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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.

«f



5

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).
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when earned at the corporate level, and is taxed again when dis-
tributed as dividends ? to individual shareholders.

Corporate income that is not distributed to shareholders is sub-
ject to current tax at the corporate level only. To the extent that
income retained at the corporate level is reflected in an increased
share value, the shareholder may be taxed at favorable capital
gains rates upon sale or exchange (including certain redemptions)
of the stock or upon liquidation of the corporation.10

Corporate deductions and credits reduce only corporate income
and are not passed through to individual shareholders.

An “accumulated earnings tax” can be imposed on certain earn-
ings in excess of $250,000 ($150,000 for certain service corporations
in certain fields) accumulated beyond the reasonable needs of the
business (secs. 531-537). A “personal holding company tax” is im-
posed on certain undistributed personal holding company income,
generally where the corporation meets certain closely held stock re-
quirements and more than 60 percent of the adjusted ordinary
gross income (as defined) consists of certain passive-type income
such as dividends, interest, and similar items (secs. 541-547).

Special rules attempt to limit the use of lower bracket rates by
separate corporations that are considered related (sec. 1561) and by
certain limited cases of personal service corporations considered to
be accumulating income "attributable to personal services of the
shareholders (sec. 11((b)(2)).

Amounts paid as reasonable compensation to shareholders who
are also employees are deductible by the corporation, and thus are
taxed only as ordinary income compensation at the individual level.
On the other hand, amounts paid as dividends to shareholders are
not deductible by the corporation and are taxed as ordinary income
to the shareholders. Thus, there is an incentive to pay compensa-
tion or other deductible amounts (e.g., rents or royalties) to share-
holders who also provide services or property to the corporation
sufficient to reduce or eliminate corporate-level tax. To the extent
a C corporation is able to establish that amounts paid to share-
holder-employees do not exceed reasonable compensation for serv-
ices provided, corporate-level income and corporate-level tax are re-
duced and may be eliminated.

In general, interest is deductible by a C corporation but amounts
distributed as dividends are not. Subject to business considerations,
this creates a tax incentive favoring debt over equity in the capital
structure. A common issue in the closely held corporate context is
whether instruments denominated as debt and issued to persons
who are also equity owners (or to other persons) should be re-
spected as debt or should be recharacterized as additional equity.
This determination requires an examination of the economic sub-
stance of the instrument.

Both interest and dividends are taxed as ordinary income to indi-
vidual investors and are tax exempt to tax exempt investors, such

9 Distributions with respect to stock that exceed corporate earnings and profits are not taxed
as dividend income to shareholders but are treated as a tax-free return of capital that reduces
the shareholder’s basis in the stock. Distributions in excess of corporate earnings and profits
that exceed a shareholder’s basis in the stock are treated as amounts received in exchange for
the stock and accordingly may be taxed to the shareholder at capital gains rates.

10 Jf an individual shareholder retains stock until death, the appreciation can pass to the heirs
free of inconie tax (sec. 1014).

LA
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as pension plans. However, certain investors may prefer interest to
dividends. For example, foreign investors may be exempt on certain
interest received from U.S. corporations, but are subject to with-
holding tax on dividends. Other investors may prefer dividends to
interest. For example, a corporate investor generally must include
all interest received as ordinary income, but may exclude at least
70 percent of dividends received from another corporation (80 per-
cent if the shareholder owns at least 20 percent of the corporate
stock, and 100 percent if the shareholder owns at least 80 percent
of the corporate stock).

Because of the tax treatment of capital gains, certain investors
may prefer not to receive dividends from a C corporation, but in-
stead may prefer retention of earnings at the corporate level so
that the value attributable to those earnings may be realized as
capital gains on the sale or disposition of stock. Tax exempt inves-
tors, such as pension plans, would be indifferent to this consider-
ation, since both dividends and capital gains are not taxed to them.
However, an individual investor in a marginal tax rate bracket
higher than the 28 percent maximum rate on capital gains could
prefer capital gains. (Any appreciation in the stock that has not
been realized at the time of death is exempt from capital gains tax,
due to the step-up of basis to fair market value at death). Foreign
investors may be exempt from tax on certain capital gains, but sub-
ject to withholding tax on dividends.

In some instances, if a C corporation anticipates deductions that
may result in a relatively low tax at the corporate level for a sig-
nificant period, the fact that corporate rates are lower than the top
individual rates might encourage use of a C corporation rather
than a pass-through entity, particularly if investors anticipate the
ability to reduce shareholder level tax on earnings by realizing the
value of retained earnings in the form of capital gains on sale of
the shares. 11

A C corporation may also be the entity of choice if a corporation
anticipates “going public,” since publicly traded partnerships are
generally taxed as corporations, and S corporations (discussed
below) are not permitted to have more than 35 shareholders and
thus are not suitable public offering vehicles.

