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JINTRODUCTION R
The Subcommittee on Taxation and IRS Oversight of the Senate
Committee on Finance has scheduled a public hearing on May 26,
1995, on issues relating to subchapter S corporations and share-
holders and the deductibility of home office expenses by individ-
uals. The hearing includes an examination of S. 758 {“S Corpora-
tion Reform Act of 1995”), introduced by Senators Hatch, Pryor,
Simpson, Breaux, Baucis, Grassley, D’Amato and others on May 4,
1995, and S. 327 (“Home Office’ Deduction Act of 1995”) as intro-
duced by Senators Hatch, Baucus, Grassley and others on February
1, 1995. A similar provision with respect to home office expenses
is included in H.R. 1215 (“Tax Fairness and Deficit Reduction Act
of 1995”), as passed by the House of Representatives on April 5,
1995. This pamphlet,! prepared by the staff of the Joint Committee
on Taxation, describes present-law and background with respect to
subchapter S corporations and home office expenses and the provi-
sions of 8. 758 and S. 827, and the home office provisions of H.R.
1215. T S T
Part 1 of the pamphlet is an overview of present-law subchapter
S and the treatment of home office expenses and legislative propos-
als to change these areas of the tax law. Part II provides back-
ground on choice of entity considerations, describes present law
and the legislative background of subchapter S, provides data on
subchapter S corporations, and describes the provisions of S. 758.
Part III is a description of the present-law treatment of home office
expenses by individuals, the provisions of S. 327, and the home of-
fice provisions of H.R. 1215, ' :

! This document may be cited as follows:,Jo‘int Cqm:_r_lii;téé_ oﬁ'.'ll_f_éxgétj_'o'n,“Pr:'esént Law and P;;)-:
posals Relating to Subckapter S Corporations and Home Office Deductions (JCS-16-95), May

O
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I. OVERVIEW

Subchapter S corporations

For Federal income tax purposes, a corporation generally is
treated as a separate entity apart from its shareholders. Income
earned by a corporation is taxed to it and distributions from a cor-
poration (either as dividends or in liquidation) are included in the
shareholders’ taxable incomes. A partnership, on the other hand,
generally is not treated as a taxable entity. Instead, income earned
by a partnership, whether distributed or not, is taxed .to the part-
ners, and distributions from the partnership generally are tax-free.

Subchapter S of the Internal Revenue Code of 1986 (“Code™) al-
lows certain qualified corporations to elect to be relieved from cor-
porate-level taxation and to pass the corporate items of taxable in-
come and loss through to the shareholders of the corporation. Thus,
a corporation that elects subchapter S status (an “S corporation”)
and its shareholders generally are treated more like a partnership
and its partners than a C corporation and its shareholders for Fed-
eral income tax purposes. The election does not inhibit the share-
holders’ limited liability protection provided by local law. In order
to make an election to be treated as an S corporation, a corporation
must meet certain requirements primarily regarding its capital
structure and the identity of its shareholders. Other entities, pri-
marily limited liability companies, may achieve similar tax treat-
ment and limited liability results without having to meet the re-
quirements of subchapter S of the Code.

Subchapter S was first enacted in 1958 in order to remove tax
considerations from choice-of-entity decisions for some taxpayers
and provide tax relief for small businesses. Since 1958, subchapter
S has been amended several times (most notably in 1982) in order
to more closely align the treatment of S corporations and partner-
ships. Moreover, other changes to the Code (particularly changes to
individual and corporate tax rates and the treatment of taxable
corporations) have had an effect on the number of subchapter S
elections.

Approximately one-half of all corporations filing tax returns are
now S corporations. This figure represents the rapid growth of sub-
chapter S elections following the passage of the Tax Reform Act of
1986. While the number of S corporations is substantial, their rel-
ative size is not. S corporations tend to engage in non-capital inten-
sive businesses and in 1993 held only 4 percent of all corporate as-
sets. In addition, S corporations reported 16.5 percent of all busi-
ness receipts and 11.1 percent of corporate net income in 1993.
Fewer than one-sixth of all S corporations have more than three
shareholders. Still, there are some large S corporations. There are
almost 1,000 S corporations with assets in excess of $50,000,000.
(%eie c%ata in Tables 1-3 and Charts 1-5, in Part ILD of this pam-
phlet.

S. 758 (“S Corporation Reform Act of 1995”), introduced by Sen-
ators Hatch, Pryor, Simpson, Breaux, Baucus, Grassley, I’Amato
and others on May 4, 1995, would make several changes to sub-
chapter S. The principal changes would be to: (1) increase the max-
imum number of shareholders to 50; (2) treat members of a family
as one shareholder; (3) allow nonresident aliens and certain tax-ex-
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empt organizations to be shareholders; (4) allow discretionary
trusts to be shareholders; (5) permit S corporations to issue pre-
ferred stock, to issue convertible debt as “safe harbor” debt, and to
own subsidiaries; (6) allow S corporations to earn greater amounts
of passive income without adverse tax consequences; and (7) make
several changes to subchapter S to improve administrability and
compliance and provide simplification. The bill generally would be
effective for taxable years beginning after December 31, 1995.

Home office expenses

A taxpayer’s business use of his or her home may give rise to' a
deduction for the business portion of expenses related to operating
the home, provided that certain criteria are satisfied. However, in-
Commissioner v. Soliman, 113 S. Ct, 701 (1993), the Supreme
Court held that an anesthesiologist who used a room in his home
to perform administrative and management activities for his busi-
ness was not entitled to a home office deduction, on the grounds
that the “principal place of business” for the taxpayer was not the
home office but rather was at the hospitals where the taxpayer per- -
formed the “essénce of the professional service.” =~ .

S. 327, introduced by Senator Hatch (and others) on February 1,
1995, would effectively overrule the Soliman holding by providing
statutorily that a home office qualifies as the “principal place of
business” if (1) the office is the location where the taxpayer’s essen-
‘tial administrative or management activities are conducted on a
regular and systematic (and not incidental) basis by the taxpayer,
and (2) the office is.necessary because the taxpayer has no other
location for the performance of the essential administrative or man-
agement activities of the business. 5. 327 would be effective for tax-
able years beginning after 1991, A similar provision with respect
to home office expenses was included in H.R. 1215 (“Tax Fairness
and Deficit Reduction Act of 1995”), as passed by the House of Rep-

..... A

resentatives on April 5, 1995. "
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II. TAX TREATMENT OF SUBCHAPTER S CORPORATIONS

: : AND SHAREHOLDERS 4

A, Background

For Federal income tax purposes, a corporation generally is
treated as a separate entity apart from its shareholders. Income
earned by a corporation is taxed to it and distributions from a cor-
poration (either as dividends or in liquidation) are included in the
shareholders’ taxable incomes. The rules governing the relation-
'ships of a taxable corporation and its shareholders are generally
found in subchapter C of the Internal Revenue Code of 1988
(“Code”)2 and corporations subject to tax are known as “C corpora-
tions.”

A partnership, on the other hand, generally is not treated as a
taxable entity.3 Instead, income earned by a partnership, whether
distributed or not, is taxed to the partners, and distributions from
the partnership generally are tax-free. The items of income, gain,
loss, deduction or credit of a partnership generally are taken into
account by a partner pursuant to the partnership agreement (or in
accordance with the partners’ interest in the partnership if the
agreement does not provide for an allocation) so long as such allo-
cation has substantial economic effect.# The rules governing the
treatment of a partnership and its partners generally are found in
subchapter K of the Code, J

The income tax treatment of a business entity does not merely
depend on the legal form of its organization. Treasury régulations
provide that proper treatment of a business entity depends on
whether the enterprise “more nearly” resembles a corporation or
partnership. In making this determination, the regulations list six
factors and provide that an entity is tredted as a corporation if it
has more corporate than non-corporate characteristics. The six cor-
porate characteristics are: (1) the existence of associates, (2) an ob-
Jective to carry on business and divide the profits thereon, (3) con-
tinuity of life, (4) centralized management, (5) liability limited to
the assets of the entity, and (6) free transferability of interests.5
Because the first two characteristics listed above (associates and
profit motive) are common to both partnerships and corporations,
an entity is classified as a partnership if it lacks two of the four
remaining corporate characteristics.

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 cor-

2 These rules %enerally govern the tax treatment of corporate formations, distributions, reor-
ganizations, and liquidations.

3 However, section 7704, as added by the Revenue Act of 1987, provides that certain publicly-
traded partnerships are treated as corporations for tax purposes.

4 Sections 704 (a) and (b). The determination of whether an allocation has substantial eco-
nomic effect may be difficult. See, e.g., Treasury regulations under section 704(b).

& 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-

rated business organizations as partnerships or as corporations for Federal tax purposes. This

‘¢theck-the-box” approach would apply to all organizations with two or more associates and an

objective to carry on business and divide the profits therefrom, unless the organization’s tax sta-
tus 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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porate tax treatment. Noncorporate tax treatment may be pre-

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 corporate tax base may include items not ap-

plicable 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-
tity of its shareholders. These requirements are discussed in detail
below. R =

Until recently, there have been few forms of entity other than S
corporations that were treated as partnerships for income tax pur-
poses but had limited liability for the owners under local law. One
such vehicle is the limited partnership; through which the liability
of certain investors (the limited partners) is limited to the partners’
investment in the parthership. Limited partnerships generally are
treated as parinerships for income tax purposes 'because local law
generally requires the existence of a general partner whose liability
is not limited, and the partnership may lack centralized manage-
‘ment, continuity of life, or free transferability of interest.” How-
ever, 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

. 8 The top marginal rate applicable to individials under present law (396 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. ) o I
7 See, 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 révised version of the Act; ‘come somewhat closer than gen-
eral partnerships to”association status, but ot close enough to cross the line, except in extreme
cases. o P . B . ¥ N R R i



6

life.8 The first LLC statute was enacted in Wyoming in 1977.2 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.l® Currently, 48 States have enacted LLC stat-
utes,!! and the IRS generally has ruled it will treat such entities
as tax partnerships.12 Thus, an LLC generally affords local law and
income tax treatment similar to that of an S corporation without
having to meet the qualification requirements for such treatment
under subchapter S.3 However, an existing C corporation gen-
erally may elect subchapter S without incurring a tax on liguida-
tion,1* and an S corporation may enter into tax-free reorganizations
with other corporations.l5> These features generally are not avail-
able with respect to LLCs. B
B. Present Law
Eligibility = o
A “small business corporation” may elect to be an S corporation.
A small business corporation is a domestic corporation which is not
an ineligible corporation and which does not have (1) more than 35
shareholders, (2) as a shareholder a person (other than an esfate
or certain trusts) that is not an individual, (3) a nonresident alien
as a shareholder, and (4) more than one class of stock. For this
purpose, a husband and wife are treated as one shareholder. An in-
eligible corporation is one that is a member of an affiliated group;
a bank, domestic savings and loan association, mutual savings
bank, or certain cooperative bank; an insurance company; a section
936 corporation; or a DISC or former DISC. Trusts that are eligible
to own S corporation stock include grantor trusts, testamentary
trusts and qualified subchapter S trusts (“QSSTs™). A QSST is a
trust, the terms of which require that all distributions of the trust
may be made to only one beneficiary, who must be a U.S. citizen
. or resident.16 L R

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

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

¢ Rev. Rul. 88-76, 1988-1 C.B. 260. ) —

.11 1t is reported that Pennsylvania and New Hampshire are considering LLC statutes.

.12 See, 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 Jouwrnal of
§ Corporation Taxation, 226 (1993) for a discussion of how various LLC statutes differ and how
such differences may affect the tax treatment of the entity.

