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ERRATA FOR JCS-3-96

On page 68 (Table 9), the headings for columns five and six should be transposed (i.e.,
the heading for the fifth column should be "500 or more" and the heading for the sixth
column should be "Number of firms").

On page 118 (Table A-15), the last number in the column "Number of returns" for the
second portion of the table (Firms classified by gross receipts) should be: 59.

On page 120 (Table A-17), the heading for the table should read:

Table A-17.--Distribution of Partnerships, 1993;:
Agriculture, Forestry and Fishing Vo
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INTRODUCTION

The House Committee on Ways and Means has scheduled a pub-
lic hearing on April 24, 1996, on issues relating to the impact on
small businesses (including start-up companies) of replacing the
Federal income tax. The hearing will focus on the effects of the fol-
lowing possible proposed replacement tax systems: (1) a national
retail sales tax, (2) a value-added tax, (3) a consumption-based flat
tax, (4) a cash flow tax, and (5) a “pure” income tax. Some of these
proposals have been the subject of introduced legislation. On March
6, 1996, Messrs. Schaefer, Tauzin, Chrysler, Bono, Hefley, Linder,
and Stump introduced H.R. 3039, the “National Retail Sales Tax
Act of 1996.” On May 26, 1994, Senators Boren and Danforth intro-
duced S. 2160, the “Business Transfer Tax,” which is a subtraction-
method, value-added tax. On July 19, 1995, Mr. Armey and Sen-
ator Shelby introduced H.R. 2060 and S. 1050, respectively. These
bills provide consumption-based flat taxes. On April 25, 1995, Sen-
ators Nunn and Domenici introduced S. 722, the “USA Tax Act of
1995, which contains two consumption-based taxes—a cash flow
tax on individuals and a subtraction-method, value-added tax on
businesses. This pamphlet,! prepared by the staff of the Joint Com-
mittee on Taxation, describes several aspects of present law and
the various tax restructuring proposals with respect to small busi-
nesses, start-up companies, and firms engaging in research activi-
ties.

Part I of this pamphlet is an overview of the discussions con-
tained in the remainder of the pamphlet. Part II provides a de-
scription of certain present-law income tax provisions that apply to
small businesses, summaries of the various proposed replacement
tax systems, selected data with respect to small businesses, and a
discussion of particular issues confronting small businesses under
the proposed systems. Part III of the pamphlet provides a similar
analysis for start-up companies and firms engaged in research ac-
tivities. The Appendix presents data on C corporations, S corpora-
tions, and partnerships by industry and size for 1993.

1 This document may be cited as follows: Joint Committee on Taxation, Impact on Small Busi-
ness of Replacing the Federal Income Tax (JCS-3-96), April 23, 1996.
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1. OVERVIEW

Small businesses

The present-law Federal income tax system presents issues that
are of particular concern to small businesses.? For example, the dif-
fering income tax treatments of various business entities may af-
fect the choice of legal organization. A small business may organize
as a sole proprietorship, partnership, limited liability company, or
subchapter S corporation, so that business income is taxed directly
to the owners of the business as such income is earned. Alter-
natively, the business may organize as a subchapter C corporation,
in which case business income is taxed to the corporation when it
is earned and again to the owners when the income is distributed
or the business is sold or liquidated.

Income and payroll tax laws may influence the structure of the
relationship between an individual service provider and the service
recipient. This relationship may be structured so that the worker
is treated either as an employee or as an independent contractor.
In some instances, employee status is preferable; in other in-
stances, independent contractor status is preferable.

" In determining taxable income, present law also provides small
businesses and small business investors with special rules regard-
ing the treatment of capital costs and tax accounting methods.
These special rules generally ease the administrative burdens of
small business as well as lower the tax liabilities of qualifying tax-
payers.

Internal Revenue Service (“IRS”) data confirm that small busi-
nesses organize as sole proprietorships, partnerships, S corpora-
tions, and C corporations. In some cases, the Federal income tax
rules appear to have an effect on the choice of entity, as exhibited
by the growth of the number of S corporations following the Tax
Reform Act of 1986. In other cases, the factors that influence the
choice of entity by a small business are unclear. One difficulty in
analyzing tax return data (or in generally attempting to assess the
effect of tax restructuring upon small businesses) is that there is
no definitive category of a “small business.” In some cases, “small-

ness” may be determined by the amount of assets; in other cases, -

it may be determined by the amount of gross receipts or the num-
ber of employees.