Partnerships

A partnership is a conduit—i.e., it receives pass-through treat-
ment—for purposes of income tax liability and payments. Conduit
treatment for the partnership means that income is taxed at only
one level: the partner’s level. Each partner takes into income his
“distributive share” of the partrership’s taxable income and the
separately allocable items of income, deduction, and credit (sec.
702(a)). The liability for Federal income tax payment is that of the

11The top marginal rate applicable to individuals under present law (39.6 percent) is higher
than the top marginal rate applicable to corporations (35 percent). However, the graduation of
the corporate and individual rate schedules and the division of corporate income among share-
holders may mean that the average and marginal tax rates for the individual shareholders
under present law may be lower than the rates applicable to corporations. The relative tax rates
applicable to corporations and individuals (and the extent to which business earnings are rein-
vested in the enterprise) are important considerations in determining whether or not subchapter
C status is desirable. i
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partner, and not of the partnership, even though none of those
profits may actually be distributed to the partner (sec. 701).12

Conduit treatment for partnerships also means that any partner-
ship losses, deductions, and credits pass through to the partner and
can be used to offset other income, thereby reducing the income tax
liability of the partner. The amount of losses that a partner may
deduct under these provisions for a particular year may not exceed
the amount of the adjusted basis of his partnership interest (sec.
704(d)), which, at the inception of the partnership, equals the sum
of his capital contribution to the partnership plus his share, if any,
of partnership liabilities.

The income tax treatment of a business entity as a C corporation
or partnership does not merely depend on the legal form of its orga-
nization. Treasury regulations provide that proper treatment of a
business entity depends on whether the enterprise “more nearly”
resembles a corporation or partnership. In making this determina-
tion, the regulations list six factors and provide that an entity is
treated as a corporation if it has more corporate than non-corporate
characteristics. The six corporate characteristics are: (1) the exist-
ence of associates, (2) an objective to carry on business and divide
the profits thereon, (3) continuity of life, (4) centralized manage-
ment, (5) liability limited to the assets of the entity, and (6) free
transferability of interests.13 Various special definitions apply in
determining the existence of these characteristics. Because the first
two characteristics listed above (associates and profit motive) are
common to both partnerships and corporations, an entity is classi-
fied as a partnership if it lacks two of the four remaining corporate
characteristics. Thus, for example, an entity that lacks continuity
of interest and free transferability of interests could be treated as
a partnership, even though it may have limited liability and cen-
tralized management (see discussion of certain limited liability
companies, below).

Partnerships have been used to provide partners a significant
amount of flexibility to vary their respective shares of partnership
income. Unlike some other types of pass-through entities such as
an S corporation (discussed below), partnerships permit a signifi-
cant amount of flexibility in allocating specific tax consequences to
particular partners; for example, depreciation deductions can be al-

12 Publicly-traded partnershif)s (i.e., partnerships whose interests are traded on an established
securities market, or are readily tradeable on a secondary market (or the substantial equivalent
thereof), generally are treated as corporations (sec. 7704). An exception to this treatment is pro-
vided for publicly traded partnerships 90 percent of whose gross income constitutes passive-type
income.

Whether a partnership is treated as publicly traded depends on whether its “interests” are
publicly traded. Thus, many of the questions that arise in attempting to distinguish between
corporate debt and corporate equity arise in similar form in this context. For example, it is un-
clear under present law to what degree subordination, preference, convertibility, contingency of
payments of income or face amount, voting or other rights, transferability, or similar attributes
of an interest in a partnership determine whether it represents partnexsl‘;ip debt or equity. See
Hambuechen v. Commissioner, 43 T.C. 90 (1964).

13 Treas. reg. sec. 301.7701—2(a). The extent to which the Internal Revenue Service (“IRS”) will
continue to use these tests to determine the tax status of an entity is unclear. On April 3, 1995,
the IRS announced that it and the Department of the Treasury are considering simplifying the
existing classification regulations to allow taxpayers to elect to treat certain domestic unincor-
porated business organizations as partnerships or as corporations for Federal tax purposes. This
“check-the-box” approach would apply to all domestic organizations with two or more associates
and an objective to carry on business and divide the profits therefrom, unless the organization’s
tax status is determined under another Code provision (e.g., sec. 7704 that applies corporate
treatment to certain publicly traded partnerships). IRS Notice 95-14, Bulletin No. 1995-14.
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located disproportionally to one partner while taxable income (but
not current cash flow) can be allocated disproportionately to an-
other partner. The Code permits such allocations only to the extent
they have “substantial economic effect”. Within this limitation,
however, partners in many instances effectively can use such allo-
cations to transfer tax attributes. ,

In the closely-held business context (as well as in other cases),
partnership interests could be utilized to transfer income from
higher-bracket to lower-bracket individuals—for example, within a
family. The Code contains special rules respecting or treating cer-
tain transfers of partnership interests among family members as
gifts where capital is a material income-producing factor to the
partnership (sec. 704(e)). Apart from these rules, issues may arise
regarding the inclusion of certain family members as partners, that
would require examination of the respective contributions of the
family members to the partnership in the form of capital or serv-
ices.

