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his book is written for anyone with an interest in learning about tax strategy. We initially

wrote the book for MBA students, but it is also appropriate for undergraduate students, mas-

ters of accounting or finance students, and doctoral students. More specifically, this book is
appropriate for those embarking on (or already in) careers in investment banking, corporate finance,
strategy consulting, money management, or venture capital. The book is valuable to accountants
and attorneys who want a rigorous framework for thinking about tax strategy and how tax strategy
interacts with other aspects of the firm. In addition, those starting their own businesses and even just
managing their own finances will find many aspects of this book valuable.

We recognize that executives, entrepreneurs, and finance professionals are typically not aim-
ing to become tax specialists. However, for each of these paths there is a competitive advantage that
comes from a solid understanding of (1) the decision contexts that give rise to tax-planning op-
portunities, (2) how to integrate tax strategy into the bigger picture of corporate decision making,
and (3) the dramatic impact that changes in transaction structure can have on after-tax cash flows.

Every top business school program teaches its students the fundamentals of corporate
finance, financial statement analysis, valuation, and investments. Every business school graduate
knows how to perform a discounted cash flow analysis and apply the net present value (NPV)
criterion—these are valuable skills, but not something that differentiates oneself. Business school
programs historically have been deficient, however, at teaching their students about the pervasive
role taxes play in decision making. Each of the authors has taught taxes and business strategy at
the MBA level and often to students in other business school programs as well. Their courses
have been, and are, uniformly popular at their respective institutions. Former students have
reported back that they possess a competitive advantage over their peers who know little or
nothing about tax strategy. The material in this book draws from and builds on the authors’ class-
room and business experiences, as well as the experiences of colleagues around the country, and
is not duplicated in any other text.

The book’s focus comes from integrating the tax law with the fundamentals of corporate
finance and microeconomics. Through integration with traditional business school topics, the
book provides a framework for understanding how taxes affect decision making, asset prices,
equilibrium returns, and the financial and operational structure of firms. Relative to legal-based
tax books, this text focuses more on the economic consequences of alternative contracting
arrangements than on the myriad details and exceptions of the tax laws governing the arrange-
ments. It is not meant to imply that the details of the tax laws are unimportant; they certainly are
important. In fact, students new to tax law will find that this text provides them with significant
tax legal knowledge in certain key areas where taxes play a big role in decision making and areas
that business school graduates are likely to encounter in their careers (e.g., mergers and acquisi-
tions, employee stock options, international tax). In addition, the book integrates tax with finan-
cial accounting by emphasizing differences and tradeoffs between the taxation and the financial
accounting of a transaction. Finally, the book presents many general rules about tax law, tax
accounting, and financial accounting. The discussion herein is purposefully general to increase
user accessibility and readability. However, readers should note that there are exceptions to many
of the rules and concepts in this text, and those exceptions can be and often are important.

This book provides a general framework for thinking about tax strategy. Readers should
consult professional advisors for advice specific to their fact pattern. Tax laws contain many
exceptions and grey areas, and are subject to change. The application of tax law to specific fact
patterns can vary widely.

13
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Preface

CHANGES IN THE FIFTH EDITION

The text, for the most part, retains the same chapter and topic structure as the prior edition.
Our objectives for the revision include:

 Updating the text to reflect major changes in the tax laws

 Adding analyses of selected major tax law changes

o Adding examples relevant to today’s economy

 Replacing some old analyses with new, more relevant analyses

» Updating discussion of the empirical literature that provides evidence on many of the pre-
dictions emanating from the analyses in the text

» Updating the lists of additional readings, which should be particularly useful to faculty and
doctoral students

All chapters have been updated for tax law and financial accounting rule changes since the
last edition.

In Chapter 2, we added new examples of tax planning as well as a discussion of the partial
codification of the judicial doctrine of economic substance. We updated and moved the mate-
rial previously in Appendix 2.2 to Chapter 6. This material is a description of the accounting for
income tax for financial accounting purposes. The material is now integrated into Chapter 6
where we discuss nontax costs to tax planning because financial accounting effects, including
how the taxes are accounted for, are one of the most important nontax costs for firms (especially
publicly traded firms).

In Chapter 4, we added a discussion of start-up organizations and the organizational form
choice for these businesses. In this discussion, we include the findings from recent research on
the topic. We also added data from the Internal Revenue Service (IRS) on organizational form
choice over time.

In Chapter 6, beyond integrating the accounting for income taxes into this chapter, we also
added a discussion of the increasingly global nature of companies in today’s economy and how
this affects estimates of taxable income from financial statement information. We also include
discussions of recent research on the book-tax tradeoft.

We updated Chapters 8 and 9 to reflect recent compensation practices based on compensa-
tion studies.

In Chapters 10 and 11, we expanded the discussion of transfer pricing, updated to reflect
the trend toward territorial taxation by most countries other than the United States, updated for
changes to the anti-inversion rules, updated for changes to the taxation of people who renounce
their U.S. citizenship, and added a description of the efforts to curb cross-border tax evasion.

In Chapter 12 we updated the discussion of the tax benefits of debt to include recent
empirical research, and we updated the discussion of debt-equity hybrid securities to account
for regulatory changes applicable to banks since the prior edition.

Chapters 13-17 (mergers and acquisitions) are updated to reflect recent tax-law changes as
well as to provide additional examples of tax benefits in acquisitions.