13 Some 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 comirenta-
tors believe that it is only a matter of time until the States begin recognizing each others’ LLCs.
See, August, “Editor’s Corament: The Limited Liability Company—The ‘Super Pass-Through En-
tity?" 4 Journal of 8 Corporation Taxation, 199 at 200 (1993). Anecdotal information indicates
that interstate recognition of LLCs may have already taken pldce to a great extent. L

14 But 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). .~ =~~~

38 Section 1871(a)1) (rules of subchapter C applicable to S corporations). .

& Section 1361 For a description of proj sedp s to the present-law eligibility require-
ments for electing 8 corporation statis, see Part II. E of this pamphlet. ™~ ™ 7~ T
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Election, revocation, and termination

In order to be effective, an election to be treated as an S corpora-
tion must bé made during the first two and a half months of the
taxable year; an election made later is effective for the following
taxable year. All shareholders must ‘consent to the initial election.
The election is effective until terminated; the consent of new share-
holders is not required. o T Co

An election may be terminated upon revocation by shareholders
holding more than oné-half of the shares of the corporation. A rev-
ocation made during the first two and a half months of the taxable
year is effective for that year; a revocation made later is effective’
for the following taxable year. S corporation status'may also be ter-
minated if the corporation ceases to qualify as a small business cor-
poration. In such case, the termination is effective on and after the
date of cessation. Finally, an election terminates if an S corporation
with subchapter C earnings and profits has passive investment in-
come that exceeds 25 percent of gross receipts for three consecutive
taxable years. If S corporation status is terminated, a’subsequent
election cannot generally be made for five taxable years. The Sec-
retary of the Treasury has the authority to waive certain inadvert-
ent terminations.’” ' o ' o

Effect of election upon the co}-poration -

In general, an S corporation is not subject to corporate tax. Rath-
er, the taxable incomie or loss of the corporation is computed in the
same manner as in the case of an individual, and the income is
passed-through to the shareholders. Special rules apply to C cor-
porations that elect S corporation status. Former C corporations
are subject to corporate-level tax on the recapture of LIFO benefits,
investment tax credit recapture, certain built-in gains, and certain
passive investment income. The rules of subchapter C generally
apply to an S corporation and its shareholders. Thus, for example,
a sole shareholder may make tax-free contributions of appreciated
property to his or her S corporation.'® However, for purposes of
subchapter C, an S corporation in its capacity as a shareholder is
treated as an individual.?® * - _ I

For purposes of applying certain employee fringe benefit and for-
eign source income rules, the S corporation is treated as a partner-
ship. . ' ' . .

An S corporation must use as its taxable year the calendar year,
or any other accounting period for which the corporation estab-
lishes a business purpose to the satisfaction of the Secretary of the
Treasury.2! '

17 Gection 1362. For a description of proposed changes to the rules regarding S corporation
elections, revocations, and terminations, see Part 1L E of this pamphlet.

18 Section 351 of subchaﬁber C provides for the tax-free treatment of property transferred to
corporations controlled by the transferor. Do e o v

19 Section 1371(a)(2). For a description of proposed changes to this provision, see Part II. E
of this pamphlet. ) i

20 Sections 1372 and 1373, respectively. For a deseription of pro}})]osed changes to the rules
regarding the treatment of fringe benefits, see Part II. E of this pamphlet. B o

21 Section 1378. The Tax Reform Act of 1986 and the Revenue Act of 1987 also provided rules
regarding the taxable years of pa"rtrie‘rshigs, 8 corporations, and personal service companies.
Such rules allow the use of a fiscal years that result in a deferral period of up to three months,

Continied
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Effect of election upon the shareholders .

All S corporation items of income, loss, deduction, or credit that
could affect the tax liability of an individual generally are passed
through to shareholders on a pro-rata basis as of the last day of
the S corporation’s taxable year.?? Thus, as in the case of partner-
ships, entity-level items such as capital gains and losses, compo-
nents of investment activity, charitable contributions, tax credits,
foreign source income, as well as ordinary income or loss from
trade or business activities are separately stated and passed
through to shareholders. Unlike partnerships, though, special allo-
cations are not provided for shareholders. Pro rata allocations of S
corporation items are generally made on a per-day, per-share basis,
regardless of when during the year an activity having a tax effect
may have actually taken place.2? The aggregate amount of losses
and deductions taken into account by a shareholder for a taxable
year cannot exceed that shareholder’s adjusted basis of his or her
S corporation stock and the adjusted basis of any indebtedness of
the S corporation to the shareholder. Any disallowed losses or de-
ductions are carried over indefinitely.24 ' '

A shareholder increases the adjusted basis in his or her S cor-
poration stock by the items of income of the S corporation; losses,
deductions, and nondeductible expenses that pass through to the
shareholder decrease such basis.2® The amount of a distribution
from an S corporation that does not have earnings and profits is
tax-free to the extent of the shareholder’s basis in the stock and re-
duces such basis; any remainder generally is treated as a capital
gain. The amount of a distribution from an S corporation that has
earnings and profits 26 is tax-free to the extent of the accumulated
adjustments account (“AAA”). The AAA generally is the aggregate
amount of undistributed income (less deductions and losses) that
has been subject to individual taxation at the shareholder level.
The amount of the distribution in excess of the AAA is treated as
a dividend to the extent of the corporation’s earnings and profits.
Any remaining portion of a distribution in excess of the corpora-
tion’s earnings and profits is treated pursuant to the rules regard-
ing distributions from an S corporation that does not have earnings
and profits. Thus, the basis adjustment and AAA rules operate to
(1) insure that the items of income and loss that pass through to
the shareholder are not duplicated when the shareholder receives
a distribution from the S corporation or disposes of his or her stock,
and (2) preserve the tax treatment of items that did not pass
through to the shareholder.

so long as the electing entity makes certain required payments or is subject to certain deduction
limitations (sec. 441).

22 Section 1366(a). In addition, special rules apply to gasoline and special fuels tax credit of
section 34 and the taxes imposed under sections 1374 and 1375 (sec. 1366(f).

23 Bection 1377. In the case of any shareholder terminating his or her interest in the corpora-
tion, the shareholders may elect to cut-off S corporation’s taxable year as of the date of such
termination for purposes of aﬂ:lyin the per-day, per-share rule. For a description of proposed
changes to this rule, see Part II, E of this pamphlet.

24 Section 1366(d). For a description of proposed changes to the rules regarding losses flowing
through from S corporations, see Part II. E of this pamphlet.

2% Section 1367. In addition, special rules apply to certain depletion deductions.

28 An 8 corporation may have earnings and profits if it had previously been a C corporation
or if it had been an S corporation prior to 1983. For a description of a proposed elimination
of such latter amounts, see Part II. E of this pamphlet.
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C. Legislative Background
Early proposals ' 7 '

Subchapter 8 was first enacted as part of the Technical Amend-
ments Act of 1958. Many commentators, however, have traced the
roots of subchapter S fo earlier proposals.2? A system of taxation
that resembles present-law subchapter S was deseribed in two
Treasury studies of the mid-1940s.28 The studies suggested that
the corporate and individual income tax systems could be inte-
grated by ignoring the legal distinction between corporations and
their shareholders, and taxing corporate profits at the individual
level, as in the case of partnerships. The studies a_ck.t_;ow_ledge that
the use of the partnership method would probably only be adminis-
tratively feasible for ‘corporations with simple capital structures
and with relatively few stockholders. =~~~ _
hThe‘P_resident’s Budget Message of January 21, 19542° proposed
that: | SRS S SRR RO
Small businesses should be able to operate under what-

ever form of organization is desirable for their particular .
circumstances, ‘without incurring unnecessary tax pen-
alties. To secure this result, I recommend that corpora-
tions with a small number of active stockholders be given
the option to be taxed as partnerships and that certain
partnerships be given the option to be taxed as corpora- -
tions. S T . o
. The Internal Revenue Code of 1954 contained a provision that al-.
lowed certain partnerships and sole proprietorships to elect to be
taxed more like corporations.3° The Senate amendment to the
House bill of the 1954 Act contained a companion provision (but
which was not enacted in the 1954 Act) that allowed qualified cor-
porations to elect to be taxed as partnerships.3! For this purpose,
a qualified corporation was a domestic corporation organized after
1954 that had 10 or fewer resident individual shareholders,3? all of
whom were actively engaged in the conduct of the business of the
corporation, and that had only one class of stock. The election was
available only in the first year of the corporation’s existence or in
the first year after a more than 20-percent change in'ownership.
As a result of the election, the corporation was treated as a part-
nership and a shareholder of the corporation would not be consid-

27 See, J. Eustice & J. Kuntz, Federal Income Taxation of 8 Corporations, Chapter 1 {2d. ed.
1985) and Bravenee, “The One-Class-of-Stock Requirement of Subchapter 8,” 6 Housfon L. Rev.
215, 238-241 {1968). ' | ' ’ ; )

2% See, Div. of Tax Research, U.S. Treas, Dept., “The Postwar Corporate Tax Structure”
(1946), contained in 80th Cong. 1st Sess. (pt. 2) 1136 and “Taxation of Small Businesses” (1947,
contained in 80th Cong. 1st Sess. (pt. 5) 3739. i

20 100 Cong. Rec. 567, 571 (1954).

30 Section 1361 of the Internal Revenue Code of 1954. Section 1361 was repealed in 1966,
effective January 1, 1969. The breadth of the use of the election has been questioned. See, S.
Surrey, “The Congress and the Tax Lobbyist—How Special Tax Provisions Get Enacted,” 70
Harv, L. Rev. 1145, 1149 note (1957) (“( Sec. 1361) apparently received its main jmpetus and
perhaps’ the enly reason for its existence from the situation of a particular Georgia partner-
ship.”?sand B. Bittker and J. Eustice, Federal Income Taxation of Corporations and Sharehold-
ers, Eara. 2.12 (4th d., 1979) (“Its de facto demise through nonuse was probably already a reality
by the time Congress formally put it to death in 1966; in effect, it was overlooked by many,
unused by most, and mourned by practically none.”) . o

21 T.R. 8300, 83d Cong., 2d Sess., sec. 1351 (1954). )

‘32 A domestic nership could own stock in the corporation so long as all the partners quali-
fied as shareholders. o ) i ) s : :

909811 95-2
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ered to be an employee for purposes of the rules regarding qualified
deferred compensation plans.3¥ The election was irrevocable until
there was a more than 20-percent change in ownership. If a cor-
poration issued a second class of stock, the election was revoked
retroactively. This provision was not included in the House bill and
was not adopted in conference,

Subchapter S under the 1958 Act

In 1958, President Eisenhower again proposed providing benefits
to small businesses, including a recommendation from the Cabinet
Committee on Small Business regarding the integration of the tax-
ation of small corporations and their shareholders.3¢ In response,
the Senate bill contained provisions that added subchapter S to the
Internal Revenue Code of 1954 and eventually became part of the
Technical Amendments Act of 1958 (“1958 Act”).35 Legislative his-
tory 36 indicates that the enactment of subchapter S had the follow-
ing goals: (1) to permit businesses to select the form of business or-
ganization desired without having to take major tax differences
into account;37 and (2) provide benefits to small businesses.38 Spe-
cifically, the small business benefits described in the legislative his-
tory were (1) the taxation of income at potentially lower individual
tax rates, (2) the removal of the corporate layer of taxation on such
income, and (3) the use of corporate losses by individuals to offset
income from other sources.??

Subchapter S, as enacted, was different in certain respects from
the 1954 Senate provision. As enacted, the election was available
to a domestic corporation that was not a member of an affiliated
group, had 10 or fewer shareholders, had only shareholders who
were resident individuals (or estates), and had one class of stock.

