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Most of the tales from the police blotter around here concern towns where cops go after people for various inconsequential acts, 
mostly offenses against taste and decorum, that hardly rise to the level of real crimes. And then we wonder aloud whether the 
constabulary of [name of town here] have nothing better to do with their valuable time. A recent example was the unfortunate guy 
in Arizona who was being prosecuted for an excessive Christmas display. (See Doc 2005-532 [PDF], 2005 TNT 7-6 , or Tax 
Notes, Jan. 10, 2005, p. 141.)  

But today we have something new: a real crime that is really bizarre, and to top it off, insolvable. The location is Baltimore, where 
apparently everything that isn't nailed down is stolen, and many things that are nailed down are also stolen. The city's many drug 
addicts have been stealing metal pipes, wires, and grates for years.  

But now it's come down to light poles. In Baltimore they're stealing municipal light poles that are 30 feet tall, weigh 250 pounds, 
and cost $156,000 each to replace. Roughly 130 light poles have been stolen over a period of weeks, sometimes in broad 
daylight. The thieves are clearly professionals, because the 120-volt wires are neatly tied and taped with electrical tape after each 
pole is sawed down. Apparently the thieves dress up as utility crews and put orange traffic cones around the pole they plan to 
take. There are no suspects. (The New York Times, Nov. 26, 2005, p. A26.)  

The late, great Rodney Dangerfield used to joke about the neighborhood that was so rough that police cars were stolen with the 
cops still in them. The Baltimore light pole thefts are about on that level, though affluent neighborhoods are also affected. Not 
surprisingly, The New York Times was not able to interview the Baltimore chief of police.  

Then again if you're the Baltimore police chief, you'd probably rather not read headlines that feature the word "police" as the 
subject and "baffled" as the passive verb. That is not the sort of headline that would be the makings of the next William Bratton. 
You just wanted to be a fly on the wall in the Baltimore mayor's office when he asked the chief of police what the hell is going on. 
That's a Bob Newhart routine that writes itself.  

The working assumption is that the poles, which are made of aluminum, are being sold for scrap. Aluminum is, however, quite 
cheap. The only reason that western aluminum companies stay in business in the face of a potential Russian flood of aluminum 
supply is that they, with the blessing of governments including the American government, maintain a cartel to keep the price 
above a penny a pound. Scrap aluminum sells for 35 cents a pound -- that'd be a piffling $87.50 per pole. Baltimore's scrap metal 
dealers have said they will not buy the local light poles and suggest that they may be being sold elsewhere.  

The difference between stealing light poles and creating your own interest deduction for equity is that the latter is a lot easier and 
a lot more lucrative. And it does not appear to violate any laws, at least not the lenient interpretations that prevail at the IRS. This 
week's subject is what Investment Dealers Digest calls "the next big thing in hybrid capital" -- enhanced capital advantaged 
preferred securities (Ecaps). Ecaps, like MIPS (monthly income preferred securities), are designed to give the issuer equity capital 
and debt treatment for tax purposes. Their creator, Lehman Brothers, argues that they give more equity capital than trust 
preferreds like MIPS. (Investment Dealers Digest, Aug. 22, 2005, p. 7.)  

That was last August. Since then, other investment banks have reverse-engineered Ecaps, given their ideas new names, and 
poked each other in the eye about whose version is better. Goldman Sachs calls its product Apex, JPMorgan calls its high equity 
credit securities (HECS), while UBS sticks with the more subtle "capital notes" for its simpler 60-year security. Banks expect to 
issue $5 billion to $10 billion worth of Ecap-type securities over the next two years -- the deals take a while to put together. 
(Investment Dealers Digest, Oct. 10, 2005, p. 8.) The other banks are trying to achieve an equity credit result in slightly different 
ways than the product discussed in this article.  

So there will be more on this subject. And yes, we'd often like to ask the IRS what the hell is going on. The difference between the 
federal government and the Baltimore constabulary is that the former seem relatively unembarrassed by what is going on right 
under their collective noses.  

