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ABSTRACT

AN INQUIRY INTO THE DESIRABILITY AND FEASIBILITY

OF MANDATORY PARTNERSHIP TAX TREATMENT

FOR CLOSELY HELD CORPORATIONS

by

Glen Raymond Sanderson

This study was undertaken to determine the desirability

and feasibility of applying the partnership method of taxing

business income to closely held corporations on a mandatory

basis. This system, if adopted, would replace the regular

corporate income tax system, as applied to closely held

corporations, and Subchapter 8 of the Internal Revenue Code,

the subchapter which gives certain closely held corporations

the option to be taxed somewhat like partnerships.

The specific objectives of the study were: (1) to

examine the need for changing the existing system of taxing

closely held corporations, (2) to determine the extent to

which mandatory application cf the partnership tax method

would correct the deficiencies of the existing system, and

(3) to examine the major problems and issues involved in

designing and implementing the mandatory partnership system.

In examining both the existing system of taxing closely

held corporations and the proposed mandatory partnership tax
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system, consideration was given to equity, administrative

and compliance factors, and economic consequences. In

addition, the constitutionality of the mandatory partnership

approach was considered.

The circumstances which prompted this study were: (1)

apparent major inequities and administrative and compliance

problems associated with applying the corporate tax method

to closely held corporations: (2) the apparent failure of

Subchapter S to mitigate these problems to a significant

extent: (3) problems peculiar to Subchapter 8: and (4) the

lack of serious consideration given to the mandatory part-

nership approach.

The analysis and conclusions contained in the study

are based on an examination of basic sources of tax law;

studies dealing with various aspects of federal income tax-

ation and related areas; and statistical data compiled by

the Internal Revenue Service, the Securities and Exchange

Commission, and other organizations.

Principal findings: The mandatory partnership approach

clearly would provide a more equitable means of taxing the

income of closely held corporations than that provided by

the existing system of taxing closely held corporations, in

terms of both horizontal equity and ability to pay.

Most of the uncertainty and arbitrariness in tax
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determinations associated with the existing system--in areas

such as unreasonable compensation, accumulated earnings,

and loss of the Subchapter S election--could be eliminated

by the adOption of the mandatory partnership system. How-

ever, other administrative and compliance problems would be

added by the mandatory system, including those associated

with selecting corporations to be included in the mandatory

system, applying the partnership tax method to closely held

corporations with multiple classes of stock, and making the

transition from the existing system.

Although the economic effects of adopting the manda-

tory partnership system are uncertain, the most probable

effects appear to be the following: (1) less than a two

percent change in total income tax receipts; (2) a slight

net disincentive to form, work hard in, and expand small

corporations owned by individuals in upper-middle and high

personal tax brackets; (3) a significant reduction in the

funds available after taxes to finance the growth of some

small corporations; and (4) elimination of the incentive

to hoard funds in closely held corporations for tax purposes.

Legal precedents and Opinion are divided with respect

to the constitutionality of mandatory partnership tax treat-

ment for domestic closely held corporations. However, it

does appear that the mandatory partnership system could be
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adOpted without a constitutional amendment.

As a whole, the mandatory partnership system appears

to be no less desirable nor feasible than the existing sys-

tem. Certainly there are no obvious reasons for rejecting

the mandatory partnership approach without further research.
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CHAPTER I

INTRODUCTION

Purpose of the Study
 

Representative Mills, Chairman of the House Ways and

Means Committee, has stated that one of the essential

factors to be considered in any re-evaluation of the federal

tax structure is its fairness between taxpayers, and that in

pursuingthis objective, tax laws "must accord the same tax

treatment to what is essentially the same type of operation

irrespective of the form in which it is cast."1

One of the most flagrant violations of the above prin-

ciple is that which can be found in the tax treatment ac-

corded closely held corporations, as compared with the tax

treatment accorded unincorporated business enterprises.

Impending upon a number of factors--inc1uding the nature of

tmsiness operations, individual tax brackets of shareholders,

1Excerpt from a speech delivered to the Tax Foundation

(December, 1958), referred to in: U. S. House, Tax Revision

‘QCmpendium, papers submitted to the Committee on Ways and

fihens (Washington, D. C.: Government Printing Office, 1959),

Vol. III, p. 1700. ‘
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and how and when corporate income is distributed--the tax

burden of shareholders of a given closely held corporation

may be significantly higher or lower than it would be if the

same Operations were taxed under an unincorporated legal form.

This study is an attempt to determine the desirability

and feasibility of adOpting one approach to removing the major

differences between the tax treatment accorded closely held

corporations and unincorporated business enterprises. In

the approach to be considered, the partnership method of

taxing business income is applied to closely held corporations

on a mandatory basis. This system, if adopted, would re-

place (1) the regular corporate income tax system, as ap-

plied to closely held corporations, and (2) Subchapter S of

the Internal Revenue Code, the Subchapter which gives

certain closely held corporations the option to be taxed

somewhat like partnerships.

The specific objectives of this study are: (l) to

examine the need for changing the existing system of taxing

closely held corporations, (2) to determine the extent to

which mandatory application of the partnership tax method

would correct the deficiencies of the existing system, and

(3) to examine the major problems and issues involved in de-

signing and implementing the partnership system.

In examining both the existing system of taxing

closely held corporations and the proposed mandatory
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partnership tax system, consideration is given to equity,

administrative and compliance factors, and economic conse-

quences. In addition, the issue of the constitutionality

of mandatory partnership tax treatment is examined. These

criteria and the tax methods mentioned above are explained

in this chapter.

The circumstances which prompted this study are:

(1) the lack of serious consideration given to the mandatory

requirement of the partnership approach and (2) the failure

of Subchapter R, which gave certain proPrietorships and

partnerships the option to be taxed like corporations, and

Subchapter S to make a substantial contribution to the re-

moval of inequities and certain administrative and compli—

ance problems associated with the taxation of closely held

business enterprises.

Background
 

The Corporate Papulation

Business corporations are most heterogeneous as to

financial size, nature of business activities, number of

shareholders, and extent of separation of ownership and

control. Nevertheless, except for a small percentage of

corporations, the entire range of corporations may be split

into two basic groups: widely held (public) corporations

and closely held (private) corporations.' Corporations
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which have numerous shareholders, but which are closely con-

trolled by a few shareholders, comprise the small percentage

that does not fall neatly into either of the two basic groups.

Widely held (public) corporations. The most distinc-

tive feature of publicly held corporations is the separation

of ownership and control. The typical large, publicly held

corporation is a separate economic entity, as well as a

separate legal entity. Corporate attributes such as limita-

tion of ownership liability, marketability of ownership

interests, representative management, and continuity of

organization life are all substantive aspects of this mode

of organization.

Although relatively few in number, publicly held cor-

porations account for the bulk of corporate income and tax

payments in the United States. In 1964, 5,886 corporations

had assets in excess of-$25 million-~less than one-half of

1 percent of business corporations.2 This group, which in-.

cludes substantially all of the major publicly held corpora-

tions in the United States (parents and subsidiaries),

reported 71 perCent of total corporate net income and paid

70 percent of the total corporate income tax collected in

 

20. S. Treasury Department, Internal Revenue Service,

Statistics of Income, 1964, Corporation Income Tax Returns

(Preliminary) with accounting periods ended July l964-June

196:0(Washington, D. C.: Government Printing Office, 1967),

p. .
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1964.3 In recent years, the stock of less than 2 percent of

business corporations has been listed on a national or

regional stock exchange or traded actively over-the-counter

(see Chapter VI).

Closely held (private) corporations. The most im-

portant characteristic of private corporations is the unity

of ownership and control. The 1abels--shareholders, offi-

cers, and directors--as used in the typical private cor-

poration cover essentially the same content: the interests

of one or a few key shareholders who are the principal

owners and controllers of the corporation. Private cor-

porations are essentially prOprietorships or partnerships

clothed in the legal form of a corporation.

The dominant reason many owners of private corpora-

tions choose the corporate form of organization is to reduce

their tax burden. Of secondary importance is the feature of

limited liability if the business fails. However, even the

advantage of limited liability is restricted in that banks

and other creditors frequently require the.principals of

these corporations to guarantee personally the repayment of

major loans. The feature of unrestricted transferability of

ownership interests is also of limited value to these cor-

porations--only a small percentage of private corporations
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are ever in a position to issue stock successfully to the

public (see Chapter VI).

Although smallness in financial size is not an es-

sential feature of closely held (private) corporations,

this characteristic usually follows from other character-

istics. In 1964, 1,373,517 business corporations filed

tax returns: of which, 94 percent had assets totaling less

than $1 million.4 Based on statistics and estimates

presented in Chapter VI of this study, only a small per-A

centage of corporations with assets of less than $1 million

have more than 25 shareholders; the vast majority has less

than 10.

The problems involved in classifying corporations

according to number of shareholders, control, and financial

size for purposes of determining which corporations would be

:included in the mandatory partnership tax system are examined

in Chapter VI. A shareholder limit of 25 and an asset

limit of $1 million provide two general guidelines for de-

lineating the principal group of corporations with which

this study deals. More than 95 percent of business corpora-

tions would be included in the mandatory partnership tax

system considered in this study.

 

Ibid.
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Federal Income Taxation: .An Overview,

Business income taxation. Two general methods of tax-

ing the income earned in connection with a business enter-

prise have dominated federal income tax laws since 1913: the

corporate method and the individual method. Under the

corporate method, the income of corporations is taxed at

corporate rates and dividend distributions of income are

taxed again as part of the personal income of shareholders.

Under the individual method, on the other hand, proprietor-

ships and partnerships are not taxed as business entities:

rather, the entire income of these enterprises, whether

distributed or not, is allocated to the owners to be taxed

as part of their personal income.

.For purposes of this study, the only significant ex-

ceptions to this dichotomous system have been Subchapter R

and.Subchapter S of the Internal Revenue Code. Subchapter

R, which gave certain proprietorships and partnerships the

option to be taxed like corporations was enacted in 1954.1

This provision was repealed in 1966 (to terminate in 1969),

principally because it had been used by very few unincor-

porated business enterprises.5 Subchapter S, which gives

certain closely held corporations the option to be taxed

 

5U. S. Senate, Committee on Finance, Subchapters S
and R of Cha ter 1 of the Internal.Revenue Code of 1954, S.

Rept. 1007, 89th Cong., 2nd Sess., 1966, p. 9.
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somewhat like partnerships, was enacted in 1958. In 1964,

Subchapter S was used by 12 percent of all business cor-

porations: the percentage using Subchapter S has been

1301938139 slightly.6 The main objective in enacting these

provisions was to permit owners of small businesses to se-

lect a legal form of organization without having to be

unduly concerned about the tax consequences of the selec-

7
tion. These provisions are examined in Chapter IV.

The corporate income tax. The modern series of cor-
 

porate income tax laws began with the Corporate Excise Tax

Act of 1909, which imposed a tax of 1 percent on the net

income of corporations for the privilege of doing business

8 This income tax was enactedunder the corporate form.

under the guise of an excise tax to avoid the Supreme Court

decision which ruled the Revenue Act of 1894 (the first

major federal income tax law) was unconstitutional.9

 

6Statistics of Income, 1964, Corporation Income Tax

Returns (Preliminary), op. cit., p. 41.

7U. S. Senate, Committee on Finance, Technical Amend-

ments Act of 1958, S. Rept. 1983, 85th Cong.,an Sess., C.B.,

1958-3, p. 1008

8Act of 1909, 36 Stat. 11.

9Pollock v. Farmers' Loan 8 Trust Co., 158 0.8. 601,

3 AFTR 2602 (1895). The constitutional problem is examined

in Chapter V. Federal income taxes were collected during the

Civil.War; however, the Civil War tax acts have little, if

any, relevance to modern income taxation.
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Following adoption of the Sixteenth Amendment to the

Constitution, the Corporation Excise Tax Act of 1909 was

Superseded by the Revenue Act of 1913. The latter act

Provided for a tax on both corporate income and individual

income, including income from unincorporated business enter-

Prises. Under the 1913 act, a 1-percent normal (base) tax

was imposed on corporate income and on personal income: in

addition, personal income was subject to graduated rates up

to 7 percent . 1°

Numerous revisions of corporate income tax laws have

been enacted since 1913. The top corporate tax rate reached

12 percent during World War I, 40percent during World War

II, and 52 percent during the Korean War. Current corporate

tax rates (1967) are 22 percent of the first $25,000 of tax-

able income and 48 percent thereafter. Corporate tax rates

have been graduated mildly since 1936 as a concession to

small business. In addition to the regular corporate income

tax, a tax on undistributed corporate profits was imposed in

1936. This tax, which was intended to force corporations to

distribute more of their income as dividends to be taxed at

J'i‘ates applicable to individuals, was repealed in 1938, after

it had been vigorously criticized as a deterrent to corporate

growth. Also, the regular corporate income tax was

loAct of 1913, 38 Stat. 114.
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supplemented by an excess profits tax during World War I,

world War II, and the Korean War.11

Relief from double taxation of dividends. Provisions

designed to provide some relief from double taxation of cor-

porate income distributed as dividends to individuals have

been in and out of the tax laws since 1913. Prior to 1936,

dividends were excluded from the individual normal tax, but

not the surtax (which was the progressive element of the

taxj, From 1936 to 1954, dividends were fully taxable as

Personal income. From 1954 to 1964, the first $50 of divi-

dends ($100 for joint returns) could be excluded from the

individual income tax and 4 percent of taxable dividends

received could be offset against the individual tax. Under

thecurrent law (1967) the first $100 of dividends ($200 for

jOiht returns) may be excluded from the individual tax.

Thefie provisions are examined in Chapter II. Corporations

(as shareholders) are, in general, permitted to deduct from

gross income 85 percent of dividends received from domestic

cOrporations.12

11U. S. Congress, Joint Economic Committee, The Feder-

Eiggax System: Facts and Problems 1964, 88th Cong., 2nd Sess.,

1964, pp. 49, 61-63, 265.

