law. Thus, losses should not be
allocated according to the respective book values of corporate capital
accounts. Furthermore, except in the rare case where liquidation is
imminent or can be obtained on demand, the value of liquidation
rights in a corporation is indeterminate: It is the present value of a
certain portion of net asset values at whatever (unknown) future date
the liquidation is to take place. Thus, an economically correct system
standard is complex. See Reg. § 1.704-1. Special allocations are tolerated on the theory
that partners are like co-owners of property who could achieve analogous results by contract and property arrangements. See Rebecca S. Rudnick, Enforcing the Fundamental
Premises of Partnership Taxation, 22 Hofstra L. Rev. 229 (1993). Shareholders, in contrast,
are not like co-owners of corporate assets. See note 291. Thus, there is no reason to tolerate special allocations among corporate shareholders.
3m Shareholders would carry forward losses in excess of basis in suspense at the shareholder level until basis is increased. Cf. IRC § 1366(d)(2).
307 See Leopold A. Bernstein, Understanding Corporate Reports 121 (1974).
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of allocating losses among two or more classes of stock appears to be
unattainable (outside of a mark-to-market system).
A second-best solution might be to not allow any current loss pass
throughs for multi-tier, pass-through corporations. Instead, the losses
could be carried forward at the entity level and applied to reduce the
entity-level net income of future years.30 The internal carryforward
approach would obviate any concern that pass-through corporations
would become tax shelter vehicles, 30 9 and it undoubtedly would save
the government some revenue that otherwise would be lost. Certainly
the internal loss carryover approach is preferable to a flat prohibition
on multiple classes of stock, as exists under the current subchapter S
regime.310
On the other hand, the carryforward approach raises sticky technical issues. If losses are carried over, stock values would tend to sink
below stock bases,31 ' which would increase the significance of the decisions to be made concerning the tax treatment of capital gains and
losses. 312 If the shareholder realizes the loss, and the carried forward
loss reduces future entity-level income, the same loss effectively will
be deducted twice by different taxpayers, although the second loss
probably will be "made up" by future capital gain.? 3 If possible, there
should not be different sets of rules for pass-through corporations with
one class of stock and those with two or more classes of stock. If two
sets of rules were in place, additional rules would need to be designed
to cope with the situation where the corporation shifted from one status to the other. Finally, it would have to be decided whether carriedover losses could be deducted by existing shareholders if the corpora3t4
tion liquidated or changed status to a mark-to-market corporation.
Given these problems with the carryforward approach, it would seem
3M
309
310
311

See Treasury Integration Report, note 9, at 30.
See id.
IRC § 1361(b)(1)(D).
Initially, stock values will sink below basis, which will not be reduced, as the losses

would not pass through. See note 313 for an illustration of how the carryover system
would play out.
312 See text at notes 351-53.
313 Suppose K owned all of the stock in X Corp. with a basis and value of S1O. The
corporation had a loss of $6, which would not pass through to K, whose basis would remain
at $10. K sold the stock to M for its value ($4) and realized a capital loss of S6. In Year 2,
X Corp. earned $9, but the loss carryforward reduced the income to S3, which passed
through to M, resulting in a basis to M of $7. Thus, M would obtain the tax benefit of the
$6 loss incurred while K owned the stock. (K also would receive an indirect tax benefit in
the form of the $6 capital loss.) The stock actually would be worth about S13. Thus, M
would have future capital gain of $6 attributable to the loss pass through mechanism, which
gain could be deferred or perhaps forgiven at death under IRC § 1014.

314 See text accompanying notes 543-45.
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preferable to adopt the simpler solution of allocating all losses to junior equity.
An issue is whether preferred shareholders should be charged with
income in a year where the net income is negative or insufficient to
cover any dividend rights that accrue. One approach would be to not
charge preferred shareholders with dividend income to the extent of
any shortfall. This approach could present tax avoidance opportunities and at least raise unnecessary complexities. For example, if dividends were actually paid in a loss year, it would have to be decided
whether the dividends should be treated as (1) gross income with no
basis reduction, (2) a tax-free return of capital (with basis reduction)
or (3) borrowed money.315 A simple approach would be to charge the
preferred shareholders with income as their dividend rights accrue,
even where such rights accrue during loss years. Under that system,
actual dividends received would always reduce basis. The amount of
dividend income charged to the preferred shareholders would reduce
the current income to be passed through to junior equity holders.
A final issue pertains to possible distortions arising from the sale of
stock where the gain was attributable to unrealized appreciation at the
corporation level. Suppose A creates a corporation with $100 cash in
exchange for all of the stock. The corporation invests the cash in an
asset that increases in value to $170. A sells the stock for $170 to B,
and realizes gain of $70. If the corporation subsequently sold the asset
for $170, the gain would be passed through to B, resulting in a second
tax to B on the same economic income of $70. To be sure, B's basis of
$240 ($170 cost + $70 income pass through) would set up a future
potential capital loss of $70, since the corporation's assets remain at
$170, so that there would be no double taxation in the long run. The
better approach, however, would not tax the corporate gain to B to
the extent of the gain previously taxed to A. In a partnership, the
correct result can be achieved: The purchasing partner obtains credit
for an upward inside basis adjustment when a partnership interest is
purchased if the partnership has filed an appropriate election with the
Service. 316 This election is not currently available under subchapter S,
presumably because subchapter S corporations were not originally intended as vehicles for passive investments (where asset appreciation
would be common), 317 and also because the entity basis adjustment
315 If there were previously-taxed, but unpaid dividend arrearages, it would be plausible
to treat actual dividends as a return of capital. Otherwise, the mere fact that a dividend
was received in a loss year would not be adequate justification for excluding it from
income.
316 IRC §§ 743(b)(1), 754, 755.
317 The original version of subchapter S essentially precluded its use as an investment
vehicle. See McDaniel et al., Business Organizations, note 12, at 636-37. That version was

Imaged with the Permission of N.Y.U. Tax Law Review

1995]

INTEGRATION PROPOSAL

essentially operates as a special allocation to the purchasing partner
only,318 whereas special allocations generally are not allowed for S
corporation shareholders. The basis adjustment system is excessively
complex and possibly would lead to tax avoidance. 319 It is also probably unnecessary because the purchasing shareholder can simply bargain for a price reduction to reflect her future tax liability with respect
to any built-in appreciation. Fmally, the tax system could provide that
incorporated investment companies be taxed as partnerships.
E. Nonliquid Shareholders Under the Pass-ThroughSystem
The pass-through system is an approximate solution to the hard-tovalue problem for non-publicly traded stock, but it does not necessarily address the problem of shareholder nonliquidity: Noncontrolling
shareholders would lack the means to pay the tax on passed-through
profits where there is no market for their stock. 20 This problem is
avoided under current law, where all shareholders must consent to a
subchapter S election. 32 ' In the integration context, it is necessary
that all of the shareholders of non-publicly held corporations be subject to the pass-through regime. Therefore, any requirement of unanimous consent is out of the question.
In analyzing this issue, it is worth pointing out that the liquidity
problem is overrated. There are numerous categories of non-publicly
traded corporations for which pass-through treatment could be reasonably mandated. The following situations come to mind:
(1) corporations whose stock is traded over the counter
with sufficient frequency to indicate that a market exists for
such stock;
(2) incorporated individuals;
repealed in 1982. Under current § 1362(d)(3), a subchapter S election automatically terminates if passive investment income exceeds 25% of gross receipts and the corporation has
subchapter C E&P for three consecutive taxable years. See also IRC § 1374 (imposing
corporate-level tax on built-in gains as and when recognized), § 1375 (imposing corporatelevel tax when passive investment income exceeds 25% of gross receipts and corporation
has subehapter C E&P).
318 See Reg. § 1.743-1(b)(1).
319 Some of the problems are noted in E. George Rudolph, Collapsible Partnerships and
Optional Basis Adjustments, 28 Tax L Rev. 211 (1973). Tax avoidance can occur if the
seller's gain is capital and the purchaser's basis adjustment produces offsets against ordinary income.
320 Shakow, note 3, at 1167-76, goes to some length to argue that the liquidity problem is
significantly overrated. Nevertheless, "facts" probably would not be able to overcome
political appeals to hardship caused by nonliquidity.
321 IRC § 1362(a)(2).
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(3) certain corporations all of whose stock is owned by a
322
single family;
323
(4) personal service corporations;
(5) corporations more than one-half of whose assets (by
3 4
value) produce passive income; 2
(6) all existing S corporations and other corporations in
which all of the shareholders have consented to pass through
status;
(7) partnerships and limited liability companies that incorporate after enactment of the integration proposal;
(8) corporations where all minority shareholders have
current dividend and/or "put" rights; and
(9) corporations that elect pass-through treatment by, say,
a vote of 80% of shares entitled to vote subject to a condition that all dissenting shareholders, voting and nonvoting
(but not certain preferred shareholders), be allowed to
tender their shares for redemption under an appraisal
procedure. 32

The categories listed above embrace situations where there is liquidity in fact, consent (or deemed consent) to pass-through treatment or no convincing reason to accumulate profits at the entity level
as opposed to distributing them. The legitimacy of accumulations can
be presumed only where the corporation includes a business (as opposed to investment portfolio) in which capital is a material income
producing factor.
Nevertheless, there would be situations where shareholders would
lack liquidity for plausible reasons. An attempt to make mandatory
322 There are various definitions of family members in the Code. See, e.g., §§ 267(c)(4),
318(a)(1), 2701(e), 2704(c)(2).
323 Personal service corporations typically pay out most of their gross income as compensation, thereby zeroing out, or drastically reducing, any corporate level net income that
could pass through. Because capital is not a material income producing factor, there is no
need for corporate accumulations.
324 Here there is no business necessity to accumulate profits at the corporate level. One
can debate (1) what is a "passive investment," (2) what the percentage threshold should be,
and (3) whether the threshold should pertain to asset value, book value of assets, gross
receipts, or net income. These issues are familiar to tax experts. See IRC § 62(a)(1) (basic
distinction between business and investment), § 469 (passive activity income), §§ 542, 543
(personal holding companies), §§ 552, 553 (foreign personal holding companies), § 954(c)
(foreign personal holding company income of controlled foreign corporation), § 956A
(earnings invested in excess passive assets), § 1296 (passive foreign investment companies),
§ 1375 (tax on certain S corporations having passive investment income).
325 Such a procedure is common under state merger law. See, e.g., Revised Model Business Corp. Act § 11.03(e) (1984) (allowing merger on approval of majority of outstanding
shares), § 13.25 (allowing dissenters to have shares redeemed). Here the appraisal rights
would be conferred by federal (tax) law.
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the existing subchapter S system (or alternative shareholder tax system, such as the imputed return or retroactive taxation approaches)
would be expected to stir up opposition from potent political constituencies,3 6 although the pass-through regime would look better than a
mark-to-market regimes would. In any case, an elegant solution to
the shareholder liquidity problem exists: Adhere to the basic passthrough approach, and require the corporation, which has control
over the corporate assets, to pay the (shareholder) tax.
The simplest approach would be for the corporation to pay the tax
on its taxable income at a flat rate. Such tax would reduce the value
of residual equity on a pro rata basis. The tax paid would be allocated
entirely among the holders of common stock only,327 according to
their respective interests in profits and losses. For basis purposes, the
allocated taxes would be treated as a reduction in the net profits
passed through.3 2 This approach, standing alone, however, would violate fairness norms by ignoring the tax situation of individual
shareholders.
The preferred approach would be a year-by-year withholding-credit
approach that would have the effect of a true shareholder tax. 3 Here
326 For example, family farms are nonliquid, and applying an imputed return system

would be viewed as unfair since family farms (as well as family proprietorships in general)
typically show a low rate of return on a realization basis, especially as the value of the
assets rises. See C. Eugene Steuerle, The Relationship Between Realized Income and
Wealth, in IRS, Stat, of Income Bull., Spring 1983, at 29. Appreciation is considered to be
only "phantom gain" by farming interests. Retroactive taxation also would be opposed in
the context of family businesses, because the interest on long-deferred taxes would be
viewed as confiscatory. For the political potency of farm and small business interests in the
estate and gift tax area, see Roland L. Hjorth, Special Estate Tax Valuation of Farmland
and the Emergence of a Landholding Elite Class, 53 Wash. L. Rev. 609 (1978); Michael
Kinsley, High on the Hog, III:
Triumph of the Will, New Republic, Aug. 22,1981, at 17-21.
327 The allocation of a cost among shareholders of a multi-tier corporation raises issues
similar to those involving the allocation of losses. See text accompanying notes 305-14. In
general, there is a presumption that losses (and costs) should be allocated to junior equity,
which generally bears the economic burden thereof. There are two additional reasons not
to allocate tax payments to preferred shareholders: (1) Because the tax is an income tax, it
will never (in theory) produce a net economic loss and normally will not impinge on the
liquidation preferences of preferred shareholders; and (2) preferred shareholders have current dividend and preferred liquidation rights and their shares should be a sufficient source
of liquidity. In this context, there is no reason to differentiate among classes of common
stock that vary with respect to voting rights and the like. See Coven & Hess, note 284, at
584-85.
38 Cf. IRC §§ 733, 1368(b) (providing distributions are not income but reduce basis).
Suppose S forms a wholly-owned corporation with S100.000, which is also S's initial stock
basis, and the corporation has earnings of $200,000 subject to a 40% tax of S80,000. The
net liquidation value of the corporation, $220,000 (S100,000 + $200,000 - $80,000 tax),
should produce unrealized stock appreciation of about $120,000. S's basis should be increased by $200,000 and decreased by $80,000. yielding a basis equal to net liquidation
value.
M Blueprints, note 32, at 71-72, proposed a slightly different withholding credit system.
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the corporate tax would be equal to corporate taxable income times a
flat rate at or near the highest marginal tax rate applicable to individuals (currently 39.6%).330 The corporation would notify each common
shareholder of her pro rata share of (before-tax) profit or loss and
corresponding share of the corporate tax payment. In profit years,
common shareholders would include their profit shares in income and
3 31
receive a credit equal to their shares of the corporate tax payment.
(The common shareholder's stock basis would be increased by her
share of before-tax profits and decreased by the allocated tax
amount.3 32) In this way, the corporation would pay all of the tax, but
the shareholder would obtain the benefit of being in a tax bracket
below the highest possible bracket.
The withholding credit approach is reminiscent of an imputation
system. In the pass through context, however, it operates strictly on a
year-by-year basis. Under the typical imputation system, on the other
hand, prior years' corporate profits (and losses) and taxes enter into
the equation; distributions (grossed up by taxes withheld thereon) are
included in shareholder gross income.
F. Distributionswith Respect to Stock
Under the mark-to-market system, (nonliquidating) cash distributions to shareholders with respect to their stock, being pure accessions
to wealth, would be gross income in full. Similarly, in kind distributions would be included at fair market value. 333
The E&P concept, which is currently used to distinguish income
from return of capital (basis), would be rendered obsolete, since it is
based on the irrelevant notion that a shareholder can be taxed only on
the shareholder's share of corporate-level net profits (current and historical). 334 Under the mark-to-market system, the distinction between
330 For a discussion of whether the withholding rate should be high or low, see McLure,
note 52, at 150-54.
331 Returning to the example in note 328 (where the withholding tax rate is 40%), suppose S is entirely within the 36% rate bracket, so that including the $200,000 profits in
income would yield an (additional) shareholder tax of $72,000. S would be entitled to a
refundable credit of $80,000.
332 Continuing the example in the previous footnote, the net basis increase should still
be $120,000 ($200,000 passed through profit less $80,000 tax withheld), since that reflects
S's net increase in corporate net worth. In technical terms, the corporate withholding tax
payment is a constructive distribution to S; distributions reduce basis under pass-through
systems.
333 The corporation would have no basis and no gain, since it is not a taxable entity. The
value of the distributed property also would be the approximate measure of the reduction
in value of the equity interests.
334 See William Andrews, "Out of Earnings and Profits": Some Reflections on the Taxation of Dividends, 69 Harv. L. Rev. 1403 (1956); Walter J. Blum, The Earnings and Profits
Limitation on Dividend Income: A Reappraisal, 53 Taxes 68 (1975).
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income and loss would be tested solely at the shareholder level with
reference to the shareholder's net investment. Decreases in value, including those attributable to the payment of extraordinary distributions, would be registered at the shareholder level, with a
corresponding downward basis adjustment. The existing rule whereby
335
distributions in excess of both E&P and basis are capital gains,
makes no conceptual sense even under the existing realization income
336
tax, and would be abolished under the proposed system.
Turning to the pass-through system, distributions would not be income but would reduce basis; distributions in excess of basis would
produce capital gain income at the shareholder level.33 7 Thus, distributions would be treated as coming first out of prior income inclusions
(that increased basis), second out of original investment and last out
of unrealized asset appreciation.
The foregoing (traditional) approach to distributions under a pass
through system, however, is not the only possible one. One can argue
that distributions in excess of previously-taxed income amounts are
realized accretions to shareholder wealth that should be income with
no basis adjustment. Such a system, however, would create awkward
results- that could be corrected only by introducing significant complexities into the system.3 m In a pass through system, inclusions and
deductions are inevitably a function of the tax facts existing at the
corporate level, including those governed by the realization princi335 IRC § 301(c)(3).
336 See Calvin H. Johnson, Seventeen Culls from Capital Gains, 48 Tax Notes 1285
(Sept. 3, 1990).
337 See IRC §§ 731, 733, 1368(b) (providing similar rules for partnerships and S corporations); df. IRC § 301(c) (deeming C corporation distributions to be first out of E&P, hence
income, second out of basis, and third as capital gain).
M8aSuppose A creates a corporation with $100 cash in exchange for all of the stock. The
corporation invests $60 in an asset that increases in value to $90. Total corporate assets
now total $130 ($40 cash + $90 asset). The corporation distributes $25 cash to A. It would
seem that A, as a shareholder, has realized income with respect to the investment; that the
gain has not been realized at the corporate level is not relevant. However, if the corporation did realize the $30 gain subsequently. it would pass through to the shareholder for a
second tax on the same gain (to the extent of $25). To be sure, A's basis of S130 (S100 cost
+ $30 income pass through) would set up a future potential capital loss of $25, since the
corporation's assets would total $105 ($130 minus $25 distributed), so that there would be
no double taxation in the long run. The better result would be that the corporate gain not
be taxed to A to the extent of the prior distribution. This could be achieved by either
giving the corporation an upward inside basis adjustment of $25, or by exempting A from
$25 of the $30 gain realized at the corporate level. C. IRC §§ 734(b)(1)(A), 754, 755
(increasing basis of appreciated partnership assets to reflect gain realized by partner on
account of distribution, where partnership elects). This latter system appears inequitable
and unworkable, especially if the initial inclusion of the distribution is contingent on the
existence of unrealized appreciation, a fact that would not necessarily be known or
knowable.
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What occurs at the shareholder level by way of distribution is
simply a bifurcation or division of investment. 340
An in kind distribution from a pass-through entity should be treated
as being made "at basis," so as to shift the potential gain and loss out
3 41
of the corporation and to the distributee shareholder.
Under the existing subchapter S system, distributions may be
deemed to come partly out of any accumulated E&P (which usually
would predate the subchapter S election) and, to that extent, be
treated as gross income rather than as reducing basis. 3 42 Whether this
feature of the system should be retained depends on the appropriate
transition and status-shifting rules, which are taken up in Sections VII
and VIII, respectively.
G.