In Chapter 18, we updated to account for the back-and-forth changes to the estate and gift
tax laws since the prior edition. We also expanded the discussion of estate and gift tax planning
using 529 accounts and other aspects of giving for educational expenses, and included a discus-
sion of the new portability feature of unused estate and gift tax exclusions.

For the Instructor

The solutions manual to accompany this text is available for download by instructors only at our
Instructor Resource Center at www.pearsonglobaleditions.com/scholes.
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Introduction to Tax Strategy

After completing this chapter, you should be able to:

. List and briefly explain the three key themes underlying our approach to effective tax planning.
. Briefly explain the concept of implicit taxes.

. Briefly explain the concept of tax clienteles.

. Explain the difference between effective tax planning and tax minimization.

. Understand that explicit taxes affect pretax rates of return.

A U R W N

. Understand that tax planning is a tax-favored activity.

taxes affect decisions—both at the individual level and within organizations.

The framework we develop is highly integrative. For example, investment strategies and financing
policies within firms are linked through taxes. That is, the investments that a firm undertakes depend on how they
are financed. In addition, financing decisions depend on the investments that the firm undertakes. By investments
we mean not only the actively managed assets the firm uses to run its business but also passive assets such as bonds,
stocks, and direct investments in other entities.

Although we discuss start-up entities and choice of organizational form to some extent, much of our focus
is on the evolving strategies applicable to existing firms. These firms make incremental investment and financing
decisions that depend, in part, on past investment and financing decisions. New strategies depend on past strategies
because it is costly to adjust investment and financing decisions once they have been made. From this brief intro-
duction, it is obvious that we take a rather broad look at how taxes affect decisions and strategies.

O ur broadest objective in this book is to provide you with a framework that is useful for thinking about how

1.1 THEMES OF THE BOOK

We adopt a planning approach to taxes and business strategy. More precisely, we adopt a global planning approach.
The three key themes of this book’s global planning framework are:

1. Effective tax planning requires the planner to consider the tax implications of a proposed transaction for all
parties to the transaction. This is a global or multilateral, rather than a unilateral, approach.

2. Effective tax planning requires the planner to consider all taxes. For example, in making investment and
financing decisions, we consider not only explicit taxes (tax dollars paid directly to taxing authorities) but
also implicit taxes (taxes that are paid indirectly in the form of lower before-tax rates of return on tax-favored
investments). We are interested in a global measure of taxes, not simply explicit taxes.
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3. Effective tax planning requires the planner to recognize that taxes represent only one
among many business costs and that all costs must be considered in the planning process.
For example, to be implemented, some proposed tax plans may require exceedingly costly
restructuring of the business.

It is important to recognize that effective tax planning and tax minimization are very dif-
ferent things. Effective tax planning involves considering the role of taxes when implementing
the decision rule of maximizing after-tax returns. In a world of costly contracting, implementa-
tion of tax-minimization strategies can introduce significant costs along nontax dimensions.
For example, suppose an employer’s tax rate is expected to increase while the employee’s tax rate
is expected to remain constant in the next period. Deferring payment of compensation to the
employee until a later period saves taxes but subjects the employee to the risk of nonpayment if
the firm goes bankrupt. The employee may require an additional payment (a risk premium) to
compensate him or her for the increased risk. Therefore, the tax-minimization strategy may be
undesirable. A particularly easy way to minimize taxes is to avoid investing in profitable ventures,
but this does not maximize after-tax returns. Our framework emphasizes the various elements
a tax planner needs to take into account in maximizing the after-tax return on any transaction
being considered.

We view efficient tax planning as part of the larger problem of the efficient design of orga-
nizations. In developing this organizational design theme, we adopt a contractual perspective.
Contracts specify the rights of various parties to make decisions and to receive cash flows in dif-
fering circumstances. We focus on how the tax-related cash flows specified by contracts affect the
prices at which assets are traded. We further stress how these cash flows affect the ways in which
production is organized by business units.

Taxing Authority as Investment Partner

All of the interesting problems in tax planning arise because, from the standpoint of taxpaying
entities, the taxing authority is an uninvited party to all contracts. The taxing authority brings to
each of its “forced” ventures with taxpayers a set of contractual terms (tax rules). Unlike other
contracting parties, the taxing authority generally does not negotiate these terms separately for
each venture. Such a policy would simply be too expensive. Instead, it announces a standard set of
terms taxpayers must accept. In addition, although the taxing authority claims an interest in tax-
payer profits, it exercises no voting rights. Moreover, being a partner in all firms enables the taxing
authority to determine when taxpayers are reporting results far out of line with what other
taxpayers are reporting in similar situations (information that is used to select returns for audit).

The specific contractual rules (the U.S. Tax Code) that the taxing authority imposes on
its joint venturers result from a variety of socioeconomic forces. Among other things, taxes are
designed (1) to finance public projects (such as national defense and a legal system that enforces
property rights), (2) to redistribute wealth (high-income individuals pay tax at higher rates than
do low-income individuals), and (3) to encourage a variety of economic activities deemed by Con-
gress to be in the public interest (such as research and development and oil and gas exploration).

From a social policy standpoint, tax rules are most controversial when they are designed
to discriminate among different economic activities. Success is achieved when the tax rules sub-
sidize activities that benefit society as a whole more than they benefit the individuals engaging
directly in the activities. For example, Congress subsidizes research and development (R&D)
through a tax credit based on R&D spending by the firm. Society benefits to the extent that the
tax credit stimulates additional R&D. But this desirable outcome is by no means guaranteed
because it is possible that special tax favors are bestowed undeservedly on taxpayers who mount
successful lobbying efforts.