 
E-Caps 

 
Trust preferred securities are a 10-year-old product -- that's longer than the entire careers of many investment bankers. It's time 
for a new product, even if the zoological acronyms have been exhausted. The argument is that Ecaps get more equity credit than 



MIPS, right up there with mandatory convertible preferred securities, while achieving that result at a lower cost to the issuer. 

It wasn't just IRS foolishness that prompted the creation of Ecaps. Moody's Investors Service, the rating agency, recently made 
changes to its 1999 instruction called "Moody's Tool Kit," which advised issuers and their bankers what features should be 
included in their hybrid securities to maximize equity credit. The instruction is in the jargon that bankers use to impress 
impressionable clients. The most important recent change to the hybrid criteria has been to deem a security to be much more 
equity-like if events outside the issuer's control allow it to defer payments.  

Moody's Tool Kit looks for equity characteristics like "no maturity," "no ongoing payments," and "loss absorption." The instruction 
then scores those characteristics as "none, weak, moderate, or strong" relative to common equity and weighs them to assign the 
security to a particular basket on Moody's five- basket debt-equity continuum. To achieve "no maturity" the security must never 
mature; securities with terms exceeding 50 years are ranked "moderate."  

How does one get more equity capital while still achieving debt treatment for tax purposes? Technically, Ecaps are a trust 
preferred. Eventual issuance of equity is mandatory, not discretionary. Ecaps themselves are perpetual; the debt underlying them 
has a very long term of 60 years, twice as long a term as MIPS. Ecaps also have a very long period of interest deferral. MIPS 
defer interest for 5 years, while Ecaps defer it for as long as 12 years.  

"These relatively subtle tweaks to the old trust preferred securities were enough to convince the ratings agencies that Ecaps are 
more equity-like," said Investment Dealers Digest. Moody's, the magazine noted, gives no equity credit for MIPS, but gives 75 
percent equity credit for Ecaps. Moody's noted that the Ecaps became more debt-like as they are amortized. Standard & Poor's 
(S&P) is more generous, granting 100 percent equity credit to MIPS issued by financial intermediaries and 40 percent equity credit 
for MIPS issued by other corporations. S&P will increase the equity credit to 60 or 70 percent for Ecaps issued by nonfinancial 
issuers.  

Lehman cleverly advertised its new creation by issuing them itself, in a private placement to more than 70 institutional investors, to 
demonstrate to potential customers that such an issue would be priced similarly to debt. That is, the issuer would not have to pay 
a crazy interest rate to get investors to buy the securities, an idea that is thought to make corporate treasurers happy.  

Lehman's Ecaps allow the issuer to call them five years after issuance. At that time, the yield on the Ecaps would be automatically 
reset to 100 basis points over the rate at issuance, which would certainly compel the issuer to exercise the call. The Ecaps would 
be redeemed at their offering price of $1,000 each plus accrued yield. Lehman has said that it intends to redeem the Ecaps after 
five years and replace them with new hybrids. Well, gee, doesn't that make Ecaps a five-year security as a practical matter? 
Moody's amended hybrid criteria say that a cash call right is no big deal and does not affect permanence of the capital 
represented by the security.  

The Ecaps are technically issued by a trust, whose only assets are preferred equity interests in an LLC controlled by Lehman 
Brothers Holdings, which is a corporation. The LLC's only assets are Lehman's floating rate 30-year subordinated debenture, plus 
some Treasury securities and commercial paper. At maturity, the 30-year debt will roll over into a new 30-year debt, giving it a de 
facto 60-year term. That is called "hard replacement" and is also a feature of the JPMorgan version. Moody's ranks Ecaps as 
"moderate" on the "no maturity" scale.  