This pamphlet describes five alternatives to replace the current
income tax system. These are (1) a national retail sales tax, (2) a
value-added tax, (3) a consumption-based flat tax, (4) a cash flow
tax and (5) a “pure” income tax. Other than the “pure” income tax,
these alternative tax systems generally are consumption-based,
rather than income-based, taxes. The major difference between a
consumption-based tax and an income-based tax relates to the
treatment of savings. Under an income-based tax, returns to sav-
ings (e.g., dividends, interest, and capital gains) generally are sub-
ject to tax; under a consumption-based tax, these returns generally

2 Other aspects of the Federal tax system affect small businesses. For example, the present-
law estate and gift tax and the costs of compliance may be of particular concerns to small or
closely held businesses. These issues are not addressed in detail in this pamphlet, but will be
addressed i? future pamphlets to be prepared for additional planned hearings on tax restructur-
ing proposals.
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are excluded from the tax base. This exclusion may be provided by
taxing consumption directly, excluding investment income from the
base, or providing a deduction for increased savings. The current
Federal “income” tax contains some features that are consumption-
based (e.g., the treatment of qualified retirement plans).

The various alternatives to replace the current income tax sys-
tem will have different effects upon small businesses. For example,
the proposed consumption-based taxes may alleviate present-law
choice-of-entity concerns by treating all businesses the same, but
may increase the importance of the proper characterization of a
worker as an employee or as an independent contractor by provid-
ing disparate tax treatment based on the worker’s classification.
Many of the concerns of small businesses that exist under present
law will remain under a “pure” income tax. In fact, a “pure” income
tax may result in the repeal of certain beneficial tax provisions cur-
rently used by small businesses. However, a consumption tax that
t?eats all businesses the same could also remove these relative ben-
efits.

Start-up companies and firms engaged in research activities

All business, whether currently large or small, begin as “start-
up companies.” Present law contains provisions that directly affect
start-up companies. Specific rules govern the deductibility of start-
up and organizational expenditures. In addition, businesses in a
start-up phase may generate significant net operating losses, the
use of which may be limited if the business undergoes a change of
ownership. The treatment of net operating losses under consump-
tion-based tax proposals raise significant issues for start-up compa-
nies both on an ongoing and a transitional basis.

Many start-up companies and ongoing companies engage in re-
search activities. Present law generally permits taxpayers to de-
duct currently (i.e., expense), rather than capitalize, research ex-
penditures. In addition, prior to its expiration, certain taxpayers
could claim a research tax credit for certain increases in qualifying
research expenditures. The permitted expensing of research ex-
penditures and the research tax credit generally create a subsidy
in the Code in favor of research activities relative to other business
expenditures. Adoption of a pure income tax or a consumption-
based tax would remove the favorable treatment of research ex-
penditures relative to other business expenditures. Compared to
present law, this would make investments in research more expen-
sive relative to other business expenditures. Whether treating re-
search expenditures in a neutral manner (relative to other expendi-
tures) would lead to an increase or decrease in research activities
depends upon how such expenditures respond to price changes and

" to changes in the demand for research that might result from other
aspects of tax restructuring.
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II. SMALL BUSINESSES
A. Present Law and Background

1. Federal income tax rates—summary of certain provisions
affecting small business3

U. S. individuals (citizens and residents) are taxed at statutory
graduated rates ranging from 15 percent (for taxable income of
married joint filers or surviving spouses up to $40,100) to 39.6 per-
cent (for taxable income of married joint filers or surviving spouses
over $263,750).4 The Internal Revenue Code of 1986 (“Code”) gen-
erally defines income inclusively, “from whatever source derived,”
except for certain items that are specifically excluded. Personal ex-
emptions and deductions reduce taxable income. Net long term cap-
ital gains are taxed generally at the same rates as ordinary income
except that the maximum rate on such gains is limited to 28 per-
cent. :

Corporations are taxed as separate entities, at rates ranging
from 15 percent (for taxable income up to $50,000) to 35 percent
(for taxable income over $10,000,000). The intermediate rates are
25 percent and 34 percent. The benefit of graduated rates below 34

ercent is phased out for corporations with taxable income between
glO0,000 and $335,000. Thus, a corporation with taxable income
between $335,000 and $10,000,000 is effectively subject to a flat
rate of 34 percent.5 There is no separate rate for corporate net long
term capital gains.