12

 

Ibid., pp. 45, 59. Certain affiliated groups of cor-

Porations which either do not, or cannot, file consolidated

téx returns may elect a loo-percent dividend received deduc-

tion for intercompany dividends. I.R.C. (1954), sec. 243 (b).
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The individual income tax. The individual income tax
 

system also has been revised numerous times since its incep-

tLon.in 1913. Among the principal and most durable general

features of this system are the following: (1) taxation of

personal income at progressive rates; (2) allowed deductions

for: certain personal expenses, such as interest and state

sales taxes, or in lieu of these deductions, an optional

standard deduction (first in 1944, two kinds of standard

deductions are now available): and (3) exemption of various

inmounts of income from the individual income tax for personal

Circumstances, most notably exemptions for the taxpayer, his

sPOuse, and dependents. Other major developments include

(1) income splitting for married couples (since 1948, before

1948, splitting was contingent upon whether or not the tax-

PaYer resided in a state with community property laws) and

(2) income averaging to avoid excessive taxation at progres—

Si‘Ve rates of bunched income (since 1964).13

Criteria and Problems

This section describes the Criteria used in evaluating

the federal income tax system and applies these criteria to

the taxation of closely held corporations for the purpose of

Pointing out the major issues and problems that are examined

13

The Federal Tax System: Facts and Problems 1964,

‘OPO Cite, pp. 19-26, 233.
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in this study. The viewpoint taken in this study is one of

public policy. An attempt is made to give a balance emphasis

to various criteria in examining both the existing system of

taxing closely held corporations and the mandatory partner-

ship tax system.

Equity in Taxation

Based on the preposition that individuals (natural

Persons) ultimately receive all the income generated in the

economy and bear all the taxes, equity, in the strict sense,

deals principally with individuals. Determination of equity

(or fairness) in the distribution of tax burden is based

largely on the value judgments of society. Although there

are no scientific or highly objective standards of equity,

a few rough guidelines have been established. Among these

ateethe pginciples of horizontal and vertical equity. Hori-

zOutal equity requires that persons in similar circumstances

be accorded similar tax treatment. Vertical equity requires

that persons in different circumstances be accorded fair

relative tax treatment. Vertical equity deals mainly with

Proqressivity in taxation.

Two general approaches to appraising an individual's

circwmstances for purposes of distributing tax burden in an

equitable manner have dominated the field of public finance

fbr over fifty years: benefits received from the government

and ability to pay.
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Taxation based on benefits received involves viewing

the government as a provider of services for which individu—

als are taxed according to the amount of services (or bene-

fits) they receive. The difficulty (or impossibility) of

measuring individual receipt of benefits from national

defense, foreign aid programs, and so forth, has precluded

widespread adoption of benefits received as a base for

raising large amounts of federal revenue. Moreover, taxa-

tion based on benefits received would be in almost direct

conflict with many welfare programs. The benefits approach

has, however, been applied on a limited basis in certain

federal programs such as Social Security and highway con-

8truction. This approach to taxation is best suited to the

local level (city governments) where individual receipt of

benefits from certain locally furnished services can be ap-

Proximated.

Ability to pay (as the principle is generally used; it

has no precise meaning) has two aspects: (1) a quantitative

asPect, a measure of an individual's command over resources

that could be turned over to the government--income, pro-

Perty, consumption, a combinationuof these, or some other

imiex could be used; and (2) a qualitative aspect, some

Inensure of individual sacrifice or hardship involved in

QiVing up resources. Combining these two aspects, ability

t0 pay may be regarded as the capacity to pay taxes without
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undue hardship on the person paying.

Although current income is only one measure of an in-

dividual's command over resources, it is widely regarded as

fine best single index of taxpaying capacity. The principal

item thatcould supplement current income is wealth. However,

wealth can be resolved into the accumulation of past income

or"the expectationfifuture income. Moreover, federal gift

and estate taxes supplement federal income taxes, with re-

spect to wealth, by taxing certain transfers of large ac-

cumulations of wealth.

The sacrifice aspect of ability to pay has been used

mainly to justify the taxation of personal income at progres-

sive rates. Three basic propositions are involved in this

juatification: (l) equality in taxation means equality of

Sacrifice; (2) sacrifice in taxation consists of utility

(Satisfaction) foregone; and (3) as personal income rises,

tOtal utility derived from that income increases by de-

creasing amounts. These three propositions together suggest

that tax rates should be progressive to produce equality of

Sacrifice in taxation. However, attempts to work these and

Similar propositions into a rigorous approach to distributing

tax burden according to individual sacrifiCe have been dis-

credited and largely abandoned because of the numerous diffi-

culties involved in measuring and comparing individual
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sacrifice.l4 Nevertheless, the general notion that income

produces diminishing marginal utility and that this

dimunition supports progressive income taxation is widely

accepted.]'5

Three general features of the federal individual in-

cxnne tax system reflect the main properties of the ability-

to-pay principle: (1) personal income as a gross measure

Of an individual's command over resources-~what an individu-

al could turn over to the government; (2) exemption of a

Intnimum (or subsistence) level of income from taxation—-

effected mainly through $600 exemptions for the taxpayer,

his spouse, and children--to avoid producing real hardship

in taxation; and (3) taxation of personal income at progres-

Sive rates--an attempt to approximate some kind of reason-

able distribution of individual sacrifice in taxation.

In spite of numerous disagreements on how the principle

°f ability to pay should be implemented--in setting tax

rates, making allowances for personal circumstances, etc.--

this principle is still the most widely accepted standard of

equity in the United States.16 The observations of two

\

14For an analysis of various sacrifice theories, see:

Richard A. Musgrave, The Theory of Public Finance (New York:

M[CGraw-Hill Book Company, Inc., 1959), Chapter 5.

15Dan Throop Smith, Federal Tax Reform (New York:

M[CGra'w-Hill Book Company, Inc., 1961), p. 13.

16For a critical minority viewpoint, see: Louis
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authorities in the field of public finance serve to substanti-

ate this point:

My observation is that the majority of citizens

and legislators in the United States and other

democratic countries accept ability to pay as a

guiding principle of taxation and interpret it as

justifying progressivity. They talk and act as if

they believe that progressive taxation is needed

to maintain a proper relation between the sacri-

fices of individual taxpayers and to give recog-

nition to social priorities in the use of income

and wealth. Without assuming that some such

beliefs are widely accepted, I find it hard to

account for political discourse on taxation or

for revenue legislation.17

The principle of distribution of tax

burden on the basis of ability to pay is the one

which conforms most closely with the generally

accepted standards of equity . . . . The

principle that accepted standards of equity

require that persons who have the same ability

to pay should pay equal amounts of taxes and

that persons who have greater ability should pay

more to the government than those who are less

well off is today almost universally accepted.18

The tax treatment accorded unincorporated business

enterprises (disregarding Subchapter R) has been well ac-

Cepted among students of taxation because it conforms to

the general pattern of progressive taxation based on

\

Eisenstein, The Ideologies of Taxation (New York: Ronald

Press Company, 1961), Chapter II.

17Richard Goode, The Individual Income Tax, Studies

0f Government Finance (Washington, D. C.: Brookings

Institution, 1964). p. 19.

18John F. Due, Government Finance: An Economic

All.alysis (3rd ed.: Homewood, Illinois: Richard D. Irwin,

Inc., 1963), p. 110.
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individual ability to pay. Moreover, business income a1-

located to proprietors and partners is taxed in essentially

the same manner as most other types of individual income,

such as salaries and wages. On the other hand, the tax

treatment accorded corporations (disregarding Subchapter S) ,

has been the recipient of considerable criticism, principally

because corporate income is taxed largely without regard to

shareholder ability to pay and because only distributed in-

come is taxed directly to shareholders.

A few arguments have, however, been advanced to justify

the taxation of corporations as separate entities. First,

it has been contended that the corporate income tax is based

on corporate ability to pay. This argument involves a con-

fnsion of terms. Ability to pay, however imprecise the prin-

ciple may be, clearly has no application to corporations.

one of the principal aspects of ability to pay is sacrifice;

inanimate objects, such as corporations, do not experience

sacrifice.19 Moreover, since individuals ultimately bear all

the taxes paid by a corporation, there is little to be

gained, in terms of equity, by creating a separate rationale

fer corporate ability to pay.

Another argument is that a special tax on the corporate

form of doing business is appropriate because corporations

19Richard Goode, The Corporation Income Tax (New York:

thn Wiley 8 Sons, Inc., 1951), pp. 32-37.
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enjoy special privileges and benefits, which are granted and

protected by the government. This rationale may justify a

small gross receipts tax or a similar tax, but it does not

justify the corporate income tax. Use of net income as a

measure of benefits received is inconsistent in that unprofit-

able corporations, which also benefit from incorporation, are

not: taxed. Moreover, the relationship between benefits

received from incorporation and corporate profitability has

never been established, nor does it appear that any recog-

nized attempt has ever been made to establish this relation-

ship.20

The above arguments have, at times, been advanced to

jUStify the taxation of all corporations as separate entities.

other, more subtle arguments, have been advanced to justify

the taxation of large, publicly held corporations as separate

entities. These arguments and problems associated with re-

vising the tax treatment accorded publicly held corporations

to bring it into line with shareholder ability to pay, are

eXamined briefly in Chapter III.

The lack of a widely accepted rationale for taxing

cOrporations as separate entities has led to various pro-

Pcsals for integrating (or coordinating) corporate and

20Tax Foundation, Inc., Reexamining the Federal Cor-

Qation Income Tax (New York: Tax Foundation, Inc., 1958) ,

P. 12.
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personal income taxation--the partnership method and the

dividend received credit are two of these methods. Inte-

gration methods are examined in Chapter III, along with

‘their suitability for closely held and publicly held cor-

porations. The taxation of publicly held corporations is

examined in Chapter III only insofar as it is necessary to

(distinguish between problems peculiar to these organizations

and those peculiar to closely held corporations. This study

does not attempt to examine the need for revising the tax

tzreatment accorded publicly held corporations.

The case for taxing closely held corporations like

Partnerships, on a mandatory basis, rests principally on

equity: (1) horizontal equity, with shareholders of closely

lleeLd corporations and owners of unincorporated business

eenterprises viewed as individuals in similar positions,

aind (2) ability to pay, which specifies the kind of similar

'tiax treatment to be accorded to individuals whose incomes

differ. Equity considerations are examined further in

chapter IV.

mnistrative and Cgpliance Factors

Insofar as possible, a tax system should be simple,

c-‘-ertain, convenient, and economical in administration. In

Farticular, tax laws should be easy to understand and comply

‘Vith on the part of taxpayers and easy to enforce on the part
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of the government. Among the major indicators of'poorly

written tax laws, or poorly enforced tax laws, or both are

the following: (1) high (relative to the tax paid) compli-

ance or collection costs; (2) a prevalence of opportunities

for either successful tax avoidance or tax evasion; (3)

an inordinate amount of litigation, reopening of tax deter-

minations of past years, and other unresolved tax

determinations: and (4) low taxpayer morale, which may be

manifested by an extreme game-like or adversary relation-

ship with the government, or by the belief that tax deter-

minations are, in general, made on an arbitrary or

capricious basis. In this connection, the amount or bur-

den of the tax, as well as the opinions of taxpayers about

the fairness with which the burden is distributed, also may

affect significantly many aspects of taxpayer compliance.

With respect to ease of taxpayer compliance, the

Internal Revenue Code contains some of the most complex tax

Provisions in the United States. Most of the complexity

can be attributed to the following: (1) the need to

prescribe numerous rules stating how, when, and to what ex-

tent, various items are to be included in the determination

Of taxable income; (2) hardship relief provisions--retire-

Inent income credit, head-of-the-household tax rates, etc.;

(3) special tax treatment accorded certain types of organi-

zations—-real estate investment trusts, certain corporations
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engaged in foreign operations, farm cooperatives, etc.; and

(4) lOOphole plugging. Many of these complexities have re-

sulted from spot reactions to special situations, rather

than long-term policy develOpments; non-revenue use of the

‘tax laws (e.g., investment tax credit to stimulate invest-

‘ment); special provisions begetting special provisions (e.g.,

flannel funds begetting real estate investment trusts); and

numerous political, social, and economic forces.

The practical orientation of this study necessitates

that much of the existing complexity of the Code--such as

that pertaining to hardship relief provisions and to special

tax treatment accorded various types Of income--be accepted.

Tax simplification is a subject that has received a lot of

good wishes and lip service in general. However, based upon

the record of Congress and the informed Opinions of many tax

authorities, there appears to be very little chance that any

Significant degree of simplification will be brought about

in the foreseeable future. Neither the existing system of

taxing closely held corporations nor the mandatory partner-

Ship tax system considered in this study is composed of simple

tax rules.

The administrative and compliance problems examined in

this study are outlined below. Many of these problems are

interrelated with equity considerations.

The corporate tax method. Closely held corporations
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have always provided poor subject matter for application of

the corporate income tax method. The principal reason for

tJiis is that there is no effective separation of ownership

and control in these corporations. Usually closely held

corporations are owned and managed by a few individuals who

are the principal corporate officers. The combination of

(1) unity of interest of management and ownership and (2)

the relative ease with which the income and dividend policy

of closely held corporations can be controlled provides

considerable incentive and Opportunity for tax avoidance.

[Most of the provisions currently contained in the Internal

Revenue Code to restrict tax avoidance practices associated

With the corporate form have been designed for and applied

almost exclusively to closely held corporations. The pre-

valence Of tax avoidance practices among these corporations,

coupled with counteractions by the Internal Revenue Service,

has produced one Of the most arbitrary and game-like admin-

istrative climates in the field of federal income taxationJ

These tax avoidance practices and counteractions are ex-

amined in Chapter II.