Lehman's Ecaps accrue quarterly yield of 78 basis points (hundredths of a percentage point) over three-month LIBOR. 
Technically, the Ecaps holders receive a pro rata share of the payments that the LLC makes to the trust on its preferred equity 
interests. The LLC's payments on its preferred interest mirror Lehman's payments on the debenture. Lehman guarantees the 
payments on the Ecaps and the LLC preferred, and the liquidation preference for the latter, only to the extent that the LLC has 
cash to pay them. The rating agencies liked the guarantees. But the guarantees are meaningless if Lehman itself fails to pay on 
its debentures, causing the LLC to have no cash. In that case, Ecaps holders can sue Lehman.  

Lehman can defer interest on its debenture for five years at a time, in its discretion. As the managing member of the LLC, Lehman 
can cause the LLC to defer payments on its preferred for as long as seven years. In that case, no payment would be made on the 
Ecaps. Payments on the Ecaps can be deferred or interrupted for five years. During any period that Ecap payments are deferred, 
Lehman binds itself to sell its own shares to fund the arrears.  

Deferral can be discretionary or mandatory. Lehman can prevent the LLC from paying distributions on its preferred in its 
discretion. Lehman must defer those payments if it does not meet various financial tests, which is called "mandatory deferral." 
Mandatory deferral would occur if Lehman had two or more quarters of no income or a net loss, and an overlapping drop in net 
worth of 10 percent or more for four quarters. Should a mandatory deferral occur, Lehman would have two quarters to cure the 
problem by issuing shares in an amount sufficient to bring it back up to positive territory. S&P explained that a mandatory deferral 
is the equivalent of a default even though is it not legally a default. Moody's would treat this as a nonpayment of dividends.  

There are circumstances under which Lehman will never be required to pay the cumulative arrears. That is accomplished in a very 
subtle way, by reducing the Ecap holders' claim in bankruptcy in some circumstances so as to make the arrears not collectible as 
a practical matter. If the deferral of LLC dividend payments is an exercise of Lehman's discretion, then payments are cumulative.  



But if deferral is mandatory, and accompanied by a "market disruption event," then only the first two years of arrears would have a 
bankruptcy claim equal to that of the subordinated note. A "market disruption event" is a national emergency, banking moratorium, 
clearing disruption, trading suspension, terrorist attack, or other uncontrollable calamity. The next five years of deferral would have 
reduced a bankruptcy claim that is just senior to common equity. That is, there would be no debt claim for that five years of 
arrears. No debt claim means no recovery as a practical matter.  

That caused Moody's to rate the Ecaps "strong" on the "no ongoing payments" criterion. "Mandatory deferral may also result in a 
hybrid that provides more equity-like benefit than common equity itself," Moody's intoned in Tool Box instructions. Moody's further 
assumes that both optionally and mandatorily deferred distributions "are non-cumulative and will effectively be skipped if unpaid." 
Settlement in shares is viewed as a noncash payment.  

Seven years of uncured deferral of LLC dividends triggers some creditors' rights on the part of Ecap investors in their role as 
beneficiaries of the trust that owns the LLC preferred equity interests. Those creditors' rights include the right to liquidate the LLC. 
Even if the creditors' rights were triggered after seven years of nonpayment of dividends, Lehman could start a new five-year 
deferral period. Lehman has to issue shares after that, a requirement that Moody's likened to settlement of the obligation with 
shares.  

Investors in Ecaps are told that they would be required to accrue deferred payments on the Ecaps for tax purposes, not under the 
original issue discount rules, but under the partnership and grantor trust rules. The grantor trust rules would treat investors as 
being currently taxable on their distributive share of the LLC's income, which consists of interest on the Lehman debenture at the 
same rate promised as Ecap payments. The denial of an interest deduction or the classification of the trust as an investment 
company will cause redemption of the Ecaps.  

Lehman has asked for patent protection for the Ecaps structure. Sounds silly, but the Patent Office regards its mission as giving 
people patents for whatever damn fool thing they want to patent, whether it should be the subject of restrictions on use or not. 
(Some patents would have impaired electronic commerce.)  