A partner’s distributive share of partnership loss for a taxable
year is deductible only to the extent of the partner’s basis in the
partnership interest (sec. 704(d)). A partner’s basis for his interest
equals the sum of his capital contribution plus his share, if any, of
partnership liabilities. A partner’s basis in his partnership interest
is generally increased by an increase in his share of liabilities and
decreased by a decrease in his share of them (among other factors
that affect his basis) (sec. 752).14 Characterization of funds received
by a partnership as a liability (rather than, for example, an equity
investment in the partnership) thus can increase the basis of all
partners in their partnership interests. This is particularly desir-
able for equity investors who wish to deduct partnership losses cur-
rently. While “passive loss” limitations limit the extent to which
certain types of limited partner income can be offset by partnership
deductions, these limitations do not apply to corporate partners
and may not be important to individual partners who have partner
level “passive income” from other investments.

Equity investors in a partnership (whether they are limited part-
ners or general partners) generally are treated as receiving their
distributive share of partnership income, which generally retains
its character in the hands of the partner. Thus, tax exempt and for-
eign investors, who would not be taxed if they received interest
from the partnership, may be taxed on income from equity invest-
ment as if they were conducting the underlying U.S. business of
the partnership. Such investors thus may prefer to act as lenders,
rather than equity investors, in a partnership.

Until recently, there have been few forms of entity other than S
corporations (discussed further below) that were treated as part-
nerships for income tax purposes but had limited liability for the
owners under local law. One such vehicle is the limited partner-
ship, through which the liability of certain investors (the limited
partners) is limited to the partners’ investment in the partnership.
Limited partnerships generally are treated as partnerships for in-
come tax purposes because local law generally requires the exist-

14By contrast, entity-level debt of other passthrough entities (for example, S corporations) is
not included in the investor’s basis for his interest in the entity. Similarly, debt of a C corpora-
tion is not included in the shareholder’s basis for his stock or securities of the corporation.
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ence of a general partner whose liability is not limited, and the
partnership may lack centralized management, continuity of life, or
free transferability of interest.!> However, a limited partnership
may not be an appropriate vehicle for many business enterprises
to the extent local law limits the rights of the limited partners.

More recently, however, another form of entity—the limited li-
ability company (“LLC”)—has emerged that may provide corporate
treatment for local law purposes and partnership treatment for
Federal income tax purpose. LLCs are entities organized under
State law. Although LLC statutes differ from State to State, com-
mon characteristics under most States’ laws include limited liabil-
ity of owners, management vested in owners or managers, lack of
free transferability of interests, and often a lack of continuity of
life.16 The first LLC statute was enacted in Wyoming in 1977.17 In
1980, the Department of the Treasury proposed regulations to Code
section 7701 that would have treated an LLC as a corporation for
income tax purposes. These regulations were withdrawn in 1982
and, in 1988, the Internal Revenue Service (“IRS”) ruled that an
LLC organized under the Wyoming statute could be treated as a
tax partnership.® Currently, almost all States have enacted LLC
statutes, and the IRS generally has ruled it will treat such entities
as partnerships for tax purposes.!® Thus, an LLC generally affords
local law and income tax treatment similar to that of an S corpora-
tion without having to meet the qualification requirements for such
treatment under subchapter S.20 However, an existing C corpora-
tion generally may elect subchapter S without incurring a tax on
liquidation,?! and an S corporation may enter into tax-free reorga-
nizations with other corporations.22 These features generally are
not available with respect to LLCs.

S corporations

In many instances, owners of business enterprises may wish to
incorporate for nontax reasons (e.g., to obtain limited liability or
easier access to capital markets), but would prefer not to have C
corporation tax treatment. Noncorporate tax treatment may be pre-

15See, B. Bittker and J. Eustice, Federal Income Taxation of Corporations and Shareholders,
Chapter 2 (5th. ed. 1987), para. 2.04: “Limited partnerships, whether subject to the original Uni-
form Limited Partnership Act or the revised version of the Act, come somewhat closer than gen-
eral partnerships to association status; but not close enough to cross the line, except in extreme
cases.”