Optional partnership tax treatment. Subchapter S,

Vmich gives certain closely held corporations the Option to

he taxed somewhat like partnerships, also has presented many

administrative and compliance problems, including the fol-

lowing: (1) increased complexity in tax considerations
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iurvolved in selecting a legal form of organization for a

snuall business; (2)fidifficulties in tax management for those

who use the election--e.g., the Subchapter S election will

be terminated if the corporation's stock is transferred to

(one shareholder who does not consent to the election; and

(3) use of the Subchapter S election for tax avoidance pur-

Poses. Subchapter S is examined in Chapters IV and VII.

The mandatory system. Mandatory application of a part-

nership tax system to closely held corporations would elimi-

nate much Of the uncertainty and arbitrariness in tax

determinations which characterize the existing system of

taxing closely held corporations, both under the corporate

tax method and Subchapter 8. However, the mandatory system

would present other problems. One prevalent tax avoidance

practice that would be eliminated is the retention of cor-

porate income under the corporate tax method to avoid higher

Personal income taxes at the shareholder level. Among the

administrative problems that would be added by the mandatory

System are the following: establishing criteria for dis-

tinguishing between closely held (private) corporations and

Widely held (public) corporations; determining what to do

with those that do not fall neatly into either category; and

setting-up provisions to keep corporations from avoiding the

Mandatory system if they find it advantageous to do so.

These problems are examined in Chapters IV, VI, VII.
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Another problem considered in this study is the nature

cof the partnership tax treatment to be provided under the

mandatory system. In general, the partnership method of

'taxing business income calls for allocating all the income

(whether distributed or not) or loss to the owners to be

included in the determination of their individual tax li-

abilities. Both Subchapter S and Subchapter K (the regular

jpartnership tax system) accomplish this basic Objective.

However, these subchapters contain two different sets of

rules for determining and allocating income or loss. Al-

though the tax rules contained in neither subchapter could

be applied, without modification, to closely held corpora-

tions on a mandatory basis (as explained in Chapter VII),

these subchapters contain rules from which the bulk of

those used in a mandatory system could be selected.

This study does not, however, attempt to select or

'formulate the specific rules that would make up the manda-

tory partnership tax system; writing a tax system is a

committee prOject requiring a host Of experts in various

fields. This study does provide a broad outline Of the tax

rules that would be suitable for the mandatory partnership

tax system. These rules and procedures are discussed in

Chapters VI and VII.
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Economic Consequences

Among the economic criteria by which a tax system may

be evaluated are: amount and stability of the revenue yield;

how the system contributes to stability in the economy; and

effects of the system on prices, wages, incentives, capital

formation (or growth), and a number of other items. Many of

these effects are frequently lumped into the phrase, impact

Of the tax.

Imposition Of minimal restraints on economic growth

is one of the most important Objectives Of tax policy.

Neutrality in taxation, which, in general, means that taxes

should not be used to influence consumption, investment, or

other economic decisions, is frequently cited as another

desirable Objective. However, the present level of income

taxes precludes any significant degree of neutrality; this

is especially the case in many aspects Of business decision

making. Moreover, the investment tax credit, accelerated

depreciation, and percentage depletion in the petroleum in-

dustry are just a few of the examples in which the govern-

nmnt has abandoned the neutrality Objective.

Although this study deals with both the corporate and

the individual income tax systems, as applied to closely

held corporations, an examination of how these systems

affect the economy as a whole is beyond the scope Of this

Study. There are a number Of studies in the field of public
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finance that deal with these matters.21 Moreover the changes

ix: the tax treatment accorded closely held corporations con-

sidered in this study are not likely to have significant ef-

fects on the economy as a whole.

The economic considerations treated in this study are

limited principally to the following: (1) effects on incen-

tives of individuals to form, work in, and expand closely

held business enterprises; (2) effects on incentives of

individuals to invest in closely held business enterprises;

(3) effects on the availability of funds after taxes to

finance the growth of small businesses; and (4) estimated

change in total tax revenue resulting from the adoption of

the mandatory partnership tax system. These topics are ex-

amined in Chapter VI.

Related to both the determination of economic effects

and equity in taxation is the question of the incidence of

the tax--who ultimately bears the tax? There is substanti-

al agreement among economists that individual income taxes

are, in general, borne by those who pay them, including

the individual taxes paid by owners of unincorporated busi-

ness enterprises. On the other hand, there is substantial

21See: Marian Krzyzaniak, ed., Effects of Corporation

lfigpme Tax (Detroit: Wayne State University Press, 1966);

kade, The Corpgration Income Tax, and The Individual Income

33$, Op. cit.; and Musgrave, OE. cit.
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disagreement among economists on the extent to which the

corporate income tax is borne by shareholders, shifted for-

ward in the form Of higher prices to consumers, or shifted

backward in the form Of lower wages and other factor pay-

ments.22

The uncertain incidence of the corporate income tax is

not crucial to the findingsos‘this study for the following

reasons: (1) over half “of all closely held corporations

pay little or no corporate income taxes year after year (ex-

plained in Chapter II). (2) Many, if not most, closely held

corporations which pay a significant amount of corporate

income taxes are used, in part, to avoid higher personal in-

come taxes at the shareholder level. If the latter corpora-

tions are able. to shift all or part of the corporate income

taxes paid, the serious inequity associated with using the

corporate form to avoid higher personal income taxes is

merely intensified. (3) Most of the incidence uncertainty

Pertains to taxes paid by large, publicly held corporations,

which are in a position to administer prices and signifi-

cantly influence other aspects of factor and output markets.

The fact that closely held corporations (which are predomi-

nately small busineSses) compete mainly with unincorporated

22An examination of various theories and studies of cor-

POrate tax incidence is beyond the scope of this study.

hese theories and studies are examined in the works cited in

’1. 21, above.
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business enterprises (which do not pay corporate taxes) lends

strong support to the assumption that closely held corpora-

tions are not able to shift a substantial portion Of the

corporate taxes they pay. For purposes of this study, it is

assumed that both corporate and individual taxes applicable

to the closely held corporations are borne by shareholders.

Constitutionalikty gerandgtpry Partnership Tax Treatment

Another issue examined in this study is the constitu-

tionality of taxing closely held corporations like partner-

ships on a mandatory basis. Various interpretations of the

Sixteenth Amendment and of a few landmark court cases indi-

Cate that it would be unconstitutional to tax corporations

in this manner; other interpretations indicate the Opposite.

In this connection, it should be noted that Subchapter 8

d0“ not raise the question of constitutionality; the

8PEN-a1 tax treatment provided by this subchapter is Op-

tional and all shareholders must consent to the election

before it can be used. .: The only mandatory partnership tax

t”fitment presently prescribed by the Code is that applied

‘30 Certain closely held foreign corporations.23 The latter,

hoFever, offers no clear precedent for similar tax treatment

f<31” domestic corpOrations. The constitutional issue is ex-

. 6“lined in Ct@ter V.

\

231.R.c. (1954), secs. 551-58, 951-64.
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Limitations on the Scope of the Study

In addition to limitations noted previously, an exami-

nation Of the following is beyond the scOpe Of this study:

(1) relationships between federal income taxation and other

forms of taxation; (2) theoretical deficiencies of statutory

concepts Of taxable income as compared with various economic

and accounting concepts of income; (3) non-tax reasons for

selecting an incorporated or unincorporated legal form of

business organization (including considerations such as

.limiting the liability of owners, ethical codes of various

Professions, and state tax laws); (4) problems associated

twith classifying joint ventures, groups, pools, syndicates,

and similar organizations for tax purposes (these organiza-

'ti°n8 are classified for tax purposes as either partnerships

Or corporations, depending upon whether the legal and Opera-

'tifig Characteristics of the organizational form in question

'“OSt Closely resemble those of a partnership or a corpora-

‘tion); and (5) special forms Of tax treatment accorded

‘cfirtain types of organizations (including real estate in-

Vestment trusts, certain banks and insurance companies, non-

Pl‘ofit organizations, small business investment companies,

“humal funds, farm cooperatives, businesses engaged in

fc>I'eign Operations, and others).

Even though most of the areas listed above are related

directly or indirectly to the subject matter at hand, it
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would be virtually impossible to consider all of these peri-

pheral areas in this study. In addition, consideration of

these peripheral areas would detract considerably from the

main theme of this study.

For the foregoing reasOns, this study is conducted

largely within the framework of existing tax laws and deals

almost exclusively with what may be regarded as ordinary

businesses-~i.e., profit-making enterprises organized as

corporations, general partnerships, or prOprietorships;

engaged solely in domestic Operations which do not call for

a special tax classification of the organization. One ex-

ception to the ordinary business limitation is the in-

clusion in this study of domestic personal holding companies

(defined in the next chapter).

wod of Research

The analysis and conclusions contained in this study

are based on an examination of the following: (1) basic

8<>urces Of tax law (Internal Revenue Code, Treasury Regu-

lations, court cases, Congressional hearings, etc.); (2)

Studies dealing with various aspects of federal income taxa-

tion (including equity, administrative and compliance prob-

lems, economic effects, and constitutionality); and (3)

s‘tatistical data gathered by the Internal Revenue Service,

the Securities and Exchange Commission, and other organiza-

tions.



CHAPTER II

TREATMENT OF CLOSELY HELD CORPORATIONS UNDER THE

CORPORATE INCOME TAX SYSTEM

This chapter examines the major problems involved in

a~3E>plying the corporate income tax method to closely held

corporations. Primary consideration is given to tax avoid-

ance and certainty (or finality) in tax determinations.

The purpose of this chapter is to establish, in part, the

need for considering a different system of taxing closely

he1d corporations .

moaches to Tax Minimization

Although it is frequently assumed that the double taxa-

tion of business income under the corporate tax method

imposes a higher tax burden on shareholders of closely held

ecorporations than on proprietors and partners in similar

eeonomic circumstances, this is not necessarily the case.

w‘hether the tax burden of shareholders of a given closely

held corporation is higher or lower than it would be if the

3eme operations were conducted under an unincorpOrated busi-

Iless form is dependent upon a number Of factors. Among these

factors are the nature of business activities, how and when

31
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corporate income is distributed , and individual tax brackets

of shareholders. Shareholders of closely held corporations

have considerable latitude in arranging the best combination

of corporate and individual income taxes to minimize their

aggregate tax burden.

There are three general approaches to minimizing the

tax burden of shareholders of closely held corporations:

(1) distribution of current corporate earnings in the form

of expense payments to shareholders to reduce corporate in-

COme and thereby avoid the corporate tax on the income dis-

tributed; (2) retention of corporate income to avoid higher

personal income taxes at the shareholder level; and (3) use

of multiple corporations to have all or a greater portion of

c=<>rporate income taxed at 22 percent, rather than 48 percent.

In the following sections these general approaches are dis-

‘3Iassed first, and then the countermeasures used by the Inter-

Pal Revenue Service are examined. Tax planning measures

e(ammon to all businesses (adjusting depreciation lives, etc.)

are not discussed in this study.

P\istributions of Current Corporate Earnings

Since dividend distributions of corporate income are

taxed first at the corporate level and again at the share-

hOlder level (i.e., the amount exceeding the $100 dividend

e)cclusion), careful tax planning calls for keeping dividend

distributions of current earnings to a minimum, regardless
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whether shareholders are in high or low tax brackets. The

principal way the corporate tax on these distributions can

be avoided is by making the distributions in the form of

expense payments to shareholders, which are deductible in

computing corporate income, rather than in the form of

dividends, which are non-deductible.

Although any kind Of valid business expense payment

to shareholders will serve to avoid double taxation of the

income distributed, these payments are usually made in one

Or more of the following forms: (1) salaries, bonuses, and

Other compensation paid to Officer-shareholders (the most

Common form); (2) interest paid to shareholders who lend

money to the corporation rather than contribute capital for

additional stock; and (3) rent paid to shareholders (e.g.,

one practice is to incorporate part of a business and lease

the unincorporated assets to the incorporated part of the

business) . Once the amount or percentage of corporate in-

Qcame that is to be distributed on a current basis has been

determined (as explained below), expense payments can be

arranged accordingly. These payments must, of course, at

least maintain the appearance of valid business expenses,

01:- they may be disallowed by the Internal Revenue Service

(discussed below) .

The amount or percentage of current corporate earn-

ings that should be distributed as expense payments for tax
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minimization is determined, in large part, by the individual

tax brackets Of shareholders. Current corporate tax rates

are 22 percent Of the first $25,000 of income and 48 percent

of the excess; individual rates range from 14 to 70 percent.

Individuals in the lower individual tax brackets usually

E ind it advantageous to eliminate substantially all of the

income at the corporate level and pay little or no corporate

taxes, even though in many cases the expense payments re-

ceived by the shareholders must be immediately reinvested

in the corporation for business purposes.

The prevalence of this siphoning process is indicated

by the following statistics: in 1962, 1,195,614 corporations

had assets totaling less than $1 million; of which, 69 per-

cent reported a net loss, equal receipts and deductions, or

taxable income of less than $5,000.1 For the same group,

the total compensation paid to corporate Officers was equal

to approximately twice the total net income of the group.

D:i.vidend distributions in cash or other property (excluding

s"took dividends) amounted to only 9 percent of total net

income before deducting" compensation paid to officers.2

\

S 1U. S. Treasury Department,-Revenue Service,

\‘hatistics of Incomeu 1962, Corpora ion ncome Tax Returns,

1th accounting periods ended July l962-June 1963. (Washing-

On, D. C.: Government Printing Office, 1966), p. 206.