Even though Ecaps do not seem like much of a stretch given their structural similarity to other trust preferred securities, the design 
is aggressive from a tax standpoint because government tolerance of MIPS was based on some fine distinctions.  

 
Tax Consequences 

 
Fin Hay Realty Co. v. United States, 398 F.2d 694 (3d Cir. 1968), listed 16 factors to be considered in analyzing debt 
classification. 

The Fin Hay Realty factors are:  

 
(1) the intent of the parties; 

(2) the identity between creditors and shareholders;  

(3) the extent of participation in management by the holder of the instrument;  

(4) the ability of the corporation to obtain funds from outside sources;  

(5) the "thinness" of the capital structure in relation to debt;  

(6) the risk involved;  

(7) the formal indicia of the arrangement;  

(8) the relative position of the obligees as to other creditors regarding the payment of interest and principal;  

(9) the voting power of the holder of the instrument;  

(10) the provision of a fixed rate of interest;  

(11) a contingency on the obligation to repay;  

(12) the source of the interest payments;  



(13) the presence or absence of a fixed maturity date;  

(14) a provision for redemption by the corporation;  

(15) a provision for redemption at the option of the holder; and  

(16) the timing of the advance with reference to the organization of the corporation. 

 
Estate of Mixon v. United States, 464 F.2d 394 (5th Cir. 1972), subtracted some repetitive factors and added others to its list. The 
Fifth Circuit added as factors the extent to which the advance was used to acquire capital assets and the failure of the debtor to 
repay on the due date or to seek a postponement. 

There are factors, and there are factors. Not all factors are equal; one doesn't put them on either side of the page and count them. 
Some clearly matter more than others, and some matter so much that they taint the others. "The object of the inquiry is not to 
count factors, but to evaluate them," according to Tyler v. Tomlinson, 414 F.2d 844 (5th Cir. 1969). The factors are not equally 
significant, nor do all of them pertain to every case, according to Dixie Dairies Corp. v. Commissioner, 74 T.C. 476 (1980), and 
Conant v. Commissioner, T.C. Memo 1986-415.  

Ecaps are going out on a limb relative to the hybrids that the government has allowed to have debt treatment in the same subtle 
ways that they are achieving greater equity credit. When it permitted interest deductions for MIPS, the government basically said 
"don't go too far." The question is whether Ecaps go too far.  

Let's start with the proposition that interest must be payable in all events. Lehman has discretionary 5-year deferral of interest 
payments on its indenture, and it can cause 12-year deferral of payments on the LLC preferred, which in turn would cause deferral 
of payments on the Ecaps. As a practical matter, nothing will be paid on the Ecaps for the first five years of their existence, then 
the promised yield will be bumped up by 100 basis points, so the Ecaps will be redeemed for their offering price plus accrued 
yield.  

Lehman's Ecaps do not pay cumulative arrears in all events. The point is that what is asserted to be Ecaps "interest" is not 
payable in all events. Essentially, if deferral occurs at Lehman's option, payments are cumulative; but if deferral is caused by 
adverse credit events, payments are not cumulative. Preferred equity works the same way. It is considered equity, even if its yield 
is determined by an auction.  

In the MIPS technical advice memorandum, TAM 199910046, Doc 1999-9636 or 1999 TNT 49-15 , the securities were 
cumulative, and arrears would earn interest. The IRS placed some weight on that characteristic. "The dividends accrue and are 
cumulative whether or not they have been declared and whether or not there are profits, surplus or other funds of LLC legally 
available for the payment of dividends," the IRS noted.  

In the case of Ecaps, promised yield not being payable in all events is due to a dilution of creditors' rights. Many issuers of exotic 
securities purported to be debt advertise that the arrangements give holders creditors' rights. Debt is supposed to come with 
creditors' rights.  