Redemptions and PartialLiquidations

Under both the mark-to-market and pass through systems, the current distinction between dividend and return of capital distributions,
which is central to the tax treatment of redemptions and partial liquidations,343 would no longer be very important.
Under the mark-to-market system, all distributions in cash or in
kind, including those pursuant to a redemption or partial liquidation,
would be gross income to the shareholder; the resulting diminution of
corporate assets would have a downward effect on value and, hence
basis.
In the pass-through system, all such distributions would reduce basis, just as in the case of ordinary dividend distributions. There would
be no special significance to the concept of dividend because all distributions would be return of capital distributions. The only issue would
be the relatively minor one of whether there should be a final reckoning with respect to the shares disposed of, if any, or whether the share339

Under current law, corporate distributions of appreciated property to shareholders

are treated as corporate-level realization events. IRC § 311(b) (realizing only gains on
nonliquidating distributions), § 336(a) (realizing gains and losses on liquidating distributions). The basis to the distributee is the asset's fair market value at distribution. IRC
§ 301(d). Retention of these rules would attribute the gains and losses among the shareholders on a pro rata basis. A nonrecognition carryover basis rule would allow gain and
loss property to be allocated among shareholders on a selective basis.
340 Without the creation of the pass-through entity, the shareholder would not be taxed
until realization. Moving change from one pocket to another should not trigger income or

gain.
341

See IRC §§ 732(a), 733(2); cf. IRC § 643(e)(1)(A), (2) (deeming in kind distribution

by trust or estate to be "at" its basis both for income recognition and distributee basis

purposes).
342 IRC § 1368(c).
343 Under current law, certain redemptions are treated as sales (with basis offset and
capital gain and loss treatment) and others are treated as dividends. IRC §§ 302-304. A
partial liquidation is treated as a sale or exchange. IRC § 302(e).
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holder's stockholdings in the corporation should be treated as a
"unitary" investment. To illustrate, if X owns 100 shares with an aggregate basis of $100, and the corporation repurchases 60 of them for
$80, the redemption proceeds could be allocated to just those 60
shares (producing current gain of $20) or the taxpayer could have no
gain and a basis of $20 in the remaining 40 shares. For any non-pro
rata distribution in exchange for stock, the best solution would be to
adopt the final reckoning approach, which would be easy to administer and in harmony with the mark-to-market system. For pro rata redemptions and extraordinary distributions without surrender of
shares, the unitary investment approach should be followed.
H. Stock Dividends and TransactionsAltering the Relative Interests
of Shareholders
Distributions of the corporation's own stock are treated under the
complex rules of current law as either tax-free subdivisions of stock
investment or as includable dividends.344 Under a mark-to-market
system, such transactions (whether pro rata or not) can be simply ignored because the net value change of the aggregate holdings of any
given shareholder would be the only relevant fact.
In the case of pass-through entities, pro rata stock dividends would
be equally irrelevant since only entity level net profit and loss would
matter, and the allocation thereof would remain unchanged.345 A
non-pro rata stock dividend can increase a shareholder's share of
profit and loss relative to that of other shareholders. The same end of
reshuffling the allocation of profit and loss may be accomplished by
non-pro rata redemptions (of other shareholders) and by selective recapitalizations 346 All transactions of this type should be governed by
the same set of rules.
Although current income tax doctrine is rather indifferent in its tax
treatment of transactions analogous to those discussed here,3 7 under
3"

IRC §§ 305-307.

3 Cf. IRC § 305(a) (providing pro rata stock dividend not income).
3w6 See IRC § 305(b), (c).
347 Other sudden events that permanently increase or decrease value without disposition

or severance are not treated as realization events under existing tax law. Examples that
come to mind are the subdivision of property, the vesting of a contingent interest, the
coming into possession of a future interest, the expiration of a premium lease, the discovery of mineral deposits, the erection of improvements by a lessee, a change in value caused

by a permanent improvement in (or impairment of) an asset's environment, and the exercise of an option. IRC § 1001; § 109 (excluding from gross income on termination of lease
of real property value attributable to improvements by lessee); Reg. § 1.1000-1(a), (0(2)
(implying that remainder interest that ripens into ownership of entire property upon termination or failure of preceding term interest is not realization event); Eisner v. Macomber,
252 U.S. 189 (1920); Moore v. Commissioner, 425 F.2d 713 (9th Cir. 1970) (relating to
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an income tax any realized increase in investment (percentage of equity), in principle, should be after tax (included in income), and any
realized decrease in investment should produce a return of basis and,
where appropriate, a loss. If a shareholder suffers a decrease in stock
investment accompanied by the receipt of cash or other property, the
receipt first should be applied against the stock basis, and any excess
of the receipt over basis would produce a gain. A loss would be realized only if the receipt were less than basis and the shareholder had
totally disposed of an investment. 348
I. Subsidiaries
Wholly-owned subsidiaries of publicly traded corporations could
not themselves fall into the publicly traded category. Applying a pass
through system to such corporations (or to any corporation all or part
of whose stock is owned by publicly traded corporations) would be
pointless because neither the subsidiary nor its corporate shareholders
would have any separate tax liability. Thus, corporations whose stock
is wholly owned by publicly traded corporations would be exempt
from accounting for profits and losses.
The liquidation or formation of a subsidiary of a publicly traded
corporation would be a non-event for tax purposes for both the parent
and its shareholders. Similarly, any corporate division resulting in two
or more publicly traded entities would be ignored3 49 In addition, consolidated returns would become a thing of the past for publicly traded
350
corporations and their affiliates.
Stock owned by a pass-through corporation would generate income
or loss according to whether the corporation (whose stock is owned)
was itself subject to the mark-to-market or pass through system.
If a pass through corporation created one or more subsidiaries, divided into two or more pass through corporations, or liquidated, the
transaction could be tax-free at both the entity and shareholder levels
with appropriate basis carryovers.
Issues pertaining to foreign corporate shareholders and subsidiaries
of U.S. corporations and to corporations moving from the mark-toproperty acquired on the exercise of an option); Palmer v. Bender, 49 F.2d 316 (W.D. La.
1931) (stating discovery of minerals becomes capital asset, not bearing income taxes until
realized), aff'd, 57 F.2d 32 (1932), rev'd on other grounds, 287 U.S. 551 (1933).
34 Cf. IRC § 731(a)(2) (providing partner can realize loss on account of partnership
distribution only where complete liquidation of her interest for cash). See Section V.G.,
for a discussion of when a redemption-type transaction should be deemed to involve a final
disposition.
349 Presumably, the shareholder's basis would be allocated among the stock in the various corporations in proportion to their relative fair market values.
350 See note 195 and accompanying text.
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market regime to the pass through regime (and vice versa), including
by way of acquisition, are dealt with in Sections VI and VIII,
respectively.
J.

Characterof Income, Gain and Loss

The annual income and loss attributable to mark-to-market and
pass-through accounting would be ordinary because none of the purported justifications for favorable capital gains treatment (anti-bunching, inflation-neutralizing and anti-lock-in) would apply.35' The first
and third of these rationales assume the sanctity of the realization
principle, which would be superseded by mark-to-market treatment.
Capital gain preferences, however, could remain for any pre-enactment gain.
The rationales for restrictions on capital losses are (1) to negate the
effect of the timing option and (2) to avoid staggered realizations of
gains and losses that would effectively yield a net loss on an overall
realized wash? 52 These rationales are not applicable to mark-to-market and pass-through losses where the shareholders have little control
over deemed realizations, except possibly in the case of pass-through
investment corporations. Therefore, as a general operating presumption, mark-to-market and pass-through income and losses should be
disregarded for purposes of applying capital loss limitations. Mark-tomarket losses that could not be used in the current year should be
carried forward to future years.
In theory, there is no reason why the basis of mark-to-market and
pass-through stock cannot be indexed, resulting in an offset to current
income or increase in current loss. In practice, moving to an annualization system should weaken the push for indexation. In any event,
3 53
indexation of equity would seem to demand indexation of debt.
K. Tax-Exempt Shareholders
The mark-to-market approach to integration is the one that most
easily accommodates domestic tax-exempt shareholders: They would
simply pay no tax under the mark-to-market system, which is the cor351 Accord Schenk, note 4, at 720-21 (character of income should be same under both
parallel systems).
352 See Scarborough, note 174, at 684-91; Alvin C. Warren, Jr., The Deductibility by
Individuals of Capital Losses Under the Federal Income Tax, 40 U. Chi. L Rev. 291,30014 (1973).
3 3 Michael C. Durst, Inflation and the Tax Code: Guidelines for Policymaking, 73
Minn. L. Rev. 1217,1275-79 (1989); N.Y. St. Bar Ass'n, Tax Sec. Ad Hoc Comm. on Indexation of Basis, Report on Inflation Adjustments to the Basis of Capital Assets (1990).
reprinted in 48 Tax Notes 759, 763-65 (Aug. 6, 1990).
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rect result in principle under a shareholder-based integration
354
system.
The main problem is posed by the existing policy that domestic exempt organizations pay tax on unrelated business income. 355 Under
current law, a tax-exempt organization owning even 100% of the stock
in a C corporation avoids the UBIT on dividends received 356 on the
theory that the corporation itself is subject to tax. Under any integration proposal, the UBIT should not be avoidable simply by incorporating an unrelated business. Thus, it would be necessary to design
rules for determining when an exempt organization is deemed to be
engaged in whatever businesses a related corporation is engaged in.
Because the existing policy is that mere investment income is not subject to the UBIT,357 any attribution rules presumably would require a
high level of stock ownership by a relatively small number of exempt
organizations. It is unlikely that the UBIT threshold would be crossed
in the case of publicly held corporations subject to the mark-to-market system.
Matters are somewhat dicier where the exempt domestic organization owns stock in a pass through corporation that would be subject to
a withholding tax.358 If the concept of tax exemption is to be preserved, the government would have to rebate to the tax-exempt com35 9
mon shareholders the withholding tax allocable thereto.
The pass-through problem is probably not very important in any
event because most charities will invest in publicly traded stocks. 360
For those charities that do invest in non-publicly traded stock, all unrelated business income of the corporation should be treated as such
by the charity, regardless of percentage stock ownership, just as partnership income is treated for purposes of the existing UBIT.361 The
resulting UBIT would absorb all or part of the available withholding
354 Accord Schenk, note 4, at 701. The pros and cons of allowing tax-exempt organizations, including pension funds, to benefit from elimination of the corporate tax are discussed briefly in McLure, note 52, at 235-38.
355 IRC §§ 511-514.
356 IRC § 512(b)(1).
357 IRC § 512(b)(1)-(3) (also excluding interest, annuities, royalties and certain rents).
358 See text accompanying notes 233. Similar problems would arise here as in the case of
imputation systems. See Section III.B.
3S9 The exempt shareholders thereby would be put on the same footing as nonexempt
individual shareholders, who receive a current economic benefit from the withholding tax
payments in the form of a credit against current individual tax liability.
360 See IRC § 4943 (providing for excess business holdings tax on private foundation,
which together with "disqualified persons," owns more than 20% of voting stock of corporation); note 179.
361 Service Bolt & Nut Co. Profit Sharing Tust v. Commissioner, 724 F.2d 519 (6th Cir.
1983), aff'g 78 T.C. 812 (1982); Rev. Rul. 79-222, 1979-2 C.B. 236; Notice 88-75, 1988-2
C.B. 386.
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tax rebates available to the exempt common shareholders. 36 Altematively, the percentage equity threshold for mark-to-market corporations could be carried over to pass-through corporations for UBIT
purposes 3 63 But even this milder approach might still carry a big stick
because minority investments by exempt organizations in closely held
entities are probably not common due to fiduciary investment standards applicable to trusts.364 In any event, the universal look-through
approach would be easier to administer. Either way, affected exempt
organizations could simply shift investments to publicly held corporations, where the UBIT could be readily avoided.
Of course, the issue of whether the exemption for investment income of tax-exempt organizations is itself justified may be revisited in
the future. 65 If so, other approaches to exempt entities may be
appropriate. 366
Somewhere between 25% and 37% of all corporate equity is owned
by qualified retirement plans and individual retirement accounts, 367
which are also tax-exempt. 36 The tax exemption (subject to the
UBIT) may be implemented in the same fashion as with charities. In
contrast to the charitable context, here the exempt income is "only"
deferred: The increments to the fund (including unabsorbed rebates
for withholding taxes in pass through corporations) ultimately are
taxed when distributions are made to employees and their beneficiaries. 369 Although one may object to this deferral, the real complaint is with the rules pertaining to qualified plans and IRAs. 37°
362 Passed-through investment income and business income related to the organization's
exempt function would not be subject to the UBIT.
363 See text accompanying note 358.
364 See Employee Retirement Income Security Act of 1974 (ERISA) § 404(a)(1)(B), 29
U.S.C. § 1104(a)(1)(B) (1996) (applying prudent investor standard to pension trusts); Restatement, note 179.
365 Coven, note 100, at 510-11 (discussing whether or not exemption for tax-exempt organizations is justified).
366 See, e.g., ALI Integration Study, note 15, at 132-39; Schenk, note 4, at 701.
367 See note 96.
368 See note 235.
369 IRC § 402(a) (qualified plans), § 408(d)(1) (IRAs) (both referring to the capital recovery system of § 72). The distributee usually will have a zero basis in the plan or IRA
distribution because contributions will have been excluded under § 83(e)(2) or deducted
under § 219(a). In defined benefit plans-in which employees have a right to a fixeddollar or formula payout, as opposed to being the owners of an account-the benefit of the
elimination of the corporate tax would not necessarily inure to the benefit of the employees. This, of course, is a problem with the qualified plan rules, not the integration
proposal.
370 Qualified plans and IRAs are essentially "consumption tax" features of the so-called
income tax because investments are made with before-tax dollars. As to the desirability of

the tax preferences for qualified plans and IRAs, see Michael J. Graetz, The Troubled
Marriage of Retirement Security and Tax Policies, 135 U. Pa. L. Rev. 851 (1987); Nancy J.