The election was available to existing subchapter C corporations
and could be made during the first month of the taxable year for
which it was to be effective or the last month of the prior year. In
order to be effective, the consent of all (including new) shareholders
was required. Termination of the election could result if all share-
holders consented to revocation, if the corporation ceased to meet
the eligibility tests, if more than 80 percent of the gross receipts
of the corporation came from foreign sources, or if more than 20
percent of the gross receipts of the corporation were from passive
sources. Terminations generally were effective for the entire tax-
able year in which the terminating event occurred. Once sub-

'133 At the time, partners could not participate in partnérship qualified deferred compensation
plans.

3+ 104 Cong. Rec, 338, 339 (1958).

35 P, 85.866 (1058). o

36 3. Rept. No. 1983, 85th Cong., 2nd Sess. 87 (1958).

%7 Specifically, subchapter 8 was seen as a complement to section 1361 as added by the 1954
Act that permitted proprietorships and partnerships to be taxed as corporations.

38 The 1958 Act also added several other benefits targeted toward small businesses, including
treating losses on certain small business stock as ordinary rather than capital losses (sec. 1244);
extending the carryover period for net operating losses (sec. 172); providing additional first-year
depreciation allowances (sec. 179); increasing the minimum accumulated earnings credit (sec.
205, since repealed); and providing for an extension of time for payment of estate tax attrib-
utablé to investments in closely held enterprises (sec, 6166).

© 39 At the time, the top marginal individual tax rate was greater than the top marginal cor-
porate tax rate. However, because individual and corporate tax rates were graduated differently,
a sharsholder could have a lower ma?‘nal tax rate than a corporation. Thus, whether or not
Subchapter S provided a benefit depended on the relative rates ;?:he corporation and the share-
holder and when corporate earnings were distributed.
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chapter S status had been terminated, it could not be re- elected for
five taxable years.

In addltlon the 1958 Act did not adopt the partnership system
of taxation, per se, for electing corporations. Rather, the subchapter
S election exempted the corporation from corporate tax. Sharehold-
ers holding stock on the last day of the year included the undistrib-
uted taxable income of the corporation in income as a dividend. Un-
distributed taxable income was defined as the corporation’s taxable
income for the year less the cash distributed out of current earn-
ings and profits during the year. In addition, recipient shareholders
included actual dividend distributions in income, as under sub-
chapter C. Distributions of previously taxed income were tax-free.
Ordering rules provided that cash distributions were deemed to be
first from current earnings and p_roﬁts, then previously taxed in-
come, and then accumulated earnings and profits; special rules ap-
plied to property distributions.. Al or a portion of actual and
deemed dividends could be recharacterized as_capital gains to the
extent the corporation had capital gains. Corporate net operating
losses passed through to shareholders on a per-share, per-day
basis, but only to the extent of the shareholder’s basis in stock and
debt. Losses subject to limitation were not carried forward, Share-
holders increased the basis in their stock by undistributed net in-
come and reduced bas1s by net operatmg losses and tax- free dls-
tributions. e

Subchapter S Revision Act of 1982

The Subchapter S Revision Act of 1982 (“1982 Act”) contained
many of the provisions that differentiate present-law subchapter S
from the originally enacted 1958 version. The provisions of the
1982 Act were a result of studies of the opération of subchapter S
by the Department of the Treasury and the staffs of the Congres-
sional tax committees.4®¢ The 1982 Act was intended to simplify the
operation of subchapter S and eliminate certain unintended ad-
verse “traps” as well as benefits, without d1sturb1ng the original
1958 Act goals of minimizing tax "considerations in chome-of-entlty
decisions and providing benefits to small businesses.4!

In general, as a result of the 1982 Act, the treatment of S cor-
porations and their shareholders more - closely resembled that of
partnerships and their partners. The major changes of the Act in-
cluded the increasing in the number of allowable eligible sharehold-
ers to 35,42 allowing the use of nonvoting common stock, creating
a “safe harbor” form of corporate debt, streamlining and simplify-
ing the election and termination procedures, providing for the pass
through of income and loss on a per-day, per-share basis (regard-
less of distributions), providing basis ad_]ustment and dlstrlbutmn

40 See, U.S. Treasury Department Techrical Explanation of Treasiry Tax Proposals: Hear-
ings Before the House Commitiee on s and Means, 91st Cong 1st Sess 5228 (Apnl 22,1969}
and Joint Committee on Taxation, St:é% Becommendations for Sunpllﬁcatwn of Tax Rules Relat L

ing to 8 Corporations (JCS-24-80), 96th Cong., 2d Sess., April 30, 1980, =

41 See, Subchapter 8 Revision Act of 1982 Repo ¥t of the House Comrmttee on Ways and
Means on H.R. 6055 (H. Rept. No. 97-826), Sf‘?tember 16, 1982 and Subchapter S Revision Act
of Ige&?zgepgls'lé of the Senate Committee on nance on H R, 6055 (S Rept No. 9'7—640) Sep-
tember 1 '

42 The number of ehglble shareholders had been mcreased froth 10 to 15 i 1976 and to 25
;n 1981. The number “35" oorresponded toa pnvate placement exemptlon in Federal securmes
aw.
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rules similar to those applicable to partnerships, allowing losses
subject to basis limitations to be carried forward, and requiring the
use of certain taxable years.

Changes made to subchapter S since 1982

The Tax Reform Act of 1984 made numerous minor changes to
subchapter S, many of which were in the nature of perfecting
amendments to the 1982 Act.

The Tax Reform Act of 1986 (“1986 Act”) made more significant
changes to the treatment and role of S corporations. Most of these
changes relate to the overall changes made by the 1986 Act—the
broadening of the individual and corporate tax bases, the lowering
and inversion of the individual and corporate tax rates, the repeal
of the preferential treatment for capital gains, and the repeal of the
General Utilities doctrine with respect to corporate liquidations. As
described in the next section of this pamphlet, the combination of
these changes may have given rise to the record number of sub-
chapter S elections following the passage of the 1986 Act.

Before the 1986 Act, there were many reasons why taxation
under subchapter C may have been more favorable than taxation
under subchapter S. Prior to the 1986 Act, the top marginal indi-
vidual tax rate (50 percent) was higher than the top marginal cor-
porate tax rate (46 percent). If a corporation was not distributing
earnings in the form of dividends, it was preferable to allow busi-
ness earnings to accumulate and be taxed at corporate, rather than
individual, rates.4® The incentive to operate a business as a C cor-
poration was greatly diminished where business earnings were not
accumulating, but were routinely distributed as dividends. In such
cases, business earnings were subject to two levels of tax, at a com-
bined top marginal tax rate of 73 percent.44 However, closely-held
corporations, unlike publicly-traded corporations, often are not
under pressure to make dividend distributions and thus, generally
are able to accumulate earnings in corporate solution.

A corporate strategy that forgoes dividend distributions does not
preclude shareholders from realizing the earnings of the corpora-
tion. For example, payments may be made in the more tax-favored
form of compensation to shareholder-employees, interest to share-
holder-creditors, or rents to shareholder-lessors. Although such
payments are taxable to the recipient as ordinary income, they are
deductible by the corporation, if reasonable in amount. Tax-deduct-
ible payments had the effect of reducing the combined top marginal
tax rate of 73 percent applicable to dividends to 50 percent (as ap-
plied under pre-1986 Act rates). Alternatively, shareholders could
have “bailed out” accumulated earnings by selling their shares in
the corporation. In such cases, the amount realized by the share-
holder on the sale generally is not subject to tax as ordinary in-
come, but rather was offset by the shareholder’s basis in his or her
stock and treated as a capital gain. Prior to the 1986 Act, the maxi-

42 The accumulated earnings tax (sec. 531) is designed to prevent accumulation of earnings
beyond the reasonable needs of business. However, this tax may often be avoided with tax plan-
* ning strategies. The personal holding company tax (sec. 541) is intended to prevent closely held
corporations from accumulating passive investment income. L -

4 Computed as 46 percent plus (100 percent less 46 percent) times 50 percent).
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mum tax rate on capital gains of individuals was 20 percent.*® A
sale of stock between shareholders is not a taxable event to the cor-
poration.

A shareholder could also’ “bail out” corporate earnings by lig-
uidating the corporation. Shareholders generally treat the receipt
of property in a coniplete liguidation as’a capital gain transaction,
taking a fair market value basis in siith property.#¢ Prior to the
1986 Act, the liquidation of a corporation generally was taxable to
the corporation only to the extent of certain items.4? =~~~ " "

The 1986 Act diminished these relative advantages of subchapter
C status. After a phase-in period, the 1986 Act lowered the top in-
dividual marginal tax rate from 50 percent to 28 percent. Although
the highest marginal corporate tax rate was reduced from 46 per-
cent, the resulting phased-in 34 percent rate was above the highest
marginal individual rate. Thus, undistributed earnings could gen-
erally accumulate at lower rates of tax in an S corporation than in
a C corporation. In addition, S corporation stafus allows the cor-
}:ora{:)ioq to eventually distribute earnings as dividends on a tax-
ree basis. RREER .

This “rate inversion” is not the only disincentive to C corporation

status brought about by the 1986 Act. The preferential rate on cap-
ital gains was repealed by the 1986 Act, thus diminishing the abil-
ity to “bail out” accumulated corporate earnings at a beneficial tax -
rate via a stock sale or a liquidation of the corporation. ..
In addition, the 1986 Act’s repeal of the General Utilities*doctrine
required the recognition of full corporate-level gain upon the lig-
uidation of a C corporation. A complementary rule to the General
Utilities repeal provided for a subchapter C-type tax whenever an:
S corporation disposed of built-in gain assets inherited from a C
corporation within 10 years of the corporation’s conversion from C
to S status. This rule was designed to insure that taxpayers could
not avoid the repeal of the General Utilities doctrine by electing S
corporation status and soon thereafter liquidating or otherwise dis-
posing of assets of the former C corporation.*® The repeal of the
General Utilities doctrine and the complementary S corporation

5 Alternatively, if a shareholder retains hi or het stock until death, the individual-level cap-
ital gains tax on accumulated corporate eafnings'may be completely avoided bécause the recipi-
ent of such stock takes an adjusted basis equal to stock’s fair market value, an amount that
should reflect the accumulated earnings. . oo ‘

46 Former Code section 333 allowed, in the case of certain “one’month” corporate liquidations,
a qualifying electing shareholder to recognize gain only to the extent of the larger of (1) the
shareholder’s ratable share of accumulated éarnings or {2) the sum. of monel%eand stock and se-
curities received in the distribution. Section 333 was repealed by the Tax Reform Act of 1956

47 Specifically, the General Utilities doctrine provided that the distribution of appreciated
property to a shareholder did not give rise fo the recognition of taxable income to the corpora-.
tion even though the shareholder took a fair market value basis in the property received. Gen-
erel Utilities Operating Co."v. Helvering, 296 U.8. 200 (1935). Sections 336 and 337 codified this
doctrine for the complete liquidation (or deemed liguidation) of a C corporation. The Code and
the courts provided exceptions 6 this nonreognition rule for certain specifi¢ iters (such as the
deferred gain rélated to installment obligations and LIFQ inventories; the recaptute of invest-
ment tax credits, accelerated depreciation, intangible drilling costs, ete.; and items covered by
the “tax benefit” doctrine). The General Utilities doctrine was repealed by the 1936 Act.