For better or for worse, tax-favored treatment is granted to a variety of activities by tax-
ing authorities around the world. Common examples include the favorable treatment accorded
charitable organizations and educational institutions, energy-related investments, research and
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development activities, agricultural production, investments in productive equipment, foreign
export activities, retirement-oriented savings vehicles, and entrepreneurial risk-taking activities.

Noble as the objectives listed earlier might be (finance public projects, redistribute wealth,
and encourage economic activities), any tax system designed to achieve a variety of social goals
inevitably provides considerable private incentives to engage in tax planning. Any tax system
that seeks both to redistribute wealth as well as to subsidize certain economic activities gives rise
to explicit marginal tax rates that may vary widely from one contracting party to the next, for
a given contracting party over time, and for a given contracting party over different economic
activities.

Most taxpayers around the world pay no more tax than they believe they must and they
spend nontrivial resources to arrange their affairs to keep the tax bite as painless as possible. It is
precisely this behavior that provides tax policy with so much potential as a means of achieving a
variety of social goals.

To illustrate, consider the case of low-income housing that U.S. citizens, through their
elected representatives, have chosen to subsidize for many years through various tax benefits. If
taxpayers were not responsive to these tax incentives (and refused to build low-income housing to
garner the tax benefits), subsidizing low-income housing through tax policy would be ineffective.
Instead, the government would have to enter on the expenditure side, engaging directly in the
construction and management of the low-income housing itself. Both tax subsidies and direct
government expenditures to increase the supply of low-income housing generate deadweight
costs. This suggests that we must be careful in criticizing tax subsidies if we desire to achieve our
social objectives. The direct government expenditure alternative might be far more costly than a
tax system that favors private construction of the properties.

Another example is renewable energy credits, which are offered by states and the federal
government. Many of these credits are allowed to be “sold” to other taxpaying entities that can
use the credits, leading to tax-equity investment structures. One form of this structure is where
high-rate taxpayers finance projects in exchange for partial ownership and access to the energy
credits from low-tax-rate energy developers, thus providing financing to the renewable-energy
venture. Such tax-credit transfers have led to a new line of work as well—“tax-credit brokers” to
match buyers and sellers (e.g., Tax Credits, LLC and Clocktower Tax Credits). One alternative
would be for the government to give grants directly to the low-tax-rate energy developer instead
of the tax credits that then need to be sold. Indeed, the American Recovery and Reinvestment Act
of 2009 allowed taxpayers eligible for the Federal Renewable Electricity Production Tax Credit
(PTC) to take the Federal Business Energy Investment Tax Credit (ITC) or to receive a grant
from the U.S. Treasury Department instead of taking the PTC for new installations. The grant
was only available to systems where construction began prior to December 31, 2011.

Although the deadweight costs associated with time spent in tax planning may seem so-
cially wasteful, the relevant question is how much waste would exist using alternative means to
achieve the same social goals. In other words, how does the net benefit of the altered economic
activity brought about by the tax system compare with the net benefits of the next best alterna-
tive? Obviously, if we could implement social policy through a mechanism that would result in
zero waste, we would do so, but this is not always a realistic goal.

Tax planning (or tax avoidance, as it is sometimes more pejoratively labeled) has long
earned the blessing of the U.S. courts. For example, in a famous 1947 court opinion, Judge
Learned Hand wrote (and similar statements appear in official documents of other countries
as well):

Over and over again courts have said that there is nothing sinister in so arranging one’s
affairs as to keep taxes as low as possible. Everybody does so, rich or poor, and all do right,
for nobody owes any public duty to pay more than the law demands: taxes are enforced
exactions, not voluntary contributions. To demand more in the name of morals is mere cant.

(Commissioner v. Newman, 159 F.2d 848 [CA-2, 1947])
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The Importance of a Contractual Perspective

Morality issues aside, let us now return to the first of the three key themes that run through-
out the book, namely, that to organize production to maximize after-tax return requires that
the tax positions of all parties to the contract be considered, both at the time of contracting
and in the future. To avoid operating at a competitive disadvantage, managers must under-
stand how changes in tax rules influence the behavior of their customers, their employees,
their suppliers, and their competitors. Among other things, this observation exposes the
naiveté of distinguishing between business tax planning and personal tax planning, or of
tax planning for one type of business in isolation from tax planning for all other types of
business.

For example, as we will see in later chapters, it is costly to prescribe an effective compensa-
tion policy for a firm without simultaneously conducting some personal tax-planning analysis
for each of its employees. Similarly, it is costly to prescribe an effective capital structure policy
for a firm (that is, determining whether operations should be financed with debt, preferred stock,
common stock, or other financial instruments) without simultaneously considering how the
returns to prospective lenders and shareholders of the firm will be taxed.

To be more concrete, consider the decision of whether business equipment should be
bought or leased. In the United States, as in most countries around the world, the government
encourages capital investment by permitting rapid depreciation on buildings, equipment, and
machinery. That is, the business can deduct the cost of the investment from its taxable income
using a schedule in which the write-off rate for tax purposes exceeds the rate of economic
depreciation of the investment. Alternatively, if a business entity rented plant and equip-
ment over its economic life, the rental payments could be deducted only as they were made.
The present value of rental deductions is often far less than the present value of depreciation
deductions.