Altman, The Reconciliation of Retirement Security and Tax Policies: A Response to Pro-
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Perhaps serious consideration of corporate-shareholder integration
would cause a reexamination of the pension and IRA rules.371
VI.

IymNRNATioNAL TAXATION

The most complex design problems confronting any integration proposal involve accommodation with the facts of international tax life,
especially where other countries have adopted varying schemes of taxing corporations and shareholders. The proposed integration proposal, which is shareholder oriented, would be most compatible with an
international tax system in which taxing authority is based solely on
the residency of individual taxpayers. Unfortunately, under the existing international system, countries impose both source-based and
residence-based taxes; in addition, countries levy corporate income
taxes solely on the basis of country of incorporation (as opposed to
residency of shareholders), 372 which is an indirect way of taxing foreign shareholders.3 73 This pattern produces complexity both in itself
and for integration proposals.
This Section attempts to sort out the technical problems in adapting
the integration proposal to the existing international tax system and,
then, examines collateral challenges to the international tax system.
Four policy constraints overlie the discussion. The first is designing a
system that achieves, or is (with the cooperation of other countries)
capable of achieving, true cross-border integration 74 The second is
the revenue consequences of various features of the proposal. The
third is the potential of the proposal to achieve simplification relative
to the existing U.S. tax system relating to international investment and
transactions. The fourth is to maintain the free flow of capital across
fessor Graetz, 136 U. Pa. L. Rev. 1419 (1988); Daniel I. Halperin, Special Tax Treatment
for Employer-Based Retirement Programs: Is It "Still" Viable As a Means of Increasing
Retirement Income? Should It Continue?, 49 Tax L. Rev. 1 (1993); Alicia H. Munnell, Are
Pensions Worth the Cost?, 44 Nat'l Tax J. 393 (1991); Edward A. Zelinsky, The Tax reatment of Qualified Plans: A Classic Defense of the Status Quo, 66 N.C. L. Rev. 315 (1988).

371 Cong. Budget Office, Reducing the Deficit: Spending and Revenue Options 329-30

(1989) (suggesting low flat rate tax on net investment income of pension funds); Coven,
note 100, at 509-13; John H. Langbein & Bruce A. Wolk, Pension and Employee Benefit

Law 160 (1990) (criticizing CBO proposal). For the pros and cons of such rules, see authorities cited in note 370.
372 E.g., IRC §§ 11(a), (d), 881, 882, 7701(a)(4), (5) (imposing U.S. corporate tax on
corporations organized in United States; foreign corporations subject to U.S. tax only on

certain U.S. source investment income and income effectively connected with U.S. trade or
business).
373 From the shareholder perspective, a corporate tax imposed by reason of place of
incorporation is essentially a source-based tax that avoids having to rely on source rules for
various categories of income and deduction.
374 For a discussion of whether foreign shareholders of U.S. corporations should be denied the benefits of U.S. corporate integration, see McNulty, Reform, note 149, at 243-48.
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national borders. A persistent theme in this material is the desirability of eliminating, on a mutual basis, withholding taxes on dividends
paid to foreign shareholders.
A.

InternationalOverview

U.S. citizens and residents and corporations organized in the United
States are subject to U.S. income tax on worldwide taxable income. 375
Under current law, therefore, U.S. shareholders (individual and corporate) are always subject to U.S. tax on dividends from foreign corporations. Foreign shareholders of U.S. corporations are subject to a
flat tax on gross dividends withheld by the U.S. payor 76
A foreign corporation 377 is subject to U.S. corporate income tax
with respect to net income that is effectively connected with a U.S.
trade or business or, under treaty, only such income that is attributable to a U.S. permanent establishment.3 78 By reason of the branch
profits tax, such income is, in many cases, effectively taxed a second
time at the corporate level.3 79 A foreign corporation is also subject to
a 30% withholding tax on certain U.S. source gross investment income? 80 Dividends from a foreign corporation to foreign shareholders that are treated as U.S. source income because of the U.S. business
activities of the foreign corporation3 1 are subject to a second level,
dividend withholding tax, except where waived by treaty or where the
corporation is subject to the branch profits tax. 38 2
375 IRC § 61(a) (providing gross income "means all income from whatever source derived"); see Cook v. Tait, 265 U.S. 47 (1924) (upholding this scheme for U.S. citizens residing abroad as well as for U.S. residents).
376 IRC §§ 871(a), 881(a), 1441, 1442. The normal tax rate is 30%, but it is often substantially reduced by treaty. See note 112.
37 A foreign corporation is one organized under the laws of a country other than the
United States, regardless of the residence of its shareholders. IRC § 7701(a)(4), (5).
378 IRC § 864(c) (defining effectively connected income); § 882(a) (making foreign corporation liable for U.S. corporate tax with respect to taxable income effectively connected
with a U.S. trade or business); U.S. Model Treaty, note 109, arts. 5. 7. Tax Treaties (CCH)
221.
39 See IRC § 884 (imposing 30% flat rate, which may be reduced by treaty), which is
designed to be a proxy for the dividend withholding tax that would apply if the U.S. branch
were a U.S. subsidiary.
380 Section 881(a) provides that a foreign corporation is subject to a 30% flat rate tax on
certain U.S. source gross investment receipts. This tax, which is often reduced or eliminated by bilateral treaty, see U.S. Model Treaty, note 109, art. 10. Tax Treaties (CCH)
1 211, is withheld by the payor rather than being paid by the foreign corporation itself.
IRC § 1442.
381 IRC § 861(a)(2)(B).
38 IRC § 884(e)(3)(A).
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Taxation of U.S. Individual Shareholders

Ending Deferral

A recurring debate in U.S. international taxation is whether or not a
pass through regime should be mandatory with respect to foreign corporations controlled by U.S. shareholders. 383 Under current law, U.S.
tax on the net income of foreign corporations whose stock is owned by
U.S. shareholders ordinarily can be deferred by delaying the payment
of dividends to U.S. shareholders. 38 Certain foreign corporations
controlled by U.S. shareholders ("CFCs") 385 are subject to a
mandatory pass through regime under subpart F with respect to certain categories of income that, to generalize, can be said to originate
in low tax countries from activities that have no legitimate business
3 s6
reason to be located in such countries except for low foreign tax.
Initially, the deferral under the U.S. tax system of foreign corporate
profits is mostly incompatible with underlying fairness norms. 38 7 Ending deferral would be compatible with the norm of capital export neutrality.3 88 In other words, if deferral were abolished, U.S. taxpayers
383 See, e.g., Staff of Joint Comm. on Tax'n, 94th Cong., 1st Sess., U.S. Taxation of
Foreign Source Income-Deferral and the Foreign Tax Credit 7-12 (Comm. Print 1975);
William W. Park, Fiscal Jurisdiction and Accrual Basis Taxation: Lifting the Corporate
Veil to Tax Foreign Company Profits, 78 Colum. L. Rev. 1609 (1978).
384 The current system that allows deferral until remission of dividends from foreign
corporations is compatible with the norm of capital import neutrality. That norm holds
that U.S. taxpayers should be placed on a level playing field within any foreign taxing
jurisdiction. Carried to its logical end, capital import neutrality calls for the U.S. tax system to wholly exempt foreign source income. See generally Peter E. Gumpel, The Taxation of American Business Abroad-Is Further Reform Needed?, 15 J. Int'l L. & Econ.
389, 399-401 (1981). Deferral is quasi-compatible with capital import neutrality because
profits of foreign corporations are subject only to the foreign tax until dividends are paid to
U.S. shareholders (or the U.S. shareholders indirectly realize such profits by sale or liquidation). Capital import neutrality is opposed to such fairness norms as ability to pay and
horizontal and vertical equity, as well as to the concept of residence-based taxing jurisdiction, since U.S. taxpayers operating in low tax foreign jurisdictions would pay less overall
tax than taxpayers with the same tax base operating in the United States. (Of course,
concepts of equity and fairness, insofar as they are based on concepts of a taxpayer's relation to government, become more ambivalent when a taxpayer's activities and residency
impinge on two or more sovereigns.) Capital import neutrality provides an incentive for
the export of U.S. capital to finance foreign subsidiaries and other foreign investments.
385 A controlled foreign corporation is one where U.S. shareholders own more than 50%
of the stock by either value or voting control. IRC § 957(a). For this purpose, a U.S.
shareholder is a U.S. person who owns 10% or more of the voting power of the foreign
corporation. IRC § 951(b).
386 See IRC §§ 951-964; see generally 2 Isenbergh, International Taxation, note 138, at
1-121.
387 Julie A. Roin, The Grand Illusion: A Neutral System for the Taxation of International Transactions, 75 Va. L. Rev. 919, 950-52 (1989).
388 This norm holds that the U.S. tax system should be neutral with respect to whether
U.S. taxpayers invest in the United States or abroad. Ideally, aggregate U.S. and foreign
taxes should be the same under either investment alternative. Gumpel, note 384, at 396-
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would cease to have any overall tax incentive to make equity investments in corporations organized in low tax countries. Of course, U.S.
equity investors would be disadvantaged relative to low taxed competitors in doing business in the foreign low tax jurisdiction s9 suggesting
a source of political opposition to the ending of deferral.
Deferral would be terminated abruptly insofar as the mark-to-market 390 and pass-through systems were adopted with respect to U.S. eq392 it is
uity ownership in foreign corporations.3 91 As noted below,

probably not practical for the United States to end deferral completely. Nevertheless, deferral opportunities would be largely foreclosed. Accordingly, it would be possible to repeal subpart F and its
attendant complexities or drastically reduce its scope. 393
2.

Implementing the Mark-to-Market System

The mark-to-market system can be readily applied to the stock of
foreign corporations listed on U.S. and/or foreign exchanges. For
stock listed on foreign exchanges, the value of the stock in foreign
currency should be converted to U.S. dollars at the then prevailing
exchange rate on each valuation date in order to neutralize the effect
of fluctuations in foreign currency values. 39
3.

Implementing the Pass-Through System

For non-exchange traded stock, it would appear that the passthrough system realistically could be imposed only where U.S. share98. The principal feature of the U.S. foreign tax system, the foreign tax credit, see Section
VI.D., is dictated by the capital export neutrality norm; however, there are severe
problems in implementation. See Roin, note 387, at 925-37.
M See note 384.
390 To be more accurate, under the mark-to-market system, taxable income of the foreign corporation would not be taxed at all by the United States, but there would be no
deferral at the shareholder level.
391 See Thuronyi, Proposal, note 3, at 143 (suggesting that U.S. parents be allowed or
required to consolidate with foreign subsidiaries); see also Section VID.6.
392 See text accompanying notes 395-98.
393 Subpart F attempts, in great detail, to identify numerous specific abusive situations
and to remedy them precisely. See IRC §§ 951-964. Subpart F applies only to CFCs and
imputes corporate income only to U.S. shareholders. IRC §§ 952(b), (c), 954; see note 385.
Because the category of "deferral corporation" would not include CFCs, subpart F could
be repealed under the two-tier integration proposal. See text accompanying note 398 for
definition of deferral corporation.
394 The suggested approach is basically in accord with § 988(b). (c)(1)(C). See Reg.
§ 1.988-1(a)(6) (Ex. 9) (treating acquisition and disposition of foreign currency separately
from underlying asset gain and loss). The alternative would be to compute the gain or loss
by reference solely to values denominated in foreign currencies and then to convert such
gain or loss into U.S. dollars on the realization date. Under the mark-to-market system.
there would be a series of valuation dates for each investment; it makes sense to convert all
valuations into U.S. dollars on the spot.
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holders could be presumed to have access to the corporate books, that
is, where the corporation was treated as a pass through entity under
foreign tax law or where U.S. shareholders had a significant stake in
the corporation. 395 What would constitute a "significant stake" is a
difficult issue; the existing Code is itself not wholly consistent on this
point.

396

Wherever the line(s) might be drawn as to the boundaries of
mandatory pass-through treatment,397 it seems likely that the U.S. tax
system would have to provide that the profits of at least some foreign
corporations not controlled by U.S. shareholders would remain subject to U.S. tax only upon the payment of dividends to U.S. shareholders (or, indirectly, upon sale or liquidation). Such corporations
hereinafter are referred to as "deferral corporations." Presumably,
the percentage of total corporate equity owned by U.S. shareholders
falling into this category would be quite low because (aside from restrictive qualification rules) a minority interest in a foreign closelyheld incorporated business would be hard to locate without significant
transaction costs and, once acquired, would be vulnerable to depredation by controlling interests. In addition, certain kinds of incorporated activities have no legitimate reason to accumulate profits and,
therefore, should be barred per se from deferral corporation status.
Examples are pure services activities and incorporated investment
portfolios. 398
395 The current definition of CFC, see note 385, can be reexamined if a pass through
system is contemplated.
396 The existing definition of a CFC requires more than 50% control by U.S. shareholders, that is, U.S. persons who own 10% or more of the combined voting power. In calculating ownership, attribution rules are deployed. IRC §§ 951(b), 957(c), 948(a), (b). In the
context of the deemed paid credit, however, which also involves access to books and
records by corporate shareholders, all that is required is 10% or more voting control by a
domestic corporation (but without attribution rules). IRC § 902(a). The foregoing suggests a judgment that corporate shareholders have a greater ability to obtain access to the
books and records of a foreign corporation than do individual shareholders. Another
likely explanation is that the information required in the CFC context, see IRC
§§ 904(d)(3), (g), 954, 956, 956A, is more extensive than in the deemed paid credit context,
see IRC § 902(c)(1).
397 For example, difficulties might arise where U.S shareholders have access to the corporate books, but the foreign accounting and tax systems are significantly different from
those prevailing in the United States. Under current law, U.S. tax accounting principles
are to be used. See, e.g., IRC § 902(c)(1) (deemed paid credit), § 964(a) (subpart F);
United States v. Goodyear Tire & Rubber Co., 493 U.S. 132 (1989) (prior law under
deemed paid credit).
398 See text accompanying notes 320-26; cf. IRC § 551(a) (providing mandatory pass
through treatment of foreign personal holding companies); §§ 1291-1297 (allowing passive
foreign investment companies to defer income until dividends are paid, but subjecting U.S.
shareholders to interest charge on deferral; company can elect pass-through treatment
instead).
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A major issue with the pass through system as applied to foreign
corporations is whether the United States should attempt to impose a
flat rate withholding tax directly on the foreign corporation's net income. Imposing a tax on the entire net income of the foreign corporation would appear to be feasible under the norms of international
commerce only where the percentage of control by U.S. shareholders
is fairly high.399
Where U.S. equity does not exceed the requisite threshold, it would
appear that any U.S. withholding tax on the foreign corporation
would have to be imposed with respect to U.S. income only.400 Moreover, the economic burden of the withholding tax would fall on all
shareholders, U.S. and foreign, and, therefore, the tax should be
deemed to be paid by all shareholders on a pro rata basis; it follows
that the tax attributable to the non-U.S. income of foreign shareholders would be rebated to the latter. Thus, any withholding tax on U.S.
source income only would not fully satisfy the liquidity needs of U.S.
shareholders, and there would be an element of "forced distribution"
to foreign shareholders.
Therefore, keeping in mind that the withholding tax is for the convenience of shareholders, the United States should not attempt to impose a withholding tax on all or a portion of the taxable income of
foreign pass-through corporations solely for the purpose of satisfying
the liquidity needs of U.S. shareholders. A possible exception might
be justified for foreign pass-through corporations that are largely (say,
80%) controlled by U.S. shareholders, and then only if the corporation so elects.
The foregoing, however, would not preclude a "straight" U.S. tax
on the foreign pass-through corporation's U.S. income only. This tax,
which simply would be aimed to raise revenue for the U.S. treasury,
would be creditable against the corporate income tax (if any) imposed
by the place of incorporation. 401 In fact, imposition of the tax might
be conditioned on its being so creditable.
A U.S. tax on the U.S. income of foreign corporations can be
designed so as to operate as a withholding tax for U.S. shareholders
4°
only. This possibility is discussed below. 2
399 The rules under subpart F and for foreign personal holding companies and foreign

passive investment companies, which are all keyed to a significant level of U.S. control, do
not impose any entity level tax as such. See IRC §§ 951, 551, 1293.
4W IRC §§ 11(d), 881, 882 (subjecting foreign corporations to tax only on U.S. ECI and

U.S. source income).
401 The foreign country would impose a tax on the whole of the corporation's income
under the residence (place of incorporation) principle. It is unusual for a country to exempt from tax the foreign (in this case, U.S.) income of its residents. See note 114.
4m See text preceding note 452.
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If foreign corporate taxes (and possibly foreign dividend withholding taxes) were made creditable against the U.S. shareholder taxes
under the foreign tax credit, contrary to existing law, the liquidity
problems of U.S. shareholders would be largely reduced without having to resort to a U.S. entity-level tax, and the incentive for correct
U.S. shareholder reporting would be increased. 40 3 Such a credit
would achieve transnational integration, but at a cost to the Treasury
of subordinating U.S. residency jurisdiction to foreign source
4°4
jurisdiction.
If the corporation was a pass-through entity under foreign tax law,
there would be integration under both foreign and U.S. tax law.4 05
C.