Q 21bid., p. 58. These figures include data for 122,856

Orporations that filed under Subchapter S in 1962. Data for

chhapter S corporations are reported in essentially the same
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Countermeasures. To restrict the above practices, the
 

Internal Service has sought to disallow (as corporate deduc-

tions) salaries, interest, and other payments to shareholders

to the extent that these payments have been judged to be dis-

guised dividends. A brief review of the areas of ”unreason-

able compensation" and "thin capitalization" will serve to

point out (1) the problems involved in distinguishing between

valid expense payments and disquised dividends and (2) how

these problems are restricted to closely held corporations.

Unreasonable compensation. With respect to the dis-

allowance of excessive compensation, section 162(a) of the

<3<Z>de permits a taxpayer (including a corporation) to deduct

"a reasonable allowance for salaries or other compensation

15<>r personal services actually rendered."3 Unfortunately,

‘311ere are no objective standards for determining the reason-

El1>lesness of compensation. One study involving an analysis

of over 700 court cases dealing with unreasonable compensa-

tion, lists over thirty criteria which have been used in

attempting to settle disputes between taXpayers and the

\

Inanner as that for corporations subject to the corporate tax

Inethod.

3I.R.c. (1954), sec. 162(a) (1).
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. 4 . .

:Internal Revenue Serv1ce. Among these criteria are the

xmature of duties performed by officer-shareholders, size of

hnisiness, compensation of officers in comparable positions

111 other businesses, training of the officers, amount of

time required, and general living conditions in a particu-

lar locality. 5

The same study is prefaced with the following observa-

tions:

While there is nothing in either the Code

or the Regulations thereunder that limits the

application of this Section [l62(a) above]. . .

the question is primarily directed against the

officer-stockholders of the closely held

corporation. . . . This is because in such com-

panies it is often quite easy for the officer-

stockholders to control the payment of amounts

to themselves, which amounts, in whole or in

part, might be construed under the facts in the

case as being dividends even though labeled

throughout the company's records as compensation.

 

6

Thin capitalization. A ”thin corporation" is one

financed by a high ratio of debt to equity capital supplied

‘33? the shareholders of the corporation. The main purpose of

thin capitalization is to maximize the interest deduction for

\

Tbsi 4Crawford C. Halsey and Maurice E. Peloubet, Federal-

i$~£5ation and Unreasonable Compensation (New York: Ronald

33888 Company, 1964). PP. 2-l7.

51bid.

6

Ibid.] p. 1-2.
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distributions of current corporate earnings to shareholders.

The interest deduction of a corporation that is too “thinly"

capitalized may be disallowed and treated as a dividend to

the extent that the Internal Revenue Service is able to sus-

tain the case that all or part of the debt capital is in

reality equity capital.

What determines whether capital is debt or equity?

According to one leading case: "There is no one charac-

teristic, not even exclusion (of shareholder-creditors) from

management, which can be said to be decisive in the deter-

mination of whether obligations are risk investments in the

corporation or debts."7 Some of the characteristics that

have been relied upon to sustain the case that debt is in

recz-ility equity capital are: interest rates dependent upon

earnings, lack of a definite debt maturity date, subordina-

tion of debt held by shareholders to claims of other credi-

tors, and switching of stock into debt. With respect to an

at=ceptable ratio of debt to equity, the courts have never

8
a~dhered to any given ratio. In general, the higher the

ratio of debt to equity capital held by shareholders, the

In<>re likely the interest deduction will be challenged by the

II‘lternal Revenue Service.

7John Kelley Co. v. Commissioner, 326 0.5. 521 (1946).

I. - 8Martin M' Lore, M Cafiiialization, Tax Practitioners'

abrary (New York: Ronald Press Company, 1958), pp, 11-31.
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One study of cases involving the thin corporation prob-

lem has pointed out the extent to which this problem is

limited to closely held corporations:

This corporation is strictly a problem of

closely held corporations. There is no problem
 

of this corporation in a truly widely held

corporation, since it is practically impossible

for hundreds or thousands of stockholders to

hold the corporation's debt in proportion to

their stockholdings. Furthermore, the courts

are more apt to question the motives of a few

stockholders in absolute control of their close

corporation, than to scrutinize the motives of

a large number of unrelated stockholder-

creditors of a large and widely held corporation.9

li¥etention of Corporate Income

As opposed to individuals in low tax brackets, who

‘JESILally find it advantageous to avoid the corporate income

tliizc, those in high tax brackets frequently find the corpor-

ate income tax a desirable alternative to higher personal

jLIltzome taxes. Through careful tax planning, substantial

in“(aunts of income may be retained and accumulated in closely

held corporations, where it may be shielded from personal tax

rates that are higher than corporate rates.

Corporate income accumulated in this manner may sub-

sequently be distributed or disposed of in one or a combina-

tion of three basic ways for tax minimization:

\

91bido' Pp. 3-4.
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1. The income may be distributed as dividends during

years in which shareholders have incurred losses (which may

be offset against the dividends) or during years in which

shareholders receive small amounts of income from other

sources (e.g., after they retire).

2. The accumulated income may be distributed to share-

holders as long-term capital gain (which is subject to a

maximum tax of 25 percent). Long-term capital gain (on

stock held over 6 months) may be realized by the selling the

corporate stock or by fully or partially liquidating the cor-

Poration (under certain conditions). Income retained in the

corporation--to the extent that this income has increased

the value of the stock sold or is received as liquidation

Proceeds--is thereby converted into long-term capital gain.

3. The accumulated income may not be distributed.

Sliareholders may retain the corporate stock until they die;

in which case, the stock will enter their estates at current

I'i‘altket value, and no individual income taxes will be paid on

the income retained in the corporation. In addition, heirs

ITecteive the stock with -a tax basis that includes the

é‘DPreciation . 10

Countermeasures. The code contains two special penalty

1:aztes which may be imposed on corporations which have

\

10

I.R.C. (1954), sec. 1014.
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improperly accumulated income to avoid higher taxes at the

shareholders level: the personal holding company tax and

the accumulated earnings tax. The purpose of these taxes

is to force a greater distribution of corporate income to

be taxed to shareholders as ordinary income. In addition,

the Code contains several provisions to restrict the prac-

tice of distributing accumulated corporate income as long-

term capital gain.

Personal holding company tax. The specific function

Of this tax can best be explained in light of two practices

Which were common prior toql934, the year in which the first

Personal holding company provisions were enacted: (1) Some

Wealthy individuals transferred substantial amount of income

Producing property (stock, bonds, capyrights, etc.) to cor-

Porations which they or their close associates wholly owned.

Itlooms was received by and accumulated in these corporate

Bl‘lells, where it was taxed at corporate rates that were

<=Qtlsiderably lower than the individual rates applicable to

income received by theowners of the corporations. (2)

SOllie successful entertainers and other individuals with

l"igh personal-service income formed private corporations,

had these corporations contract to sell their services, and

then worked for these corporations for nominal salaries.

The differences between the fees received by these cor-

porations and the salaries paid to the talented persons
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were accumulated in the corporations. In both of the above

cases, the ultimate objective was to distribute or dispose

of the accumulated income in one or a combination of the

three ways described above.11

To curtail these practices, a heavy penalty tax has

been imposed upon the undistributed income of personal hold-

ing companies. Under the current law, a corporation is

considered a personal holding company if it satisfies two

basic requirements: (1) it is more than 50 percent owned,

directly or indirectly, by not more than five individuals;

and (2) at least 60 percent of its gross income consists of

Personal holding company income, which includes dividends,

interest, some types of royalties, certain rental income,

and certain personal-service income.]'2 A corporation may be

a personal holding company in some years and not in others,

depending upon whether it satisfies the twofold definition

3"t-ated above. The personal holding company tax is 70 percent

11Harry J. Rudick, ”Section 102 and Personal Holding

(:CMmpany Provisions of the Internal Revenue Code," Yale Law

515555221 IL (December, 1939), pp. 171-205,

Certain financial121.3.c. (1954), secs. 542-43.

institutions--including banks, life insurance companies, and

st finance companies--and certain foreign corporations are

not subject to this tax.
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of undistributed personal holding company income.13

The personal holding company provisions have not elim-

inated, but merely limited the extent to which, the closely

held corporate form may be used as a device for shielding

investment income and personal-service income from high per-

. sonal tax rates. A corporation whose gross income consists

of 59 percent personal holding company income is not a per-

sonal holding company, nor is a corporation that fails to

satisfy any of several other requirements pertaining to

certain kinds of income or to corporate ownership; arranging

corporate affairs to fail to satisfy the statutory defini-

tion of a personal holding company is a common tax-planning

maneuver in this area.

Accumulated earnings tax. Sections 531-37 of the Code
 

sI>ecify that a penalty tax may be imposed on a corporation

that improperly accumulates earnings for the purpose of

a‘7oiding the individual income tax on shareholders. These

provisions apply to all domestic, profit-making corporations,

other than personal holding companies. Evidence of intent

t0 avoid the individual tax may be provided by (l) accumu-

lation of earnings beyond the reasonable needs of the

\

13I.R.C. (1954), sec. 541. Several complicated steps

Eire involved in computing this tax. These steps are ex-

I3lained in most standard tax reference manuals.
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.business or (2) use of the corporation as a mere holding or

:investment company. The latter is considered prima facie

evidence of intent to avoid the individual tax.14 However,

extensive use of a corporation as a holding device will, in

mméy cases, result in the corporation being classified as a

Exersonal holding company. Thus, the reasonableness of ac-

cnmmulations of earnings for business purposes is the prin-

<:ipal issue involved in imposing this tax.

The accumulated earnings tax is 27-1/2 percent of the

iiirst $100,000 of accumulated taxable income and 38-1/2 per-

Cent of the excess.15 "Accumulated taxable income” is not

‘tflae same as the balance of the retained earnings account;

Several special adjustments must be made to convert retained

earnings into "accumulated taxable income."16 Nevertheless,

for expository purposes, it is useful to think of accumulated

i=£axable income as being the balance of the retained earnings

Eiccount, as reduced by the accumulated earnings credit, which

is the. larger of (l) the amount of retained earnings required

to meet the reasonable needs of the business or (2) $100,000

4

I.R.C. (1954), sec. 533.

15

I.R.C. (1954, sec. 531.

16 . .
; An eXplanatlon of the steps involved in computing this

tax can be found in most standard tax reference manuals.
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the minimum accumulated earnings credit.17 In general, a

corporation may accumulate $100,000 of current and past tax-

able income without incurring any liability for the accumu-

lated earnings tax.

Unlike the personal holding company tax, which a cor-

poration is supposed to determine and pay with its regular

corporate income tax if the tax is required, the accumulated

earnings tax is levied as a result of audit by the Internal

Revenue Service. Another important difference between these

taxes is that the accumulated earnings tax is imposed on the

basis of subjective standards (intent to avoid, reflected

13)! unreasonable accumulations); whereas the personal holding

<=cmmpany tax is imposed on the basis of objective standards

(<3.g., the 60 percent personal holding company income test).

The element of intent is irrelevant in determining whether

‘311e personal holding company tax is to be imposed.

Accumulated earnings (penalty) tax provisions, although

JPie-vised several times since their inception, have remained

:111 the tax laws since 1921. Under section 102 of the 1939

(:CMie, there was no minimum accumulated earnings credit and

tflhe burden of proving the reasonableness of retaining a

given amount of corporate income was on the corporation. In

17

I.R.C. (1954), sec. 535.
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ancidition, under section 102, the immediacy test was gen-

eezrally applied. According to this test, funds not required

ifcar current business operations were being unreasonably ac-

<:\1mulated if not distributed by the end of the year.18

Complaints that section 102 was being administered ar-

bitrarily with the result that many small corporations were

:frarced either to distribute funds needed in the business or

tx: pay the proposed deficiency to avoid eXpensive litigation,

Encompted several important changes in the accumulated earn-

iJigs tax provisions. The 1954 Code contained three important

Cflnanges: (1) exemption of a minimum amount of accumulated

earnings from the penalty tax—-$60,000 in 1954 (raised to

$100,000 in 1958); (2) shift of the burden of proof concern-

.ing the reasonableness of the income retained from the cor-

IPOration to the Internal Revenue Service-~this is presently

the usual case; and (3) broadening of the reasonableness

Principle to include not only current business needs, but

also reasonably anticipated (future) needs of the business.19

Some students of taxation maintain that these changes

18Stanley S. Weithorn and Roger Noall, Penalty Taxes

gijccumulated Earnings and Personal Holding Companies,

Practicing Law Institute Tax Monographs (New York: Prac-

ticing Law Institute, 1963): PP. 1-5, 42-46.

 

19U. S. Senate Committee on Finance, Internal Revenue

Sgde of 1954, S. Rept. 1622, 83rd Cong., 2nd Sess., 1954,

pp. 68-70.
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reduced substantially the effectiveness of these provisions;

others maintain the current provisions and their administra-

‘trion are still too harsh. Certainly, exemption of a given

amount of accumulated income ($100,000) from the tax provides

amn.open invitation to accumulate to that amount and incentive

to use multiple corporations to obtain multiple $100,000

czredits. Who, in reality, has the burden of proof regarding

tflhe reasonableness of income accumulations is usually a moot

czuestion, when each party is trying to discredit the conten-

taions of the other party. Expansion of the reasonableness

'test to include reasonably anticipated (future) needs of the

lausiness has definitely expanded opportunities for extensive

litigation.