4% Section 1374. Although section 1374 is viewed as a complementary rule to the repeal of
the General Utilities doctrine, the conversion of a C corporation to 3 corporation status is treat-
ed more favorably than the liguidation of a C corporation into a sole proprietorship or a partner-
ship, desgite the economic equivalence of the transactions For a discussion of section 1374, see,
letter to Chairman Dan Rostenkowski from Ronald A. Pearlman, Chief of Staff of the Joint Com-
mittee on Taxation, recommending several simplification proposals, reprinted in Committee ‘on
g\;ays and Means, Written Proposals on Tox Simplification ( CP 101-27), May 25, 1920, p
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rule was generally effective for taxable years beginning after De-
cember 31, 1986.4% Thus, it was possible to make an S corporation
election after the date of enactment of the 1986 Act, but before the
effective date of the General Utilities repeal, o N

_Finally, the 1986 Act contained other provisions that were appli-
cable to C, but not S, corporations. For example, the 1986 Act im-
posed an alternative minimum tax that provides a new, broadened
tax base for C corporations. In addition, C corporations with aver-
age gross receipts of more than $5 million were new required to
use an accrual method of accounting; certain S corporations could
continué to the cash receipts and disbursements method of account-
ing. . = .
There have been relatively few direct changes to subchapter S
since the 1986 Act. The most significant indirect change has been
the increases in the top marginal individual tax rates by the Omni-
bus Budget Reconciliation Act of 1990 (to 31 percent) and the Om-
nibus Budget Reconciliation Act of 1993 (to 39.6 percent). This lat-
ter change again inverted the top corporate ang individual rates
and has lead to an examination of the feasibility of the subchapter
S election by some taxpayers.50

D. Data on Subchapter S Corporations -

Data from the Internal Revenue Service’s Statistics of Income
(“SOI”) suggest that as a result of the 1986 Act, the relative impor-
tance of Subchapter S corporations has increased. In the 15 years
from 1978 to 1993, the number of S corporation returns filed nearly
tripled, with three-quarters of the increase coming after 1986
(Table 1). The increase was most rapid in the years 1987-1990.
Since then, the annual growth rate in the number of S corporations
returned to rates comparable to those of the early 1980s. _

At the same time that the number of S corporation returns have
increased, the number of C corporation and partnership returns
have decreased. The result of those trends is that S corporations
represented 48.4 percent of all corporations in 1993. By contrast,
in 1986, S corporations were only 24.1 percent of all corporations.
In 1990, the number of S corporations surpassed the number of
partnerships for the first time. While there has been a relative
shift between partnerships, C corporations, and S corporations, the
predominant form of organization throughout the period has re-
mained the sole proprietorship. As Table 1 shows for the period
1978-1992, non-farm sole proprietorships have been just under
three-quarters of all businesses.

Along with the increase in the number of 8 corporations, there
has been an increase in the assets, receipts, and net income of S
corporations. In 1993, preliminary data show that S corporations
reported 16.5 percent of the business receipts and 11.1 percent of
the net income of all corporations. In 1986, the comparable figures

4@ Although the ability to realize tax-free gain upon Hquidation was generally repéaled after
1986, a transition rule was providing for certain closely-held corporations with less than $10
million in value for two additional years. This transition relief was phased-out ratably for firms
with equity between $5 million and $10 million. o

50 Bee, for example, Rohman, Blau, and Lemons, “Should S Elections Be Revoked Because
of the New Individual Tax Rates Under RRA’93?,” 80 Journal of Texation 14 (1994) and Looney,

“Choice of Entity After RRA '93: Back to the Future for 3 Corporations?” 5 Journal of § Cor-
poration Taxation 377 (1594).
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were 5.6 percent for business receipts and 3.1 percent for net in-
come. Both figures grew sharply from 1986 to 1987, following only
mild fluctuations in the previous decade. The share of total cor-
porate assets held by S corporations has grown less dramatically,
doubling from 1.8 percent in 1986 to 4.0 percent in 1993. The
growth of S corporations relative to all corporations in terms of
nuréll'l:er o{ returns, assets, total receipts and net income is depicted
in Chart 1. .



Year 1978
SCompe AT8 678
C Corps 1,898,700
Pantnerships. 1,234,157
Nenfarm scle props 8,808,269
Total 12,519,225

% of all businesses

S Corps 38%
CCorps 152%
Partnerships 99%
Nonfarm sole props 71.2%

Annual growth rate
n numbsr of retumns

SComps 11.8%
C Corps 4.7%
Partnerships 7.0%
HNonfarm sole props

1373
514,907

1880

545,389

2,041,887 2,165,149

1,299 593

1,378,654

83432802 9,730,019
13,129,890 13,820,211

39%
15.5%
9.8%
T0.8%

7.6%
7.6%
53%
4.9%

3.8%
157%
10.0%
70.4%

Tabte 1. - Number of S Corporation Returns Relative to Al Business Raturns

541,489
2,270,631
1,460,502
9,584,790

13,857,712

3.9%
16.4%
10.5%
69.2%

1882

564,219
2,381,714
1514212

10,105,515
14,545,680

2.9%
16.2%
10.4%
69.5%

42%
4.0%
3T7%
5.4%

Source: Intemal Revenua Service, Statistics of Income, published and unpublished data

1883

648,267
2,350,804
1,541,539

10,703,821
15,244,531

4.3%
15.4%
10.1%
70.2%

4.9%
-0.5%
18%
59%

1934

701,339
2,469,404
1,643,581

11,262,380
16,076,714

44%
154%
10.2%
70.1%

82%
5.0%
6.6%
52%

1985 1ems s
724,749 8268214 1127205
2552470 2,602,301 2484228
1,713,603 1,702,852 18545035
1,928,573 12,393,700 13,081,132
16,919,395 17,525,167 18,351,300
43% AT% 6.1%
15.1% 14.8% 13.5%
101% 97% 9.0%
70.5% T0.7% 74.3%
33% 14.0% 36.5%
34% 20% -A5%
4.3% -0.6% -32%
59% 39% 56%

1838
1,257,191
2,305,698
1,654,245

13,679,302
18,696,336

6.7%
12.2%
8.8%
72.4%

11.5%
-7.2%
04%
4.5%

1989
1,422,667
2,204,898
1,635,164

1880

1,575,002

1981
1,696,927

2,141,558 2,105,200

1,553,529

1,515,346

1892

4,785,371
2,083,652
1,484,752

14,297,558 14,782,738 15,180,722 15495419
18,560,585 20,052,817 20498184

7.3%
14.3%
B.4%
731%

7.5%
10.7%

V1%
-L7%
2.5%

27%

20,849,184

B.L6%
10.0%
T1%
74.3%

52%
-10% !
-2.0%

21%

7.0%
-22%

9
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The small share of corporate assets held by S corporations points
out that, despite the rapid growth in the number of S corporations
following the Tax Reform Act of 1986, S corporations still tend to
be small. The data in Table 2 illustrate that over half of S corpora-
tions in 1993 had no more than $100,000 in assets. The average
assets for all S corporations was $458,039, compared to $5.8 million
for all corporations. Still, there are some large S corporations. Just
under one thousand S corporations (.05 percent of the total) have
assets in excess of $50 million (12.3 percent of the total assets held
by S corporations).

The aggregate figures for S corporations conceal some differences
according to industry. Charts 2 through 5 illustrate some of the
interindustry differences, with S corporations classified according
to their principal business activity: agricultural services (including
forestry and fishing); mining; construction; manufacturing;
transporation, communications, and public utilities; wholesale and
retail trade; finance, insurance, and real estate (abbreviated as
“FIRE”); and nonagricultural services. While there has been no
dramatic change in the distribution of S corporation returns by in-
dustry as a result of the 1986 Act, there has been a gradual trend
in two of the industries. The percentage of S corporation returns
in wholesale and retail trade has declined over the 1980-1993 pe-
riod, while the percentage of returns in services has increased sub-
stantially. The share of total receipts attributable to manufacturing
has nearly doubled from 1980-1993; other industry groups show
more modest fluctuations. Chart 5 shows that after 1986, the aver-
age assets of S corporations increased substantially in all indus-
tries except agriculture and services. The largest increase is in
manufacturing, where the average S corporation has gone from
$638,000 in 1986 to $1.25 million in assets. The increase in aver-
age subchapter S corporation assets has slowed in recent years, ex-
cept in mining. These figures are consistent with the notion that
firms electing S corporation status around the time of the 1986 Act
had more assets than other S corporations.51

One area in which there has been no significant effect from the
1986 Act has been in the number of shareholders for individual S
corporations. As shown by the data in Table 3, S corporations con-
tinue to be predominately held by three or fewer shareholders. In
1993, half of all S corporations have one shareholder; these firms
hold 31 percent of all S corporation assets. Fewer than one-sixth
of S corporations have more than three shareholders. Over 90 per-
flezllg of S corporation assets are in firms with 10 or fewer share-

olders. :

51 See, Susan C. Nelson, “S Corporations: The Record of Growth After Tax Refortn” 5 Journel
of 8 Corporation Taxation 138 (1993).



Number -

Tota) Assets ums
Less than or equal o zero 126,880
1 to $100,000 1,085,538
$100,000 to $250,000 282,268
$250,000 to $500,000 162,145
$500,6000 to $1,000,000 108,386
$1,000,000 to $10,000,000 133,083,
$10,000,000 to $50,000,000 10,501
$50,000,000 to $100,600,000 = 698.

$100,800,000 to $250,000,000
$250,000,000 to $500,000,000
$500,000,000 and over

Total 1,909,735

Average
assefy

28,842
160,295
353,346
708,547

2,717,804
.18,578,185
67,105,899

2371 143,922,667
41° 335,410,238
18 657,906,640

458,038

Table 2 == 1993 S0I Data on S Corporations

Total
assets

31,308,807,740
45,244,504,073
57,293,113,461
78,579,462,570
361,694,369,744
195,081,927 208
48,858,707 171
34,096,575,140
* 13,885,983,837
12,7112,514,702
-874,756,125,738

Sewrce: Intemal Revenue Service, Statistics of Income, unpublished data

aTER

% of total
assets

3.58%

- 31T
£.55%
8.75%
41.35%
22.30%
5.38%
2.90%
1.69%
1.45%
100.00%

Average
total receipts

151,644
199,743
548,803
1,013,580
1,662,112
8,870,758
40,059,731
116,513,463
237,563,262
421,419,441
675,177,617

Total
total receipts

* 13,078,599,412

195,011,618,249
137,654,717,649
140,631,070,037
162,979,801,364
§14,840,620,549
398,121,856,611
79,659,008,422
55,041,744,822
17,446,764,871
12,477,282,369

1,206,878 2,017,003,990,354

% of total

total receipts
0.65%

9.67%
6.62%
6.98%
7.58%
40.50%
19.74%
3.95%
2.73%
0.86%
0.62%

100.00%

Average
netinegme

-8,500
6,262
15,720
19,103
41,564
157,250
1,288,808
4,780,470

10,116,176

19,753,816
17,337,124
30,744

Total
net intome

-968,699,440
6,568,108,912
4,110,820,165
2,717,243,053
3,926,4288,313

- 19,129,741,086

12,946,208 567
3,278 460,458
2,334.277.219

817,807,991
320,390,047
55,232,656,370

% of total

net income ..

11.86%
T.44%
5.03%
711%

34.63%

23.44%
5.84%

4.23% .

1.48%
0.58%
100.00%

81



" Table 3. -- Returns and Assets of S Corporations by Number of Sharehalders, Various Years
Number of Shareholders
4s

1

Retums §n thousands)

19852 234
1988 571
1989 664
1990 754
1991 820
1992 878
1993 981
Assats (in $ miions)
1982 30,164
1988 176,463
1989 209,718
1990 231,333
1891 245728
1992 255,060
1993 273,695
% of retums
1982 41.48%
1988 45.43%,
1988  46.66%
1990 47.93%
1991  48.34%
1992 49.17% .
1983 50.29%
% of assetls
1982 27.29%
1888 30.19%
1989  30.51%
1990 31.10% -
1991 31.90%
1992 31.56% .
1993 31.26%

* Far 1982, this category is 11-23,

2

136
412
460
503
539

565 - .