16See, Claridy, “The Limited Liability Company: An S Corporation Alternative or Replace-
ment?” 4 Journal of S Corporation Taxation, 202 at 203 (1993).

17 Wyo. Stat. secs. 17-15-101 through 17-15-136 (1977).

18 Rev. Rul. 88-76, 1988-1 C.B. 260.

19See, Frost and Gartland, “Tax Classification of an LLC Raises a Number of Issues,” Journal
of Limited Liability Companies, 3 (1994) for a discussion of the various IRS rulings. See also,
Levine and Paul, “Limited Liability Company Statutes: the New Wave,” 4 Journal of S Corpora-
tion Taxation, 226 (1993) for a discussion of how various LLC statutes differ and how such dif-
ferences may affect the tax treatment of the entity.

20Some commentators have suggested that the use of LLCs is not yet as widespread because
of the uncertainty of the extent to which a State will recognize the status of an LLC conducting
business in that State but organized under the laws of another State. However, the commenta-
tors believe that it is only a matter of time until the States begin recognizing each others’ LLCs.
See, August, “Editor’s Comment: The Limited Liability Company—The ‘Super Pass-Through
Entity’?” 4 Journal of S Corporation Taxation, 199 at 200 (1993), Anecdotal information indi-
cates that interstate recognition of LLCs may have already taken place to a great extent.

21But see, section 1363(d) (recapture of certain LIFO inventory benefits upon conversion from
C corporation status), section 1374 (corporate-level tax on certain built-in gains if recognized
within 10 years of conversion), and section 1375 (corporate-level tax on certain passive invest-
ment income to the extent of prior C corporation earnings and profits).

228ection 1371(a)(1) (rules of subchapter C applicable to S corporations).

-
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ferred because owners may not wish business earnings to be sub-
ject to two layers of tax (once when earned and again when distrib-
uted), the average or marginal tax rates for the individual share-
holders may be lower than that of the corporation, owners may
wish to use losses generated by the business to offset income from
other sources, and the owners may not wish tax to be imposed
under the corporate tax base, which may include items not applica-
ble to individuals (such as the corporate alternative minimum tax).

Subchapter S of the Code allows certain qualified corporations to
elect essentially to be relieved from corporate-level taxation and to
pass the corporate items of taxable income and loss through to the
shareholders of the corporation. Thus, a corporation that elects
subchapter S status (an “S corporation”) and its shareholders gen-
erally are treated more like a partnership and its partners than a
C corporation and its shareholders. In order to make an election to
be treated as an S corporation, a corporation must meet certain re-
quirements primarily regarding its capital structure and the iden-
{,)it{ of its shareholders. These requirements are discussed in detail

elow.

To be eligible to elect S corporation status, a corporation may not
have more than 35 shareholders and may not have more than one
class of stock. Only individuals (other than nonresident aliens), es-
tates and certain trusts are permitted as shareholders. A corpora-
tion may elect S corporation status only with the consent of all its
shareholders, and may terminate its election with the consent of
shareholders holding more than half the stock (sec. 1362). Although
there are limitations on the types of shareholders and stock struc-
ture an S corporation may have, there is no limit on the size of
such a corporation (as there is no limit on the size of a C corpora-
tion or partnership).

There is no requirement that an S corporation be engaged in an
active business. However, excess passive investment income can
cause the automatic termination of S corporation status in some
circumstances if an S corporation was previously a C corporation
and still has C corporation earnings and profits. In such a case, if
the S corporation has passive income amounting to more than 25
percent of its gross receipts for three consecutive years, the cor-
poration loses its S corporation status. This rule is intended to pre-
vent a regular C corporation from electing S status and converting,
essentially, into a holding company rather than liquidating and in-
curring tax at the shareholder level on liquidation proceeds from
the period of operation as a C corporation.

S corporations generally are treated for Federal income tax pur-
poses as pass-through entities, not subject to tax at the corporate
level (secs. 1363 and 1366). Items of income (including tax-exempt
income), loss, deduction and credit of the corporation are taken into
account in computing the tax of the shareholders. A shareholder’s
deduction for corporate losses is limited to the amount of the share-
holder’s adjusted basis in his stock and in the indebtedness of the
corporation to such shareholder. To the extent a loss is not allowed
due to this limitation, it generally is carried forward to the next
year. The shareholder’s basis in his stock and debt is reduced by
his share of losses allowed as a deduction and, in the case of stock,
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by distributions, and the shareholder’s basis in his stock is in-
creased by his share of the corporation’s income (sec. 1367).