What constitutes the current and reasonably anticipated

(future) needs of a business? The following items or a com-

bination of them may justify retention of income: (1) cur-

rent operating expenses; (2) low liquid position; (3) reserve

for a pending law suit; and (4) fairly definite plans for

replacement of equipment, or additions to plant and equip-

ment, or product diversification, or acquisition of another

business, or a host of other items. On the other hand,

conditions such as the following are likely to cast doubt on

the reasonableness of the amount of income retained: (1)

loans to shareholders (2) investments in securities or pro-

perties which are substantially unrelated to the corporation's
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x

I

Jregular business activities; (3) vagueness of plans for re-

;placements of or additions to business plant and equipment;

sand (4) retention of income to provide against unrealistic

liazards.20

The extreme subjectivity involved in applying the ac-

<:umulated earnings tax has been described by two tax at-

torneys as follows :

The answering, preparation for trial, trial and

briefing of a section 531 case extends one across

the waterfront of human existence. Almost any-

thing imaginable is relevant when you are dealing

with such items as “reasonable needs“ and “intent-

to avoid shareholder-taxes."21 "

Although not specifically stated in the Code or the

Regulations, the accumulated earnings tax has been applied

almost exclusively to closely held corporations. The Senate

Finance Committee Report issued in connection with the 1954

Code noted that the tax had been imposed on corporations only

where 50 percent or more of the stock was held by a limited

group.22 There is one well-known case in which this tax has

been imposed on a publicly held corporation. The corporation

in question had approximately 2,000 shareholders; however,

 

20Weithorn and Noall, op. cit., pp. 12-42.

21Edward L. Newberger and Wallace E. Whitmore,

"Accumulated Earnings Tax Cases," The Tax Executive, XVIII

(January, 1966), p. 149.

22Internal Revenue Code of 1954, S. Rept. 1622, op. cit.,

p. 69.
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ssix shareholders controlled about two-thirds of the shares.23

Capital gain distributions. Subchapter C of the Code

<=ontains a maze of provisions designed to curtaflQDthe prac-

1:ice of distributing accumulated corporate income as long-

t:erm.capital gain through the use of devious forms of stock

Jredemptions, corporate liquidations, and other forms of

(:orporate distributions. Preferred stock bailout rules

Iprovide a good example of the general nature of these pro-

‘risions. fA bailout works as follows: a corporation issues

a: non-taxable stock dividend on common stock (paid in pre-

:ferred stock) to shareholders who sell the preferred stock

(at.a gain (ordinarily a capital gain) to a third party (a

financial institution or other intermediary) from whom the

corporation redeems the stock. Under section 306 of the

Code, the gain (all or part of it) on the sale of the stock

by the shareholders may be treated as ordinary income on

the grounds that the transaction is "essentially equivalent

to a dividend."

In the bailout example, the case is relatively clear

as to the real nature of the transaction. On the other

hand, the variety of ways in which corporate distributions

23

Trico Products Corp. v. Commissioner, 137 F. 2d 424

(2d Cir. 1943), cert. denied, 320 U. S. 799 (1944).
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ruay be made (in particular, by closely held corporations)

laave presented the courts with some formidable problems in

attempting to settle disputes over the real nature of

waarious corporate distributions.24 Closely held and public-

lly held corporations have little in common with respect to

(opportunity and incentive to make unorthodox income distri-

butions .

Multiple Corporations

A practice which enhances the tax savings on corporate

income is the use of two or more corporations to obtain mul-

‘tiple surtax exemptions to keep all or a large portion of

corporate income in the lower corporate bracket. Current

corporate rates consist of a 22 percent normal tax and a

26 percent surtax; in general, each corporation is permitted

one $25,000 surtax exemption. A maximum annual tax savings

of $6,500 (26 percent of $25,000).may be gtained for each

additional corporation.

In 1962, when the corporate normal rate was 30 percent

and the surtax was 22 percent, a maximum annual savings of

$5,500 (22 percent of $25,000) could have been obtained for

 

24

For an analysis of cases in this area, see: Paul D.

Seghers, William J. Reinhart, and Selwyn Nimaroff,

Essentially Equivalent to a Dividend, Tax Practitioners'

Library, (New York: Ronald Press Company, 1960).



50

«each additional corporation. In that year, 724,903 corpora-

'tions had both assets of less than $1 million and taxable in-

«come. Only 13 percent of these.corporations reported taxable

income in excess of $25,000.25 The use of multiple cor-

porations probably accounted, in large part, for this low

percentage.

Countermeasures. The intent of Congress in enacting

.and maintaining the corporate surtax exemption has been to

provide tax relief for small (incorporated) businesses.

(:ongress and the Internal Revenue Service have, however,

(encountered numerous problems in seeking to limit the bene-

fits of the exemption to "small businesses.“ Several pro-

‘viSions have been added to the Code to curtail the practice

of dividing an economic entity into a series of artificial

legal entities for the principal purpose of obtaining

multiple surtax exemptions.

Sections 1561—63 of the Code (initiated with the

Revenue Act of 1964) provide that certain controlled groups

of corporations may elect to take either (1) only one

$25,000 surtax exemption for the entire group or (2) one

surtax exemption for each corporation and pay an additional

6 percent tax on the first $25,000 of income of each

25Statistics of IncomeJ 1962, Corporation Income Tax

Returns, op. cit., pp. 206-7.
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<aorporation. Controlled groups of corporations, for pur-

lposes of these sections, fall into two general categories:

Igarent-subsidiary corporations, with the parent usually

(awning at least 80 percent of the voting stock of each of

:its subsidiaries and brother-sister corporations, with one

:individual, trust, or estate owning 80 percent of each of

‘two more corporationso

Since the election of multiple surtax exemptions, under

‘these provisions, can still produce a maximum annual tax

asavings of $5,000 ($25,000 x 48-28 percent) for each ad-

<iitional corporation, the enactment of these provisions has

<ione little to reduce the incentive to use multiple corpora-

tions. Only in exceptional situations will controlled groups

of small, privately held corporations elect to use either one

surtax exemption or alternative provisions for filing con-

solidated tax returns (consolidation is available only to

certain parent-subsidiary groups).26

In addition to the above restrictions, the Internal

Revenue Service may seek to either formally disallow or, in

effect, eliminate multiple surtax exemptions and accumulated

earnings tax credits. There are three broad avenuesof attack

26Also,..certain parent-subsidiary groups which cannot,

or do not, elect to file consolidated tax returns may elect

a loo-percent dividend received deduction for intercompany

dividends when only one surtax exemption is used. I.R.C.

(1954), sec. 243 (b).
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available to the Service:

1. Section 1551 of the Code provides that if (a) any

corporation transfers all or part of its prOperty (other

than money) to another corporation, "created for the purpose"

of acquiring such preperty, and (b) if the transferor cor-

poration or its stockholders are in control of the trans-

feree corporation during any part of the taxable year, then

the transferee corporation shall not be allowed the surtax

exemption or the accumulated earnings credit unless it can

establish by a "clear preponderance of the evidence" that

the securing of the additional exemption or credit was not

a "major purpose" of the transfer. The same rule applies

where five or fewer individuals make similar transfers to

a corporation which they also control.

2. Section 269 specifies that the additional surtax

exemption and accumulated earnings credit may be disallowed

‘where the "principal purpose".of acquiring the stock or

,prOperty of a.corporation is to obtain these or other tax

lbenefits. Two types of acquisition are covered by this

'provision: (a) one or more persons acquire, directly or

indirectly, the control of a corporation; (b) a corporation

acquires the property of another corporation and the basis

of the property is carried over to the acquiring corporation.

3. Section 482 provides that if two or more business

organizations are owned directly or indirectly by the same
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interests, the Service may allocate gross income, expenses,

and credits among the related organizations if this action

is necessary to prevent tax evasion or to reflect clearly

the income of the organizations involved. Under this pro-

vision, if corporate separations are a sham, the Service

may attempt to transfer all the income and deductions of the

related corporations to one corporation to reflect income

clearly. Although section 482 does not call for a formal

disallowance of the additional surtax exemptions and ac-

cumulated earnings credits, the effect of allocating all

the income of a related group of corporations to one cor-

poration is essentially the same as formal disallowance.

These provisions, which, in general, call for making

distinctions between corporate separations which have a

”sound business purpose” and those which are made princi-

pally for tax avoidance purposes provide another fertile

27
area for litigation and uncertainty in taxation. As

described in one authoritative work:

. . . whichever method of attack is adopted by the

Commissioner, the inherently factual nature of

these problems further ensures the perpetuation of

a high degree of uncertainty. Also, in many mul-

tiple corporation situations, taxpayers have little

to lose by attempting the multiple corporation ploy:

 

27For an analysis of cases in this area, see: Robert

S. Holzman, Sound Business Purpose, Tax Practitioners'

Library (New York: Ronald Press Company, 1958).
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i.e., the additional taxes assessed as a deficiency

if the multiple set-up fails are likely to be the

same as those that would have been imposed had a

single corporate entity been used at the outset.

This atmosphere is not conducive to the reduction

of litigation; taxpayers who get caught in a

multiple corporation scheme may feel that they

have merely “played the game and lost,“ and that

the next go-around may bring more fortunate results.

A system of legal rules which fosters, or even

tolerates,.such-an attitude seems destined for even-

tual judicial or legislative reappraisal.

Although not limited to closely held corporations, the

multiple corporations problem is far more common among these

corporations than among publicly held corporations. Com-

paratively few publicly held.corporations are in a position

to conduct their operations under a series of sham corporate

forms or to engage in devious forms of reorganizations. The

multiple corporations problem is discussed further in Chapter

VI.

A General Evaluation

What is wrong with applying the corporate tax method

to closely held corporations? In addition to the lack of a

generally accepted equity rationale for taxing these cor-

porations as separate entities,.this approach is undesirable

in that it encourages tax avoidance and produces a highly

capricious form of taxation with reapect to certainty (or

 

28Boris I. Bittker and James S. Eustice, Federal In-

gpme Taxation of Corporations and Shareholders (2nd ed.;

Hamden, Conn.: Federal Tax Press, 1966), p. 672.
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finality) in tax determinations.

Engitypincome and tax avoidance. A straightforward

application of the corporate tax-method requires the exist-

ence of a fairly definite measure of entity income.

Whether or not a closely held corporation has taxable income

is determined, to a large extent, by the tax brackets of

shareholders and the tax sophistication with which corpor-

ate income distributions are planned. The relative ease

with which (1) shareholders in low tax brackets can convert

the corporation into a non-taxable conduit and thereby avoid

the corporate income tax and (2) shareholders in high tax

brackets can convert the corporation into a shield against

higher individual income taxes makes the entire approach an

undesirable way of taxing closely held corporations. There

is probably no other major area of federal income taxation

where the incentive and opportunity for tax avoidance is as

clear and prevalent as it is in this area.

With respect to individuals in low tax brackets, it

has been contended that there is little need for taxing

closely held corporations as partnerships, since so many of

these corporations pay little or no corporate income tax--

their income is siphoned off as salaries, interest, and rent

paid to shareholders. In terms of tax burden, the results

of draining a corporation of taxable income in this manner

are, in many cases, similar to those achieved under the
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partnership method. However, the effects on taxpayer morale

and on future tax litigation are not likely to be the same.

Flagrant tax manipulation, coupled with arbitrary counter-

actions on the part of the Internal Revenue Service, weakens

the self-compliance foundations of the federal income tax

system.

Provisions to restrict tax avoidance. In evaluating

the accumulated earnings tax provisions, one tax authority

has observed:

The basic difficulty is the implicit

assumption that the motivation of retention of

corporate earnings can be strictly classified as

either tax avoidance or normal business purposes.

Tax avoidance or postponement for stockholders

doubtless figures among the considerations entering

into the decision to retain earnings in most closely

held corporations. . . . The tax avoidance or post-

ponement occurs no matter how legitimate the busi-

ness needs for retained earnings. The attempt to

make the sharp distinction gives rise to a good deal

of confusion and a certain amount of hypocrisy.

The same points could be made with respect to the provisions

which disallow multiple surtax exemptions unless the use of

multiple corporations has a ”sound business purpose" and to

other tax avoidance provisions discussed previously.

Tax avoidance provisions based on determination of

either taxpayer "intent" in engaging in various transactions

or "reasonableness" in amount in allowing certain trans-

actions are always difficult to administer in a non-arbitrary

 

29Goode, The Copporation Income Tax, 0p. cit., p. 199.
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manner. The group of provisions described in this chapter

probably calls for more of this general kind of subjectivity

in tax enforcement, as applied to closely held corporations,

than any other major group of similar provisions in the Code.

Revising these provisions to make them more objective

is not a feasible solution. There is no way to set objective

standards--to be applied to corporations in all industries,

in all kinds of situations--for determination of reasonable

salaries, acceptable ratios of debt to equity capital, amount

of income needed to be retained in the business, and so forth.

Objective standards such as those employed under the personal

holding company provisions (e.g., the 60-percent personal

holding company income test) are just as arbitrary as the

"intent” and "reasonableness" provisions. Moreover, they

are often easier to avoid--for example, by having a 59-

percent personal holding company.

On the other hand, there is a way to avoid the dilemma

of designing tax-avoidance control provisions based on (1)

intent and reasonableness or (2) arbitrary objective stan-

dards: adopt a tax method in which these provisions are not

needed. Under the partnership method of taxation, all the

income of a business enterprise, whether distributed or

not, is taxed directly to the owners. Thus, under this

method of taxing closely held corporations, distribution of
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income as salaries or interest, as Opposed to dividends;

retention of corporate income, as opposed to. distribution;

and splitting of- income through the use of multiple corpora-

tionsproduce little or no differences intax consequences.

The partnership. method is examined.) in subsequent chapters.



CHAPTER III

INTEGRATION OF CORPORATE AND INDIVIDUAL INCOME TAXATION

The partnership method of taxing business income, as

applied to corporations, is one of several methods of inte-

grating (or coordinating) corporate and individual income

taxation. The purpose of integration is to tax corporate

income to shareholders, on the basis of their ability to

pay, rather than to the corporation as a separate entity.

This chapter describes the principal integration

methods and examines their suitability for taxing closely

held and publicly held corporations. The purposes of this

chapter are: (l) to exclude from further consideration

integration methods other than the partnership method for

closely held corporations and (2) to point out some of the

major differences between closely held corporations and

publicly held corporations with respect to integration.

