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BECAUSE American tax law permits corporationsto de-
duct interest paymentsfrom profits, it createsa bias in favor of debt
finance. As long as their bondholdersare not heavily taxed, firms have
a strong incentive to compensatethe suppliersof capital with payments
that are labeled as interestrather than dividends. Traditionally, distin-
guishing debt from equity has arisenas a problem primarily in small,
closely held companies,which receive loans from their owners. Until
recentlythe dividing line betweendebt andequity hasseemedrelatively
clear in the caseof large, publicly tradedentities.

Recentfinancial innovation has raised new problems as high-yield
securities,which appearto manyobserversto be “equity in drag,” have
come into vogue. As an example,considerthe $8 billion pay-in-kind
(P1K) securitiesissuedin connectionwith the 1989 RJRNabiscobuyout,
to datethe largestcorporatetakeovertransaction.Thesesecuritiesrequire
no paymentfor a numberof years, carry yields of asmuch as 800 basis
points aboveTreasurybill yields, and are senior to only $2 billion of
RJR’smorethan $25 billion capitalstructure.It is expectedthat they will
wipe out RJR’staxableincomefor someyearsto come.

In thispaperweconsiderthe implicationsofrecentfinancialinnovations
for the taxationof corporatesourceincome.Mostdiscussionsof this issue
focus on the possiblecostsof tax-encourageddebt finance. Such discus-
sionspresumethatthereare importantdifferencesbetweendebtandequity
securities.We arguethat, in fact, financial innovationhas reducedthe
differencebetweentheinvestmentcharacteristicsofdebtandequity.Firms
are now able to issue securitiesthat function very much like equity but
are treatedas debt for tax purposes.Currentlaw andjudicial precedents
appearinadequateto counterthis trend.

We begin by highlighting the fact that most of the recentincrease
in corporateindebtednesshasbeena consequenceof restructuringsthat
havemadeuseof high-yielddebt.We then arguethatmuchof this debt
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