Foreign Individual Shareholders

Under current law, foreign taxpayers (nonresident aliens and corporations organized outside of the United States) are taxed only on U.S.
income. Taxable income that is effectively connected with a U.S.
trade or business ("ECI") is taxed at the normal U.S. rates,406 and
gross U.S. source dividend (and certain other investment) income is
subject to a flat 30% (or lower) withholding tax,407 but certain U.S.
source investment gains (including stock gains) generally are not
taxed at all. 408 A foreign taxpayer usually is not in a position to claim
the U.S. foreign tax credit, 409 although it would be in a position to
403 These effects would be weakest where the foreign taxes are the lowest. Here, to
enforce a pass-through regime without a U.S. withholding tax, the United States would
have to rely solely on reporting and information requirements, and compliant shareholders
might need to rely on dividend distributions to solve the liquidity problem.
04 The issue of source versus residency jurisdiction is discussed at text accompanying
notes 518-520.
40 The United States does not permit an S corporation election if any shareholder is
foreign. IRC § 1361(b)(1)(C). Any foreign tax on the U.S. shareholder under the foreign
tax regime would qualify for the direct foreign tax credit under IRC § 901.
406 See note 378. The tax on ECI is not withheld at source, but elaborate reporting
requirements are imposed. IRC § 6038C (imposing penalty for noncompliance; initially
$10,000 per taxable year).
4w See notes 380-382.
408 IRC § 871(a)(1); Reg. § 1.1441-2(a)(3) (providing that gain from sale of property is
not fixed or determinable annual or periodical income). Certain U.S. source investment
gains of foreign taxpayers are subject to U.S. tax. IRC § 871(a)(1)(B), (C), (D) (including
gains on certain natural resources, gains attributable to OID and contingent sale gains on
intangibles), § 871(a)(2) (covering gains of aliens present in United States for 183 days or
more), § 877 (treating gains of U.S. expatriates from U.S. property), § 897 (covering gains
on disposition of U.S. real property interests). Gains from the disposition of property used
in a U.S. business are treated as being effectively connected with the U.S. business. IRC
§ 864(c)(2).
409 IRC § 906(a), (b)(1)(A) (providing credit obtainable only with respect to foreign
taxes on ECI under U.S. tax law, but is not U.S. income under foreign tax law).
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claim any credit (or exemption of U.S. source income) available under
its domestic tax law or applicable treaty.
Because U.S. corporate taxes generally would be abolished, the issue of taxing dividends and mark-to-market gains of foreign corporate
taxpayers would appear to vanish. Logic would seem to dictate that
§§ 881-884, dealing with U.S. taxation of foreign corporations, could
be repealed. Any income of foreign corporate shareholders, in principle, should be taxed, if at all, by the United States only at the individual shareholder level and only. under the mark-to-market or passthrough systems.
The crucial issue is whether the United States can impose and enforce a source-based tax on foreign individual shareholders without
resort to a corporate-level tax.
1.

Foreign Shareholders of U.S. Corporations

The traditional, and sole basis, for the United States to tax foreign
investors directly is that the investment income be considered U.S.
source income.410 Source would be readily determinable under the
pass through system, but would pose a more difficult problem under
the mark-to-market system.
Under the pass-through system, various categories of income, including U.S. source investment gross income and U.S. ECI would be
computed and characterized at the corporate level and would be
passed through to foreign shareholders to be taxed according to
whatever U.S. tax rules were applicable to foreign individual taxpayers in receipt of such income. 411 The pass through corporation U.S.
withholding tax412 would assure adequate compliance by foreign
shareholders because foreign shareholders filing U.S. tax returns
would be able to claim a refundable credit for their pro rata share of
the corporate level withholding tax. The pass-through withholding tax
413
would be in lieu of the conventional withholding tax on dividends.
Matters would be more complicated under the mark-to-market system, where foreign shareholders potentially would be taxed on both
dividends and changes in stock values. Dividends from U.S. corpora41 4
tions are treated, under current law, as being wholly U.S. source,
and, therefore, are subject to U.S. withholding tax equal to 30% (or
IRC §§ 871(a), 881.
Certain business-related income is subject to U.S. tax even though it is not U.S.
source income as such because such income is or was attributable to U.S. business activity.
410
411

IRC § 864(c)(4)-(7).
412

See text accompanying notes 329-32.

Dividends would not be gross income at the shareholder level, but would be a return
of capital. See Section V.F.
414 IRC § 861(a)(2)(A).
413
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such lower rate as is fixed by treaty) of gross dividends, 415 except
where the foreign corporation derives at least 80% of its gross income
from non-U.S. business activity.416 It is not clear whether the current
rule, which renders U.S. source personal property gains nontaxable to
417
foreign individual taxpayers, would apply to mark-to-market gains,
but it probably would based on the theory that any withholding tax
presupposes an actual payment or distribution. 4 8 In any event, this
issue is sufficiently important to warrant an explicit statutory enactment one way or the other.
Because mark-to-market gains of foreign individual shareholders
are a tempting revenue source-given the abolition of the U.S. corporate income tax-it is worthwhile to explore the issue of whether taxing such gains is feasible. It would be easy enough to broaden the
language of § 871 so as to make foreign individuals taxable on U.S.
source mark-to-market gains, but, to be effective, that move would
require defining U.S. source in this context. The Code is silent about
sourcing mark-to-market gains. Section 865(a), perhaps the closest
analogy, 4 19 looks to the residence of the shareholder but only applies

to income from sales.420 Application of that approach would defeat
the purpose of trying to tax mark-to-market gains of foreign
shareholders.
Another possibility is to adapt the source rule for dividends, which
would treat most dividends paid by U.S. corporations as being U.S.
source. That rule would be easy to apply, especially if no exceptions
were allowed. It might seem that incorporation of a mark-to-market
415 IRC § 871(a)(1)(A).
416 IRC § 871(i)(2)(B) (referring to § 861(c)).
417 Reg. § 1.871-7(c)(1) (providing gains generally not subject to U.S. tax unless they fall
into certain enumerated categories not pertinent here). However, IRC §§ 871(a)(1)(A)
and 1441 refer to, tax and require withholding on, gains that are "fixed or determinable
annual or periodical." This language could be construed to encompass mark-to-market
ordinary gains. See Reg. § 1.1441-2(a)(2) ("Income is determinable whenever there is a
basis of calculation by which the amount to be paid may be ascertained," giving as examples sales commissions and trust income required to be distributed.); cf. Reg. § 1.14412(a)(3) (Gains "from the sale... of property... [are] not fixed or determinable annual or
periodical income."). Mark-to-market gains clearly would be annual and periodical. On
the other hand, the reference to gains could be construed to refer only to payments or
distributions that are treated as gain under some Code provision, such as § 301(c)(3).
418 IRC § 871(a)(1)(A) (gross income rule refers to "amounts received"), § 1441(a)
(withholding provision refers to persons having "the control, receipt, custody, disposal, or
payment of any of the [specified] items of income").
419 Where the Code's source rules do not cover a particular category of income explicitly, the Service and courts typically fashion a source rule by analogy. See, e.g., Howkins v.
Commissioner, 49 T.C. 689, 693-94 (1968) (holding that alimony payments made by a U.S.
resident to a nonresident alien were U.S. source income by relying on §§ 861-864).
420 Sales include exchanges and deemed realized gains on dispositions. S. Rep. No. 313,
99th Cong., 2d Sess. 328-33 (1986).
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U.S. corporation, which has substantial individual foreign equity ownership, would be discouraged where the corporation derived most of
its income outside of the United States, but recall that there would be
no U.S. corporate tax as such. Hence, that problem seems relatively
inconsequential.
A third possible approach would be to treat dividends as being U.S.
source in the same ratio as the U.S. income of the corporation bears to
total income 4 21 One of the benefits of the mark-to-market system,
however, is not having to make entity-level taxable income computations. It turns out that such computations can be avoided here; it is
only necessary to come up with a U.S. ratio, but taxable income does
not need to be computed. The U.S. ratio could be obtained under the
unitary approach, which in this case would take into account various
factors of production, such as assets valued at book value, payroll and
gross sales.42 For each factor, the U.S. ratio would be the ratio of
U.S. assets (or whatever) over the total. The figures would be obtained from accounting data. The various factor ratios would be combined under some weighting formula, and the result would be the U.S.
ratio. Although the unitary approach has generated heated controversy as a proposed approach to international taxation in general, 42
note that, in this context, it would be employed solely as a source rule,
which is a role that is not unprecedented even in the existing
system.42
Whatever source rule is adopted, the next task is to discern how, if
at all, the United States would enforce the mark-to-market tax on foreign individual shareholders. The traditional enforcement mechanism
for investment income is the withholding tax on dividends (and other
fixed and periodic income payments) paid to foreign taxpayers. 42
This mechanism could continue to apply to dividends paid by U.S.

421

Cf. IRC § 861(a)(2)(B) (dividends from foreign corporations), § 871(i)(2)(B) (divi-

dends from U.S. corporations meeting 80% foreign business requirements).
422 Various issues would arise in implementing the unitary approach. One would pertain
to the location of intangible assets, and goods and services. Existing source rules for sales
of inventory under IRC §§ 861(a)(6), 862(a)(6), 863(b) and 865(b), (e) are easily
manipulated.
423 Reuven S. Avi-Yonah, The Rise and Fall of Arms' Length: A Study in the Evolution
of U.S. International Taxation, 15 Va. Tax Rev. 89 (1995) [hereinafter Rise and Fall]; Robert A. Green, The Future of Source-Based Taxation of the Income of Multinational Enterprises, 79 Cornell L. Rev. 18, 67-70 (1993), and authorities cited therein.
424 Cf. Reg. § 1.864-3 (under existing § 863(a), (b), certain income allocated between
U.S. and foreign source is based on assets and gross sales in each country).
425 See note 376. Sections 1441 and 1442 impose the withholding requirement. The civil
penalty for failure to withhold is an amount equal to the entire tax. IRC § 6672. A person
who willfully fails to withhold is subject to criminal sanction. IRC § 7202.
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mark-to-market corporations. 426 The existing regulations pertaining
to dividends are fairly lenient: Withholding essentially is required
only where the shareholder has a foreign address.42 7 These rules
should be tightened. Nominees, brokers and other agents should be
required to obtain from every taxpayer purchasing, holding or selling
stock in a U.S. corporation information (to be forwarded to the Service) pertaining to the taxpayer's tax status as U.S. or foreign. 428
Stock held by a foreign broker would be presumed to be owned by
foreign individual shareholders. 429
Can the same withholding and reporting rules applicable to dividends be extended to mark-to-market income? The problem is that a
withholding tax does not fit to the situation where there are no payments or distributions from which to withhold. Indeed, corporate
level withholding in this situation would amount to a constructive dividend because the withheld amounts would satisfy the tax obligations
of the foreign individual shareholders. 430 Because a corporate-level
withholding tax would reduce the value of all shares, domestic shareholders would object to this system unless the withholding taxes were
charged wholly against future dividend obligations with respect to
shares currently owned by foreign individuals, 431 but that approach
appears to be unworkable. 432
It seems that the only rational shareholder level withholding-type
solution is for the U.S. mark-to-market corporation to impose an
across-the-board withholding tax equal to 30% of aggregate mark-to426 Section 6042 requires a U.S. corporation (or nominee of a person owning the stock)
to report dividend payments.
427 Reg. § 1.1441-3(b)(3).
428 Cf. IRC § 6039C (requiring returns with respect to foreign persons holding direct
investments in U.S. real property interests), § 6039E (requiring information regarding tax
status of those applying for U.S. passports or for permanent residence status). The Service
has floated a proposal to require foreign investors to obtain taxpayer identification numbers to avoid backup withholding on dividends, interest and possibly sale and redemption
proceeds, but has stirred up opposition from Swiss banks and other institutions through
which foreign taxpayers invest in U.S. securities. Proposal Requiring Foreign Investors to
Provide ID Numbers Faces Heavy Criticism, Daily Tax Rep. (BNA) Feb. 9, 1995, at G-1.
429 See IRC § 7203 (imposing criminal sanctions for willful failure to supply required
information); cf. IRC §§ 6038(b), (c), 6038A(d), 6038B(b), 6038C(c), 6039E(c), 6677, 6679,
6686, 6688, 6689, 6712 (imposing various civil penalties relating to required information
concerning international status and activities).
430 See text accompanying notes 329-32, concerning withholding taxes on pass-through
corporations.
431 Here, there would be a deemed reduction in the value of the stock held by foreign
shareholders equal to the constructive dividend, producing a gross income wash. Thus, the
constructive dividend essentially could be ignored.
432 Stock would be sold to nonforeign individuals, and both the issuing corporation and
the market would have to attempt to keep track of net future dividend charges on particular shares. A more pervasive problem is that the foreign individual ownership of shares
probably can be concealed.
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market income with respect to the U.S. corporation. The withholding
tax would be a pro rata constructive dividend, but fully creditable by
all common shareholders, foreign and domestic. Here is how the system would work.
Example 2: Assume a U.S. corporation with ownership split
50-50 between foreign and U.S. individuals. For the year, all
equity appreciates by $1000. If there were no withholding
and only U.S. shareholders were taxed at a 40% rate, the
United States would collect revenue of $200 (40% x $500).
Next, assume that a 30% withholding tax were imposed by
the United States on all mark-to-market income, which results in a tax of $300, and that the percentage of U.S. source
income was 60%. 433 Net of the withholding tax, aggregate
appreciation is $700. U.S. shareholders individually would
pay a net tax of $50 [40% tax rate x one-half of the grossedup income ($350 + $150) - $150 (the U.S. one-half of the
withholding tax)]. As before, the United States would collect total revenue with respect to U.S. shareholders of $200
($150, representing the U.S. share of withholding tax + $50
from U.S. individuals). Foreign shareholders would report
only the U.S. share (60%) of their grossed-up income of
$500, owe a 30% U.S. tax thereon under § 871 ($90), would
be entitled to a $150 credit (representing their one-half of
the withholding tax) and obtain a refund of $60. The United
States would end up collecting $90 from foreign shareholders
with respect to foreign source income ($150 withholding tax the $60 refund).
The system described above looks like a "hybrid" imputation markto-market integration system. Perhaps it could be called a simplified
imputation system. The corporate level withholding tax would be figured with reference to aggregate mark-to-market income of all shareholders rather than on corporate taxable income,43 and the
withholding credit mechanism would operate strictly on a year-to-year
basis.4 35