There are two principal exceptions to the general pass-through
treatment of S corporations. Both are applicable only if the corpora-
tion was previously a C corporation and are generally intended to
prevent avoidance of otherwise applicable C corporation tax con-
sequences. First, an S corporation is subject to tax on excess net
passive investment income (but not in excess of its taxable income,
subject to certain adjustments), if (for less than three consecutive
years23 ) the corporation has subchapter C earnings and profits,
and has gross receipts more than 25 percent of which are passive
investment income for the year (sec. 1375).

Second, for the first 10 years after a corporation that was pre-
viously a regular C corporation elects to be an S corporation, cer-
tain net “built-in” capital gains of the corporation attributable to
the period in which it was a C corporation are subject to tax at the
corporate level (sec. 1374).

In general, a shareholder is not subject to tax on distributions
unless they exceed the shareholder’s basis in his or her stock of the
corporation or the corporation was formerly a C corporation and
has remaining earnings and profits (sec. 1368). To the extent of
such earnings and profits, corporate distributions are treated like
dividends of C corporations and generally are subject to tax as ordi-
nary income in the hands of the shareholders.

Like partnerships, S corporations generally are treated as con-
duits. Taxable income of an S corporation generally is subject to a
shareholder level tax and is taxable regardless of whether it is dis-
tributed to shareholders.24

However, there are significant differences between S corporations
and partnerships. For example, corporate liabilities are not in-
cluded in a shareholder’s basis for his interest in an S corporation.
Thus, unlike a limited partner who can take deductions supported
by certain partnership nonrecourse indebtedness, S corporation
shareholders who wish to obtain similar types of deductions might
generally structure borrowings as borrowings to themselves, con-
tributed or re-lent to the S corporation. Also, S corporations gen-
erally may have only one class of stock, and thus do not offer the
same flexibility as partnerships to allocate income or losses to dif-
ferent investors.25

Special rules benefitting small business investors

50-percent exclusion of gains on small business stock

Generally, gain from the sale or exchange of stock held for more
than one year is treated as long-term capital gain. Net capital gain
(i.e., long-term capital gain less short-term capital loss) of an indi-
vidual is taxed at the same rates that apply to ordinary income,
though subject to a maximum rate of 28 (rather than 39.6) percent.

23If the S corporation continues to have C corporation earnings and profits and has gross re-
ceipts more than 25 percent of which are passive investment income in each year for 3 consecu-
tive years, the S corporation election is automatically terminated.

24 See discussion at footnotell, supra.

25 Anecdotal information indicates that with the emergence of LLCs, fewer new entities are
structured as S corporations.
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Section 1202 of the Code, added by the Omnibus Budget Rec-
onciliation Act of 1993, provides special rules for certain qualified
small business stock issued after August 10, 1993. A noncorporate
taxpayer who holds qualified small business stock for more than
five years may exclude from income 50 percent of any gain on the
sale or exchange of the stock. The amount of gain eligible for the
50 percent exclusion is limited to the greater of (1) 10 times the
taxpayer’s basis in the stock or (2) $10 million gain from stock in
that corporation.

The stock must be acquired by the taxpayer at the original issu-
ance (directly or through an underwriter) in exchange for money or
other property, or as compensation for services provided to the is-
suing corporation (other than services performed as an underwriter
or the stock). Special anti-evasion rules apply for this purpose.

As of the date of issuance of the stock, the excess of (1) the
amount of cash and the aggregate adjusted bases of other property
held by the corporation over (2) the aggregate amount of indebted-
ness of the corporation that does not have an original maturity of
more than one year (such as short-term payables) cannot exceed
$50 million. For this purpose, amounts received in the issuance are
taken into account. ‘ ‘

During substantially all of the taxpayer’s holding period for the
stock, at least 80 percent (by value) of the corporation’s gross as-
sets (including intangible assets) must be used by the corporation
in the active conduct of a qualified trade or business (including cer-
tain start up activities). A qualified trade or business is any trade
or business other than one involving the performance of services in
the fields of health, law, engineering, architecture, accounting, ac-
tuarial science, performing arts, consulting, athletics, financial
services, brokerage services, or any trade or business where the

_principal asset of the trade or business is the reputation or skill of

one or more of its employees. the term also excludes any banking,
insurance, leasing, financing, investing, or similar business, any

- farming business (including the business of raising or harvesting

trees), any business involving the production or extraction of prod-
ucts of a character for which percentage depletion is allowable, or
any business of operating a hotel, motel, restaurant, or similar
business. ‘ ‘

A corporation that is a specialized small business investment
company (“SSBIC”) is treated as meeting the active business test.
An SSBIC is defined as any operation (other than certain non-
qualified corporations) that is licensed by the Small Business Ad-
ministration under section 301(d) of the Small Business Act of
1958, as in effect on May 13, 1993.