Integgation Methods

Partnership method. This method is the only method

that completely integrates the taxation of corporate income.

The partnership method requires that the corporate income tax

be eliminated and that all the income of corporations,

59
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whether distributed or not, be allocated to shareholders to

be taxed as part of their personal income, as is done in the

case of unincorporated business enterprises. Subchapter S

and the mandatory partnership tax system considered in this

study are both variations of the partnership method of inte-

-gration.

The partnership method has been widely recommended as

a desirable method of taxing closely held corporations,

which have simple capital structures and operating charac-

teristics similar to those of partnerships. On the other

hand, there is substantial agreement among students of taxa-

tion that this method is unsuitable for large, publicly held

corporations for the following reasons:

1. The complicated capital structures, frequent

changes in stock ownership, and large number of shareholders

of publicly held corporations would present formidable ad-

ministrative and compliance problems in applying this method.

2. The typical shareholder of a publicly held cor-

poration has little or no effective control over dividend

policy. If shareholders of these corporations were taxed on

their shares of undistributed corporate income, they would

be subjected to a tax on income which they had not realized

and over whose disposition they could exercise no real in-

fluence. Hardship in paying taxes would result in many

cases and shareholders would be discouraged from buying
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stock in these corporations.

3. The taxpaying capacity of shareholders of publicly

held corporations consists of realized income (dividends)

and income which could be realized (the change in the market

value of their stock). The market value of common stock cf

publicly held corporations is based on the capitalized value

of the expected future stream of dividends (or earnings, de-

pending upon the approach taken). Since undistributed cor-

porate income is merely one factor that influences

expectations with respect to future streams of dividends;

undistributed income, in many cases, does not provide a good

measure of taxpaying capacity on the part of shareholders.

Dividends paid deduction method. Under this method,
 

corporations are permitted to deduct dividends in computing

income subject to the corporate tax--in the same manner as

corporations presently deduct interest on bonds. This ap-

proach, in effect, makes the corporate income tax an

undistributed profits tax. This method is discussed with

the withholding method.

Withholdingimethod. (also called the gross-up method).

Under this method, a tax is imposed on the entire income of

a corporation, but this tax is regarded as a withholding on

the individual income tax of shareholders to the extent that

corporate income is distributed as dividends. Shareholders

include as personal income the cash dividend received plus
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the prorated amount of the withholding tax. Individual tax

rates are applied to the grossed-up amount of the dividend

and the withholding tax is offset against the individual

income tax. For example, if the corporate income tax is

50 percent and a cash dividend of $15 is distributed to a

shareholder in the 20 percent individual tax bracket, the

shareholder reports a $30 dividend, which is taxed at 20

percent or $6. His total individual income tax is increased

by the $6 and reduced by the $15 withholding tax--a net

refund of $9 to the shareholder is effected through these

transactions. Any corporate income not distributed is, of

course, taxed at the flat rate of 50 percent, under the

assumptions given.

Both the dividends paid deduction method and the with-

holding method (in their pure forms, as described above)

tax distributed corporate income to shareholders without

any double taxation (or overtaxation) of distributed corpor-

ate income. Neither method, however, necessarily taxes

corporate income to shareholders when it is earned by the

corporation. As compared with the partnership method, the

major shortcoming of these methods is that they do not tax

undistributed corporate income to shareholders. ~Both are

simple to apply from an administrative and compliance

standpoint; however, the withholding method is easier to

enforce in terms of collecting the tax, whereas the
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dividend paid deduction method probably is easier for tax-

payers to understand. Of the two methods, the withholding

method is generally favored because it would interfere less

with corporate dividend policies. The dividend deduction

method would exert considerable pressure on corporations to

distribute income.

Dividend received credit method. Under this method,
 

the corporate income tax is retained, but individuals who

receive dividends are permitted to offset a certain per-

centage of dividends received against the individual income

tax. Depending upon the percentage of dividends permitted

as a tax credit, this method provides various degrees of

relief from the double taxation (or overtaxation) of dis-

tributed corporate income. However, this method, like the

two preceding methods, does not integrate the taxation of

undistributed corporate income. In addition, this method

has one significant defect that is not possessed by the two

preceding methods--as individual income rises, the dividend

credit removes an increasing portion of the additional bur-

den of the corporate tax on distributed corporate income.

To illustrate this point, assume $100 of corporate income

(before any tax) is to be distributed to an individual in

the 20 percent individual tax bracket and that the corporate

income tax is 50 percent. Without the corporate income tax,

the shareholder pays $20 in taxes (20 percent of $100).
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With the corporate income tax, the shareholder pays $60

($50 corporate tax plus 20 percent of the $50 dividend).

The additional burden of the corporate tax to this individ-

ual is $40 ($60 - $20). A 10 percent dividend credit re-

moves 12-1/2 percent ($5/$40) of the additional burden of

the corporate tax. The same procedure will show that the

10 percent dividend credit removes 25 percent of the ad-

ditional burden for an individual in the 60 percent bracket

($5 credit over $20 additional tax).

According to the House Ways and Means Committee Report

that accompanied the 1964 Revenue Act, the 4 percent dividend

credit (which was in effect from 1954 to 1964) was repealed

for the following reasons: (1) the credit failed to pro-

vide a satisfactory offset to the double taxation of divi-

dend income because of the defect illustrated above; (2)

reductions in corporate and individual tax rates that were

to be enacted in 1964 would provide more relief from

double taxation than the dividend credit; and (3) the

dividend credit had failed to stimulate equity investment.1

Exclusion of dividends from the individual normal tax

but not the surtax (a method used from 1913 to 1936) is a

 

1U. S. House, Committee on Ways and Means, Revenue Act

of 1964 H. Rept. 749, 88th Cong., lst Sess., C.B., 1964-1,

pp. 156-570
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2 Thevariation of the dividend received credit method.

normal or base rate becomes, in effect, the percentage used

as a dividend credit. However, basing provisions on differ-

ences between individual normal and surtax rates is presently

an obsolete practice.

Dividend exclusion method. Under this method, the cor-

porate income tax is retained and some flat amount of

dividends received is excluded from the individual income tax.

From 1954 to 1964, $50 of dividends could be excluded an-

nually, from.l964 to the present, a $100 exclusion has been

permitted ($100 and $200, respectively, for joint returns).

The exclusion and credit were combined between 1954 and 1964

as a means of providing additional tax relief for share-

holders in low individual tax brackets.3

The dividend exclusion is clearly an unsatisfactory

method of integrating the taxation of distributed corporate

income. Regardless of the amount of the exclusion, there is

no way the dividend exclusion can coordinate effectively the

corporate income tax and the progressive individual income

tax--exclusion of a flat amount of dividends is coordinated

with neither the amount of dividends received nor the

 

r’he Federal Tax System: Facts and Problems 1964.

0p. cit., p. 59.

3Ibid., pp. 59-60.
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individual tax bracket of the recipient. The $100 exclusion

must be regarded as being mainly a token device for reliev-

ing the double.taxation of distributed corporate income.

Dividends plus changgpin.market value. This method

requires that.shareholders.report.as personalincome divi-

dends received plus change in the market value of their

stock. Although this method could'be used either with or

without a separate corporate income tax, the general theme

of integration suggests that little or no separate corpor-

ate income tax be imposed.

On first impression, this method has considerable

appeal as an approach to taxing shareholders of publicly

held corporations. These shareholders usually figure the

return on their investment in terms of dividends plus

change in the market value of their stock. Moreover, this

method is based upon recognition of (l) the separation of

ownership and control of publicly held corporations and

(2) the fact that.changes.in stock valuessare not neces-

sarily related to the amount of corporate income retained.

In terms of financial theory, this method has been

Opposed in that it would involve taxing increases in stock

values which are based on expected increases in dividends

and then taxing the increases in dividends again when they

are realized--another form of double taxation. This method

has also been opposed on practical grounds. The absence of
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a cash flow to pay the tax on unrealized (or paper) gains

may cause hardship and force some shareholders to sell their

stock. fIn addition, effective application of this method re-

quires reliable and readily determinable market values.

Less than two percent of business corporations have stock

that is listed on national or regional exchanges or traded

actively over-the-counter (see Chapter VI).

Summary. All of the principal methods of integrating

the taxation.of corporate income, within the general frame-

work of.the.federal income taxtsystem, are described above.

These methods are described in terms of their pure form;

various combinations and modifications of these methods could

be used. However, combination and modification of these

methods, in general, neither adds to their attributes, nor

corrects their defects.

The partnership method, which is suitable only for

closely held corporations, is the only complete method of

integration. Except for the partnership method and the

dividends plus change in market value method, all of the

other integration methods deal exclusively with distributed

corporate income. .Of the latter group, the withholding

method is generally considered the best method.
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Intgqgation and Closely Held Corporations

“Application of any of the integration methods, other

than the partnership method,.to closely held corporations

would do little to provide a more equitable means of taxing

these corporations. Obviously the dividends plus change in

market value method is out of the question; there is no

active market for the stock of these corporations. The

dividends paid deduction method and the withholding method,

which are the only methods worth considering, would change

the effective tax burden of shareholders of closely held

corporations only to a minor extent. As explained in Chapter

II, shareholders of closely held corporation, as a general

rule, arrange to make the bulk of corporate income distri-

butions in the form of expense payments to themselves

(salaries to officer-shareholders, etc.), which are deduc-

tible in computing the taxable income of corporations. Thus,

there is very little double taxation which could be removed

by either of these two methods. In addition, these methods

would contribute little or nothing to the elimination of the

problem of closely held corporations retaining corporate in-

come to avoid higher personal income taxes at the shareholder

level. On the other hand, mandatory application of the

partnership method would eliminate both problems. The

partnership method, as applied to closely held corporations,

is examined in the remaining chapters of this study.
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Integration.and.Publicly Held Corporations

Although an examination of the desirability of inte-

grating the taxation of publicly held corporations is be-

yond the.sc0pe of this study, a few generalobservations on

why the taxation of these enterprises has not been integrat-

ed to any significant extent are in order. Much of the

inactivity in this area can be attributed to: (l) conceptu-

al problems involved in determining the need for integration--

including the separate entity viewpoint, capitalization of

the corporate income tax, and the uncertain incidence of the

corporate tax; (2) the reduction in tax revenue that would

result from extensive.integration; and (3) various politi-

cal factors.

Separate economic entity viewpoint. One eminent tax

authority has compared private and public corporations with

respect to the appropriateness cf integration as follows:

The typical small private corporation is

in important economic respects closely similar

to a partnership. In taxing such corporations,

it may be more reasonable to look to the

economic identification of the corporation and

its stockholders than to their legal separate-

ness. . . .

The typical large public corporation, on the

other hand, is very different from a partnership.

It can be held to be essentially analogous to a

partnership only by extreme abstraction from the

institutional realities of a going concern. Less

strain on the imagination is involved in the

legal assumption that the stockholders and the

corporation.are entirely separate. The facts

seem to suggest a close community of economic
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interests rather than either complete identity

;;or.complete.separation.

..Taxing both the.profits of the public cor-

poration and the.dividends received by its stock-

holdersldoesqnot seem to be so much double taxation

.of themsame.income as separate taxation of the

incomes.of.two related economic entities. Similar-

ly, failure to include the undistributed profits

of the public corporation in the taxable income

of its stockholders may be justified.4

Thus, some individuals believe the economic separation

of shareholders from publicly held corporations warrants a

non-integrated approach to taxing these corporations. On

the other hand, many students of taxation maintain that it

is nonsense to state that the same income can be both income

of the corporation as a separate entity and income of share-

holders. Different views of the nature of publicly held

corporations have led to many disagreements over the need

for'integration.

Capitalization of the corporate income tax. The cor-

porate income tax paid by publicly held corporations is

capitalized in the market value of their stock. Shareholders

buy the stock net of the corporate income tax. Thus, only

shareholders who hold the stock during periods in which the

corporate income tax is increased (or during periods in which

an increase in anticipated) bear the corporate tax. Many

 

4Goode, The Copporation Income Tax, 0p. cit., p. 25.
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individuals who have adOpted this point of view maintain

that there.is little need to eliminate the double taxation

of income of publicly held corporations, since stock prices

have already been adjusted for-the corporate tax.

Incidence of the cogporate income tax. For over fifty

years, there has been substantial disagreement among eco-

nomists on the extent to which the corporate income tax is

borne by shareholders, shifted forward in the form of higher

prices to consumers, or shifted backward in the form of lower

wages and other factor payments. To the extent that the cor-

porate income tax is shifted, the overtaxation (or double

taxation) of distributed corporate income is reduced. The

uncertain incidence of.the corporate tax is another factor

that has served amply to becloud thoughts on the need for

integrating the taxation of publicly held corporations.

Reduction in tax revenue. From"l960 to 1965 the cor-
 

porate income tax produced approximately one-third of feder-

al income tax receipts and one-fourth of total federal tax

receipts.5 In 1964, 5,886 corporations had assets exceed-

ing $25 million. This-select group, which comprised less

than one-half of 1 percent of business corporations, paid

$19.7 billion in corporate taxes (70 percent of the total

 

5The Federal Tax System: Facts and Problems 1964,

op. cit., p. 206.
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collected) in 1964. The same group paid cash dividends equal

to 44 percent of the total net income of the group.6 Elim-

ination of any significant amount of double taxation of

dividends paid by this group of corporations and other

publicly held corporations would produce a substantial de-

crease in tax revenue.

In explaining the changes in 1964 in the tax treatment

accorded dividends, the House Report noted:

Your committee concluded that it would be better

to concentrate relief from any double taxation

which it is possible to provide in a dividend

exclusion rather than in a dividend credit . . .

removing the credit even though doubling the

exemption available has the effect of raising

$300 million of revenue in the calendar year

1965 and subsequent years, which your committee

has devoted to further individual income tax‘

rate redpppions than would otherwise be

possible. (Italics mine.)