433

The problem of sourcing income with respect to mark-to-market corporations is

dealt with in the text accompanying notes 414-24.
434 See note 193.
435 Various technical issues would be raised by this approach. One issue would be how

withholding would work for shareholders who themselves are not subject to tax. Probably
these entities should get no credit, but the individual shareholders down the line would be
eligible for a credit under a pass through principle.
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One likely objection to this approach is that the entire withholding
credit apparatus would be designed solely to "catch" U.S. source income attributable to foreign individual shareholders; this might be
seen as a case of the tail wagging the dog. Publicly held corporations
might resist the withholding mechanism on the grounds that it would
result in dividends being forced by the federal government.
On the other hand, the system could be waived if foreign shareholdings were a tiny percentage of the total. Second, any forced dividends,
on average, would be less than the existing U.S. corporate income tax.
Third, the universal corporate level withholding tax on aggregate
mark-to-market income of shareholders would be far less onerous accounting than an actual corporate income tax. Finally, such a withholding tax would ensure compliance by foreign individual
shareholders, who would have every incentive to obtain a refundable
tax credit for their share of the withholding tax.
Foreign individual shareholders who sell the stock during the year
would be deemed to have mark-to-market gain computed with reference to the selling price. Such a narrow rule would avoid a wholesale
repeal of the current law exemption for personal property gains of
foreign taxpayers, although such repeal may be desirable on the meritS.436 By treating sale gain and loss as mark-to-market gain or loss,
brokers would be required to report only the selling price and the date
437
of sale but would not be under any withholding obligation.
In deciding whether a universal withholding credit system is worth
the effort, it should be noted that any tax on nondividend income of
foreign equity holders would produce a revenue gain compared to
current law and partially compensate Treasury for repeal of the corporate income tax. On the other hand, tax revenues are not the only
issue. Extending mark-to-market taxation to foreign portfolio investors-who are currently exempt from tax on realized gains in U.S.
equities and also may be exempt from capital gains tax in the country
436 See David Benson & William F. Leary, Senate Measure Would Tax Foreigners' Stock
Sales and Limit Treaty Benefits, 69 Tax Notes 925 (Nov. 13, 1995) (the Senate Amendment
did not become law). If equity and neutrality are the standards, then a total exemption for

U.S. stock gains makes little sense in a context where most other categories of passive
income are subject to U.S. tax. Politically, the exemption may be viewed as one of a series
of tax inducements for foreigners to invest passively in the United States. See, e.g., IRC
§§ 871(h), (i), 881(c), (d) (exempting U.S. portfolio interest and interest on deposits).
Treaty provisions that reduce or eliminate U.S. withholding taxes on passive income also
provide inducements to foreigners to invest in the United States.
437 Cf. IRC § 6045 (currently requiring reporting by brokers of, but not withholding on,
proceeds of sale). Reg. § 1.6045-1(g) waives reporting for exempt foreign persons because
stock sale gains are not taxed currently to foreigners unless the foreign individual is present
in the United States for at least 183 days during the year. This provision would be repealed
or modified to conform to the rules taxing stock mark-to-market gains.
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of residency438-might drive the latter out of U.S. equity investments
to a degree that would raise serious concern as a matter of U.S. international economic policy.439 Of course, repeal of the U.S. corporate
income tax would more than compensate economically for the markto-market taxation of foreign individual shareholders, which would
be, after all, with respect to U.S. source income only. In addition, the
tax rate applicable to U.S. source mark-to-market and related income
and gains might be moderated by treaty, as often occurs under current
law for dividends. Furthermore, the U.S. taxes in question, being
shareholder taxes, should be creditable against the shareholder's income tax liability in the country of residence, although the credit may
not be fully usable." o Finally, the universal withholding mechanism
may be viewed as only a stopgap measure on the way to a general
international consensus to reduce or eliminate source-based
taxation. 441
2.

Foreign Shareholders of Foreign Corporations

Under current law, a foreign corporation is subject to U.S. corporate income tax on U.S. income only under §§ 881 and 882. This tax
2 The abo=
can be reasonably enforced because of the U.S. presence.
lition of the U.S. corporate tax under the two-tier integration proposal
would seem to imply abolition of this tax as well. On the other hand,
it would be tempting for the United States to retain source jurisdiction, at least in the short term.
In the case of foreign pass-through corporations, the issue of
whether there should be an entity-level U.S. withholding tax has already been discussed in connection with the tax treatment of U.S.
438

Long-term capital gains are exempt from tax under the tax law of, inter alia,

Belgium, Germany, Hong Kong, Malaysia, Netherlands, Singapore and Taiwan. See SIA
Fact Book, note 45, at 39.
439

If foreign portfolio investors bail out of U.S. equity investments en masse, the U.S.

stock markets could suffer significant price decreases. Foreign interests own at least 6% in

value of U.S. equities. See note 239 and accompanying text. Another concern would be
the effect of a net investment outflow on the strength of the U.S. dollar, the United States

could stem the flow by increasing interest rates, but that, in turn, could slow domestic
economic growth. On the other hand, it has been argued that ending the tax exemption of
foreign taxpayers for U.S. source capital gains would actually improve long-term U.S. economic competitiveness. See Walter Lamp, Financial Competitiveness, 66 Tax Notes 875,
876-79 (Feb. 6, 1995).
440

If the residence country exempts capital gains generally or capital gains on foreign

securities, as well as exempting mark-to-market income, there may be insufficient foreign

source income to render the credit worthwhile, assuming that the residence country credit
is designed like the U.S. credit, unless the corporation pays out substantial dividends.
441

See text accompanying notes 513-21.

442

IRC §§ 6038A, 6038C (requiring information of foreign corporations engaged in U.S.

trade or business).
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shareholders. There I concluded that there probably would not be
such a tax, unless the U.S. equity ratio was very high. 443 Without a
withholding tax, the United States could not realistically enforce a tax
on the foreign shareholders as such, and it should not try. I suggested,
however, that there could be a straight U.S. tax on the U.S. income of
the foreign pass-through corporation. 4 " This tax presumably would
be creditable against the place-of-incorporation corporate income tax,
if any; it would not be creditable by foreign individual shareholders,
unless the tax law of their country of residency allowed it.
A similar approach could be used with respect to foreign mark-tomarket corporations. Under current law, a foreign individual shareholder is subject to U.S. withholding tax on dividends from a foreign
corporation 445 to the extent that such dividends are treated as U.S.
income by reason of the foreign corporation's U.S. business activities.4 46 This rule (the "second-level dividend tax") is somewhat difficult to enforce,447 and current U.S. branch profits tax 448 was enacted
in 1986 to supersede the second-level dividend tax.449 Formally, the
branch profits tax treats a U.S. branch of a foreign corporation as if it
were a U.S. subsidiary remitting dividends to the foreign parent. The
tax resembles a dividend withholding tax in that the tax rate is a flat
450
30% of the branch's dividend equivalent amount.
Under the integration proposal, the branch profits tax and the taxes
imposed under §§ 881 and 882 would be replaced by a flat rate tax on
U.S. aggregate mark-to-market income, and the U.S. portion would
be calculated using the unitary method rules. 451 This tax, as a corporate tax, would be creditable against the foreign corporate tax under
the tax law of the place of incorporation. The tax, being borne by all
shareholders, would reduce the mark-to-market income of U.S. shareholders to the extent that the tax produced a net increase in corporate
taxes imposed on the corporation.
443 See text accompanying notes 399-400.
444 See text accompanying note 401.
445 IRC §§ 1441(a), 1442(a), (b).
446 IRC § 861(a)(2) (providing U.S. source income for dividends exists only where at
least 25% of foreign corporation's gross income is derived from U.S. business).
447 See IRC § 6038C (requiring information returns of foreign corporations engaged in
U.S. trade or business); Reg. § 1.6042-3 (providing reporting requirements, if any, for dividends paid by foreign corporations or dividends paid to foreign shareholders).
"8
449

IRC § 884.

Where the branch profits tax applies, the second level dividend tax does not. IRC
§ 884(e)(3)(A).
450 IRC 884(a),(b); see generally 1 Isenbergh, International Taxation, note 138, at 36769.
451 That

part of the branch profits tax that considers net changes in U.S. equity under

§ 884(b)(1), (2), (c), no longer would be needed.
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It is theoretically possible to treat the U.S. source-based tax on foreign corporations (mark-to-market and pass through) as a shareholder
withholding tax rather than a corporate tax. Because the withholding
tax initially would be borne by all shareholders, foreign and domestic,
in order to cause the foreign shareholders to bear only their pro rata
share of the tax, the withholding tax should be fully creditable or
rebatable to U.S. shareholders only. In the pass-through context, the
U.S. individual shareholder would be fully taxed, the withholding tax
would be figured with respect to U.S. taxable income, and the withholding tax would be creditable in the same manner as the withholding tax on U.S. pass-through corporations. In the mark-to-market
context, the withholding tax would be figured with respect to U.S. aggregate mark-to-market income, and there would be a full rebate to
U.S. shareholders of their share of the withholding taxes that would
be treated as a dividend. This "shareholder" tax presumably would
not be creditable against the place-of-incorporation corporate income

tax.

Example 3: Assume the same facts as Example 2, except that
the corporation is a foreign mark-to-market corporation with
ownership again split 50-50 between foreign and U.S. individuals. For the year, all equity appreciates by $1000, and
the U.S. source ratio, using a unitary apportionment method,
is 60%. If the U.S. withholding tax rate were 30%, the withholding tax would be $180 [($1,000 x .60).30]. Net of the
withholding tax, aggregate appreciation would be $820. U.S.
shareholders would be taxed at their individual tax rates on
one-half of the aggregate net appreciation ($820 x 50% =
$410) plus one-half of the withholding tax ($180 x 50% =
$90), which would be rebated to them and treated as a dividend. In short, U.S. shareholders would end up being taxed
on half of the gross appreciation ($500), which is the same
result as would occur without the withholding tax on U.S.
income only. The foreign shareholders would be individually
subject to an aggregate tax at a 30% rate on one-half of U.S.
source mark-to-market income, resulting in a tax of $90
[60% x $1,000 x 50% x 30%]. Because the tax owed would
equal the amount withheld for them, they would neither fill
out a U.S. tax return nor receive a rebate. 4s2
452 It is possible that a treaty might reduce the tax rate for residents of certain countries
below 30%. In that case, the foreign individual would fill out a U.S. tax return and obtain
a refundable credit.
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Deferral (foreign) corporations also would be taxed on U.S. income, but there would be no rebate or credit of this tax under U.S. tax
law to any shareholders.
D.
1.

The Foreign Tax Credit

Background

Under current law, U.S. individual and corporate taxpayers obtain a
foreign tax credit ("FTC") with respect to foreign income taxes paid
by the U.S. taxpayer.4 53 The foreign jurisdiction may impose both a
corporate income tax and a flat rate withholding tax on dividend distributions to U.S. shareholders. 454 The foreign corporate income tax
is potentially creditable against any U.S. tax liability of the U.S. corporation,4 55 but not of its shareholders,4 56 while the dividend withholding tax is creditable against the U.S. tax liability of the (U.S.)
shareholders, but not of the corporation. 457 The imposition by a foreign taxing jurisdiction of both a corporate tax and a dividend withholding tax, being a form of double taxation of corporate profits,
immediately creates problems for a U.S. tax system attempting to
avoid such double taxation.
A U.S. corporate shareholder receiving dividends from a foreign
corporation at least 10% owned by the U.S. corporation obtains a
deemed paid credit for the foreign income taxes paid by the foreign
corporation on the profits that generated the dividends (which are
grossed up, for income inclusion purposes, by the amount of the
deemed paid taxes). 458 The deemed paid credit is not available to individuals (or to a corporation whose posture is essentially that of a
portfolio investor), as the purpose of the deemed paid credit is to mitigate multiple entity-level taxation of the same profits, 459 as opposed to
IRC §§ 27(a), 901.
The United States imposes such a double tax. IRC § 11 (imposing tax on taxable
income of U.S. corporation); §§ 871(a)(1)(A), 881(a)(1) (imposing flat rate tax on gross
dividends received by foreign shareholders). The tax on the dividends is withheld at
source. IRC §§ 1441 and 1442.
455 IRC 901(b)(1) (U.S. corporations). A foreign corporation can credit foreign corporate taxes against U.S. corporate income tax under § 906, described in note 409. The potential liability of a foreign corporation for U.S. tax is described in the text accompanying
notes 377-82.
456 See note 115.
457 Although the tax is paid by the payor corporation, the tax is deemed to be "on" the
payee shareholders. See Reg. § 1.903-1(b)(3) (Ex. 2).
458 IRC §§ 78, 902.
459 See text accompanying notes 195-96 (noting that other ways of avoiding multiple
entity-level taxation, such as consolidated returns and deduction for dividends received,
are not available in this situation).
453

454
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providing integration between corporate and individual shareholder
income. Nevertheless, it is noteworthy that the mechanics of the
deemed paid credit are essentially the same as the mechanics of an
imputation-type integration scheme. Hence, the same general approach has potential for eliminating double entity-shareholder taxation across borders.460
The U.S. FTC is subject to an overall limitation: The credit cannot
exceed the (before-credit) U.S. income tax (on worldwide income)
times a fraction, the numerator of which is foreign source taxable income and the denominator of which is worldwide taxable income. 461
If the creditable foreign taxes for the year exceed the limitation, the
excess is carried forward.4 The distinction between U.S. source and
foreign source income and deductions is critical: The higher the ratio
of foreign source taxable income to U.S. source taxable income, the
better for the U.S. taxpayer with creditable foreign taxes.4 Under
current law, dividends from foreign corporations are presumptively
foreign source, but all or part of them can be U.S. source where the
corporation derives income from a U.S. trade or business. 46 4
The basic idea behind the limitation concept is to cut off the credit
at the point where the foreign tax rate exceeds the average U.S. tax
rate on the same income. If the United States were to repeal the limitation, the effect would be to allow foreign governments to raid the
U.S. Treasury by imposing tax rates on U.S. taxpayers higher than
U.S. tax rates. Actually, an advocate of pure capital export neutrality
would favor abolition of the limitation; without it, the aggregate tax
will be the same whether the activity takes place in the United States
or abroad. By imposing the limitation, the U.S. government has decided that economic concepts must yield at the border to territorial
integrity.
A problem with the overall limitation, as far as the U.S. Treasury is
concerned, is that low tax foreign income can be netted against high
tax foreign income, with the effect of evading the limitation with re460 See text accompanying notes 107-18.
461 IRC § 904(a).