Rollover of gains into SSBICS

In general, gain or loss is recognized on any sale, exchange, or
other disposition of property. The Code contains certain provisions
under which taxpayers may elect not to recognize gain realized on
certain “like-kind” exchanges (sec. 1031) or for certain involuntary
conversions (sec. 1033). However, no such nonrecognition provision
generally applies to gain on stocks or securities.

Section 1044, enacted in 1993, permits any corporation or indi-
vidual to elect to roll over without payment of tax any capital gain
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realized upon the sale of publicly traded securities on or after Au-
gust 10, 1993, where the corporation or individual uses the pro-
ceeds from the sale to purchase common stock or a partnership in-
terest in a specialized small business investment corporation
(“SSBIC”) within 60 days of the sale of the securities. To the extent
the proceeds from the sale of the publicly-traded securities exceed
the cost of the SSBIC common stock or partnership interest, gain
is recognized currently. The taxpayer’s basis in the SSBIC common
stock or partnership interest is reduced by the amount of any gain
not recognized on the sale of the securities.

The amount of gain the an individual may elect to roll over for
a taxable year is limited to the lesser of (1) $50,000 or (2) $500,000
reduced by the gain previously excluded under the provision. For
corporations, these limits are $250,000 and $1,000,000.

Losses of small business investment companies
(“SBICS?”) treated as ordinary losses

Generally, losses on stock investments are treated as capital
losses. Such losses may offset capital gains. Corporations are not
f)ermitted to offset any amount of ordinary income with capital
osses.

In the case of a small business investment company operating
under the Small Business Investment Act of 1958, a loss on stock
received pursuant to the conversion privilege of convertible deben-
tures acquired pursuant to section 304 of that Act, that would oth-
erwise be treated as a capital loss, is treated as an ordinary loss.

Losses on small business corporation stock treated as
ordinary losses

Generally, losses on stock investments are capital losses. Such
losses may offset capital gains. However, an individual may not off-
set more than $3,000 of ordinary income in any year with capital
losses.

A special provision permits an individual to treat up to $50,000

($100,000 on a joint return) of losses on certain small business
stock as ordinary losses. Qualifying stock is stock issued by a quali-
fying domestic small business corporation for money or other prop-
erty (other than stock or securities). During the period of its five
most recent taxable years (or shorter period the corporation’s exist-
ence) ending before the date of the loss, the corporation must have
derived more than 50 percent of its aggregate gross receipts from
sources other than royalties, rents, dividends, interest, annuities,
and sales or exchanges of stocks or securities.
A corporation is a small business corporation for this purpose
only if the aggregate amount of money or other property received
by the corporation for stock, as a contribution to capital, and as
paid-in surplus, does not exceed $1,000,000 as of the time of issu-
ance of the stock (including amounts received for such stock).



f23

15

Tax-exempt financing 26

In General.—The Code exempts interest on certain debt obliga-
tions of States, territories, and possessions of the United States
from the regular individual and corporate income taxes. Interest on
debt of local governments generally receives identical treatment to
that provided for State debt. This State and local government bond
interest exemption applies both to bonds issued to finance activities
conducted and paid for by these governments and to bonds issued
for and re-paid by certain private entities if the private activity
being financed is specified in the Code. The specified private activi-
ties generally relate to transportation, privately provided municipal
services, economic development, and certain social programs (e.g.,
mortgage revenue bonds). Issuance of most tax-exempt private ac-
tivity bonds, including those described below, is subject to annual,
aggregate per—State limits of $50 per resident ($150 million if
greater).

Qualified small-issue bonds.—States and local governments may
issue qualified small-issue bonds to provide tax-exempt financing
for capital expenditures of certain manufacturing businesses and
first-time farmers. In general, no more than $1 million of qualified
small-issue bond financing may be outstanding at any time for
property of a business located in the same municipality or county.
This $1 million limit may be increased to $10 million if other cap-
ital expenditures of the business in the same municipality or coun-
ty are counted. A%gregate outstanding borrowing under this pro-
gram is limited to $40 million per borrower regardless of where the
property is located. No more than $250,000 per borrower ($62,500
for used property) may be used to finance depreciable farm prop-
erty. o ‘

Bonds for empowerment zone and enterprise community busi-
nesses.—Tax-exempt bonds may be issued to finance capital ex-
penditures of businesses located in Federal empowerment zones
and enterprise communities. The amount of these bonds is limited
to $3 million per business in any one zone; businesses are further
subject to a $20 million aggregate limit on such bonds for property
in all zones and communities. Businesses receiving this tax-exempt
financing must continuously qualify as a “zone” or “community”
business throughout the term of the tax-exempt financing provided.