584

28,840
147,246
173,21
185,348~
188,627
185,380
209,935

32.98%
32.78%
32.33%
31.68%
3.77%:
31.67%
31.71%,

26.10% .
25.19%
25.21%,
25.05%,
24.49%

24.18%

24.00%

3 640  11-20°
64 52 23 4
121 85 36 18
130 108 4 14
133 13 TTRETTO18
146 114 —-. 45 14
147 115 . 49 15
146 129 51 17

17,6717 17,063 . 13,101 3,775

68,931 82,855 58424 34780

81,889 . 08823 70,893 , 3323

86,153 2100932 78,483 35,948

88,315 7 105,141 *79,737 . 38,909

95,319 © 107,322 87,254 42,473

99,809 - 117,940 © 96,724 48315

11.35%: . 9.22% . 4.08%  0.7%

0.63% . 7.56%7 2.88%  1.43%

9.14% ;. 7.66% 2.88%  0.98%

8.46% - 7.18% & 2.86%  0.83%

863% .0 6.72%: : 267%  082%

820% " 'B.46% - 275% @ 085%

785% . BIT% .  268%  091%

15.90% -~ 15.44% . 11.85%  3.42%

11.79% 1417%  9.99%  5.85%

11.91% 5 14.00% ° 10.33% = 4.94%

11.58% - 13.67% 10.55%  4.97% °

1.47% - 13.65% -10.35%  5.05%

11.80% < 13.28% - <10.80%  5.26%

=11.06%

11.42% 7 1348%

_5.64%

213

o
27
18
2.1
2.3
28
27

1
10,561
13,447
15,704
15,174
17,882
19,082

" 0.00%
¥ p.21%
. 013%
; 0.13%
" 0.14%
0.16%
0.44%

| 0.00%
C181%

1.96%

2.11%
- 2.05%
" 221%
[ 2.18%

3+

0
.3
12
o7
1.0
24
0.8

¢
5273
6,758
7,419
6,255
8,702
7,589

0.00%
0.02%
0.08%
0.04%
1.06%
0.14%
0.04%

0.00%
0.80%
0.98%
0.86%
0.81%
0.83%
0.87%

Total

564
1,257
1.423
1,573
1,697
1,785
1,910

110,513
584,533
687,394
743,844
70,202
808,08t
874,756

100.00%

100.00%
100.00%
100.00%
100.00%
100.00%
100.00%

100.00%
100.00%
100.00%
100.00%
100.00%
100.00%
100.00%

Sources: 1991-1993; internal Revenue Service, Statistics of Incams, unpublished data; 1982 and 1988-1990: Susan €. Nelson,
*$ Corporations: The Record of Growth After Tax Reforrn®, Journal of S Corparation Taxation
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Chart 2. - Distribution of S Corporation Returns by Industry, 1980-1993
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. Chart 3. - Distribution of S Corporation Assets by Industry, 1980-1993
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ChaH 4. - Distribution of $ Corporation Total Receipts by industry, 1980-1993
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Chart 5. - S Corporation Average Assets by Industry, 1980-1993
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“E. Explanation of S. 758

S. 758 (S Gorporation Reform Act of 1995”) was introduced on

May 4, 1995, by Senators Hatch and Pryor (and was co-sponsored
by Senators Simpson, Breaux, Lugar, Leahy, Hutchison, Murray,
Bond, Kemphorne, Johnston, Ford, Robb, Dorgan, Kerrey, Kyl,
Baucus, Craig, Cochran, Cohen, Grassley, D’Amato, Bennett, and
Bingaman). Following are descriptions of the provisions of S. 758.

1. Shareholder and corporate eligibility _

a. Types and number of eligible shareholders and eligible
corporations (secs. 101 and 102 of the bill) '

Present Law

~ The taxable income or loss of an S corporation is taken into ac-

count by the corporation’s shareholders, rather than by the entity,

whether or not such income is distributed. A small business cor-
poration may elect to be treated as an S corporation. A “gmall busi-
ness corporation” is defined as a domestic corporation which is not
an ineli%ible corporation and which does not have (1) more than 35-
shareholders; (2) as a shareholder, a person (other than certain
trusts or estates) who is not an individual; (3) a nonresident alien
as a shareholder; and (4) more than one class of stock. For pur-
poses of the 35-shareholder limitation, a husband and wife are
treated as one shareholder. An “ineligible corporation” means any
corporation which is a member of an affiliated group, certain finan-
cial institutions, certain insurance companies, a section 936 cor-
poration, or a DISC or former DISC., =~ B C

e AR,

Description of Provisions =~~~ = "

The bill would make the following changes to the shareholder
limitations imposed upon S corporation eligibility. :

The maximum number of eligible shareholders would be in-
creased from 35 to 50. s TR ke O
~ All family members owning stock could elect to be treated as one
shareholder. A family would be defined as the lineal descendants
of a common ancestor (and their spouses and former spouses). The
common ancestor could not be more than six generations removed
from the youngest generation of shareholder at the time the S elec-
tion is made (or the effective date of the provision, if later). The
election would be made available to only one family per corpora-

tion, must be made with the consent of all shareholders of the cor-

poration and would remain in effect until terminated. _ o
b. Tax-exempt entities allowed to be shareholders (sec. 111
' Pfeéen_t Law

A small business corporation may elect to be treated as an S cor-
poration. A “small business corporation” is defined as a domestic
corporation which is not an ineligible corporation and which does
not have (1) more than 35 shareholders; (2) as a shareholder, a per-
son (other than certain trusts or estates) who is not an individual;
(3) a nonresident alien as a shareholder; and (4) more than one
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class of stock. Thus, a tax-exempt entity described in sections
401(a) (relating to qualified retirement plan trusts) and 501(c)3)
(relating to certain charitable organizations) cannot be sharehold-
ers in an S corporation.

A tax-exempt entity may be a partner in partnership. If a part-
nership carries on a trade or business that is an unrelated trade
or business with respect to the tax-exempt entity, the tax-exempt
partner is required to include its distributive share of income from
such trade or business as unrelated business taxable income (sec.
512(c)).

Description of Provision o

Tax-exempt organizations described in Code sections 461(a) and
501(c)3) would be allowed to be shareholders in small business cor-
porations. Items of income or loss of an S corporation would flow-
through to the tax-exempt organization for purposes of the unre-
lated business income tax applicable to such organizations in a
manner similar to the treatment of items of income or loss that

flow through to tax-exempt organizations that are partners in part-
nerships under present law.

¢. Nonresident aliens allowed to be shareholders (sec. 113
of the bill)

Present Law

A small business corporation may elect to be treated as an S cor-
poration. A “small business corporation” is defined as a domestic
corporation which is not an ineligible corporation and which does
not have (1) more than 35 shareholders; (2) as a shareholder, a per-
son (other than certain trusts or estates) who is not an individual;
(3) 2 nonresident alien as a shareholder; and (4) more than one
class of stock.

A nonresident alien individual engaged in a trade or business
within the United States is subject to tax on his or her taxable in-
- come which is effectively connected with the conduct of a trade or
business within the United States (sec. 871). A nonresident alien
individual may be a partner in a domestic partnership. A non-
resident alien partner is considered to be engaged in a trade or
business within the United States if the partnership is so engaged
(sec. 875). If a partnership has effectively connected taxable income
and any portion of such income is allocable to a foreign partner, the
partnership is required to withhold tax with respect to such income
on behalf of such partner. :

Description of Provision

A mnonresident alien would be allowed to be a shareholder in a
small business corporation. Any effectively connected U.S. income
allocable to the nonresident alien would be subject to a withholding
tax in a manner similar to the treatment of such income allocable
to nonresident aliens that are partners in U.S, partnerships under
present law.
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d. Certain trusts eligible to hold stock in S corporations
(secs. 114 and 121 of the bill) 7 e T S

.. . Preent
Under present law, trusts other than ‘ grantor :'tfiists;'votiﬁ%" o
trusts, certain testamentary trusts (for a 60-day or two-year period)-

and “qualified ‘subch:ftér S trusts” may not be shareholders in a
S corporation, A “qualified subchapter trust” is a trust which is
required to have only one current income beneficiary (for life). All
the income (as defined for local law purposes) must be currently
distributed to that beneficiary. The beneficiary is treated as the
owner of the portion of the trust consisting of the stock in the S
corporation. -

. " Description of Provision®? . .
In general ' AR R
The provision would allow stock in an S corporation to be held
by certain trusts (“electin% small business trust”). In order to qual-
ig' for this treatment, all beneficiaries of the trust must be an indi-
vidual, estate, or an organization described in section 401(a) or
501(c)3). No interest in the trust may be acquired by purchase. For
this Eurp‘ose, “purchase” means any acquisition of property with a
cost basis (determined under sec. 1012). Thus, interests in the trust
must be acquired by reason of gift, bequest, or gimilarly,. =
A trust must elect to be treated as an electing small business
trust. An election applies to the taxable year for which made and
could be revoked only with the consent of the Secretary of the
Treasury or his delegate. T . e
Each potential current beneficiary of the trust would be counted
as a shareholder for purposes of the 50-shareholder limitation (or
if there were no potential current beneficiaries, the trust would be
treated as the shareholder). A potential current income beneficiary
means any person, with respect to the applicable period, who is en-
titled to, or at the discretion of any person may receive, a distribu-
tion from the principal or income of the trust. Where the trust dis-
poses of all the stock in an S corporation, any person who first be-
came so eligible during the 60 days before the disposition shall not’
be treated as a potential current beneficiary. R
A qualified subchapter S trust with respect-to which an election
is in effect, and an exempt trust would not be eligible to qualify as
an electing small business trust. :

Treatment of items relating to S corporation stock.

The portion of the trust which consists of stock in one or more
S corporations would be treated as a separate trust for purposes of
computing the income tax attributable to the S corporation stock
held by the trust. The trust would be taxed at the highest individ-
ual rate (39.6 percent) on this portion of ‘the trust’s income. The
taxable income attributable to this portion includes (1) the items of
income, loss, or deduction allocated to it as an S corporation share-

52 A gimilar pro'visio.n was inc]ﬁded'in H.E Il (“Revenue Acfof1992"), vetoed by President
Busgh in 1992, and in H.R. 3419 (“Tax Simplification and Technical Corrections Act of 1993"),
as passed by the house of Representatives on May 17, 1994, ' e e
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holder under the rules of subchapter 8, (2) gain or loss from the
sale of the S corporation stock, and (3) to the extent provided in
regulations, any State or local income taxes and administrative ex-
penses of the trust properly allocable to the S corporation stock.
Otherwise allowable capital losses would be allowed only to the ex-
tent of capital gains. ' : T

In computing the trust’s income tax on this portion of the trust,
no deduction would be allowed for amounts distributed to bene-
ficiaries, and no deduction or credit would be allowed for any item
other than the items described above. This income would not be in-
cluded in the distributable net income of the trust, and thus would
not be included in the beneficiaries’ income. No item relating to the
S corporation stock could be apportioned to any beneficiary.

On the termination of all or any portion of an electing small busi-
- ness trust; the loss carryovers or excess deductions referred to in
section 642(h) would be taken into account by the entire trust, sub-
Ject to the usual rules on termination of the entire trust. '

Treatment_ of remainder of items held by trust

In determining the tax liability with regard to the remaining por-
tion of the trust, the items taken into account by the subchapter
S portion of the trust would be disregarded. Although distributions
from the trust would be deductible in computing the tazable in-
come on this portion of the trust, under the usual rules of sub-
chapter J, the trust’s distributable net income would not include

any income attributable to the S corporation stock.