But up until the feline PRIDES ruling, Rev. Rul. 2003-97, 2003-34 IRB 380 (Doc 2003-17272 [PDF] or 2003 TNT 142- 20 ), 
those rights had been a neutral factor in the analysis of hybrid securities. That is, their absence would be a bad fact, but their 
presence would not guarantee debt treatment. In Rev. Rul. 90-27, 1990-1 C.B. 50 (Doc 90-2111 or 90 TNT 58-16 ), the auction-
rate preferred ruling, and Notice 94-48, 1994-1 C.B. 357 (Doc 94-3984 or 94 TNT 75-1 ), the reverse MIPS notice, the absence 
of creditors' rights for the holders was another bad fact when the underlying relationship with the ultimate payer was a preferred 
shareholding.  

In TAM 199910046, the IRS was satisfied that MIPS holders had sufficient creditors' rights. Their creditors' rights were similar to 
Ecap holders' rights -- a right to dissolve the LLC and a right to sue the lender. In MIPS, as in Ecaps, there were guarantees to the 
holders that were meaningless if the LLC did not have the cash to make the payments in the first place. The IRS believed that the 
guarantees had the main purpose of preventing the LLC from being treated as an investment company.  

The guarantees featured in Ecaps have the issuer guarantee to pay out whatever cash the LLC has. That is not a real guarantee. 
And the Ecap holders' creditors' rights, which look normal on the surface, are diluted because the ranking of some arrears is 
reduced to just above common equity, meaning that those arrears will be uncollectible. The point is that Ecap holders do not have 
creditors' rights equivalent to debt holders.  

The 60-year term of the debt underlying the Ecaps is too long under the case law. The longer the term of the debt, the more likely 
it is that the investor has put his capital at the risk of the business as a practical matter. As William Plumb saltily observed in his 
encyclopedic article, for most businesses, 20-year debt is probably too long. (Plumb, "The Federal Income Tax Significance of 



Corporate Debt: A Critical Analysis and a Proposal," 26 Tax L. Rev. 369 (1971).) If we were serious about term, as a reflection of 
risk, we would not allow debt to have a term of more than 20 or 30 years.  

The Ecaps term was dictated by Moody's Tool Kit, which gives perpetual status to debt with a term that is 60 years or longer. But 
there is also investor demand and banker indifference to length of term. On very long-term debt, the principal has only a nominal 
present value, assuming market interest rates, when the term is between 30 and 100 years. Some investors want long-term paper 
because it gives them the duration they need to offset other holdings. Those investors need to hedge mortgage-backed securities 
and other things whose value declines as interest rates decline, because of prepayment risk.  

Well, gee, shouldn't the government see the term question the same way investment bankers see it? No, the government should 
see it the way the rating agencies see it, which is that capital parked with the issuer for a very long time has essentially been put 
at the risk of the issuer's business. It is equity.  

But the government doesn't see it that way. Should equity credit for regulatory accounting purposes matter? In TAM 199910046, 
the IRS said well, uh, not really. That ruling is believed to have involved Enron MIPS issued in 1993, which had a 50-year term. 
(For prior coverage, see Doc 98-17066, 98 TNT 104-4 , or Tax Notes, June 1, 1998, p. 1089.) The IRS stated that "equity credit" 
does not really mean what it says, because long-term bonds, which the tax law accepts as debt, are also given some equity credit 
by rating agencies. "Equity credit" in this view, only indicates "financial flexibility," not the presence of equity.  

MIPS, known fondly on Wall Street as "tax-deductible preferred," were booked as equity initially, before the rating agencies pulled 
back. Treasury took a debt/equity classification approach to the problem in Notice 94-47, 1994-1 C.B. 357 (Doc 94-3984 or 94 
TNT 75-1 ), which contains a list of eight factors to be taken into account in determining whether a security is debt or equity. 
Most of those factors are part of a generally accepted list of factors that has evolved from the case law. The last factor is "whether 
the instruments are intended to be treated as debt or equity for non-tax purposes, including regulatory, rating agency, or financial 
accounting purposes."  