We cannot conclude, however, that owning assets minimizes the taxes of all firms
using machinery and equipment in their businesses. Once we analyze the tax positions of
both low-tax-bracket and high-tax-bracket taxpayers, we might find low-tax-bracket tax-
payers are better off passing up tax savings and renting. The reason is that low-tax-bracket
and high-tax-bracket businesses will find it desirable to enter into a contract that arranges
property rights so that the low-tax-bracket businesses effectively sell their tax benefits to
high-tax-bracket businesses. This is accomplished by reducing the rental rate to the low-tax-
bracket taxpayer in exchange for the right to take rapid depreciation, for tax purposes, on
the equipment.

1.2 WHY DO TAX RULES INFLUENCE BEFORE-TAX RATES
OF RETURN AND INVESTMENT DECISIONS?

Tax rules affect the before-tax rates of return on assets. By before-tax rate of return, we mean the
rate of return earned from investing in an asset before any taxes are paid to domestic and foreign
federal, state, and local taxing authorities. To illustrate our point, let » = R(1 — t) where R is the
before-tax rate of return, ¢ is the tax rate, and r is the after-tax rate of return. A superficial analysis
of this relation suggests that if we increase the tax rate, that is, increase ¢, then the after-tax rate
is lowered (and vice versa). However, this analysis ignores the possibility that the tax rules affect
the before-tax rate of return. If we expand the analysis to include multiple taxpayers facing differ-
ent tax rates and multiple assets with their returns being taxed differently, then this simple result
is no longer valid. Consider two bonds, a tax-exempt municipal bond where the interest on the
bond is tax exempt at the federal level and a fully taxable corporate bond where the interest is
fully taxed at the federal level. Further assume there are taxpayers facing a low tax rate and others
facing a high tax rate. Taxpayers facing a high tax rate are expected to bid up the price of the tax-
exempt municipal bond because this bond or cash flow stream is tax favored to them. Bidding up
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the price for a given promised cash flow stream will lower the before-tax rate of return, R. Thus,
the tax rules affect before-tax rates of return.

This simple example explains why some taxpayers select investments with high before-tax
rates of return whereas others select assets with low before-tax rates of return even when both
types of investments are available to all taxpayers. On the assets side of the economic balance
sheet, we emphasize that before-tax rates of return differ because (1) the returns on different
types of assets are taxed differently, (2) the returns on similar assets are taxed differently if they
are located in different tax jurisdictions, (3) the returns on similar assets located in the same tax
jurisdiction are taxed differently if they are held through different legal organizational forms
(such as a corporation versus a sole proprietorship), and (4) the returns on similar assets located
in the same tax jurisdiction and held through the same legal organizational form are taxed differ-
ently depending on such factors as the operating history of the organization, the returns to other
assets held by the organization, and the particular characteristics of the individual owners of the
organization.

Tax rules also influence the financing decisions of firms through their effect on the
cost of financing the firms’ activities. A firm is said to make a “capital structure decision”
when it decides how it will finance its activities. The capital structure of a firm is composed
of various types of ownership claims, some called debt and others called equity. We empha-
size that the cost of issuing a capital structure instrument depends on the tax treatment it is
accorded, which, in turn, depends on whether the instrument (1) is debt, equity, or a hybrid;
(2) is issued to an employee, a customer, a related party, a bank, or a number of other special
classes of suppliers of capital; and (3) is issued by a corporation, partnership, or some other
legal organizational form. It also depends on the tax jurisdiction in which the capital structure
instrument is issued.

Implicit Taxes and Tax Clienteles

The earlier leasing example and the municipal bond example both illustrate two very important
concepts we will encounter time and time again throughout the text:

1. Implicit taxes
2. Tax clienteles

Implicit taxes arise because the before-tax investment returns available on tax-favored
assets are less than those available on tax-disfavored assets. In the rent-or-buy example, a re-
duction in the rental rate is required to induce renters to forego the tax benefits of ownership,
and this decreases the pretax investment return garnered by property lessors. Another ex-
ample of implicit taxes is our example of the reduced yield available on tax-exempt municipal
bonds in the United States relative to taxable corporate bonds of equal risk. Here, the reduced
yield represents an implicit tax paid to the issuing municipalities rather than to the federal
government.

As an example of the common misunderstanding of implicit taxes, consider an article pub-
lished by the Wall Street Journal when John Kerry was running for president and his wife, Teresa
Heinz Kerry, released her tax returns. The article stated that because Mrs. Kerry had $2.78 million
in tax-exempt interest from municipal bonds that she was not paying her fair share of taxes be-
cause her tax rate was below other wealthy Americans and also below many in the middle class.!
What the author of the article was incorrectly ignoring is the implicit taxes that Mrs. Kerry was
paying by accepting a lower pretax rate of return on the municipal bond investment. Once the
implicit tax (lower pretax return) is taken into account, her total tax rate was much higher than
the 12.4% computed in the article.

! “Teresa’s Fair Share,” Wall Street Journal, October 18, 2004.
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The tax clienteles and implicit tax concepts are closely related. Tax clienteles arise because
of cross-sectional differences in tax rates. Certain taxpayers are more likely than others to own
various kinds of assets or to organize production in particular ways. Examples of tax clienteles
are high-tax-bracket taxpayers who are more likely to hold tax-exempt municipal bonds rather
than taxable corporate bonds and who are more likely to be lessors and owners of depreciable
equipment rather than lessees. In our previous example, Teresa Heinz Kerry is more likely to
own a municipal bond because she is a high-explicit-rate taxpayer, and the after-tax return on
the municipal bond is likely higher than the after-tax rate of return on fully taxed bonds and
assets. Mrs. Kerry, as someone in the highest income tax bracket, bears implicit taxes on municipal
bonds at a rate slightly lower than the explicit tax rate she would otherwise be subject to on fully
taxable income. With every topic we cover throughout the book we will encounter implicit taxes,
tax clienteles, or both concepts.