Holding period for testamentary trusts

The bill would also extend the holding period for all testa-
mentary trusts to two years. W
e. Financial institutions as eligible corporations (sec. 112
of the bill)
S Present Law
A small business corporation may elect to be treated as an S cor-
poration. A “small business corporation” is defined as a domestic
corporation which is not an ineligible corporation and which meets
certain other requirements. An “ineligible corporation” means any
corporation which is a member of an affiliated group, certain finan-
cial institutions (i.e., banks, domestic savings and loan associa-
- tions, mutual savings banks, and certain cooperative banks), cer-

tain insurance companies, a section 936 corporation, or a DISC or
former DISC. .

_ Description of Provision _ .

. A financial institution would be allowed to be an eligible small
business corporation unless such institution uses a reserve method
of accounting for bad debts as described in section 585 (the experi-
ence method generally available to small banks) or section 593 (the
percentage of taxable income method generally available to domes-
tic savings and loan associations, mutual savings banks, and cer-
tain cooperative banks). e .



29

f. Recﬂi‘lirement that an S corporation have one class of
stock (secs. 201 and 202 of the bill) '

' Present Law

A small business corporation eligible to be an S corporation may
riot have more than one class of stock. Certain debt (straight
debt”) is not treated as a second class of stock so long as such debt
is an unconditional promise to pay on demand or on a specified
date a sum certain in ‘money ‘if: (1;/ the interest rate (and interest
payment dates) are not contingent on profits, the borrower’s discre-
tion, or similar factors; (2) there is no convertibility (directly or in-
directly) into stock, and (3) the creditor is an individual {other than
a nonresident alien), an estate, or certain qualified trusts. .

Description of Provisions

The bill would make the following changes to the one class of
stock rule applicable to S corporations: R

(1) A small business corporation would be permitted to issue cer-
tain preferred stock. In general, such stock would be stock that is
not convertible and does not participate in corporate growth to any
significant extent. Only eligible S corporation shareholders would
be allowed to own preferred stock. Payments made on the preferred
stock would be treated as interest.

(2) The definition of “straight debt” would be expanded to include

debt that is convertible into the stock of the corporation under
terms that are substantially the same as'the terms that could have
been obtained from an unrelated person, T

(3) The definition of “straight debt” would be expanded to include
debt held by creditors, other than individuals, that are actively and
regularly engaged in the business of lending money.. o

g. S corporation permitted to hold S or C subsidiaries (sec.

221 of the bill) T
‘ _ Present Law , o L

A small business corporation may not be a member of an “affili-
ated group of corporations (other than by reason of ownership in
certain inactive corporations). Thus, an S corporation may not own
80 percent or more of the stock of another corporation (whether an
S corporation or a C corporation). ‘ Lo

In addition, a small business corporation may not have as a
shareholder another corporation (whether an S corporation or a C
corporation). I e

_ Description of Provisions o T

An S corporation would be allowed to own 80 percent or more of
the stock of a C corporation.5? Dividends received by 'an S corpora-
tion from a C corporation in which the S corporation has an 80 per-
cent or greater ownership stake would not be treated as passive in-
vestment income to the extent the dividends are attributable to the

"= A similar provision was incladed in HR. 11 (the “Reveriue Act of 1992”), vetoed by Presic
dent Bush in 1992, and in HLR. 3419 (“Fax Simplification and Technical Corrections Act of
1993"), as passed by the House of Representatives on May 17, 1994. "
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earnings and profits of the C corporation derived from the active
conduct of a trade or business. ’

In addition, an S corporation would be allowed to own 100 per-
cent of a qualified S corporation. The qualified S corporation would
not be treated as a separate corporation and all the assets, liabil-
ities, and items of income deduction, and credit of the subsidiary
would be treated as the assets, liabilities, and items of income, de-
duction, and credit of the parent S corporation. Thus, transactions
between the S corporation parent and subsidiary would not be
taken into account and all attributes of the subsidiary (include C
corporation earniu%s and profits, passive investment income, built-
in gains, etc.) would be considered to be attributes of the parent.
In addition, if a subsidiary ceases to be a qualified S corporation
subsidiary (i.e., fails to meet the wholly-owned requirement), the
subsidiary will be treated as a new corporation acquiring all of itg
assets (and assuming all of it liabilities) immediately before such
cessation from the parent S corporation in exchange for its stock, 54

2, Elections and terminations

a, Authoritf: to validate certain invalid elections (sec. 211
of the hill)

Present Law

Under present law, if the Internal Revenue Service (IRS) deter-
mines that a corporation’s Subchapter S election is inadvertently
terminated, the IRS can waive the effect of the terminating event
for any period if the corporation timely corrects the event and if the
corporation and shareholders agree to be treated as if the election
ha? been in effect for that period. Such waivers enerally are ob-
tained through the issuance of a private letter ru ing. Present law
does not grant the IRS the ability to waive the effect of an inad-
vertent invalid Subchapter S election.

In addition, under present law, a small business corporation
must elect to be an S corporation no later than the 15th day of the
third month of the taxable year for which the election is effective.
The IRS may not validate a late election. o

Description of Provision 55

Under the bill, the authority of the IRS to waive the effect of an
inadvertent termination would be extended to allow the Service to
waive the effect of an invalid election caused by an inadvertent fail-
ure to qualify as a small business corporation or to obtain the re-
quired shareholder consents (including elections regarding qualified
subchapter S trusts), or both. The bill also would allow the IRS to
treat a late subchapter S election as timely where the IRS deter-
mines that there was reasonable cause for the failure to make a
timely election. These portions of the provision would apply to tax-
able years beginning after December 31, 1982.56 o

54 Similar rules apply with respect to wholly owned subsidiaries of real estate investment
trusts (REITs) under section 856(i) of present law.

88 A similar provision was included in H.R. 13 {“Revenue Act of 1992”), vetoed by President
Bush in 1992, and in H.R. 3419 (“Tax Simplification and Technical Corrections Act of 18937,

as Bgasse'd by the House of Representatives on May 17, 1994, . .
This is the effective date of the present-law provision regarding inadvertent terminations.
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" Further, the provision would direct the IRS to adopt an auto-
matic waiver procedure with respect to terminations in the cases
that the Secretary of the Treasury deems appropriate. B

b. Allow interim closing of the books on termination of

shareholder interest with consent of corporation and af-
fected shareholders (sec. 212 of the bill) '

o Pre'sént_,Law_ '

In general, each item of S corporation income, deduction and loss
is allocated to shareholders on a per-share, per-day basis. However,
if any shareholder terminates his or her interest in an S corpora-
tion during a taxable year, the S corporation, with the consent of
all its shareholdérs, may elect to allocate S corporation items by
closing its books as of the date of such termination rather than
apply the per-share, per-day rule. _ R

Description of Provision

The bill would provide that, under regulations to be prescribed
by the Secretary of the Treasury, the election to close the books of
the S corporation upon the termination of a shareholder’s interest
would be made by, and apply to, all affected shareholders rather -
than by all shareholders. For this purpose, “affected shareholders” .
would mean any shareholder whose interest is terminated and all
shareholders to_whom such shareholder has transferred shares

during the year. If a shareholder transferred shares {6 the corpora-

tion, “affected shareholders” would include all persons who were
shareholders during the year. "~~~ T e e
¢. Expand the post-termination period and amend sub-
.chapter S audit procedures (sec. 213 of the bill)
" Present Law- -
 Distributions made by a former $ corporation during its post-ter-
mination period are treated in the same manner as if the distribu-
tions were made by an S corporation (i.e. treated by shareholders
as nontaxable distributions to the extent of the accumulated ad-
justment account). Distributions made after the post-termination
period are generally treated as made by a C corporation (i.e., treat-
ed by shareholders as taxable dividends to the extent of earnings

The “post-termination period” is the period beginning on the day
after the last day of the last taxable year of the S corporation and
ending on thé later of: (1) a date that is one year later, or (2) the
due date for filing the return for the last taxable year and the 120-
day period beginning on the date of a determination that the cor-
poration’s S corporation election had terminated for a previous tax-
able year. S _ '

In addition, the audit procedures adopted by the Tax Equity and
Fiscal Responsibility Act of 1982 (“TEFRA”) with respect to part-
nerships alse apply to S corporations. Thus, the tax treatment of
items is determined at the corporate, rather than individual level.
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Description of Provision

The present-law definition of post-termination period would be
expanded to include the 120-day period beginning on the date of
any determination pursuant to an audit of the taxpayer that fol-
lows the termination of the S corporation’s election and that ad-
justs a subchapter S item of income, loss or deduction of the S cor-
poration during the S period. In addition, the definition of “deter-
mination” would be expanded to include a final disposition of the
Secretary of the Treasury of a claim for refund and, under regula-
tions, certain agreements between the Secretary and any person,
relating to the tax liability of the person,

In addition, the bill would repeal the TEFRA audit provisions ap-
plicable to S corporations and would provide other rules to require
1clorlzca-;istes??cy between the returns of the S corporation and its share-

olders. :

d. Termination of election and additions to tax due to pas-
sive investment income (sec. 214 of the bill)

Present Law

An S corporation is subject to corporate-level tax, at the highest
marginal corporate tax rate, on its net passive income if the cor-
poration has (1) subchapter C earnings and profits 58 at the close
of the taxable year and (2) gross receipts more than 25 percent of
which are passive investment income.

In addition, an 8 corporation election is terminated whenever the
corporation has subchapter C earnings and profits at the close of
three consecutive taxable years and has gross receipts for each of
such years more than 25 percent of which are passive investment
income. '

For these purposes, “passive investment income” generally
means gross receipts derived from royalties, rents, dividends, inter-
est, annuities, and sales or exchanges of stock or securities (to the
extent of gains). “Passive investment income” generally does not in-
clude interest on aceounts receivable, gross receipts that are de-
rived directly from the active and regular conduct of a lending or
finance business, gross receipts from certain liquidations, or gain
or loss from any section 1256 contract (or related property) of an
options or commodity dealer.5? “Net passive income” is defined as
passive investment income reduced by the allowable deductions
that are directly connected with the production of the income.

e .-~ - Description of Provision

The bill would increase the passive investment income threshold
from 25 percent of gross income to 50 percent of gross income for
purposes of levying the corporate-level tax on such income. In addi-

tion, “passive investment income” generally would not include gain
from the sale of capital assets. T

57 A similar provision was included in H.R, 11 (“Revenue Act of 1993, vetoed by President
Bush in 1992, and in HR. 3419 (“Tax Simplification and Technical Corrections Act of 1993,
as 5gassed by the House 'of Representatives on May 17, 1994. L

An 5 corporation generally will have subchapter © corporation earnings and profits’if it
had been a C corporation prior to electing to be an S corporation.

5% See, Treas. reg. sec. 1.1362(cX5).
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The provision ‘also would eliminate the rule that terminates an
S corporation election whenever th

% g

sive income for three consecutive years. Rather, for a taxable years
beginning after 1995, if an S corporation has excessive passive in-
vestment income (as re-defined under the bill) for more than three
consecutive taxable years, the rate of corporate-level tax applicable
to such income is increased by 10 percentage points for each such
succeeding taxable year (capped at a 50-percentage point increase
after the seventh consecutive year). For example, if an S corpora-
tion has excessive passive investment income for five consecutive
years, the corporate-level rates of tax applicable to such incomeé -
would be 35 percent (the top marginal corporate tax rate) in each
of the first three years, 45 percent in the fourth year, and 55 per-
cent in the fifth year. :

3. Other provisions . ... B
a. Treatment of distributions by S corporations during
loss year (sec. 222 of the bill) :

Present Law .