In TAM 199910046, the IRS applied the debt/equity factors listed in Notice 94-47 as though the preferred equity interests in the 
passthrough entity were issued to investors directly by its parent. The notice's factor of how the securities are treated for other 
purposes, like financial accounting, was watered down in TAM 199910046.  

MIPS were difficult for Treasury to attack once the issuers agreed to reduce the long maturities that characterized the first MIPS. 
The first MIPS had a term of 50 years that was renewable for another 50 years, but allowed only 18 months of interest deferral. 
Enron's MIPS were of that generation. The second and current generation of MIPS had a term of 30 years that was renewable for 
another 20 years. But they featured five years of interest deferral. The rating agencies accepted the tradeoff of longer interest 
deferral for a shorter term.  

Well, what about financial accounting? For other trust preferred securities, financial accounting consolidates the little chain of 
entities running between the ultimate issuer and the holders, so the corporation whose credit is being trusted is treated as having 
issued a preferred equity interest. The MIPS in TAM 199910046 were treated as a minority interest in a subsidiary on the books of 
the issuer, and payments on the MIPS were treated as expenses.  

MIPS initially got real equity credit, but then the financial accounting types changed their minds, so MIPS henceforth got 
mezzanine treatment that does not show up as equity on the balance sheet. Because that is not as good as real equity credit, 
MIPS and other trust preferreds mainly appealed to financial intermediaries as issuers. "Accountants have generally been 
comfortable that this interest need not be shown on the balance sheet as debt, but rather as a form of 'mezzanine' equity," 
observed Yoram Keinan of Georgetown University Law Center. (Keinan, "Book Tax Conformity for Financial Instrument," Florida 
Tax Review, volume 6, number 7, pp. 677 (2004). See Doc 2005-3911 [PDF] or 2005 TNT 44-27 .)  

Victor Fleischer of Columbia Law School has suggested that the accountants and rating agencies have it wrong, and that trust 
preferred securities are debt. In the case of Enron's MIPS, Fleischer did, however, concede that Enron's bankruptcy put the 
holders in the back of the line with the shareholders. (See Doc 2002-4667 [PDF] or 2002 TNT 38-37 .)  

The question is whether the tax law should respect the issuer's right to tell different stories to different regulatory agencies. 
Certainly Congress, in enacting section 385(c), did not believe the issuer had such a right. Section 385(c) requires regulations to 
implement, and no regulations have ever been issued.  

Subordination would not seem to be much of a problem in the case of a financial intermediary. Or maybe it is more of a problem, 
since a financial intermediary depends on the confidence of its lenders, customers, and counterparties. As the Refco bankruptcy 
illustrates, everything is up for grabs when confidence in a financial intermediary falters.  

Lehman's Ecaps rank just above preferred and common equity. Lehman sold $300 million of Ecaps and issued its own debenture 
to the LLC in the same amount. That debenture is subordinated to all of Lehman's debt, other than debt of equal ranking. Lehman 
has $59.8 billion of debt that is senior to the debenture, including $1.225 billion of similar debt backing other issues of trust 



preferred securities. Moody's ranked Ecaps "moderate" on the characteristic of "loss absorption."  

Have Ecaps gone too far? They look an awful lot like preferred equity. Ecaps are beyond what the government has already given 
away in MIPS. Ecaps do not pay yield in all events, and the holders do not have real creditors' rights. Those are factors that 
should disqualify them from debt characterization.  

Would the government do anything about it? Not bloody likely. The usual drill is that when one of the offensive securities is issued, 
the government doesn't have enough information to act. When $5 billion have been issued, the government has enough 
information, but has been deemed to consent to the issuer's chosen tax result for not having strangled the thing in the cradle. In 
that scenario, the best that can happen is that the idea proves to be unpopular with potential issuers.  

The last hybrid security the government tried to stop was reverse MIPS, which, besides being a pure hypothetical, merely required 
looking through the partnership in a different direction to find a debt relationship. Reverse MIPS seem harmless in hindsight, 
because which direction to look through the partnership in the middle is not really the issue.  