462 IRC § 904(c). An excess credit situation will arise, roughly speaking, where the effective foreign tax rate on the foreign income exceeds the U.S. tax rate on the same
income.
463 For example, assume K, a U.S. individual, has $200 of total taxable income, subject to
a U.S. tax rate of 30% (resulting in $60 of U.S. tax), of which S100 is French source taxable
income taxed by France at a 50% rate. The creditable French taxes are $50. but the limitation is $30 ($60 x $100/$200). The excess credit ($20) is carried forward to other years,
subject to the limitations existing in those years. Without the limitation, the U.S. tax on all
income would only be 5% [($60 - $50)/$200)].
464 See text accompanying notes 381 and 382 (referring to IRC §§ 861(a)(2)(B), (d),
84(e)(2)).
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spect to the high tax income. 465 In an ideal credit limitation system,
the foreign tax "on" any particular item of U.S. income would be
creditable only to the extent of the U.S. tax on such income. It is
considered to be impractical, however, to require taxpayers to identify
the foreign tax with respect to each item of U.S. taxable income; each
item of gross income would have to be sourced (and perhaps traced)
to its locus of taxation, and deductions would then have to be appropriately matched to each such item. A second-best solution would
abolish the overall limitation in favor of separate per-country limitations. A 1985 Treasury proposal to this effect was, however, defeated
due to the opposition of multinational corporations. 466 The current
system, adopted in 1986, imposes a separate limitation for various
"baskets" (categories of taxable income, such as passive income, shipping income, and so on);4 6 7 all taxable income not in a specific basket
468
(that is, ordinary business income) falls into the "residual" basket.
The idea behind the basket approach is that certain types of income
typically subject to zero, low or moderate foreign taxes and which are
readily "movable" should be segregated and the limitation applied
separately for each basket. The effect of the basket system is to increase U.S. tax revenues by creating an excess (that is, carryover)
credit situation with respect to high tax foreign (usually business) income. Critics allege that the basket system is incoherent and unprinci465 For example, suppose U.S. taxpayer G has $100 of German income taxed at a 50%
rate (resulting in $50 of tax), $100 of Bahamian income subject to a tax of 10% (resulting in
$10 tax) and no U.S. income. Assuming a 30% U.S. tax rate, the U.S. tax is $60. If the
German and Bahamian income are netted together, the aggregate foreign taxes of $60 are
fully creditable against U.S. tax because the overall limitation would be $60 ($60 x $200/
$200). If they were subject to separate limitations, the $10 Bahamian tax would be fully
creditable (the limitation = 30% x $100 x $100/$100), but only $30 of the German tax of
$50 would be currently creditable (the limitation = 30% x $100 x $100/$100).
466 The President's Tax Proposals to the Congress for Fairness, Growth, and Simplicity
389 (1985); see Isenbergh, 1 International Taxation, note 138, at 533. Under a per-country
limitation system, losses from operations in one country are not netted against profits from
operations in another country for foreign tax credit limitation purposes. Under the overall
limitation, netting hurts taxpayers by reducing foreign source taxable income. See H.R.
Rep. No. 426, 99th Cong., 1st Sess. 330 (1985) (outlining some technical issues with the per.
country limitation).
467 IRC § 904(d)(1) (listing baskets for, among others, passive income, interest subject to
a foreign withholding tax in excess of 5%, financial services income, shipping income, and
dividend income received by a corporation from each noncontrolled, but 10%-owned, foreign corporation).
468 IRC § 904(d)(1)(I). The limitation for any basket is the U.S. tax on basket taxable
income (in other words, total before-credit U.S. tax times total basket taxable income divided by total taxable income) times a fraction, the numerator of which is foreign basket
taxable income and the denominator of which is total basket taxable income. A simpler
way of stating the same limitation is: total U.S. tax (before the credit) times a fraction, the
numerator of which is foreign source basket taxable income and the denominator of which
is total taxable income. This limitation is then compared to the aggregate foreign taxes
"on" such basket income. See 2 Isenbergh, International Taxation, note 138, at 30:5.
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pled (in other words, wholly revenue-driven); 469 its complexity can
hardly be gainsaid.
2. Adapting the Credit to Integration
The purpose of the FTC is analogous to that of integration schemes,
namely, to prevent the double taxation of the same income, except
that different national tax systems are involved. The United States
cannot prevent foreign governments from imposing taxes on corporate income on a source or corporate residence (place of incorporation) basis except through treaty. The United States could decide to
impose its shareholder taxes under integration without any credit for
foreign corporate taxes, but in that case, the integration ideal would
be compromised. Income subject to foreign corporate tax would be
treated less favorably than other income, which would violate the
most minimal version of the capital export neutrality norm.
The appropriate course is to treat foreign taxes on corporate income that will eventually end up in the hands of U.S. shareholders as
analogous to a current withholding tax on U.S. shareholder equity income to be credited against the latter on a grossed up basis. This approach would cede source-based jurisdiction to foreign governments,
just as the United States could continue to assert source-based jurisdiction with respect to foreign corporations and shareholders. But
foreign corporate taxes are still foreign taxes that must be subjected to
the FTC limitation system. An additional complication would arise
from the fact that there would be no U.S. corporate income tax under
the integration proposal; 470 for the credit system to be meaningful,
foreign corporate taxes must be creditable against the U.S. tax on the
equity income of U.S. individual shareholders, even though the latter
only indirectly bear the burden of foreign corporate taxes.
3.

The Credit Under a Mark-to-Market System
In order to avoid double corporation-shareholder tax, the United
States would have to allow the foreign corporate income tax to be
credited against the individual U.S. shareholder's U.S. income tax 1ia469 See, e.g., Stanford G. Ross, U.S. International Tax Policy. Where Are We? where
Should We Be Going?, 40 Tax Notes 331, 334 (Apr. 16, 1990).
470 There might be U.S. taxes on U.S. income of foreign corporations, see text accompanying notes 401 and 451, but these taxes would be creditable under foreign tax law against
the place-of-incorporation income tax. There also might be various U.S. corporate level
"witholding taxes." See text preceding note 452. These withholding taxes are conceived
of as "shareholder" taxes that would be rebated or credited against the U.S. tax liability of
individual shareholders. Any net U.S. tax on a foreign individual shareholder would be
creditable against any foreign residence-based tax on shareholder income.
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bility. The credit should be rendered only to the common shareholders, who bear the economic burden of corporate income taxes.
Although crediting foreign corporate taxes against U.S. shareholder
tax liability is contrary to current law, it can be rationalized on the
theory that, just as a foreign corporate tax is a tax on both distributed
and retained profits, so is the combined U.S. tax mark-to-market and
dividend income a proxy tax on corporate profits.
If a shareholder itself happens to be a mark-to-market corporation,
it would be precluded from availing itself of the U.S. FTC since it has
no U.S. income tax liability as such. This raises the issue of how foreign corporate taxes should be accounted for through two or more
corporate layers. Another way of phrasing the issue is whether a
mark-to-market corporation should be deemed to have paid corporate
taxes that were imposed "up the line," that is, on corporations in
which it holds stock. Regardless of the U.S. tax status (as mark-tomarket or pass through) of up-the-line corporations, the up-the-line
foreign income taxes would reduce the net value of the mark-to-market corporate shareholder's assets, and hence the value of its own equity.47 1 Thus, there is a plausible case for treating these taxes as
having been paid by the mark-to-market corporation's shareholders,
even though it cannot simply be assumed that the reduction in asset
and equity values would exactly equal the amount of the up-the-line
taxes.
Since a mark-to-market corporation would neither be a conduit nor
itself liable for any U.S. tax on corporate taxable income, it normally
would be indifferent to U.S. tax accounting. Moreover, if 100% of the
stock of an up-the-line (foreign) corporation is owned directly or indirectly by one or more mark-to-market corporations, the up-the-line
corporation would have no need under U.S. tax law to actually make
any entity-level calculations. The mark-to-market corporation would
know the amount of foreign taxes paid by it directly, and it also might
know the amount of its foreign source taxable income, but perhaps
only as computed according to foreign tax law. 472 On the other hand,
its ability to ascertain its pro rata share of taxes paid by every foreign
corporation that it directly or indirectly owns stock in would depend
on its stake in each such foreign corporation. Taxes with respect to
stock held for portfolio investment, however, may be conceived of

471 Under current law, corporate taxes can produce tax benefits at the shareholder level.
Dividends are gross income only to the extent of corporate E&P, IRC §§ 301(c)(1), 316,
and E&P reduced by corporate income taxes, see Rev. Rul. 70-609, 1970-2 C.B. 78.
472 Unfortunately, the U.S. foreign tax credit currently requires that computations be
made following U.S. tax accounting and source rules. See note 397.
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merely as a reduction in investment return, 473 whereas the integrationcredit scheme is designed to prevent double (or multiple) taxation of
"same enterprise" income.
The foregoing suggests an approach analogous to the present deduction for dividends received from domestic corporations, 74 for example, the mark-to-market corporate shareholder could be deemed to
have paid all of the taxes of its wholly owned subsidiaries, a somewhat
lesser percentage of (its pro rata share of) the taxes for 80%-99%
subsidiaries and so on, perhaps drawing the cut-off line at 50%, or
possibly lower.47s The mark-to-market parent would be deemed to
have paid its share of the taxes in the same year as paid or accrued by
the subsidiary corporation; hence, there would be no need to allocate
the taxes between distributed and undistributed profits. 476 For the
same reason, the mechanism of the deemed paid credit of existing law,
which is keyed to actual dividend payments and up-the-line earnings
and profits, would not be appropriate here.
Implementation of the FTC at the individual shareholder level is
complicated somewhat by the fact that the foreign corporate taxes operate implicitly as a deduction against the U.S. mark-to-market income of U.S. common shareholders: Such taxes would reduce
common stock values roughly pro tanto. The same taxes should not
generate both a deduction and a credit. 4 " The deduction can be negated by requiring that the U.S. individual common shareholder include his or her pro rata share of the foreign corporation's creditable
income taxes in gross income.478
The sourcing and basketing problems at first appear to be difficult,
since under current law they are expressed in terms of "taxable income," a concept that normally would be irrelevant to a mark-to-market corporation. It turns out, however, that simple rules can be
473 Foreign corporate taxes on foreign personal holding companies can only be deducted, not credited. IRC § 556(b)(1). In the case of passive foreign investment companies, the indirect credit is available for 10% U.S. corporate shareholders. IRC
§ 1291(g)(2)(A)(i). Withholding taxes on dividends would be creditable in both situations.
474 IRC § 243(a). The deduction offsets, in whole or in part, the full inclusion in income
of the dividends.
475 Compare IRC §§ 243(b), 1504(b) (requiring 80% control of an "affiliate" for domestic dividend deduction and consolidation purposes) with §§ 245(a), 902(a),(b) (requiring
lower percentage thresholds for deemed paid foreign tax credit and deduction for foreign
corporation dividends from U.S. source income).
476 Cf. IRC § 902(a) (allocating foreign subsidiary taxes between distributed and undistributed E&P in deemed paid credit).
477 Credited taxes are not deductible. IRC § 275(a)(4).
478 The purpose of the foreign tax credit is to prevent double taxation of the same income. The "same" income must be the (corporate) income prior to the foreign corporate
tax. Cf. IRC § 78 (providing similar gross-up for deemed paid credit of U.S. corporate
shareholder of foreign corporation).
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fashioned. Mark-to-market and dividend income with respect to
mark-to-market corporations, both foreign and domestic, should be
treated as being foreign source to the extent of the foreign ratio figured by using the "unitary" method.479
The basket problem may be handled by creating a separate basket
for mark-to-market and associated dividend income from each markto-market corporation. 480 The suggested separate basket would be
somewhat analogous to, and would overlap considerably with, the one
for "dividends received by a corporation from each noncontrolled section 902 corporation."'' 8 A separate basket for each such corporation
would prevent blending of high taxed and low taxed foreign income
for purposes of the FTC limitation.
An issue is whether the new basket should cede to the "lookthrough" rules of current law applicable to U.S. shareholders of
CFCs.48 2 The look through rules are complex, and even in the case of
a CFC (where access to books is presumed), they would necessitate
burdensome taxable income computations for foreign corporations
not subject to U.S. tax. Another argument for repeal of the lookthrough rules is that a major purpose thereof-to give income from
foreign subsidiaries equivalent basket treatment to that of income
from a foreign branch of a U.S. corporation-no longer holds, since
the U.S. corporation would no longer be subject to U.S. corporate tax.
Finally, the look-through rules make sense if one considers income
imputation under subpart F to be equivalent to a modified pass
through regime. Under the integration proposal, however, the markto-market system is not a pass through system, and mark-to-market
income would not coincide with taxable income.
The final major issue is whether foreign taxes should be attributed
only to shareholders as of a particular date (such as the end of the
year) or whether an attempt should be made to prorate them among
part-year shareholders. The former approach is administrable but inaccurate; however, the market might compensate somewhat for the
479 See note 422 and accompanying text. A system that denied the possibility of foreign
source mark-to-market income solely because of incorporation in the United States could
be expected to distort economic decisions.
40 Priority-ordering rules would need to be established, since dividend income might
fall within certain other baskets, and mark-to-market income conceivably might be placed
in certain other baskets as well. See IRC § 904(d)(1)(A), (E), (F). At a minimum, the
basket for pass-through (and associated dividend) income would take precedence over the
passive income and residual income baskets.
481 See IRC § 904(d)(1)(E), (2)(E). This basket is only available for corporate shareholders since only U.S. corporations can use § 902.
482 Under existing law, the "look-through" rules of § 904(d)(3) are applicable to U.S.
shareholders of CFCs. The effect of the look-through rules is to take dividends and the
like out of the passive income category and to characterize them according to basket categories computed at the level of the CFC.

Imaged with the Permission of N.Y.U. Tax Law Review

1995]

INTEGRATION PROPOSAL

inaccuracies, because U.S. purchasers would pay value for anticipated
tax credits.
4. The Credit Under a Pass-ThroughSystem
The implementation of the FTC under a pass-through system would
be straightforward in principle: Any foreign corporate level tax' s
would be attributed among the various individual U.S. shareholders
on a pro rata basis to be credited against their individual income tax
liabilities.4s4 Aside from any applicable FTC limitation, the credit
would operate in the same manner as the credit for the pass through
withholding tax.485 Although existing law generally does not allow
U.S. individual shareholders to credit taxes paid by other parties (corporations), there is precedent in the partnership rules486 and the subpart F rules4s 7 for avoiding double foreign and U.S. tax on the same
income in pass through situations by way of the credit. 48s
If a pass through corporation owned stock in another pass-through
corporation, the tax attributes would be passed through until they
came to rest on individual shareholders. If a pass through corporation
owned stock in a mark-to-market corporation, it would have mark-tomarket and dividend income and the associated foreign taxes (as well
as source and basket) would be determined as aforesaid.
A possible option here would be to allow pass-through parent corporations to consolidate with their foreign and domestic pass through
affiliates for U.S. tax accounting purposes. Although contrary to ex483 Such a tax would be imposed only if the corporation were not a pass-through entity
under foreign tax law.
484 Conceivably, a foreign corporation could have U.S. source net income and foreign
source net loss, or vice versa. Any taxable distributions (that is, those in excess of the
shareholder's previously-taxed income account) should be sourced according to the same
ratio as applies to pass-through profit and loss.
485 That is, an amount equal to the foreign taxes paid by the corporation would be
treated as constructive distributions to U.S. shareholders, reducing stock basis.
4s86Any foreign tax on foreign partnership income is passed through to a U.S. partner in
the same proportion as the partner's share of the partnership profit and loss. IRC

§§ 702(a), 901(b)(5).
487 Recall that subchapter S is not available to a foreign corporation. See note 181.
However, certain income of a CFC, namely, "subpart F income," passes through to U.S.

shareholders. IRC § 951(a). Individual U.S. shareholders normally receive no credit for
foreign taxes paid by the CFC (such taxes are usually quite low). Under § 962, however,
U.S. individual shareholders can elect to be taxed at corporate tax rates, which allom them
to credit the foreign taxes on the CFC pursuant to § 902 by way of § 960(a).
438 No such credit is allowed, however, to individual shareholders in the foreign personal
holding company or passive foreign investment company contexts. IRC §§ 1291(g)(2).

1293(0; Reg. § 1.556-2(a)(3).
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would be wholly consistent with the policy
490
ending deferral, and a principal reason for not allowing consolidation would no longer hold.491 In the international context, the definition of "affiliate" could be extended to 50% control or an even lower
492
level of control.
The main practical issues again would be sourcing and basketing. In
a pass-through corporation, corporate level calculations are necessary
and should not be particularly burdensome if the corporation were
organized in the United States. Pass-through foreign corporations (as
opposed to "deferral corporations") would have sufficient U.S. equity
ownerships to presume adequate access to the corporate books. It
should be noted that sourcing and basketing would be required for
any U.S. partner in a foreign partnership. 493 Therefore, both domestic
and foreign pass-through corporations should be required to pass
through foreign taxes, foreign source taxable income and foreign
source basket taxable income. In many cases, such income will be foreign source residual basket income. Any excess credits would carry
over at the individual shareholder level.
TAX LAW REVIEW

law,489 consolidation

5.

Foreign Dividend Withholding Taxes

Under existing law, any foreign withholding tax on dividends paid
by a foreign corporation to U.S. individual taxpayers would be directly eligible for the FTC to a U.S. individual shareholder. This
credit should be retained in the case of both mark-to-market and pass494
through corporations.
Foreign withholding taxes on dividends, when combined with a foreign corporate tax, result in double corporate-shareholder taxation of
the same income, contrary to the integration ideal. Because both
taxes would be creditable to shareholders under the integration sys489 See IRC § 1504(b)(3) (foreign corporations not eligible for consolidation); see also
IRC § 245(a) (dividends received deduction generally not available for dividends received
from foreign corporations).
490 See Green, note 423, at 74-80.
491

Under current law, consolidation of domestic and foreign corporations could extend

U.S. taxing authority to wholly foreign activities of foreign corporations. There would be
no such tax at the entity level under the integration proposal.
492 See Green, note 423, at 79.
493 Under current law, partnership income and loss retains its character as it passes
through. IRC § 702(a)(6) (foreign taxes), (a)(7) (other items), (b) (determining character
with reference to source of income to partnership); cf. IRC § 875(1) (deeming foreign partners to be engaged in business of partnership). Partners, however, are assumed to have
greater access to management (and records) than are shareholders in a corporation.
494 In the case of pass-throtigh corporations, it should be noted that dividends as such

would not be included in U.S. gross income, being return of capital distributions, and
therefore would not enter into the numerator of the limitation fraction for any basket.
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tern proposed here, the aggregate foreign taxes are more likely than
under the current regime to exceed the FTC limitations from year to
year. The solution is for the United States to negotiate elimination or
drastic reduction of foreign dividend withholding taxes, perhaps on a
reciprocal basis.495 In a country that has achieved integration for domestic corporations and shareholders, dividend withholding taxes on
foreign shareholders that exceed the applicable FTC limitations inhibit foreign investment in that country 496 and violate the spirit (if not
the letter)497 of the nondiscrimination principle in treaties.4 9
6.