 

 

In view of statements such as the above, it is easy

to understand why Congress has shown little interest in

adopting either the withholding method or the dividend

deduction method of.integration: ‘extensive use of either

method would reduce tax revenue by several billion dollars.

Political Factors. Integration for publicly held cor-

porations would necessarily involve a reduction in the double

 

6 . .

Statistics of Income 1964 Cor ration Income Tax

Returns (Preliminary) op. cit., p. 30.

7Revenue Act of 1964, H. Rept. 749, op. cit., p. 157.
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taxation (or overtaxation) of distributed cerporate income.

From a political viewpoint, this means that tax relief would

be provided for.either."big business” on the one hand or

“wealthy shareholders“.on the other, depending on how one

looks at the issue. It is common knowledge that many, if

not most, voters are not sympathetic to the tax relief needs

of either, especially when such tax relief is likely to be

accompanied by a tax increase for the "little man."

In the President's 1963 Tax Message (which recommended

repeal of the dividend credit), considerable emphasis was

given to statistics showing that most of the stock of pub-

licly held corporations that is not owned by institutions

is owned by individuals in upper-middle or high income

brackets.8 Also, the close relationship between mono-

polistic business practices and big business has been men-

tioned frequently in Congressiona1.hearings on corporate

income taxation.

To summarize, the combination of conceptual problems

involved in determining the need for integration, tax

revenue requirements, and various political factors have

militated against integrating, to a significant extent, the

taxation of large, publicly held corporations.

8U. S. House, President's 1963 Tax Message, Hearings

before the Committee on Ways and Means, 88th Cong., lst Sess.,

Part 1, pp. 263-69.
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Further consideration of the problems peculiar to

publicly held corporations is beyond the scope of this study.

The mandatory partnership tax system considered in this

study could be used for closely held corporations, in con-

junction with either the present corporate income tax method:

as applied to publicly held corporations, or the corporate

tax method, as modified by one of the partial integration

methods, such as the withholding method.



CHAPTER IV

OPTIONAL VERSUS MANDATORY PARTNERSHIP TAX TREATMENT

This chapter examines: (l) the background of Sub-

chapters R and S, (2) tax treatment under these subchapters,

and (3) the basic differences between optional and mandatory

partnership tax treatment,.with respect to equity, tax

neutrality in small business form selection, and tax manage-

ment.

Background: Studies and Recommendations

In 1938, the National Tax Association appointed a

committee to investigate the need for general revision of

the corporate income tax structure, with particular regard

to the taxation of undistributed corporate income. In

1939, the committee issued its final report; the principal

findings and recommendations of the committee were as fol-

lows:

During the last twenty-five years the progressive

personal income tax has become the cornerstone of the

federal revenue structure. It is the most accurate and

delicate fiscal instrument yet devised for fixing the

75



76

tax liability.of individuals.with justice, as ex- 1

pressed in terms of relative ability-to-pay. . . .

. . . our committee recommends that, in the effort

to reach corporate profits for*persona1 income tax

purposes the use of the partnership method should

be extended to the limits of its legal and adminis-

trative possibilities. However, considerable dif-

ference of opinion exists regarding what these limits

are.

We know, for instance, that there are corporations

that are really partnerships or individual prOpri-

etorships merely encrusted with a corporate charter.

These are so-called close corporations. At the other

extreme, we have the large public corporations that

have little or no resemblance to partnerships. Where

a close.corporation ends and a public one begins is

difficult to determine and the committee has not at-

tempted to lay down a definite line of demarcation.

But the important point for present purposes is to

recognize that the line between a close corporation

and its owner is shadow, whereas with the public cor-

poration it is substance.

. . . in respect to close corporations, they would be

treated.for taxrpurposes like what they really are--

a partnership of individuals.

The above.is the most significant endorsement of manda-

tory partnership.tax treatment for closely held corporations

that has ever been presented. This committee was unable to

reach substantial agreement on how large, publicly held

corporations should be taXed-. Priorities of World War II

 

l . .
"Final Report of the Committee on Federal Taxation of

Corporations,P Proceedings of the Thirty-second Annual Con-

ference, National Tax Association (1940), p. 539.

2Ibid., p. 555.

3 .
. Frank E. Seidman (member of the committee) “Comments on

Committee Report," Proceedings of.the.Thirty-second Annual Con-

ference, National Tax Association (1940), p. 602.
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precluded any.immediate follow-up on the committee's recom-

mendations.

.rExamination.of.the need for general revision of the

corporate tax structure was resumed during the postwar

period. Although a formal committee on corporate income

taxation was not appointed by the National Tax Association

during this period, several members of the Association pre-

sented papers which were discussed at a few panel sessions

4 Thesponsored by the Association and other organizations.

majority of participants in these discussions agreed that

the taxation of corporations, in general, as separate en-

tities could not.be justified in principle; however; there

was substantial.disagreement on the type of revision that

would be the most appropriate. ‘Much-of the discussion

centered around the desirability.of adopting one of the four

basic methods of integration discussed in Chapter III--

partnership method, dividend paid deduction method, with-

holding method, and the dividends received credit method.

The positions taken by the majority of participants in

the postwar discussions and by the National Tax Association

Committee in 1939 agreed on two major points: (1) There is

 

4For papers and discussions during the postwar period,

see: National Tax Association, annual proceedings, 1946 a

1947; How Shpuld.Corporations Be Taxed, (New York: Tax In-

stitute, Inc., 1946); and U. S. House, Committee on Ways and

*Means, Hearings on Revenue Revisions 1947-48, Section: Cor-

poration Tax Problems and General Revisions, 80th Cong., lst.

Sess., 1947.



78

no overall, feasible solution to.revising the tax treatment

accorded allacorporations to bringxit intolinewith the

ability to pay of-shareholders, because the partnership

method.of integration, which is.the only complete method,

is not suitable for large, publicly held corporations. (2)

One of the.most deplorable aspects of taxing corpOrations

as separate entities is that small, closely held Corpora-

tions, which differ from unincorporated business enterprises

only in legal formalities, are accorded substantially dif-

ferent taxtreatment.

Although both the 1939 committee and the postwar

participants.were concerned principally with finding an

equitable and practical approach to taxing corporations in

general, the focus of.the two groups differed somewhat.

During the prewar period, primary consideration was given

to the problem of corporations retaining a high percentage

of their income to reduce personal income taxes of share-

holders (or the undertaxation of undistributed corporate

income). During the postwar period, on the other hand,

primary consideration was given to the problem of over-

taxation (or double taxation) of distributed corporate in-

come.

This change in emphasis resulted from the steep in-

creases in both corporate and individual tax rates during

World War II; postwar tax rates were approximately double
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what thevaere in 1939.5 Tax relief, as well as equity,

received considerable attention during the postwar period.

It was somewhat natural for the emphasis to shift from (1)

the undertaxation of undistributed corporate income--a prob-

lem of equity, but not a problem requiring tax relief to (2)

the overtaxation (or double taxation) of distributed cor-

porate income--a problem of equity and a problem calling

for tax relief.

Emphasis on tax relief resulted in optional, rather

than mandatory, partnership tax treatment for closely held

corporations receiving the only serious consideration dur-

ing the postwar period. Presumably, Optional partnership

tax treatment would.be used only;when it would lower the

tax burden.of shareholders. On the other hand, mandatory

treatment would lower the tax burden of shareholders of

some closely held corporations and increase the tax burden

of others. Emphasis on tax relief is evident in the follow-

ing excerpts taken from three papers presented during this

period:

We could come much closer to equality in taxing small

corporate and noncorporate concerns if we permitted

small concerns to be taxed as partnerships, when it

 

5The tOp corporate rate was 19 percent in 1939 and 38

percent in 1947. Individual rates ranged from 4 to 79 per-

cent in 1939 and from 19 to 86.45 percent in 1947. The Feder-

al Tax System: Facts and Problems 1964, 0p. cit., pp. 233,

265.
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is advantageous. and allowed prOprietorships and part-

nerships to be taxed as corporations. "(Italics mine.)

 

. .*. an optiona1.use of the partnership method by small

corporations would provide some tax relief to many small

corporations. . . . A compulsory application . . .

would actually increase tax burdens on a great many small

corporations. ... . But I do not believe any serious

consideration.need be paid to a compulsory application

of the partnership method. . . . Since the method can-

not be applied to all corporations, it can hardly be

applied on a compulsory basis to small corporations on

many of whom it would impose extremely severe tax bur-

dens.

 

Although there have been prOposals both for manda-

tory and for optional partnership treatment of certain

types of corporations, the present discussion approaches

the matter from the standpoint of a tax-relief measure

and concentrates attention on the optional partnership

treatment. The objective of an option for certain

.corporations to be taxed like partnerships would be to

give suchzcorporations and their stockholders the op-

portunity of paying no more tax than owners of unincor-

porated.enterprises on both distributed and undistributed

profits. ... . In contrast to the optional or tax-relief

approach, the mandatory partnership method could also

prevent tax avoidance or postponement with respect to

~earnings.retained in corporations owned by stockholders

subject to individual income tax rates higher than the

corporate rates.8

-The general issues involved in adopting a mandatory or

 

6Alfred~G. Buehler, "Some Comments on the Taxation of

Small Business," Proceedings of the Thirty-ninth Annual Con-

ference, National Tax Association (1946), p. 417.

7J. Keith Butters, "Would the Complete Integration of

the Corporate and Personal Income Taxes Injure Small Busi-

.ness?“. Proceedings of the Fortieth Annual Conference,

National Tax Association (1947), pp. 190-91.

8U. S. Treasury Department, Division of Tax Research,

Tgxation of.Sma11 Business, 1947, reprinted in: U. 8. House,

Committee.on Ways and Means, Hearings on Revenue Revisions

1947-48, 80th Cong., lst Sess., 1947, pp. 3757-58.
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Optional partnership approach are examined in the latter

part of this chapter.v The Treasury Department study above

contained-no policy recommendationsrwith respect to partner-

ship tax.treatment.for.closely held corporations. “This study

merely evaluated the optional proposal as a tax relief de-

vice and noted that if the option were adopted, simplified

partnership tax rules should be used to avoid excessive com-

pliance problems.

The lack of an overall, feasible solution to the inte-

gration problem and the contention that something should be

done about removing the differences in tax treatment between

small, closely.held.corporations and unincorporated business

enterprises prompted the Eisenhower.Administration to include

among.its recommendations for tax reform in 1954: (1f a

dividend received credit foricorporations in general (dis-

cussed in Chapter.III).and (2) Optional alternative tax

treatments for certain small business enterprises.9

According to the President‘s budget message of January,

1954: “small business should be able to Operate under what-

ever form of organization is desirable, for their particular

circumstances, without tax penalties.“ In pursuit of this

 

90. S. Treasury Department. The Budget‘of the United

States Government for the Fiscal Year Ending June 30Lpl955.

(Washington, D. C.: Government Printing Office, 1954), p.

M20.
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Objective, the Administration recommended "that corporations

with a small number of active stockholders be given the Op-

tion to be taxed as partnerships and that certain partner-

ships be given the Option to be taxed as corporations.10

In reaponse to the Administration's recommendations,

two of the amendments added by the Senate Finance Committee

to the bill that was to become the 1954 Internal Revenue Code

provided for Optional tax treatments. Section 1351 of the

bill gave certain closely held corporations the Option to be

taxed as partnerships, with certain exceptions. Section

1361 gave certain prOprietorships and partnerships the option

to be taxed as corporations, with some exceptions.11 Only

the latter option survived the Conference Committee; no ex-

planation was given in the various Congressional reports as

to why the former option was stricken from the bill. In

1961, Sheldon Cohen, the present Commissioner Of Internal

Revenue, said that the drafting problems were too difficult

to solve in the short period available before the end of the

Congressional session.12 The amendments were introduced late

 

10Ibid.

110. S. Senate, Committee on Finance, Internal Revenue

Code of 1954, S. Rept. 1622, 83rd Cong., 2nd Sess., 1954, p.

72.

 

12Sheldon S. Cohen, "Relationship Between Provisions of

Subchapter 8 and Subchapter C," Proceedings of the New-York

University Annual Institute on Federal Taxation, XX (1962) p.

827.
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in the session and the entire 1954 Code was being drafted

at the time.

The provision giving certain prOprietorships and part-

nerships the Option to be taxed like corporations became

Subchapter R of the Code. In 1958, Congress enacted Sub-

chapter S, which gives certain closely held corporations

the option to be.taxed somewhat like partnerships. The

Senate Finance Committee Report that accompanied the enact-

ment of Subchapter S stated:

Your committee believes that the enactment of

-a provision of this type is desirable because it per-

mits businesses to select the form of business organi-

zation desired, without the necessity of taking into

account major differences in tax consequences. In

this respect, a provision to tax the income at the

shareholder, rather than the corporate level, will

complement the provision enacted in 1954 permitting

certain proprietorships and partnerships to be taxed

like corporations. Also, permitting shareholders to

report their proportionate share of the corporate in-

come, in lieu of a cOrporate tax, will be a substan-

tial aid to small business.

Subchapter R

At the present.time, Subchapter Rris a semi-Obsolete

provision. ,In 1966, legislation was enacted to repeal Sub-

chapter R, effective January 1, 1969. Only unincorporated

enterprises that had elected Subchapter R treatment prior to

130. 8. Senate, Committee on Finance, Technical Amend-

ggnts Act of 1958, S. Rept. 1983, 85th Cong., 2nd Sess., C.B.

1958-3, p. 10080
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April 14, 1966, may use the option until 1969. In the mean-

time, electing enterprises may revoke their elections.l4

Repeal of the provision was eXplained by the Senate Finance

Committee Report as follows:

The latest available Internal Revenue Service statis-

tics indicate that there are probably fewer than 1,000

business entities which have elected this corporate

Option. Your committee has concluded that a provision

of this complexity which has proved to be of such

limited usefulness should not be continued.