Tax Planning as a Tax-Favored Activity

One reason governments use tax policy to encourage (or discourage) a variety of economic activ-
ities is that tax planning itself is a tax-favored activity. Specifically, money spent on tax planning
is tax deductible, whereas any tax savings arising from the tax planning are effectively tax exempt
because they reduce taxes payable.

Suppose a taxpayer could invest $10,000 in fully taxable corporate bonds for 1 year that
yield 10% per annum before taxes. If the taxpayer faces a marginal tax rate of 28%, the after-tax
rate of return is 7.2% (calculated as .10 X [1 —.28]). Alternatively, suppose the taxpayer could
invest in tax-planning services for $10,000 to save $11,000 in taxes in the current year. The pretax
rate of return is 10%. However, the after-tax rate of return is 13.89%, calculated as the tax savings
net of the tax-planning cost, $1,000, divided by the after-tax cost of the tax-planning services,
$10,000 X (1 —.28) or $1,000/$7,200. Note that the tax-favored treatment of tax planning results
here in an after-tax rate of return higher than the pretax rate of return. In this case, tax planning
is more tax favored than is tax exemption (a situation in which an asset escapes explicit taxation
such that the after-tax rate of return equals the pretax rate of return). Note also that the after-
tax return to tax planning depends on the taxpayer’s marginal tax rate. For a taxpayer facing a
marginal tax rate of 15%, the after-tax rate of return is 11.76%, calculated as $1,000/[$10,000 X
(1 —.15)]. For a taxpayer facing a 35% tax rate, the after-tax rate of return is 15.38%, or $1,000/
[$10,000 X (1 —.35)]. The after-tax returns are largest for high-tax-rate investors, so these tax-
payers tend to be most responsive to tax-rule changes and tend to spend the most on the services
of tax accountants and tax lawyers.

Why Study Tax Planning?

We answer this question with the following simple example. Suppose there were two skills that
you could acquire: tax-planning and investing expertise. Further suppose you could only learn
one. You are faced with the following fact pattern. You are endowed with $5,000 of after-tax cash,
have a 20-year investment horizon, and face a current marginal tax rate of 35%, which also is the
rate you expect to face over the next 20 years. You expect that investing passively in an index fund
will generate a 10% pretax return each year for the next 20 years.

You choose to learn tax-planning skills and invest passively. You invest in a pension plan
(such as a 401[k] plan, discussed in more detail in Chapter 3) such that the after-tax cost of the
investment is $5,000. The investment is tax deductible, whereas tax on the returns in this plan is
deferred until the end of the investment horizon. The after-tax accumulation from this investment is*

$5,000

——— (14 .10)® (1 — .35) = $33,650.
(1__35)( 0)%° (1 — .35) = $33,650

% The formula used to calculate the accumulations is developed and discussed in more detail in Chapter 3. Our purpose
here is simply to show the after-tax accumulations under the various alternatives and the advantages of (or returns to)
tax-planning skills.
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Suppose instead you choose investing expertise and behave as a day trader, actively mov-
ing in and out of stocks. You hold stock no longer than 1 month and thus there is no deferral of
taxes on your annual returns. How much would you have to earn pretax to match the returns
to the basic tax-planning example just presented? Because the basic tax planning example earns
10% after-tax per year, you would need to earn 15.38% pretax per year on your actively managed
portfolio to earn 10% after-tax per year (15.38%[1 —.35] = 10%).

But what if, more realistically for most taxpayers, you just thought you could beat the mar-
ket but really could not, and your active portfolio management yielded a 10% pretax return per
year? In this case you would accumulate after-tax after 20 years as follows:

$5,000 (1 + .10 [1—.35])* = $17,618

which is substantially less than the return to basic tax planning.

But, of course, tax planning and investing expertise are not mutually exclusive. Consider
now what happens if you can beat the market and be a good tax planner. That is, you invest in
a pension plan such as a 401(k) plan and actively manage the investment in the plan, earning a
14% annual pretax rate of return for the next 20 years. Because the investment is in a 401(k) plan,
the tax on the annual returns is deferred until the funds are withdrawn in 20 years. The after-tax
accumulation at the end of 20 years is now

95,000 (1+.14)* (1-.35) = $68,717.
(1-.35)

Firms spend billions of dollars on tax-planning activities and on tax compliance, which re-
fers to record-keeping and return-preparation activities. For example, Slemrod and Blumenthal
(1993) report that the 1,329 active firms in the Internal Revenue Service’s Coordinated Examina-
tion Program spent approximately $1.4 billion on federal-tax-related activities in 1991.> These
firms paid $51 billion in taxes, or over 50% of the total corporate tax revenues, in 1991. Mills,
Erickson, and Maydew (1998) estimate that large corporations save, on average, $4 for every $1
spent on tax-planning activities. Thus not only is tax planning a big business, but the returns on
investment in tax planning can be very large.