Under present law, the amount of loss an S corporatioﬁ“' sh_é_tré«
holder may take into account for a taxable year cannot exceed the
sum of the shareholder’s adjusted basis in his or her stock of the

corporation”and the adjustéd basis in any indebtedness of the cor-
poration to the shareholder. Any excess loss is carried forward,
Any distribution to'a shareholder by an S corporation generally

is tax-free to the shareholder to the extent of the shareholder’s ad-

justed basis of his or her stock. The shareholder’s adjusted basis is

reduced by the tax-free amount of the distribution. Any distribution

in excess of the shareholder’s adjusted basis is treated as gain from
the sale or exchange of the stock. =~ R T

Under present law, income (whether or not taxable) and ex-:
penses (whether or not deductible) serve, respectively, to increase
and decrease an S corporation shareholder’s basis in the stock of
the corporation. These rules appear to require that the adjustments
to basis for items of both income and loss for any taxable year
apply before the adjustment for distributions applies.®°

These rules limiting losses and allowing tax-free distributions up
to the amount of the shareholder’s adjusted basis are similar in
certain respects to the rules governing the treatment of losses and
cash distributions by partnerships. Under the partnership rules
(unlike the S corporation rules), for any taxable year, a partner’s
basis is first increased by items of income, then decreased by dis-
tributions, and finally is decreased by losses for that year.6!

In addition, if the S corporation has accumulated earnings and
profits,62 any distribution in excess of the amount in an “accumu-
lated adjustments account” will be treated as a dividend (to the ex-
tent of the accumulated earnings and profits). A dividend distribu-

. corporafion has excessive pas-

tion does not reduce the adjusted basis of the shareholder’s stock.

. 15;6$ele( g.ection 1366(d)(1XA); H, Rep. 97-826, p. 17, 5. Rep. 97-640, p. '18; Treas. reg. sec.
. ~-1{e). ) i
61 Treas. reg. sec. 1.704-1(d¥2); Rev. Rul, 66-94, 1966-1 C.B. 166. .

62 An § corporation may have earnings and profits from years prior to its subchapter S elec-
tion or from pre-1983 subchapter S years. )
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The “accumulated adjustments account” generally is the amount of

the accumulated undistributed post-1982 gross income less dedue-

tions. ' :
- Description of Provision 63

The bill would provide that the adjustments for distributions
made by an S corporation during a taxable year are taken into ac-
count before applying the loss limitation for the year. Thus, dis-
tributions during a year would reduce the adjusted basis for pur-
poses of determining the allowable loss for the year, but the loss
for a year would not reduce the adjusted basis for purposes of de-
termining the tax status of the distributions made during that
year. : .. -
The bill also would provide that in determining the amount in
the accumulated adjustment account for purposes of determining
- the tax treatment of distributions made during a taxable year by
an S corporation having accumulated earnings and profits, net neg-
ative adjustments (i.e., the excess of losses and deductions over in-
come) for that taxable year are disregarded.

The following examples illustrate the application of these provi-
sions: . .

Example 1.—X is the sole shareholder of corporation A, a cal-
endar year S corporation with no accumulated earnings and profits.
X’s adjusted basis in the stock of A on January 1, 1996, is $1,000
and X holds no debt of A. During 1996, A makes a distribution to
X of $600, recognizes a capital gain of $200 and sustains an operat-
ing loss of $900. Under the bill, X’s adjusted basis in the A stock
is increased to $1,200 ($1,000 plus $200 capital gain recognized)
pursuant to section 1368(d) to determine the effect of the distribu-
tion. X's adjusted basis is then reduced by the amount of the dis-
tribution to $600 ($1,200 less $600) to determine the application of
the loss limitation of section 1366(d)1). X is allowed to take into
account $600 of A’s operating loss, which reduces X’s adjusted basis
to zero. The remaining $300 loss is carried forward pursuant to
section 1366(d}2). . . .

Example 2.—The facts are the same as in Example 1, except that
on January 1, 1996, A has accumulated earnings and profits of
$500 and an accumulated adjustments account of $200. Under the
bill, because there is a net negative adjustment for the year, no ad-
justment is made to the accumulated adjustments account before
determining the effect of the distribution under section 1368(c).

As to A, %200 of the $600 distribution is a"distribution of A’s ac-
cumulated adjustments account, reducing the accumulated adjust-
ments account to zero. The remaining $400 of the distribution is
a distribution of accumulated earnings and profits (‘E&P”) and re-
duces A's E&P to $100. A’s accumulated adjustments account is
then increased by $200 to reflect the recognized capital gain and
reduced by $900 to reflect the operating loss, leaving a negative
balance in the accumulated adjustment account on January 1,
1997, of $700 (zero plus $200 less $900).

%3 A similar provision was included in H.R. 11 {“Revénue Act of 1992, vetoed by Presidant
Bush in 1992, and in HL.R. 3419 {“Tax Simplification and Technical Corrections Act of 1993™),
as passed by the House of Representatives on May 17, 1994,



35

As to X, $200 of the distribution is applied against X’s adjusted
basis of $1,200 ($1,000 plus $200 capital gain recognized), reducing
X’s adjusted basis to $1,000. The remaining $400 of the distribu-
tion is taxable as a dividend and does not reduce X's adjusted
basis. Because X’s adjusted basis is $1,000, the loss limitation does
not apply to X, who may deduct the entire $900 operating loss. X's
adjusted basis is then decreased to reflect the $900 operating loss.
Accordingly, X’s adjusted basis on January 1, 1997, is $100 (51,000
plus $200 less $200 less $900). ' s

b. Permit consent dividends to by-pass the accumulated
adjustments account (sec. 223 of the bilD

N 7 S \' S _Present Law o ) e

The accumulated adiustments séeount (“AAA”) of an'S corpora:
tion generally is the amount of undistributed earnings of the S cor-
poration that have been subject to shareholder-level tax. If an S
corporation with both AAA and C corporation earnings and profits

makes a distribution to shareholders, the amount of the distribu-

tion is deemed to first reduce the AAA. An S corporation may, with

the consent of all its “affected shareholders, elect to have all dis-

tributions made during a taxable year by-pass the AAA. Treasury

regulation 1.1368-1()(3) allows the election to apply to deemed
Sodonds, HOME), afloms 8 AR R N

o ' " Description’ of Provision
* The Treasury regulation allowing the election to by-pass the AAA
to apply to deemed dividends would be codified. Any such distribu-
tion to an organization described in section 511(a)2) would be
treated as unrelated business taxable income to such organization.
" e. Treatment of S corporations as shareholders'in C cor-
porations (sec. 224 of the'bill) & ai B

Present Law

- Present law contains several provisions relating to the treatment
of S corporations: as corporations generally for purposes of the In-
ternal Revenue Code; -~ - = 7= oo i G ool
First, under present law, the taxable income of an S corporation
is computed in the same manner as-in the case of an individual
(sec. 1363(b)). Under this rule, the provisions of the Code governing
the computation of taxable income which are ‘applicable only to cor-
‘porations, such as the dividends received deduction, do not apply
to S corporations. : 2 L ra e iy

- rd e

T a5 otherwise provided by the Internal Revenue

Code and except to the extent inconsistent with subchapter S, sub-
chapter C (i.e., the rules relating to ‘corporate distributions and ad-
justments) applies to an S corporation and its shareholders (sec.
1371(a)X1)). Under this second rule, provisions such as the cor-
porate reorganization provisions apply to S corporations. Thus, a C
corporation may merge into an S corporation tax-free. _
Further, an S corporation in its capacity as'a shareholder of an-
other corporation is treated as an individual for purposes of sub-
chapter C (sec. 1371(a}2)), The IRS has taken the position that
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this rule prevents the tax-free liquidation of a C corporation into
an S corporation because a C corporation cannot liquidate tax-free
when owned by an individual shareholder.64 Thus, a C corporation
may elect S corporation status tax-free or may merge into an S cor-
poration tax-free, but may not liquidate into an S corperation tax-
free.85 Also, the Service’s reasoning would prevent an S corporation
from making an election under section 338 where a C corporation
was acquired by an S corporation.

Description of Provision 56

The bill would repeal the rule that treats an S corporation in its
capacity as a shareholder of another corporation as an individual.
Thus, the liquidation of a C corporation into an S corporation will
be governed by the generally applicable subchapter C rules, includ-
ing the provisions of sections 332 and 337 allowing the tax-free lig-
uidation of a corporation into its parent corporation. Following a
tax-free liquidation, the built-in gains of the liquidating corporation
may later be subject to tax under section 1374 upon a subsequent
disposition. An S corporation also will be eligible to make a section
338 election (assuming all the requirements are otherwise met), re-
sulting in immediate recognition of all the acquired C corporation’s
gains and losses (and the resulting imposition of a tax).

The repeal of this rule would not change the general rule govern-
ing the computation of income of an S corporation. For example, it
would not allow an S corporation, or its shareholders, to claim a
dividends received deduction with respect to dividends received by
the S corporation, or to treat any item of income or deduction in
a manner inconsistent with the treatment accorded to individual
taxpayers. T .

d. Elimination of pre-1983 earnings and profits of 8 cor-

porations (sec. 225 of the bill)

Present Law

Under present law, the accumulated earnings and profits of a
corporation are not increased for any year in which an election to
be treated as an S corporation is in effect. However, under the sub-
chapter S rules in effect before revision in 1982, a corporation elect-
ing subchapter S for a taxable year increased its -accumulated earn-
ings and profits if its earnings and profits for the year exceeded
both its taxable income for the year and its distributions out of that
year's earnings and profits. As a result of this rule, a shareholder
may later be required to include in his or her income the accumu-
lated earnings and profits when it is distributed by the corporation.
The 1982 revision to subchapter S repealed this rule for earnings
attributable to taxable years beginning after 1982 but did not do
so. for previously accumulated S corporation earnings and profits.