 
Tax Reform 

 
In its proposed simplified income tax plan, the President's Advisory Panel on Federal Tax Reform would equalize the treatment of 
corporate debt and equity by means of a shareholder dividend exclusion, which would be limited to distributions of U.S. income, 
since the plan also calls for a territorial system. (For discussion, see Doc 2005-23402 [PDF], 2005 TNT 224-4 , or Tax Notes, 
Nov. 21, 2005, p. 1002.) 

At New York University Law School on November 11, the usual suspects stated their admiration for the tax reform panel's 
willingness to equalize the tax treatment of debt and equity. Economist Alan Auerbach of the University of California at Berkeley 
thought that equal treatment would discourage debt financing.  

However, Daniel Shaviro of New York University Law School pointed out in these pages that this proposal would do nothing to 
stem issuers' unfettered ability to issue securities with whatever characteristics they want and elect their tax classification. The 
additional problem, Shaviro noted, is that taxable yields find their way to exempt holders and vice versa. That means that 
corporate income might not even be taxed once, since the drafters would not require that distributions have borne corporate tax to 
be eligible for the proposed dividend exclusion. (See Doc 2005-22311 [PDF], 2005 TNT 215-34 , or Tax Notes, Nov. 7, 2005, p. 
827.)  

In his proposal for a comprehensive business income tax, Edward Kleinbard of Cleary Gottlieb, suggested deductible yield for all 
forms of capital in the form of a "uniform cost of capital allowance." The annual allowance would be set at a statutorily fixed rate 
regardless of the issuer's borrowing rate. No deduction for payments to investors in excess of the allowance would be allowed. 
This deduction would replace interest deductions, but not depreciation deductions. This regime would apply to all kinds of 
securities, including derivatives such as options and swaps. Dealers would have to mark derivatives to market, and hedge 
accounting would be expanded. (For Kleinbard's testimony, see Doc 2005-10374 [PDF] or 2005 TNT 92-48 . For more detail, 
see Doc 2004- 23324 [PDF], 2005 TNT 2-37 , or Tax Notes, Jan. 3, 2005, p. 97.)  

Would issuers be able to deduct more than their actual cost of capital? Occasionally, according to Kleinbard, if an issuer can issue 
a short-term contingent zero-coupon debt that winds up costing less than anticipated. Kleinbard believes that the market will sort it 
out, and that investors will demand securities that are expected to pay the statutory rate. The statutory rate itself could also vary 
with the Treasury rate, or with the issuer's total capitalization; that is, the larger, the lower. Kleinbard believes that his system 
would encourage companies to minimize their pretax cost of capital, rather than scurrying around to increase that stated cost for 
tax purposes as they do now. And there would be no need to try to measure earnings and profits.  

Ooh, and what about financial intermediaries, a large presence in an economy that produces nothing domestically? "The rough 
justice of the cost of capital allowance system would veer too far from an economically correct answer," Kleinbard admits. So 
financial intermediaries would have their gains and losses from derivatives made nonincludable and nondeductible, respectively, 
on the view that they were entered into to modify the cost of capital.  

All holders would be required to include the deductible amount in ordinary income, whether it was paid or accrued. Unpaid 
accruals would be added to an investor's basis. Tax- exempt holders would also be taxable on the deductible amount, a 
suggestion Kleinbard acknowledges might be "inflammatory." An ordering rule would treat distributions as allocable first to tax-free 
receipts of the previously included deductible amount and then to excess distributions that reduce the holder's basis in the 
security. Excess distributions would be tax-free to exempt holders and taxable to taxable holders at a special low rate, unless the 
latter are dealers, in which case the full rate would apply. Inclusions and deductions would be cut off if the issuer filed bankruptcy. 

Because Kleinbard's system assigns an arbitrary rate to the cost of capital, would sophisticated issuers and banks be able to 
game the system? Yes, absolutely. Would it be any worse than the system of complete electivity that we have now? Probably not. 
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