1.3 TOPICS COVERED IN THIS BOOK

We have outlined some of the major themes of the book, so let us now describe how the book devel-
ops. In the next chapter, we cover some fundamentals of tax planning: the structure and evolution
of tax laws, including a discussion of how tax laws are changed in the United States. This material
is important if we are to appreciate current and future tax-rule uncertainty. In Chapters 3 and 4,
we illustrate how identical production and investment strategies can be undertaken by taxpayers
through a variety of different legal organizational forms, each of which is taxed very differently. We
go on to show how the after-tax returns from investing through some organizational forms domi-
nate the returns from investing through other organizational forms. We also discuss the nontax
costs that might weigh on the decision about which organizational form to choose.

In Chapter 5, we focus on different investments undertaken within a given organization.
Differences in the tax treatment of investment returns give rise to implicit taxes that bring after-
tax returns of these differentially taxed assets into closer alignment with one another. We also
demonstrate that when there are no costs to implementing certain tax-planning strategies, the
availability of alternative legal organizational forms and investment projects that are taxed differ-
ently provides an opportunity to eliminate all income taxes through simple arbitrage techniques

? Firms are included in the Coordinated Examination Program based on their size and complexity of return: the larger
and more complex the return, the greater the likelihood of inclusion in the program. The tax returns of most of these
firms are audited by the Internal Revenue Service each year.
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(generating positive after-tax returns by buying one asset while simultaneously selling another
asset with neither investment cost nor risk). In addition, we show that when there are no costs to
implementing certain tax-planning strategies, differentially taxed assets force all taxpayers in the
economy to pay taxes on their last dollar of income at identical tax rates, no matter how wealthy
they are and no matter how progressive the legislated tax-rate schedule is. Again, the availability
of simple arbitrage techniques ensures this outcome. A corollary here is that there will be no
distinct tax clienteles. At the margin, all taxpayers will be indifferent to whether they hold tax-
favored or tax-disfavored investments.

But these results have miserable predictive power. Even the most casual empiricists can
confirm two counterpropositions: (1) the government collects substantial tax revenues and
(2) taxpayers do not all face the same marginal tax rate; tax clienteles not only exist, they are
pervasive.

Obviously, some important economic forces have been omitted from the analysis in the
first five chapters. We complete Chapter 5 by incorporating the importance of frictions and
tax-rule restrictions. By frictions, we mean transaction costs incurred in the marketplace that
make implementation of certain tax-planning strategies costly. By tax-rule restrictions, we mean
restraints imposed by the taxing authority that prevent taxpayers from using certain tax-arbitrage
techniques to reduce taxes in socially undesirable ways. It is these frictions and restrictions that
make the potential returns to tax planning so high. Once tax-planning strategies have been im-
plemented, they may be very costly to reverse or change as economic circumstances, including
the tax rules themselves, change. We complete the development of the conceptual framework in
Chapters 6 and 7 by exploring tax planning in the presence of (1) uncertainty concerning pretax
investment returns and tax rules, (2) nontax costs, and (3) difficulties of estimating taxpayers’
marginal tax rates. Chapter 6 also includes an explanation of the accounting rules for corporate
income taxes. Knowledge of these rules can help tax planners interpret firms’ disclosures and
possibly glean information about their tax-planning activities. Furthermore, the accounting for
income taxes is an important nontax factor in firms’ tax decisions.

In the second part of the book, we apply the concepts developed in the first seven chapters
to a variety of organizational settings. We begin in Chapters 8 and 9 with compensation and
pension planning, respectively, where we emphasize the importance of considering the tax con-
sequences of compensation alternatives to both the employer and the employee. We also stress
the importance of nontax factors in designing efficient compensation policies.

In Chapters 10 and 11 we add a crucial dimension to the tax-planning problem by intro-
ducing different tax jurisdictions and multinational tax planning. In multinational businesses,
a given taxpayer may face different tax rates in different tax jurisdictions. Such a taxpayer may
have an incentive to enter into transactions that transfer income out of highly taxed pockets and
into modestly taxed pockets in the same pair of trousers. But one need not own pants with dif-
ferentially taxed pockets to exploit differences in tax rates across taxpayers. Unrelated taxpayers
facing different tax rates can also contract with one another to shift taxable income from those
facing high tax rates to those facing low tax rates.

In Chapter 12, we apply the framework to an analysis of corporate capital structure deci-
sions. Here we see that taxes encourage two kinds of marriages between firms and capital sup-
pliers: those between high-tax-rate firms and low-tax-rate capital suppliers and those between
low-tax-rate firms and high-tax-rate capital suppliers. Moreover, the kinds of financial instru-
ments issued in the two relationships are very different. This chapter also emphasizes that financ-
ing decisions cannot be made without simultaneously considering the tax characteristics of the
asset side of the firm’s balance sheet. We describe a number of legal organizational forms that
have arisen to effect a repackaging of claims to both tax deductions and different types of taxable
(and nontaxable) income.

Chapters 13 through 17 are devoted to corporate reorganizations and restructurings.
Among the distinctive features of these chapters is the way we model the effect of taxes on acqui-
sition and divestiture structures and pricing. These analyses explicitly incorporate the tax prefer-
ences of buyers and sellers of corporate ownership rights.
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In Chapter 18, our final chapter, we emphasize the importance of integrating estate and
gift-tax-planning considerations into the income-tax-planning problem. We consider the degree
to which tax laws encourage both charitable and noncharitable gifts. Moreover, we assess the
extent to which the tax laws encourage charitable transfers relative to noncharitable transfers.
We further analyze the trade-offs between lifetime transfers of wealth and bequests. We examine
the most common estate-planning techniques, including family limited partnerships, life insur-
ance trusts, bypass trusts, and charitable remainder trusts. As in most of the other applications
chapters, we pay considerable attention to the nontax aspects of the tax-planning problem.