3. Expensing of capital costs

A taxpayer generally must capitalize the cost of property used in
a trade or business and recover such cost over time through allow-
ances for depreciation or amortization. Tangible property generally
is depreciated under a modified Accelerated Cost Recovery System
(“MACRS”) of section 168, which determines depreciation by apply-
ing specific recovery periods, placed-in-service conventions, and de-
preciation methods to the cost of various types of depreciable prop-
erty.

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to expense and deduct up

26 A more comprehensive discussion of tax-exempt financing will be presented in a subsequent
pamphlet, to be issued in connection with the scheduled May 1, 1996 hearing before the House
Committee on Ways and Means regarding the impact on State and local governments and tax-
exempt entities of replacing the Federal income tax.
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to $17,500 of the cost of qualifying property placed in service for
the taxable year (sec. 179).27 In general, qualifying property is de-
fined as depreciable tangible personal property that is purchased
for use in the active conduct of a trade or business. The $17,500
amount is reduced (but not below zero) by the amount by which the
cost of qualifying property placed in service during the taxable year
exceeds $200,000. In addition, the amount eligible to be expensed
for a taxable year may not exceed the taxable income of the tax-
payer for the year that is derived from the active conduct of a trade
or business (determined without regard to this provision). Any
amount that is not allowed as a deduction because of the taxable
income limitation may be carried forward to succeeding taxable
years (subject to similar limitations). In the case of a partnership
(or S corporation), the $17,500, $200,000, and taxable income limi-
tations are applied at the partnership (or corporate) and partner
(or shareholder) levels.

4. Accounting methods

In general

A taxpayer must compute its taxable income under a method of
accounting on the basis of which the taxpayer regularly keeps its
books so long as, in the opinion of the Secretary of the Treasury,
such method clearly reflects the taxpayer’s income (sec. 446 of the
Code). Among the permissible methods of accounting are the cash
receipts and disbursement method (“cash method”), an accrual
method, any other method permitted or required under the Code,
or any hybrid method allowed under regulations. A taxpayer may
change its method of accounting with the consent of the Secretary.

Special statutory rules allow small businesses to use accounting
methods that are unavailable to larger taxpayers. Many of these
rules are designed to alleviate the tax accounting burdens of small
businesses, while other rules are designed to provide a tax incen-
ic)ivle for small businesses. Some of these special rules are described

elow.

Cash and accrual methods

Under the cash method of accounting, income is recognized and
deductions are allowed when the taxpayer receives or remits cash
or cash equivalents. The cash method is administratively easy, pro-
vides the taxpayer flexibility in the timing of its income and deduc-
tions, and is the method generally used by most individual tax-
payers.

Under an accrual method of accounting, income generally is rec-
ognized in the year in which all the events have occurred that es-
tablish the taxpayer’s right to receive the income and the amount
of the income can be determined with reasonable accuracy. A de-
duction is allowed for an expense in the year in which all events
have occurred that establish the liability of the taxpayer for the ex-
pense, the amount of the liability can be determined with reason-
able accuracy, and economic performance has occurred with respect

27 The amount permitted to be e:(?)ensed under section 179 is increased by up to an additional
?20,0009&3{ certain property placed in service by a business located in an empowerment zone
sec. 1397A).
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to the item of expense. Accrual methods of accounting generally re-
sult in a more accurate measure of economic income than does the
cash method, conform to generally accepted accounting principles,
and are used by most businesses for financial accounting purposes.

In general, a taxpayer must use an accrual method of accounting
for Federal income tax purposes if the taxpayer’s average annual
gross receipts for all prior taxable years exceed $5 million (section
448 as added by the Tax Reform Act of 1986 (“1986 Act”)). Individ-
uals, partnerships (other than partnerships having a C corporation
as a partner), S corporations, and “qualified personal service cor-
pgrations” 28 gre exempt from the required use of an accrual meth-
od.

Special rules are provided for farm businesses. A corporation (or
a partnership with a corporate partner) engaged in the trade or
business of farming must use an accrual method of accounting for
such activities unless such corporation (or partnership), for each
prior taxable year beginning after December 31, 1975, did not have
gross receipts exceeding $1 million. A provision of the Revenue Act
of 1987 requires a family corporation (or a partnership with a fam-
ily corporation as a partner) to use an accrual method of account-
ing for its farming business unless, for each prior taxable year be-
ginning after December 31, 1985, such corporation (and any prede-
cessor corporation) did not have gross receipts exceeding $25 mil-
lion. A family corporation is one where at 50 percent or more of the
stock of the corporation is held by one family (or in some limited
cases, two or three families.)