Deferral Corporations

A deferral corporation would be a (noncontrolled) foreign nonmark-to-market corporation that would generate U.S. tax at the entity
level only with respect to U.S. source income and to U.S. shareholders
only as dividends actually were paid to them.4 99
The most basic approach would be simply to not allow any credit to
the U.S. shareholders for foreign corporate taxes: There would be
credit only for foreign dividend withholding taxes, if any. Not allowing the credit for foreign corporate income taxes can be rationalized on the grounds that U.S. shareholders of deferral corporations
have the ability to defer (foreign source) corporate income, an opportunity that is not available to any other shareholders under the proposed integration system. Moreover, allowing the deferral is an
implicit recognition of the separate legal personality of the corporate
entity; it follows that the corporate tax should not be treated as being
paid by the U.S. shareholders. Finally, a deferral corporation is one
that, by definition, has a low percentage of U.S. equity investment;
therefore, the foreign corporate tax may be viewed as simply a reduction in the investment yield of the U.S. shareholder rather than as a
second tax on enterprise profit.
Where no credit is available for foreign corporate income taxes, investment in a deferral corporation would be an unattractive proposi495 If the foreign corporate tax base was net of a dividends paid deduction, the dividend
withholding tax could be retained.
496 From the U.S. point of view, the policy of capital export neutrality is thwarted.
497 Cf. Richard Doemberg, International Aspects of Individual and Corporate Tax Integration, 4 Tax Notes Int'l 535, 542 (Mar. 16, 1992).
49 See U.S. Model Treaty, note 109, art. 24, Tax Treaties (CCH) 1 211 (stating that
nationals of one state, resident in the other, shall not be taxed more heavily in other state
than are nationals of latter state). Current U.S. treaties with countries with imputation
systems specifically allow some discrimination against U.S. shareholders on the theory that
U.S. shareholders are subject to double taxation in a U.S. setting. See U.S.-U.K. Treaty,
note 107, art. 10, Tax Treaties (CCH) 10,90321 (dealing with U.K. dividend withholding
tax and amount of imputation credit for U.S. shareholders).
499 See text accompanying note 398.
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tion where the foreign corporate tax rate is high. The double taxation
could be avoided if the foreign business were run as a branch of a U.S.
corporation or as a partnership, or if the U.S. shareholder converted
to being a debt holder or service provider, but these options may not
always be feasible. A possible safety valve would be to allow U.S.
shareholders of a corporation that qualifies as a deferral corporation
to elect to be treated under the pass-through system upon a showing
of reasonable access to the corporation's books. There is precedent
for an election of this type both in the existing subpart F regime s0o and
50 1
in the regime for passive foreign investment companies.
Notwithstanding the above, equity investment in a deferral corporation could be tax-favored where the corporation was organized in a
low tax jurisdiction, in which case, loss of the FrC would not be a
meaningful detriment. To more closely align the tax treatment of such
investments with other equity investments under integration, a possible solution would be to impose an interest charge on deferred dividends to foreclose any tax benefits from deferral. This approach
would have an antecedent in the passive foreign investment company
(PFIC) rules of current law, 502 which could be readily adapted to encompass deferral corporations. Although it would appear that the
amount and length of deferral would be impossible to compute without access to corporate records, those problems are neatly finessed in
the PFIC system.503 In addition, the sale of stock in, or liquidation of,
5 04
a low taxed deferral corporation should give rise to ordinary gain,
without regard to any corporate level E&P account,5 05 and the death
506
of a shareholder should not eliminate any such gain.
If the value of deferral is eliminated by way of an interest charge,
the rationale for disallowing the FTC disappears. However, the obvious model for crediting foreign corporate taxes to U.S. shareholders,
the § 902 deemed paid credit, requires access to the foreign corpora500
501

See note 487.

See IRC §§ 1293, 1295 ("qualified electing fund").
IRC § 1291 (imposing interest charge on deferred dividends from PFIC). The main
structural difference between a PFIC and either a CFC or FPHC is that U.S. stock ownership in the PFIC is more diffuse. Compare IRC § 1296(a) (including no test involving U.S.
shareholdings) with IRC §§ 552(a)(2), 957(a) (applying aggregate U.S. shareholdings in
excess of 50%).
M3 Deferral is gauged solely with reference to the sequencing and amount of distributions, without regard to corporate E&P. See IRC § 1291(a)(1)(A), (b)(2); Prop. Reg.
§ 1.1291-2(e).
504 Cf. IRC § 1291(a)(2) (treating gain on disposition as potential "excess distribution"
under PFIC rules).
505 Cf. IRC § 1248 (providing similar rule, but with E&P limitation, where 10% shareholder sells stock in CFC).
50 Cf. IRC § 1291(f) (treating any disposition of PFIC stock as deemed realization
event).
502
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tion's taxes-paid and E&P accounts, 5 7 and would be hard to implement in the case of low percentage U.S. shareholders. Recall that lack
of access to the books by U.S. shareholders is the very rationale for
the deferral corporation category in the first place s(o The PFIC regime allows shareholders credit only for dividend withholding taxes
and deemed paid taxes under § 902 that the PFIC (corporate) shareholder otherwise is entitled to claim (by reason of having 10% stock
ownership).509 This approach probably would be the best that could
be offered here.
E.

Transfer Pricing Under Two-Tier Integration

One of the thorniest issues under the existing U.S. tax system is
giving appropriate recognition to transfer prices between related taxpayers. Transfer prices can be set so as to manipulate the profit and
loss, and sources of income and loss, of related entities. For example,
if a foreign subsidiary overcharges its U.S. parent for inventory delivered, the parent's U.S. income will be reduced. Under § 482, the Service has authority to re-adjust transfer prices to clearly reflect income,
but enforcement of § 482 is fact-intensive and very costly to both the
Service and private parties.510 Abolition of the U.S. corporate income
tax would virtually eliminate the importance of this issue under U.S.
tax law in the mark-to-market context (which would be the locus of
most transnational activity) since corporate taxable income would be
an irrelevant fact. It would also be irrelevant under the pass-through
system since taxation ultimately is based on shareholder residence.
The issue would remain viable only to the extent that source of corporate or aggregate mark-to-market income would retain significance
under the proposed integration system, but there, too, the transfer
price problem may be simplified by adopting the "unitary" approach
to sourcing, although the latter is not free of implementation
1
problems.5 '

507 IRC § 902(a), ().
508 See text accompanying notes 397-98.
509 IRC § 1291(g)(2)(A).
510 See, e.g., G.D. Searle & Co. v. Commissioner, 88 T.C. 252 (1987); Reg. § 1.4824 Rev.

Proc. 91-22, 1991-1 C.B. 520 (authorizing Service to enter into advance pricing agreements
with taxpayers); IRS, A Study of Intercompany Pricing (Oct. 18, 1988) ("Vhite Paper");
Joint Comm. on Taxation, 101st Cong., 2d Sess., Present Law and Certain Issues Relating
to Transfer Pricing (§ 482) (Comm. Print 1990); Paul I- McDaniel & Hugh J. Ault, Introduction to United States International Taxation 137-47 (3d ed. 1989).
511 See note 422 and accompanying text.
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Toward the Abolition of Source-Based Taxation

In trying to negotiate a zero shareholder-withholding tax from its
trading partners, the United States should not have to surrender its
source-based taxes with respect to foreign shareholders, because the
United States will have given up double taxation of such income. Nor
would the United States initially demand that foreign countries give
up taxing local source business income of a U.S. corporation or the
entire taxable income of a local corporation with U.S. shareholders.
The foreign country also would be able to impose a shareholder level
tax on its own residents. Under this scenario, the United States would
be able to obtain full integration, and the foreign governments could
opt for full integration, partial integration or no integration. The
country of foreign residence can decide how, if at all, U.S. taxes are to
be credited against any residence country income taxes on the same or
related income. It is true that the credit for U.S. taxes might not be
usable in full immediately because the residence country tax probably
would fall only on dividends and perhaps realized gains, but not on
mark-to-market gains or pass through net income. But that result is
not substantially different than under current law where a U.S. corporation with foreign shareholders declines to pay dividends. For foreign shareholders, a creditable "shareholder" tax is a better deal than
a noncreditable U.S. corporation tax.
The foregoing does not exhaust the possibilities for future evolution
of the U.S. and other national tax systems. Most of the difficulties of
enforcement would inhere in taxing foreign shareholders of foreign
corporations and to a somewhat lesser extent, of U.S. mark-to-market
corporations. These taxes, whether "on" corporations or "on" shareholders, are essentially source-based taxes. This observation raises
the more basic policy issue of whether source-based taxes are desirable at all. 512
512 It has been said that the international tax system since the 1920s has rested on the
broad consensus that active business income should be taxed in the source country and
passive income should be taxed in the residence country. See Avi-Yonah, Simplification,
note 118, at 1305-08. This consensus explains why it is common for income tax treaties to
lower source country (withholding) taxes on interest, dividends and other passive income,
while sanctioning full source-based taxation of business activity carried on through a permanent establishment. Professor Avi-Yonah argues that a pure residence-based system is
inferior to the system based on the consensus, because (1) a residence-based system cannot
work for corporate income, given that corporate residence (place of incorporation) is artificial, and (2) a residence-based system favors developed countries relative to developing
countries. Id. at 1313. The first of these objections is fully met by a shareholder-oriented
integration system such as that proposed here. The second simply assumes that redistribu-

tion from developed to developing countries is desirable in itself and principally should be

carried out "indirectly" by technical income tax rules. Developing countries can still obtain revenue from local business activities through means other than the income tax. The
consensus also encourages developing countries to tax local source activity of foreign tax-
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Despite the occasional pretence of viewing source-based taxes on
net income as true income taxes, 513 in reality they are glorified excise
taxes, 514 founded on the "benefit" principle of taxation. 515 The benefit principle holds that a sovereign can levy a tax in exchange for some
discrete benefit that the sovereign provides to the taxpayer. Presumably the benefit is allowing the foreign taxpayer to do business in the
host country or perhaps to take advantage of location-specific economic rents. The host country, however, does not impose a similar
benefit tax on its own residents, and in any event, the source taxes
generally far exceed any costs incurred by the sovereign in granting
the privilege or economic rents extracted by the taxpayer.516 Thus,
the real basis for imposing source taxes appears to be mere revenue
expediency. Given the weak normative basis for source-based taxes, it
is regrettable that under the existing international system, they actu517
ally take priority over residency-based taxes.
A justification for an individual income tax lies in the ability to pay
fairness principle, which derives from the relationship of individuals to
sovereigns (and the fact that government activity is largely redistributive in purpose and/or effect).518 An income tax (or even a consumption tax) is a direct tax on persons, not transactions. A person's tax
base is a function of his or her total relevant economic attributes,
without regard to location. More narrowly, the concept of graduated
rates only makes sense if the taxpayer's entire taxable income is
known. Thus, a source-based tax can never be adequate from the fairness perspective. Residence offers a more comprehensive concept of
engagement of individuals with government than income source.
Although it is true that some people may have multiple residencies, at
best this only calls for apportionment of the person's total tax among
payers in preference to the worldwide income of their own well-off residents and citizens.
In addition, a concern for developing countries should not warp the framework of economic relations among developed countries. Finally, the consensus results in differential

taxation of direct foreign investment and portfolio foreign investment, resulting in economic distortions. See Roger H. Gordon & Joosung Kim, Taxes and the Form of Owner-

ship of Foreign Corporate Equity, in Studies in International Taxation 13, 15-23, 43
(Alberto Giovanni, R. Glenn Hubbard & Joel Slemrod eds., 1993).
513 See IRC §§ 871(b), 882 (subjecting effectively connected U.S. business income to
graduated rates).
514 See IRC §§ 871(a), 881 (taxing non-effectively connected income at flat rate on gross
basis).

515 Green, note 423, at 29 (arguing that the benefit rationale does not justify sourcebased income taxes).
516 Id. at 30-31.
517 See note 512.

518 See Green, note 423, at 29. For the basis of the ability to pay principle, see notes 31
and 36.
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sovereigns according to period and/or quality of residence, 519 not
source of income.
The proposed two-tier integration system is a preliminary move toward an international residence-based system. As noted above, the
United States initially would give up attempting to tax twice the U.S.
income of foreign corporations. In return, the United States should
bargain for exemption of U.S. shareholders from foreign dividend
withholding taxes (or their equivalent). The next round of negotiations would involve countries mutually surrendering source jurisdiction with respect to investments. A universal residence-based system
would obviate the need for source rules and any foreign tax credit
since double taxation arises mainly on account of different countries
applying different jurisdictional bases for taxation.5 20 Conflicts over
residency rules can be resolved by treaty.
TAX LAW REVIEW

VII.
A.

TRANSITION

Transition to the Mark-to-Market System

An initial decision is whether the first deemed realization event
under the mark-to-market system, for stock acquired before the system goes into effect, would trigger recognition of gain or loss with
reference to (1) the taxpayer's historical adjusted basis or (2) the
value as of the enactment date (or other designated date). Choosing
the second alternative would have the effect of carving out and preserving the realization principle with respect to pre-enactment unrealized appreciation and depreciation. The pre-enactment gain and loss
could be treated in various ways. For example, it could be wholly
"grandfathered," meaning that its recognition would be deferred until
a subsequent realization event in the conventional sense (as opposed
to a deemed realization under the mark-to-market system) and any
such gain could be subject to capital gains rates. Alternatively, the
gain could be deferred but subject to tax at ordinary rates. Or the
gain could be deferred, but subject to capital gains rates only if a realization event occurred within a certain period of time. Or the gain
could be recognized immediately but the tax thereon deferred (with
or without interest). 521
519 The tax would be the residence country's tax on worldwide income times the residency percentage. This approach would allow each residence country to apply its own tax
base rules and rate structure. The task of sorting out multiple residencies would be the
subject of treaty.
520 Green, note 423, at 70-74.
521 See Martin David & Roger Miller, A Proposal for Revision of the Capital Gains Tax
Provisions of the Federal Internal Revenue Code, reprinted in Tax Reform 1969: Hearings
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The theory supporting preserving at least some tax benefits for preenactment gains would be that investors reasonably relied on the realization system when the stock was acquired. It is debatable, however,
whether reliance on any feature of the tax system is an interest worth
protecting, since the tax system changes frequently, and often in ways
that benefit as well as harm taxpayers.m In this very case, the repeal
of the corporate tax that would accompany enactment of the mark-tomarket system might enrich existing shareholders, as the market
would presumably capitalize any reduced net cost of doing business
into stock values 52
Grandfathering of pre-enactment gains and losses would complicate
recordkeeping, as such gains and losses would need to be preserved.
Moreover, it would require preservation of the existing realization
doctrine with respect to grandfathered stock in ways that would, or
may, be inappropriate under an integration system. It also would
have to be decided whether gratuitous transfers should be deemed
realization events for pre-enactment gains and losses, and, if not,
whether the current nonrealization rules should be available not only
to the pre-enactment owner but also to such owner's successor, and so
on for all time. If grandfathering were adopted and combined with
retention of the nonrealization rules attendant upon gratuitous transfers, the system would be unduly complicated, and the unfortunate
lock-in influence of present law (in the case of gains) would persist far
into the future.
On the merits, there should be no appreciable grandfathering of
pre-enactment gains and losses, except possibly to allow deferral of
tax with interest on an elective basis.524 Overall, the loss to some U.S.
taxpayers of having to recognize net gains on enactment would be outweighed by the economic gains they and others would reap under integration, the avoidance of recordkeeping problems, the elimination
of any lock-in effect and not having to cope with two or more layers of
tax law.
Before the House Comm. on Ways & Means, 91st Cong., 1st Sess. 4275, 4286 (1969);
Shakow, note 3, at 1178-79.
522 Michael J. Graetz, Legal Transitions: The Case of Retroactivity in Income Tax Revision, 126 U. Pa. L. Rev. 47, 63-87 (1977); Louis Kaplow, An Economic Analysis of Legal
Transitions, 99 Harv. L. Rev. 509 (1986); see Kyle D. Logue, Tax Transitions, Opportunistic
Retroactivity, and the Benefits of Government Pre-Commitment, 94 Mich. L Rev. 1129
(1996).
523 For this very reason, some commentators would limit the benefits of integration to