14 INTENDED AUDIENCE FOR THIS BOOK
This book is appropriate for two categories of people:

1. Tax planners: Those who wish to avoid being beaten by other tax planners and by so-
cial planners. We use the term tax planners broadly. All individuals earning an income by
working either for themselves or for another taxpayer can be viewed as tax planners, as they
will find themselves encountering transactions and decisions with tax implications. This is
especially true for MBA students, graduate tax students, undergraduate business and law
students, and entrepreneurs from a variety of fields, the intended target audiences for this
book.

2. Social planners: Those who wish to participate in the design of effective social policies,
while at the same time avoid being beaten by other social planners and by tax planners.

We believe that a course built around the ideas developed in this book differs fundamen-
tally from traditional courses offered in business schools, law schools, and economics programs.
These other courses tend to focus on: (1) tax policy, with the objective of exploring the macro-
economic effects of existing or proposed tax systems, or (2) tax law, concerned with principles
of tax laws and judicial doctrines or with the details of the tax rules themselves and the ways to
minimize taxes for a given set of transactions. Neither of these courses focuses on planning which
transactions ought to take place, and our book falls into neither of these camps. We develop
neither a macro-tax-policy approach nor a transactional-tax-law approach. Instead, we adopt
a microeconomic perspective. Our interest is in the implications of tax rules for individual and
firm behavior.

Similarly, our primary goal is neither to evaluate the welfare effects of various tax rules nor
to provide narrow training to exploit “tax loopholes.” It is true that we will occasionally appear
to take much pleasure in describing clever tax-planning techniques. And although our objective
is certainly not to teach you how to “beat” the tax system, we will provide you with the tools nec-
essary to successfully tax plan. This means that we are providing you with the tools to evaluate
whether the tax system is meeting its various legislative objectives without giving rise to excessive
distortions in economic activity. And perhaps most important, we hope that you will come away
from reading this book recognizing that our framework applies to far broader issues than simply
how taxes factor into business decisions. The framework can be applied to many nontax policies
and regulations or many nontax costs as well.

Our intent is that this framework can be applied with respect to tax planning in many
jurisdictions and over time. For example, global tax systems are constantly evolving to deal with
changing revenue needs and changing economic forces. Thus, the tax rules vary across juris-
dictions (countries and jurisdictions within countries) and the rules in almost all jurisdictions
change over time. For example, what many call the last major restructuring of the U.S. Tax Code
was instigated by the Tax Reform Act of 1986. However, the Tax Reform Act of 1986 is unusual
only in the degree of change it introduced into the U.S. Tax Code; congressional bills that intro-
duce major changes in tax rules are by no means unusual. Congress passed bills that changed the
U.S. Tax Code in 20 of the 25 years preceding the 1986 restructuring and in nearly every year
since 1986. Calls for major tax reform have been growing in the past decade and getting louder
in the past few years. Absent a framework to determine the implications of the rules for business
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decisions, the knowledge gained in a rules-oriented course represents little more than accumu-
lated trivia. This is precisely what led to the development of this book. We think that the basic
toolkit we provide you is appropriate to deal with virtually any tax regime we are likely to experi-
ence in the future. Moreover, we believe you can use these tools just as appropriately to study
non-U.S. taxes as to study U.S. taxes.

All changes in tax regimes involve turning two kinds of dials:

1. Levels of tax rates
2. Relative tax rates:

o Across different taxpaying units,
o Across different tax periods for the same taxpayer, and
o Across different economic activities for the same taxpayers and same time period.

Our framework is designed to deal with just such differences; our intent is to make you leaders
rather than followers in understanding how business activities inevitably become reorganized as
the rules of the game evolve.

Table 1.1 presents the top income tax rates faced by individuals and corporations over
the last 30 years. This table illustrates the incentives faced by individual taxpayers to have in-
come taxed at more favorable capital gains tax rates, to shift income across periods, and to orga-
nize their investment activities in corporate form. The table also illustrates how these incentives
change over time as both the level and relative tax rates change.

Although this is not a rules-oriented book, you will still learn a good deal about current
income tax rules. This is necessary for three reasons: (1) to breathe life into the basic framework
through illustrations, (2) to test the basic framework’s ability to explain economic activities that
are going on around us, and (3) to help you to apply the basic framework to specific decision
contexts that many of you now face or will be facing in short order. For readers with little back-
ground in taxes, we present a simple introduction to the calculation of both individual taxpayers’
and corporate taxpayers’ tax liability in the appendix to this chapter. We also define some com-
mon tax terms in this appendix.