Alternative minimum taxes apply to both individuals and cor-
porations for “alternative minimum taxable income” that exceeds
an exemption amount. The benefit of the exemption amount is
phased out in the case of corporations with alternative minimum
taxable income of $310,000 or more. This tax, at a lower rate than
the maximum regular rate, is imposed on income computed by add-
ing back certain items treated as tax preferences, and without al-
lowing certain credits. The base of items that are added back for
this purposes differs somewhat for individuals and corporations.
For example, corporations are subject to an adjustment generally
based on corporate earnings and profits.

Certain environmental taxes apply only to corporations with ad-
justed minimum taxable income greater than $2,000,000 (sec. 59A).

3 The following summary highlights: (1) the basic rate bracket structure, including certain
“phase outs” that affect the tax rates of taxpayers with lower taxable income as compared with
those with higher taxable incomes; and (2) certain differences between the tax rates of individ-
uals and corporations. For a more complete description of the present-law tax base and rates,
see Description and Analysis of Proposals to Replace the Federal Income Tax, Joint Committee
on Taxation (JCS-18-95), June 5, 1995, pp. 7-16.

4 The corresponding amounts for single filers other than surviving spouses and heads of
households) are $24,000 and $263,750. The amounts for heads of households are $32,150 and
$263,750. These limits, and those cited in the text for married joint filers or surviving spouses,
are adjusted annually for inflation. The figures cited are the amounts for 1996.

6 A similar phaseout applies to corporate income between $15,000,000 and $18,333,333, so
that a corporation with income above that amount is effectively subject to a flat rate of 35 per-
cent.
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2. Choice of entity and capital structure considerations

In general

Owners of a business may conduct their activities as “sole propri-
etorships,” which do not involve legal entities separate from the
owner. However, for a variety of business or other reasons, a sepa-
rate entity may be used to conduct the business. As one example
of a business reason to use a separate entity, under State business
laws the use of a corporation or partnership entity can provide lim-
ited liability to some or all of the equity investors that would not
be available to the owner of a sole proprietorship.

The choice of entity affects the tax treatment of the entity as well
as of its investors. As described in detail below, some entities
(“pass-through entities”) involve one level of tax at the owner level;
other entities (“C corporations”)® involve tax at the entity and the
owner level. Present law sets forth criteria applicable in distin-
guishing among types of entities that receive pass-through tax
treatment, and in distinguishing such pass-through entities from C
corporations. In general, applicable Treasury regulations provide
factors for distinguishing among partnerships, corporations and
trusts. In addition, special statutory rules apply to certain types of
pass-through entities including S corporations, regulated invest-
ment companies, real estate investment trusts, cooperatives, and
housing cooperatives. :

The tax treatment of the entity and its investors can interact
with the choice of capital structure (e.g., whether to raise funds as
debt or as equity), because debt and equity investments are treated
differently for different types of entities and for different types of
investors in those entities. , ‘

The differing treatment of debt and equity for tax purposes has
led to numerous disputes regarding the proper classification of a
particular investment as debt or equity. The form of the instru-
ment is not necessarily controlling. However, taxpayers have con-
siderable latitude in structuring the terms of an instrument so that
it will be treated as debt or equity, as desired.”

Description of various types of entities and capital
structure considerations

Corporations 8

. A corporation that does not qualify for special conduit treatment
(a “C corporation”) generally is taxed as an entity separate from its
shareholders. Thus, the C corporation’s income generally is taxed

6 The term “C corporation” refers to subchapter C of the Code, which contains rules governing
the tax treatment of certain transactions of such corporations and their shareholders..

7 For further discussion, see, e.g., Joint Committee on Taxation, Federal Income Tax Aspects
of Corporate Financial Structures (JCS~1-89), January 18, 1989, pp. 35-37.

8Data from the Internal Revenue Service from 1993 on C corporations, by taxable income cat-
egory, indicated that 61 percent of C corporations reported no taxable income, and another 37
percent reported taxable income less than $355,000. Those C corporations reported only 5.3 per-
cent of the total taxable income of C corporations, so that the remaining 94.7 percent of taxable
C corporation income came from 2 percent of C corporations (and 79 percent of taxable income
came from the 0.1 percent of C corporations subject to tax at a flat rate of 35 percent).