Thus, many small businesses are exempt from the statutorily
mandated use of an accrual method of accounting either because
the small business is not organized as a C corporation, has average
annual gross receipts of less than the threshold amount, or is a
qualified personal service corporation. However, in order for a
small business to use the cash method of accounting for Federal in-
come tax purposes, the method must, in the opinion of the Sec-
retary of the Treasury, clearly reflect the taxpayer’s income. For
example, Treasury regulations require the use of an accrual meth-
od of accounting where purchases and sales of merchandise by a
business are material income-producing factors. Taxpayers often
enter into disputes with the IRS regarding whether an item is “ma-
terial” or whether income is “clearly reflected.”

Uniform capitalization of inventory costs

A taxpayer that sells goods in the active conduct of its trade or
business generally must maintain inventory records in order to de-
termine the cost of goods it sold during the taxable period. Cost of
goods sold generally is determined by adding the taxpayer’s inven-
tory at the beginning of the period to purchases made during the

28 A qualified ’I}gersonal service corporation is a corForation meeting a function test and an
ownership test. The function test is met if substantially all the activities of the corporation in-
volve the performance of services in the fields of health, law, engineering, architecture, account-
in?, actuarial science, performing arts, or consulting. The ownership test is met if substantially
all of the value of the outstanding stock of the corporation is owned by present or retired em-
ployees, the estates of such persons, by any person who acquired its ownership interest as the
result of the death of such a person within the previous 24 months, or by a holding company
the stock of which is owned by employees of the corporation, or employees of the affiliate of the
corporation, that is engaged in the same field of service.
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period and subtracting from that sum the taxpayer’s inventory at
the end of the period.

In general, the uniform cost capitalization rules (as added by the
1986 Act) require taxpayers that are engaged in the production of
real or tangible personal property or in the purchase and holding
of property for resale to capitalize or include in inventory the direct
costs of the property and the indirect costs that are allocable to the
property. Direct costs generally are the costs directly associated
with the production of a good; i.e., the materials and labor applied
in the production of the cost. Indirect costs are costs associated
with functions removed from the direct production of the good; e.g.,
overhead and administrative costs. In determining whether indirect
costs are allocable to production or resale activities, taxpayers are
allowed to use various methods so long as the method employed
reasonably allocates indirect costs to production and resale activi-
ties.

However, the uniform capitalization rules do not apply to prop-
erty acquired by a taxpayer during the taxable year for resale if
the average annual gross receipts of the taxpayer for the preceding
three taxable years did not exceed $10,000,000.

Simplified dollar-vaiue LIFO method for small businesses

Because of the difficulty of accounting for inventory on an item-
by-item basis, taxpayers often use conventions that assume certain
item or cost flows. Among these conventions is the “last-in-first-
out” (“LIFO”) method which assumes that the items in ending in-
ventory are those earliest acquired by the taxpayer. One method of
applying the LIFO method to inventories is the dollar-value meth-
od. Under the dollar-value LIFO method, the taxpayer accounts for
its inventories on the basis of a pool of dollars rather than on an
item-by-item basis. Each pool of dollars includes the value of a
number of different types of inventory items. Generally, for whole-
salers, retailers, jobbers and distributors, items of inventory are
pooled by major lines, types or classes of goods. In the case of man-
ufacturers, all inventory items which represent a natural business
unit may be combined into a single pool. Similarly, taxpayers may
assign inventory items to one of a number of pools determined by
the similarity of the different types of items to each other.

The dollar-value method measures each pool of dollars in terms
of the equivalent dollar value of the inventories at the time the
portion of the pool of dollars was first added to the inventory ac-
count. In order to measure the pool of dollars in terms of equiva-
lent dollar values, the use of the dollar-value LIFO method re-
quires the development of an index which will discount present dol-
lar values back to the equivalent dollar values of the first year the
taxpayers uses the LIFO method (called the “base year”). This is
normally done by comparing the dollar amount of inventory items
measured in present year prices against the dollar amount of the
same inventory items in base year prices (the “double-extension”
method). If the permission of the Secretary of the Treasury is ob-
tained, however, the index may be developed by comparing the dol-
lar amount of inventory items measured in present year prices
against the dollar amount of the same inventory items measured
in the immediate prior year’s prices. This computation yields an
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annual index component that, when applied to all prior annual
index components, creates a cumulative index which discounts
present dollar values back to the equivalent dollar values of the
base year (the “link-chain” method). \

Instead of using actual inventory prices, a taxpayer may use ta-
bles of price changes published by the