stock issued after the enactment date. Cf. ALI Subchapter C Proposal, note 53, at 49-50
(limiting proposed dividend deduction rule to new equity); Thuronyi, Proposal, note 3, at
136-42 (limiting proposed distributions tax to old equity).
524 Cf. IRC § 453A(c) (providing interest on tax deferral in case of certain installment
sales), § 1294(a)(1), (g) (providing election for PFIC to defer tax, with interest, on passthrough income of qualified electing fund).
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Another transition issue is whether § 351(a), holding that no gain or
loss is recognized on the transfer of appreciated or depreciated property to a controlled corporation in exchange for the latter's stock, 52 should continue to apply after enactment of the mark-to-market system. Making an exception to § 351 presumably would create some
disincentive to incorporate. On the other hand, another disincentive
to incorporate, the corporate income tax, would have been removed.
Furthermore, where assets were exchanged for publicly traded stock,
there would be no valuation or liquidity difficulties. In fact, converting assets from a nonliquid state to a liquid state might itself create incremental value to the shareholder in excess of the tax on the
incorporation exchange. If the pregain appreciation were not taxed
upon the transfer to the corporation, it would never be taxed since the
"base line" for subsequent mark-to-market taxation would be the
value of stock on the initial valuation date. Basis, including carryover
basis, is simply irrelevant under a mark-to-market system. Finally,
§ 351 is probably not a significant factor in organizing a publicly-held
corporation. Thus, I would favor an exception to § 351 where the
transferor received stock subject to the mark-to-market system.
The next important transition issue is whether pre-enactment undistributed E&P of a C corporation should be taxed again at the shareholder level upon distribution following enactment of the mark-tomarket system. It might be argued that moving to an integration system implies eliminating any double tax even for prior earnings. But
exempting pre-enactment E&P from the dividend tax would require
keeping a corporate-level account of such E&P, and an arbitrary accounting convention would have to be adopted to determine the extent to which any distribution is deemed to come out of pre-enactment
E&P.526 Moreover, exempting certain distributions from tax would
produce a double tax benefit under the new system, as the exempt
dividend distributions would cause a corresponding loss in stock values that would be recognized. Finally, there was never any expectation that prior E&P would be exempt from double tax. Thus, under
the mark-to-market system, all distributions (not connected with a
sale of stock or liquidation of the corporation) would be includable in
the shareholder's income, and the entire E&P apparatus would be
jettisoned.
For similar reasons, there is no reason to make any concession for
the possibility that distributions might be paid out of pre-1913 E&P,
525 An existing shareholder's contribution to capital is also a nonrecognition event. IRC
§ 118(a). In these nonrecognition situations, the shareholder's basis in the stock is keyed
to the basis of the property transferred, thereby preserving the pretransfer gain or loss at
the shareholder level. See IRC § 358(a)(1).
526 IRC § 316(a) deems distributions to come first out of the most recent E&P.
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which are exempt from tax under the current system.5 7 It would be
sufficient under the new system that the basis of stock acquired before
March 1, 1913, was constituted by the greater of cost or value as of
that date.528
B. Transition to the Pass-ThroughSystem
Under the proposals made here, certain C corporations would become subject to a pass through system instead of a mark-to-market
system. In this context, deemed realization rules are not an issue.
Thus, for example, § 351 and the like could remain in place where the
pass-through system was applicable, since the built-in gain or loss
eventually would be realized at the entity level and simultaneously be
subject to tax at the shareholder level.5 9 No special consideration
should be given to asset appreciation that occurred prior to the enactment date. The taxation of such appreciation could continue to be
deferred so long as the asset was subject to the pass through regime.
Converting from a C corporation to a pass-through entity is analogous to a subchapter S election by a C corporation under current law.
The fundamental issue is whether the C corporation's basis in its assets would carry over to the new status (as occurs under current law)
or whether the conversion itself would be a deemed-realization event
at the entity level triggering immediate pass through of preconversion
gains and losses. 530 Given the involuntary nature of the conversion in
the integration context, 53 ' plus the fact that any nonrecognized gains
and losses, when recognized, would be passed through, it is likely that
a nonrecognition carryover basis rule would be adopted.
Another issue is whether preconversion undistributed E&P should
be "preserved" for second taxation at the shareholder level when distributed (over and above the pass through of net income).5 32 Subchapter S answers this question in the affirmative. Basically,
distributions are deemed to come first out of (undistributed) net S
corporation profits (such distributions are tax-free but reduce the
shareholder's stock basis) and second out of pre-election E&P, if
any.5 33 In addition, pre-election unrealized gains and losses are subject to entity-level tax when recognized during the 10-year period fol5v7 IRC § 316(a).
5u8 See IRC § 1053.
529 The shareholder's

basis in the contributed assets will carry over to the corporation.

IRC § 362.
Cf. IRC § 336 (triggering gain and loss at entity level liquidating distributions).
Cf. IRC § 1033 (permitting tax-free rollover of gains on involuntary conversions at
taxpayer's election).
S2 See Blueprints, note 32, at 194-96.
M3 IRC § 1368(c).
530
531
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lowing election. 534 Finally, there is an entity-level tax applicable to
certain passive investment income of a corporation that has pre-election E&P.5 35
These provisions are understandable in the context of a voluntary
election scheme, where Congress would want to preclude the use of
subchapter S elections to avoid the double tax system with respect to
subchapter C E&P and unrealized gains and losses. Enactment of the
proposed integration scheme, however, would entail an involuntary
pass-through status election, coupled with a policy decision that
double taxation of corporate income was no longer the controlling
paradigm. Thus, there would be no compelling conceptual reason to
preserve pre-enactment earnings and unrealized gains for a second
tax.536 The trade off here appears to be one between added revenue
during the post-enactment period versus the simplicity that could be
achieved by eliminating all of the subchapter S rules (and concomitant
accounting problems) pertaining to carryover of tax attributes from C
corporation status to pass-through status and vice versa.5 37 Even if
the simplification route were chosen, the pre-enactment earnings and
gains often eventually would be taxed at the shareholder level, either
because the shareholder sold the stock for its fair market value,5 38 or
because distributions with respect to such earnings and gains, at some
point, would exceed the shareholder's basis and thereby produce additional shareholder income. 539 There is no reason why undistributed
preconversion profits and gains should be taxed more than once at the
shareholder level.
534 IRC § 1374.
535 IRC § 1375.
536 The argument that not taxing such profits and gains would "discriminate" against C
corporations that distributed such profits and gains before the enactment date is not persuasive because such disparate treatment is neither unfair nor nonneutral. See Blueprints,
note 32, at 195. In fact, forgoing a second tax on such profits and gains would create tax
neutrality between retaining such profits and gains and distributing them.
537 Any system of preserving preconversion profits and gains should be designed so that
the preservation does not continue indefinitely. One approach would be to simply cancel
out the preserved profits and gains account after a specified period of time, such as 10
years. See id. at 196. Another possibility would be to reverse current law and treat any
post-conversion distribution to shareholders as coming first out of preserved profits and
gains, and only when those are exhausted, out of basis. Such a rule, however, would bias
converted corporations against making distributions.
538 The undistributed profits and gains would produce unrealized appreciation in the
value of the stock, although the shareholder's pro rata share of such profits and gains
would not necessarily correspond exactly to such unrealized appreciation.
539 For example, suppose S contributed $100,000 to start a C corporation, which earned
$900,000 of net profits (after taxes), none of which was distributed to S. The corporation
then was subjected to pass through status. S's basis in the stock would remain at $100,000.
Assume no postconversion profits or losses. The corporation distributed all of its assets
($1 million) to S. S would have $900,000 of income (which would be capital gain under
current law).
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Under the current subchapter S system, C corporation net operating losses and capital losses cannot be carried over to S corporation
years.5 40 This rule prevents making a subchapter S election so as to
take immediate ordinary loss deductions at the shareholder level. Because such losses presumably depressed the value of the C corporation stock in prior years, the shareholder could have sold the stock
and taken a capital loss. Thus, the existing rule basically is to prevent
the conversion of capital losses to ordinary losses without surrendering the stock. In the present context, however, the conversion to pass
through status would be involuntary, and the "selective realization"
rationale for detrimental capital loss treatment would be inapplicable.
The carryover (and concomitant pass through) of preconversion entity
loss carryovers would tend to move the shareholder's basis and value
closer together. Failure to allow such losses would have the effect of
deferring them so as to produce future capital losses. Inherently,
these losses were business losses, and under a pass-through system,
that character should not be lost. In sum, I favor the carryover of
prior C corporation losses to the pass-through system, keeping in
mind that all losses passed through to shareholders might be "scheduled" with investment gains and losses generally.54t
There is no reason to allow a corporation that would be subject to
the mark-to-market system to simply elect into the pass-through system, since the former, not the latter, would be the norm.
VIII.

POST-ENACTmNT CHANGE IN STATUS

Once integration is adopted, corporations occasionally would move
from one tax regime to another, depending basically on whether their
stock is publicly traded. In these cases, the corporation's tax status
would be deemed changed on the date the shift occurred. On any
such conversion date, the corporation's books (taxable year), would
close (end) or open (commence), as the case may be, and such date
would also fix values under the mark-to-market regime. Various tax
issues would arise in the case of any such conversion.5 2
A.

Pass-Throughto Mark-to-Market

If a pass through corporation converted to a mark-to-market corporation, the situation would be analogous to a § 351 transfer of property, raising the issue of the taxation of the preconversion unrealized
540
541
542

IRC § 1371(b)(1).

See text accompanying note 173.
See Schenk, note 4, at 714-18 (illustrating some difficulties of moving between passthrough system and either dividend exclusion system or imputation system).
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appreciation and depreciation. As noted earlier, it would be necessary to tax the appreciation at the time of transfer, or else it would
never be taxed.5 43 The only issue is whether one should look to the
basis and value of the corporate assets or of the shareholder's equity
at the time of conversion.544 The latter approach would be easier to
administer because only one asset would be involved, and the value of
the equity immediately after the conversion would be the baseline for
subsequent mark-to-market taxation. The shareholder would have an
initial basis in the mark-to-market stock equal to its value on the date
of conversion. Finally, the shareholder focus is aligned more closely
with the ultimate goal of the integration system, which is to tax shareholder income rather than corporate income.5 45 It no longer would be
necessary to keep track of the basis of assets at the corporate level.
As gains and losses attendant upon conversion would be "ordinary," there would be no need to "look through" the gain or loss to
the character of the underlying assets.
B.

Mark-to-Market to Pass-Through

If a mark-to-market corporation became a pass-through corporation, one issue would be whether the conversion itself should be a
deemed realization event. A deemed realization event would be easy
to administer since one would look to equity values on the last day
prior to the conversion. Also, because conversions might be motivated by a desire to defer tax on unrealized asset appreciation, treating the conversion as a deemed realization event might capture part of
the appreciation.
Upon conversion, it would be essential to identify the corporation's
basis in its various assets since future shareholder income and loss
would be a function of entity-level tax facts, including basis. The logical rule here would be one that took the fair market value of all corporate equity at the last deemed-realization date, which value had
previously been subject to shareholder level tax,546 and to allocate the
543 See text following

note 525.
A pass-through system in which entity losses were carried over at the entity level
(rather than passed through to junior equity holders on a current basis) would be difficult
to manage at the time of conversion (as well as upon liquidation, merger and possibly even
544

the sale of stock). Unless the carried over losses are passed through to the shareholders as
of the moment just prior to conversion, they might be forever lost. An immediate passthrough rule would pose opportunities for assigning and accelerating losses.
545 Also, taxing the shareholder gain would take into account gain that accrued to a
shareholder but went unrecognized by reason of a tax-free carryover basis transfer of the
type described above at note 525 and accompanying text.
546 This statement assumes that pre-integration unrealized appreciation was not
grandfathered. If any such gain had avoided recognition, it should be subtracted from the
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same among the various corporate assets in proportion to their respective fair market values at the date of conversion. A somewhat
simpler rule that might tend to favor the government would be one
under which an asset's basis simply equalled its value at the date of
conversion. 47 This latter rule might have the salutary effect of discouraging tax deferral-motive conversions to pass through status.
C.

Mergers and Other Reorganizations

Mergers and other reorganizations that result in no change of tax
status (mark-to-market versus pass through) would not be realization
events at the shareholder level. Mergers and reorganizations involving mark-to-market corporations could be ignored at the shareholder
level because shareholders would realize gain or loss on an annual
basis by comparing stock values. Similarly, the reorganization of passthrough corporations could be ignored, as the results of consolidated
(or de-consolidated) operations would pass through according to the
corporation's capital structure.
Provisions dealing with trafficking in NOLs54s no longer would be
relevant because income recognition under the two-tier integration
system would be strictly an annual affair. The exception would be
where one pass-through entity acquires the stock of another passthrough entity with loss carryovers (assuming that current losses were
carried over rather than passed through).5 49 In that case, if there is a
change in ownership, the losses should pass through to the shareholders of the affected corporation rather than being made available to
new shareholders 550
Reorganizations would generate tax effects at the shareholder level
only if the effect thereof was to change the shareholder's status from
mark-to-market to pass-through or vice versa. Here the rules for
basis of the stock as otherwise determined in order to prevent elimination of such gain

from the system.
547 Cf. IRC § 338(a) (on stock purchase, treating assets of target corporation as
purchased for stock purchase price). This rule would favor the government when asset
values were lower than stock values unless the excess of stock value over asset values was
itself deemed to be a corporate asset. However, any such asset is likely to have been an
asset of the shareholders in whole or in part, namely, shareholder liquidity premium. See

text accompanying notes 18-21. If this asset was indeed a shareholder asset, an issue arises
as to whether it should be deductible by the shareholders. There is ample authority for
disallowing a deduction for self-inflicted losses. See IRC § 165; Reg. § 1.165-7(a)(3)(ii). If
shifting to pass-through status is viewed as being fraught with tax-avoidance potential, this

loss could be disallowed by statute.
548

IRC §§ 269, 381, 382, 383, 384.

See text accompanying notes 306-14, discussing the pass-through approach.
Generally, the losses would pass through to junior equity holders. See 306-314. If
such losses exceed basis, the excess losses should probably be carried forward at the indi549
550

vidual shareholder level. Cf. IRC §§ 465(a)(2), 704(d).
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change of status would apply. Under any scenario, any cash, other
property or debt obligations received by shareholders should be
treated as "distributions" in accordance with the previous discussion
of the same. 551
IX.

CONCLUSION

Despite being a two-tiered integration system, the combination of
mark-to-market and pass-through approaches appears to be both
workable and capable of achieving considerable simplification relative
to the current system. The corporate income tax would be abolished
for publicly traded corporations, and pass-through corporations would
be taxed under a regime that is even simpler than the existing subchapter S regime. The tax law pertaining to redemptions, partial liquidations, mergers, stock dividends and recapitalizations also would be
vastly simplified. Abolishing the corporate tax should be a fair trade
for the loss of tax preferences by publicly traded corporations. There
is room for an optional low rate tax on the business accounting of
mark-to-market corporations, which could be a vehicle for delivering
tax preferences.
The proposal is not an extreme one, since the realization principle
would be retained for non-publicly traded (pass-through) corporations. Tax-exempt shareholders would not lose their tax exemption,
except where the stockholding amounted to the carrying on of an unrelated trade or business.
The proposed system can be readily adapted to the international tax
system without surrendering the source-and residency-based jurisdiction of the United States as it pertains to individuals. At the same
time, adoption of the proposed shareholder-oriented integration
scheme would be a desirable step in moving the international system
towards one that gives priority to residence over source, rather than
the other way around (as under the current system). The ability to
collect the U.S. tax on mark-to-market gains of foreign taxpayers
would be a revenue plus compared to current law.
Overall, the proposed system would achieve the fairness and efficiency goals of integration with perhaps the greatest ease and potential for comprehensive simplification compared to other integration
alternatives.

55' See Section V.F. (ordinary distributions), Section V.G (redemptions and liquidating
distributions).
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