I Historical Top Statutory Tax Rates

Time Period Individual C Corporation

Ordinary Income Capital Gains Ordinary Income  Capital Gains

Pre-1981 .70 .28 46 .28
1982-1986 .50 .20 46 .28
1987 39 .28 40 .28
1988-1990 .28 .28 34 34
1991-1992 31 .28 34 34
1993-1996 .396 .28 35 35
1997-2000 396 .20 35 35
2001-2002 .386 .20 35 .35
2003-2012 35 15 35 .35
2013~ .396* .20% 35 35

*Starting in 2013, there is also a .9% additional tax (beyond what we show here) on wage income and an additional
3.8% additional tax on investment income for individuals with modified adjusted gross income greater than $250,000
(joint filers). These additional taxes were put in place to finance the national health care plan enacted by President
Obama—the Patient Protection and Affordable Care Act.


http://www.downloadslide.net

Chapter 1 « Introduction to Tax Strategy

Finally, some of the empirical academic literature we cite to provide evidence on issues
raised in the framework refers to results gathered around the 1986 Tax Reform Act. At first, this
evidence might seem dated. However, the 1986 Act provided an outstanding laboratory for aca-
demics to subject tax predictions to empirical tests. Academics continue to examine data from
around the 1986 Act to test their theories. Our justification for including these references to the
1986 Act, and for academics continuing to use these data, is that the evidence collected and cited
is timeless. It speaks to the framework’s predictive power rather than to the specific tax rules ana-
lyzed in a particular study. This quality is consistent with our focus on a framework for analysis
rather than on the specifics of sometimes highly technical but constantly changing tax rules.

Summary of Key Points

1. Tax rules are pervasive in their effect on the investment and financing decisions of
businesses.

2. Because it is costly to recontract, investment and financing decisions that have been made
in the past influence current and future investment and financing decisions.

3. Tax rules influence investment and financing decisions because they affect the before-
tax rates of return on investment and financing alternatives. More highly explicitly taxed
investments require higher before-tax rates of return compared with alternatives that bear
low explicit taxes. Investment and financing alternatives that face low explicit taxes (due to
favored treatment under the tax law) bear high implicit taxes.

4. Taxpayers with low marginal tax rates are encouraged by the tax system to contract with
taxpayers facing high marginal tax rates.

5. All tax-planning actions are tempered by the nontax costs of achieving tax savings.

6. Effective tax planning means considering (a) the tax implications of a proposed transaction
to all parties of the contract; (b) explicit taxes, implicit taxes, and tax clienteles; and (c) the
costs of implementing various tax-planning strategies.

7. Tax planning is a tax-favored activity in that the investment is tax deductible and the pay-
offs (reductions in tax payable) are tax exempt. The higher the taxpayer’s marginal tax rate,
the higher the returns to tax planning.
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Appendix 1.1

Overview of Calculation of U.S. Income Tax Liability

Exhibit 1.1 presents the basic tax formula for determin-
ing federal income tax liability for corporations and
individual taxpayers. We start our description with eco-
nomic income, which is defined as income from what-
ever source (wages and salaries, dividend and interest
income, sales revenue, appreciation in assets owned,
etc.). Economic income includes both realized and un-
realized increases in the taxpayer’s wealth. Unrealized
income is (generally) excluded from taxation until real-
ized via the sale of the underlying asset. Taxation is de-
ferred until realization because at that point the taxpayer

presumably has the cash from the sale to pay the taxes
due. This leaves realized income, but not all realized in-
come is taxable. The tax code specifically excludes from
taxation some types of income. Major items of income
excluded are gifts and inheritances, life insurance pro-
ceeds, social welfare payments, certain payments for
injury and sickness, certain employer-provided fringe
benefits, interest on state and local government (munic-
ipal) bonds, and gain from sale of a personal residence
(subject to certain restrictions). After these exclusions,
we are left with gross income.

EXHIBIT 1.1 Basic Tax

Formula Corporation
Economic income

— Unrealized income

= Realized income (§61)

— Exclusions

= Gross income

— Deductions

= Taxable income

X Tax rate

= Gross tax

— Credits

= Regular tax

+ Excess (if any) of tentative

minimum tax over the regular tax***

Individuals
Economic income
— Unrealized income
= Realized income (§61)
— Exclusions
= Gross income
— Deductions for AGI
Adjusted Gross Income (AGlI)
— Deductions from AGI
1. Max (itemized deductions or the
standard deduction)*
2. Exemptions*
= Taxable income
X Tax rates**
= Gross tax
— Credits
= Regular tax
+ Excess (if any) of tentative
minimum tax over the regular tax***

= Federal income tax liability

= Federal income tax liability

* Phase-outs apply as AGl increases.

** Different tax schedules apply depending on filing status (single, married filing jointly, married filing

separately, head of household)

*** The tax code refers to this as the alternative minimum tax.

Taxpayers then deduct allowable items to arrive at
taxable income. Note that all income is included in gross
income unless specifically identified in the tax code as an
allowable exclusion. In contrast, expenditures are not de-
ductible unless specifically identified in the tax code. For
corporations, all costs incurred in carrying on a trade or
business are allowed as deductions. Examples include
wages and salary paid to employees, cost of goods sold,
depreciation on plant and equipment, interest on borrow-
ings, and state and local taxes. A percentage of dividends
received on investments in other companies is also allowed
to be deducted (the so-called corporate-dividends-received

deduction discussed in further detail in later chapters).
Note that whereas interest on borrowings is deductible,
dividends paid to the firm’s shareholders are not tax de-
ductible to the paying corporation.

The calculation of taxable income for individual tax-
payers is slightly more complex because deductions are
partitioned into two categories: deductions for adjusted
gross income and deductions from adjusted gross income.
Deductions for adjusted gross income (AGI) are generally
expenses associated with the individual taxpayer carrying
on a trade or business. Deductions from AGI are personal
expenses that Congress has chosen to allow as deductions.
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