& Seei-1 PLR 8818049, (Feb. 10, 1988). However, sée PLR 9245004, (July 28, 1992) for a con-
trary ruling, ) L TR

65 Tax is imposed with respect to LIFQ inventory held by a C corporation becoming an S cor-
poration. B L

%8 A similar provision was included in H.R. 11 (“Revenue Act of 1992”), vetoed by President
Bush in 1992, and in H.R. 3419 (“Tax Simplification and Technical Corrections Act of 1993™),
as passed by the House of Representatives on May 17, 1994. : ‘ o
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. Description of Provision 57

The bill would provide that if a corporation is an S corporation
for ite first taxable year beginning after December 31, 1995, the ac-
cumulated earnings and profits of the corporation as of the begin-
ning of that year would reduced by the accumulated earnings and
profits (if any) accumulated in any taxable year beginning before
January 1, 1983, for which the corporation was an electing small
business corporation under subchapter S. Thus, such a corpora-
tiom’s accumulated earnings and profits would be solely attrib-
utable to taxable years for which an 3 election was not in effect.
This rule is %en_erall consistent with the change adogted in 1982
limiting the S shareholder’s. taxable income attributable to S cor-

oration earnings to his or her share of the taxable income of the

corporation. : e e gt gl e T Y

e. Treatment of charitable contributions of certain prop-

erty (sec. 226 of the bill) R

Taxpayers generally are allowed to deduct the fair market value

of property contributed to a charitable organization. In the case of
business property contributed to a charity and used in the tax-ex-
em&)t function of the charity, donors must reduce the amount of the
deduction by the amount of gain that would not have been long-
term capital gain had the property been sold_by the donor (sec.
170(e)(1)(A)).68 However, the amount of the reduction is capped in
the case of a corporation (other than an S corporation) that contrib-
utes (1) certain inventory used by the donee solely for the care of
the ill, needy, or infants (sec. 170(e)(3)(B)) or (2) certain scientific.
property used for research (sec. 170(e)4)). In sach cases, the
amount of the reduction is limited to the sum of (1) one-half of the
amount of gain that would not have been long-term capital gain
had the property been sold and (2) the amount (if any) by w ich
the charitable contribution (determined by taking into account the
amount described in (1)) exceeds twice the basis of the property. -

If an S corporation contributes appreciated property to a charity,
the shareholders of the corporation must reduce their basis in their
S corporation stock by thie amount of the contribution that flows
through to them. o ' TR

. ,_ Descnptwnof Prov;swn i
The bill would provide that S corporations would be treated the

same as C corporations with respect to charitable contributions of
(1) certain inventory used by the donee solely for the care of the
ill, ne}f:dy, or infants and (2) certain scientific property used for re-
search. s T o T
The bill also would allow an increase in the basis of S corpora-
tion stock for the excess of the deduction for charitable contribution
over the basis of the property contributed by the corporation.

o A souiiar provision was inhuded in FLR. 11 (“Revenue’Act of 19927 vetosd by President
Bugh in 1992 and in H.R. 3419 (*Tax Simplification and Technical _ﬁ(ﬁ]qneg@qx}g}ct‘.ﬂgf‘_ 1998™,

as by the House of Representatives on May 17, 1994, _. o

" Greater reductions in the charitable deduction’aie’ syiired if the propefty is not used in R

the charity’s tax-exempt function (sec. 170(eX1XB).
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f. Treatment of certain fringe benefits (secs. 227 and 301
of the bill) &

- Present Law

For fringe benefit purposes, an individual that owns two percent
or more of the stock of the S corporation at any time during the
year is treated the same as a partner in a partnership. .

Self-employed individuals may deduct up to 25 percent (30 per-
cent in taxable years beginning after 1994) of the amount paid dur-
ing the year for medical insurance that covers the individual and
his or her spouse and dependents. For this purposes, an individual
that owns two percent or more of the stock of the S corporation at
any time during the year is treated as a self-employed individual.

A qualified deferred compensation plan of an S corporation is
prohibited from making loans to shareholder-employees that own
more than five percent of the S corporation stock. Should this pro-
hibition be violated, the plan may be subject to an excise tax and
the plan may lose its status as a qualified plan.

- Description of Proposal \
For fringe benefit purposes, an S corporation would be treated as
a C corporation rather than as a partnership. However, two-percent
shareholders would be treated as self-employed individuals for pur-
poses of the deduction for medical insurance (ie., their deductions
for medical insurarice would be limited to 30 percent of their cost).
: In addition, the restriction on loans from qualified plans would
be repealed. : - o
g. Treatment of losses on liquidation of S corporation (sec.
- 302(a) of the bilD) . s T
: Present Law
. If an'S cotporation is liquidated, gain or loss on the property dis-
tributed in liquidation is measured at the corporate level (by com-
paring the fair market value of the property to its adjusted basis
in the hands of the corporation) and flowed through to the share-
holders. The character of such gain or loss is also determined at
the corporate level and may be flowed through to shareholders as
ordinary gain or loss. The gain increases the shareholders’ adjusted
bases in their stock. The shareholders then have individual-level
gain or loss with respect to the property received (measured by
comparing the fair market value of the property to the sharehold-
ers’ adjusted bases in their stock). Such gain or loss generally is
capital gain or loss. Thus, a shareholder of an S corporation may
have ordinary gain and a capital loss upon the liquidation of an §
corporation. "
Description of Provision
Loss recognized by a shareholder in complete liquidation of an S
corporation would be treated as ordinary loss to the extent the
shareholder’s adjusted basis in the S corporation stock is attrib-

utable to ordinary income that was recognized as a result of the
liquidation. :
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h. Treatment of certain losses carried over under the at-

risk rules (soc. 302(b) of the bill)

Present Law

Under section ,1‘36'6", the amount of loss an Scorporatlonshgre- o

holder may take into account cannot exceed the sum of the share-

holder’s adjusted basis in his or ber stock of the corporation apd

the unadjusted basis in any indebtedness of the corporation to the
shareholder. Any disallowed loss is carried forward to the next tax-
able year. Any loss that is disallowed for the last ‘taxable year of
the S corporation may be carried forward to the post-termination
period. The “post-termination period” is the period beginning on
the day after the last day of the last taxable year of the S corpora-
tion and ending on the later of (1) a date that is one year later,
or (2) the due date for filing the return for the last taxable year
and the 120-day period beginning on the date of a determination
that the corporation’s S corporation election had terminated for a
previous taxable year. - : - P S TR
In addition, under section 465, a shareholder of an S corporation

may not deduct losses that are wed through from the corporation

to the extent the shareholder is not “at risk” with respect to the

logs. Any loss not deductible in one taxable year because of the at-
risk rules is carried forward to the next taxable year. ,

Description of Provision

Losses of an S corporation that are suspended under the at-risk
rules of section 465 would be carried forward to the S corporation’s
post-termination period. g SR I

i. Effective date and transition rule for elections after ter-

mination (sec.40]_of tlfe bil].) Pt e BT e e P

Present Law

A small business corporation that i:'ermi'nét_e_sf 1ts _gg}g_éhéptef S
election (whether by revocation or otherwise) may not make an-
other election to be an S corporation for five taxable years unless

the Secretary of the Treasury consents to such election.
Description of Provision .

Except as otherwise provided, the provisions of the bill would be
effective for taxable years beginning after December 31, 1995,

In addition, for purposes of the 5-year rule, any termination of
subchapter S status in effect immediately before the date of enact-
ment of the bill would not be taken into account. Thus, any small
business corporation that had terminated its S corporation election
within the 5-year period before the date of enactment may re-elect
subchapter S status upon enactment of the bill without the consent
of the Secretary of the Treasury.s® S S e e

0 A similar provision was included in the Subchapter 8 _Ii_‘.eyis%on:Ac.t__of 1982.
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HI. TAX TREATMENT OF HOME OFFICE EXPENSES
| A. Present La.w o
A taxpayer’s business use of his or her home may give rise to a

deduction for the business portion of expenses related to operating
the home (e.g., a portion of rent or depreciation and repairs). Code
section 280A(c)(1) provides, however, that business deductions gen-
erally are allowed only with respect to a portion of a home that is
used exclusively and regularly in one of the following ways: (1) as
the principal place of business for a trade or business; (2) as a
place of business used to meet with patients, clients, or customers
in the normal course of the taxpayer’s trade or business; or (3) in
connection with the taxpayer’s trade or business, if the portion s¢
used constitutes a separate structure not attached to the dwelling
unit. In the case of an employee, the Code further requires that the
business use of the home must be for the convenience of the em-
ployer (sec. 280A(c)(1)).70 These rules apply to houses, apartments,
condominiums, mobile homes, boats, and other similar property
used as the taxpayer’s home (sec. 280A(f)(1)). Under Internal Reve-
nue Service (IRS) rulings, the deductibility of expenses incurred for
local transportation between a taxpayer’s home and a work location
sometimes depends on whether the taxpayer’s home office qualifies
under section 280A(c)(1) as a principal place of business (see Rev.
Rul. 94-47, 1994-29 L.R.B. 6).

Prior to 1976, expenses attributable to the business use of a resi-
dence were deductible whenever they were “appropriate and help-
ful” to the taxpayer’s business. In 1976, Congress adopted section
280A, in order to provide a narrower scope for the home office de-
duction, but did not define the term “principal place of business.”
In Commissioner. v. Soliman, 113 S.Ct. 701 (1993), the Supreme
Court reversed lower court rulings and upheld an IRS interpreta-
tion of section 280A that disallowed a home office deduction for a
self-employed anesthesiologist who practiced at several hospitals
but was not provided office space at the hospitals. Although the an-
esthesiologist used a room in his home exclusively to perform ad-
ministrative and management activities for his profession (i.e., he
spent two or three hours a dayin his home office on ‘bookkeeping,
correspondence, reading medical journals, and communicating with
surgeons, patients, and insurance companies), the Supreme Court
upheld the IRS position that the “principal place of business” for
the taxpayer was not the home office, because the taxpayer per-
formed the “essence of the professional service” at the hospitals.71
Because the taxpayer did not meet with patients at his home office
and the room was not a separate structure, a deduction was not
available under the second or third exception under section
280A(c)(1) (described above).

7 If an employer provides access to suitable space on the employer’s premises for the conduct
by an employee of particular duties, then, if the employee opts to conduct such duties at home
as a matter of personal preference, the em})loyee’s use of the home office is not “for the conven-
ience of the employer.” See, e.g., W, Michae Mathes, (1990) T.C. Memo 1990-483.

71 In response to the Supreme Court’s decision in Soliman, the IRS revised its Publication
587, Business Use of Your Home, to more closely follow the comparative analysis used in
Soliman by focasing on the following two primary factors in determining whether a home office
isa tax}]):layer's principal place of business: (1) the relative importance of the activities performed
at each business location; and (2) the ameunt of time spent at each location,
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Section 280A(cX2) contains a special rule that allows a home of-
fice deduction for business expenses related to a space within a
home that is used on a regular {(even if not exclusive) basis as a
stora%e unit for the inventory of the taxpayer’s trade or business
of selling products at retail or wholesale, but only if the home is
the sole fixed location of such trade or business,

Home office deductions may not be claimed if they create (or in-
crease) a net loss from a business activity, although such dedue-
tions may be carried over to subsequent taxable years (sec.
280A(c)(5)).

B. Explanation of S. 327 and Provision in HLR. 1215

S. 327

8. 327 (“Home Office Deduction Act of 1995”) was introduced on
February 1, 1995 by Senator Hatch (and was co-sponsored by Sen-
ators Baucus, Exon, Lieberman, Grassley, Johnston, and Kerry). S.
327 would amend present-law section 280A to specifically provide
that a home office qualifies as the “principal place of business” if
(1) the office is the location where the taxpayer’s essential adminis-
trative or management activities are conducted on a regular and
systematic (and not incidental) basis by the taxpayer, and (2) the
office is necessary because the taxpayer has no other location for
the performance of the essential administrative or management ac-
tivities of the business. As under present law, deductions would be
allowed for a home office meeting the above two-part test only if
the office is exclusively used on a regular basis as a place of busi-
ness by the taxpayer, and in the case of an employee, only if such
exclusive use is for the convenience of the employer.

In addition, 8. 327 would clarify that the special rule contained
in present-law section 280A(c)2) permits deductions for expenses
related to a storage unit in a taxpayer’s home regularly used for
inventory or product samples (or both) of the taxpayer’'s trade or
business of selling products at retail or wholesale, provided that
the home is the sole fixed location of such trade or business.

Effective date.—S. 327 would be effective for taxable years begin-
ning after 1991,

H.R. 1215

On Aﬁril 5, 1995, the House of Representatives passed H.R.
1215, which includes a provision that is similar to g 327. HR.
1215, however, provides for a slightly different two-part test than
does S. 327. Under H.R. 1215, a home office qualifies as the “prin-
cipal place of business” if (1) the office is used by the taxpayer to
conduct administrative or management activities of a trade or busi-
ness and (2) there is no other fixed location of the trade or business
where the taxpayer conducts substantial administrative or manage-
ment activities of the trade or business. H.R. 1215 also includes the
same provision contained in S. 327 that clarifies the tax treatment
for expenses related to home storage of certain product samples.

Effective date—The home office deduction provision of H.R. 1215
would be effective for taxable years beginning after 1995.

o





