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An Excise Tax on Stock Repurchases and Tax Advantages of

Buybacks over Dividends

The Build Back Better Act (H.R. 5376), as reported by the
Committee on the Budget, includes a provision to impose a
1% excise tax on stock repurchases by publicly traded
corporations. Stock repurchases are another way to
distributeincome to shareholders and, comparedto
dividends, have favorable taxtreatment.

What Is a Stock Repurchase?

A stockrepurchase or buy-back occurs whena firm buys its
own shares. This repurchase canbe made by a tender offer
to shareholders, who canthenindicate how many shares
they wish to selland at whatprice, or, more commonly,
shares can be purchased onthe open market.

Stock repurchases have beenincreasing comparedto
dividends. (See CRS Legal Sidebar LSB10266, Stock
Buybacks: Background and Reform Proposals, by Jay B.
Sykes.) Historically, dividends were the major form of
distributing income and share repurchases were rare.
Repurchases beganto be more common in the mid-1990s,
and by the early 2000s, dividends and repurchases were
similar in magnitude. By 2004, annual share repurchases
had typically begun to exceed dividends. Repurchases
almost doubled in 2018 to more than $1 trillion, following
the corporate taxcuts in the TaxCuts and Jobs Act (P.L.
115-94), and remained high in 2019, althoughthey fellin
2020. News articles indicate that almost $900 billion of
repurchases have already occurred in 2021.

Concerns aboutstock repurchases have led to both nontax
(such as disallowing stock repurchases onthe open market)
and tax proposals. Taxapproaches haveincluded proposals
to allocate share repurchases to shareholders and taxthem
as dividends orto impose excise taxes. Senator Brown has
introduced legislation (S. 2758) to impose a 2% excise tax
on stock repurchases.

Why Are Stock Repurchases Tax
Favored?

A dividend is subject to tax althoughat a lower rate than
ordinary income (atop rate of 20% compared to atop rate
of 37% on ordinary income). Capital gains are alsosubject
to the same taxrate, althoughthe taxapplies only to the
sales price minus the basis (theamount originally paid for
the stock). Therefore, a shareholder pays a largeramount of
taxon a dividend distributionthanon a sale of the share.

Different types of shareholders have differentpreferences
for repurchases comparedto dividends. Stockholders who
are tax exempt (such as pension plans and nonprofit
organizations) will be indifferent to the taxtreatment.
Taxpayers who have a lowbasis (e.g., becausethey have
held the stock fora long time orbecause thestock has

appreciated significantly) will have a small preference fora
repurchase because mostofthe sale price will be taxable.
Taxpayers who have a high basis (e.g., ifthey recently
bought thestock) would preferasharerepurchase because
little of the sales price would be taxable. In addition to this
tax differential, the firm’s purchase of corporationstock can
allow stockholders a choice about how or whether to
receive distributions.

Explanation of Excise Tax Provisionin
the Build Back Better Act

A provision in H.R. 5376 would impose a 1% excise taxon
the repurchase of stock by a publicly traded corporation.
The amount subject to taxwould be reduced by any new
issuesto thepublic orstockissuedto employees. The tax
would not applyifrepurchases were less than $1 million or
if contributed to an employee pension plan, an employee
stock ownership plan, orothersimilar plans.

The taxwould not apply ifrepurchases were treated asa
dividend. It would notapply to repurchases by regulated
investment companies (RICs) or real estate investment
trusts (REITs). It also would not apply to purchases by a
dealerin securities in the ordinary courseof business.

The excise taxwould apply to purchases of corporation
stock by asubsidiary of the corporation (i.e., a corporation
or partnership that is more than 50% owned by the parent
corporation). The taxwould also apply to purchases by a
U.S. subsidiary of a foreign-parented firm. It would apply
to newly inverted (after September 20, 2021) or surrogate
firms (i.e., firms that merged to create a foreign parentwith
the former U.S. shareholders owning more than 60% of
shares).

In general, excise taxes can be deductedto determine
profits subjectto the corporate tax, so thatthe taxis reduced
by the corporatetaxrate (21%). That is, fora profitable
corporation each dollar of excise tax reduces profits taxes
by 21 cents. The language specifies that this taxwould not
be deductible, sothere would be corporate profits taxoffset.

Non-Tax Issues

Whereas one factor favoring stock repurchases over
dividends s the taxtreatment, other concerns have been
raised regarding stock repurchases thatmay be the
motivation for discouraging these repurchases through an
excise tax

Firms normally return earnings to shareholders,
traditionally through dividends. Repurchases serve the same
purposes. An increase in distributions may occur whenthe
firm does not have desirable investment projects. Both
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dividends andstock repurchases canalsosignal thatthe
firm is doing well.

If all parties havefull information, a distributionshould
reduce the value ofthe firm. For dividends, theshares
remain constant and the price pershare falls. For
repurchases, the price per share should remain constant
while the overallnumber of shares fall.

In practice, other forces may affect per share prices.
Evidence suggests that sharerepurchases causestock prices
torise. This rise may simply reflect the increase in demand
fromthe repurchase if supply doesnotkeep paceat the
going price. This rise in price has been an issue of concern.
Forexample, some research has suggested that executives
use stockrepurchases to push the price ofthe stock up and
generategains forsales oftheseexecutives’ stock. At the
same time, much of the executives’ stock is in options that
cannotbe traded. (See CRS In Focus IF11506, Stock
Buybacks and Company Executives’ Profits,by Gary
Shorter foradiscussion.) Othersargue that stock buybacks
help to concentrate stockamong corporate insiders by
buying back shares on the open market from the public and
that these corporate insiders initiate buybacks knowing that
the firm’s shares are undervalued. (See CRS Legal Sidebar
LSB10266, Stock Buybacks: Backgroundand Reform

Proposals, by Jay B. Sykes.) Still others have expressed
concerns about leveraged buybacks that may increase debt
too much or that buybacks displace investments in capital
and researchand development that are essential for the
firm’s long-termhealth. (See CRS In Focus IF11393, Stock
Buybacks: Concerns over Debt-Financing and Long-Term
Investing, by Gary Shorter.)

Revenue Effects

Althoughrevenue estimates are notyet available fromthe
Joint Committee on Taxation, preliminary administration
estimates suggesta gain of $125 billion over 10 years. A
1% taxis relatively smallcompared to the top taxrate on
dividends and capital gains of 23.8% (20% plus the 3.8%
netinvestmentincome tax). However, it would also apply
to repurchases by tax-exempt investors who hold abouthalf
of corporate shares of U.S. firms and by foreign investors
who pay no capital gains taxand typically low dividend
taxes due to treaties. Foreigninvestors hold about a quarter
of shares.

Jane G. Grawelle, Senior Specialist in Economic Policy
IF11960
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Disclaimer

This document was prepared by the Congressional Research Service (CRS). CRS serves as nonpartisan shared staff to
congressional committees and Members of Congress. It operates solely at thebehest of and under thedirection of Congress.
Information ina CRS Report should not be relied uponfor purposes other than public understanding of information that has
been provided by CRS to Members of Congress in connection with CRS’s institutional role. CRS Reports, as a work ofthe
United States Government, are notsubject to copyright protection in the United States. Any CRS Report may be
reproducedand distributed in its entirety without permission fromCRS. However, as a CRS Report may include
copyrighted images or material froma third party, you may needto obtain the permission of the copyright holder if you
wish to copy or otherwise use copyrighted material.
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