Among the principal reasons Subchapter R has been used

by comparatively few unincorporated business enterprises are

the following:

1. For a business to qualify under this subchapter,

either (a) capital must be a material income producing fac-

tor Or (b) 50 percent or more of the gross receipts of the

business must be derived from trading as a principal or from

buying and selling real prOperty, stock, securities, or

commodities for the account of others.16 Thus, most firms

offering professional services such as law, accounting, medi-

cine, and engineering did not qualify for the election. In

general, professional firms are the only group of firms that

 

140. S. Senate, Committee on Finance, Subchapters S and

R of Chgpter l of the Internal Revenue Code of 1954, S. Rept.

1007, 89th Cong., 2nd Sess., 1966, pp. 9-12.

15

 

Ibid., p. 9.

16

I.R.C. (1954), sec. 1361(B)(4). (before repealed)
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local laws and various codes of professional ethics pro-

hibit from incorporating. Since other firms may be incor-

porated without similar restrictions, the option served a

rather limited functiOn.

2. Under Subchapter R, most forms of personal holding

company income (dividends, interest, etc.) are taxed directly

to the owners, rather than to the business entity.17 This

limited the appeal of the election to individuals in high

tax brackets, who are the only persons in a position to

realize substantial tax savings by switching to the cor-

porate tax method.

It is somewhat apparent why the rules in (l) and (2)

are contained in Subchapter R: Congress has had no desire

to expand Opportunities for using the corporate tax method

for personal holding company purposes, either for personal-

service income or investment-type income.

3. Prior to the repeal Of Subchapter R, the election

was irrevocable as long as the enterprise remained unincor-

porated, unless the electing owners' interests in profits

or capital dropped to 80 percent or less of what they were

at the time of the election.18 Thus, election of Subchapter

R could result in a considerable loss of flexibility with

respect to future tax management.

 

17I.R.c. (1954), sec. 1361 (i).

181.R.c. (1954), sec. 1361 (e), (f).
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4. One Of the principal advantages of the corporate

tax method, the use of certain employee fringe benefits and

pension and profit-sharing plans by officer-shareholders,

19 This rule probablywas not permitted under Subchapter R.

was included to avoid having unincorporated business enter-

prises use the election for this purpose only--i.e., by

electing Subchapter R treatment and then draining the cor-

poration of taxable income through expense payments to

shareholders.

In brief, with the exception of a few special cases,

there was no reason for those enterprises that could in-

corporate to use the Option when the full benefits of the

corporate tax method could be realized by incorporating.

On the other hand, most businesses that could not incor-

porate (e.g., professional groups) were not permitted to

use the option. To a large extent, Congress attempted,

under Subchapter R, to provide corporate tax treatment but,

at the same time, restrict the use of corporate tax treat-

ment for purposes of avoiding personal income taxation.

The result was the creation of a somewhat useless provision

that has caused many administrative and compliance problems

in the few cases in which it has been used.

 

l9

I.R.C. (1954), sec. 1361 (d).
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Subchapter S
 

Summary Of Major Features20

Initial eligibility. To qualify for the election,
 

which applies only to "small business corporations", a cor-

poration must satisfy the following requirements: (1) be a

domestic corporation which is not a member of an affiliated

group; (2) have ten or fewer shareholders, all of whom are

individuals or estates and none of whom are nonresident

aliens; and (3) have only one class of stock outstanding.

In general, an affiliated group of corporations consists of

a parent owning 80 percent or more of each of one or more

subsidiaries. For purposes of the ten-shareholder limit,

stock owned as community property of a husband and wife,

or held by them as joint tenants, tenants by the entirety,

or tenants in common is treated as owned by one shareholder.

Election. For a "small business corporation" to exer-

cise the Subchapter S option, all the shareholders must

consent to the election. An election form containing the

signatures of the shareholders must be filed within one

month before or after the beginning of the taxable year for

 

2 .
0This summary was abstracted from: I.R.C. (1954),

Subchapter S, secs. 1371-78 and C.F.R. 1.1371-78. Individ-

ual footnotes are not provided in this section to avoid an

excessive number of references to the Code and the Treasury

Regulations.
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which the election is desired. Once a valid election has

been made, the election remains in effect for subsequent

years unless the election is revoked by the shareholders or

terminated because of a disqualifying act. For any taxable

year after the first, the election may be revoked if all

the shareholders consent to the revocation. To be effecr

tive for any taxable year, a revocation must be made before

or during the first month of that year.

An election will be terminated for the taxable year

(and for subsequent years) in which any one of the following

disqualifying acts occurs: (1) a new shareholder fails to

file a written consent to the election within one month of

stock acquisition; (2) stock is transferred to a trust,

corporation, or any other ineligible shareholder; (3) the

corporation issues a second class of stock; (4) the corpor-

ation derives more than 80 percent of its gross receipts

for the taxable year from sources outside the United States

or more than 20 percent from "passive investment income,"

which includes dividends, rent, interest, and similar income.

Once an election has been revoked or terminated, the

corporation (and any successor) may not make another election

under Subchapter S for five years. The Internal Revenue Ser-

vice, however, has certain discretionary powers to reduce the

five-year waiting period in cases involving extenuating

circumstances.



l’i
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Effect of an election. For any year in which the

election is in effect, the corporation is not subject to the

corporate income tax--the income of the corporation is

taxed directly to the shareholders. In general, shareholders

report as taxable income dividends received plus their pro-

rata share of the undistributed taxable income of the

corporation. Neither actual nor constructive dividends are

eligible for the $100 dividend exclusion, since there is no

double taxation of this income. In the allocation of tax-

able income to shareholders, only long-term capital gain

retains its original source characteristic; any other in-

come is treated as ordinary income. If the corporation

incurs a net operating loss, the loss is allocated to the

shareholders, who may Offset this loss against other per-

sonal income in the current year and carry the excess, if

any, back or forward to other years, according to the rules

applicable to net operating losses incurred by individuals.

Income which has been taxed, but not distributed, to share-

holders is not taxed again when the income is subsequently

distributed.

The basis of a shareholder's stock in a Subchapter S

corporation is increased by the amount of undistributed

taxable income included in his personal income and reduced

by (l) dividends paid out of income taxed to the shareholder

in previous years but not distributed and (2) net Operating
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loss allocations to shareholders. The basis of a share-

holder's stock plus any corporate debt he may hold cannot

be reduced below zero--loss in excess of the combined

bases is forfeited.

The taxable income of a Subchapter S corporation is

computed in essentially the same manner as that of a regu-

lar corporation. However, deductions for dividends re-

ceived from other corporations and for net Operating loss

carry forwards from non-Subchapter S years are not per-

mitted. The 85-percent dividend deduction is not permit-

ted because dividends received by a Subchapter S

corporation are not taxed at the corporate level. Opera-

ting losses incurred in non-Subchapter S years are the

corporation's and may be used only when the regular cor-

porate tax method is used. Likewise, Operating losses

incurred when the election is in effect belong to share-

holders. The two are kept separate.

In the event the election is revoked or terminated,

the corporation and the shareholders are subject to regu-

lar corporate tax provisions for the year of termination

and for subsequent years. Adjustments are, however, made

for distributions of income taxed, but not distributed,

during Subchapter S years. These distributions are not

taxed again to shareholders after the election has been

terminated. A complex set of rules must be applied to
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determine the source of corporate distributions.

 

Analysis of Subchapter 8

Number of Subchapter S corporations. In 1964, 157,855

corporations filed under Subchapter S. The percentage of

the total number of corporations using the Subchapter S

option increased steadily from 8 percent in 1960 to 12 per-

cent in 1964. Although the number of business organizations

using the Subchapter S Option increased at a faster rate

from 1960 to 1964 than the number of businesses using any

other organizational (tax) form, Subchapter S corporations

still comprised less than 2 percent of the business popu-

lation in 1964, as shown in Table 1 (next page).

Size of Subchapter S Corporations. The vast majority

of Subchapter S Corporations are small businesses. Of the

139,112 Subchapter S corporations in 1963; 138,232 had as-

sets totaling less than $1 million; 877 had from $1 million

to $10 million; and 3 had $10 million or more.21 Only 1,164

Subchapter S corporations had net income Of $100,000 or more

22
in 1962; 5 had net income of $1 million or more. The

rarity of large Size follows principally from the shareholder

 

21U. S. Treasury Department, Internal Revenue Service,

Statistics of Income, 1963, Corporation Income Tax Returns,

with accounting periods ended July 1963-June 1964, (Washing-

ton, D. C.: Government Printing Office, 1968), p. 255.

22Statistics of Income, 1962, Corporation Income Tax

Returns, Op. cit., p. 280.
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TABLE 1

NUMBER OF BUSINESS ORGANIZATIONS

BY FORM OF ORGANIZATIONa

 

 

 

Subchapter S All

ngp_Corporations Corporations Partnerships PrOprietorships

1960 90,221 1,140,574 940,560 9,089,985

1961 106,048 1,190,286 938,966 9,241,755

1962 123,666 1,268,052 932,181 9,182,586

1963 139,112 1,323,187 924,276 9,135,954

1964 157,855 1,373,517 922,160 9,192,746

 

 

aSource: U. S. Treasury Department, Internal Revenue

Service, Statistics Of Income, 1964, U.p§;_§p§ip§§§_2g§_§§-

turns, with accounting periods ended July 1964-June 1965,

(Washington, D.C.: Government Printing Office, 1967), pp.

122-28.

limit of ten; there are no financial-size limitations (on

assets, income, etc.) involved in qualifying for the Sub-

chapter 8 election.

Neutrality in small business form selection. Subchap-

ter S provides tax neutrality for small business form

selection only insofar as it gives individuals an Opportun-

ity to select the corporate form and be taxed somewhat like

they would have been if they had selected an unincorporated

form. In this respect, Subchapter S provides tax neutrality

primarily for individuals in low-middle to low tax brackets.

Many individuals in high tax brackets select the corporate
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form and use the corporate tax method for the principal pur-

pose of minimizing their tax burden. Since individuals in

low tax brackets can, under the corporate method, by-pass

the corporate tax by draining the corporation of taxable

income, Subchapter S makes a rather limited contribution to

tax neutrality in small business form selection.

As a tax relief measure. Shareholders in tax brackets
 

lower than those applicable to corporate income who are not

allowed to drain all the income out of the corporation

(through salaries, interest, etc.) may reduce their tax bur-

den by making a Subchapter 8 election. Also, shareholders

in tax brackets slightly higher than the effective corporate

rate may reduce their tax burden by a Subchapter 8 election,

if a significant amount of corporate income is being dis-

tributed as dividends.

‘Either complete draining of corporate income (which

is not always easy to arrange) or the Subchapter S election

will serve to by-pass the corporate income tax entirely.

However, since draining is subject to possible litigation

(salaries treated, in part, as dividends, etc.), the Sub-

chapter 8 election is the safer of the two routes. More-

over, in draining corporate income, long-term capital gains

realized at the corporate level are cOnverted into ordinary

income (salaries, etc.) at the shareholder level. By using

the Subchapter S election, this kind of conversion can be
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avoided.

Under the corporate income tax.method, a net operat-

ing loss in any year may be carried back three years and

forward.five, as an Offset against taxable income. Losses

not utilized during the eight year period are forfeited.

For corporations incurring losses for several consecutive

years, there exists the possibility that a substantial

portion of the losses will be forfeited due to a lack of

taxable income, a situation not uncommon among new corpor-

ations.

Under the Subchapter 8 election, net operating losses

are passed through to shareholders, who may offset these

losses against other personal income. This reduces the

possibility of forfeiture and permits current utilization

of Operating losses. Subchapter S makes a significant con-

tribution in this area because there is no way to siphon off

losses in the same way a-corporation may be drained of tax-

able income.

The pass-through of Operating losses may be beneficial

to individuals in high or low tax brackets; however, since

individuals in high tax brackets are the persons who usually

have substantial amounts of other personal income, the pass-

through is, in many cases, considerably more beneficial to

them. Moreover, use of Subchapter S during loss years and

the corporate tax method during profitable years (within
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limits prescribed by the Code) may be particularly bene-

ficial for shareholders in high tax brackets.

Problemerncountered.und r Subchapter S

Prior to his appointment as Commissioner of Internal

Revenue, Mortimer Caplin made the following observations

with respect to Subchapter S:

. . . subchapter S fails to meet its limited stated

purpose. S shareholders are not taxed like partners,

and tax planners, who typically were limited to partner-

ship-versus-corporation considerations, now make a

tripartite analysis in determining the optimum tax re-

sults: partnership-versus-corporation-versus-subchapter

S. The differences in tax consequences can be "major"

and the tax-savings possibilities startling.

In addition, chiefly due to its divergence from

partnership taxation, subchapter S is fast becoming an

important "tax gadget.” Already, it has been widely

publicized as a patented cure-all for a wide variety

of serious tax ailments: for family income-splitting

and for ”employee" fringe benefits, for accumulated

earnings and for personal-service personal holding

companies, for collapsible corporations and for border-

line partial.liquidations--in fact, for any liquida-

tion not otherwise assured of a single capital gain.

Aside from manifesting many policy conflicts with

other sections of the Code, subchapter S is also a

SOphisticated and complex provision. A full under-

standing of its Operation demands knowledge not only

of its novel terminology, but also of the refinements

of taxing individuals, corporations, as well as partner-

ships. Comparison of each of these systems of taxation

must be made if subchapter S is to be used intelligently.

In short, subchapter S has a Lorelei-like quality

which can easily entrap the uninitiated. It contains

unexpected quirks and reflects dubious policy distinc-

tions.23

 

23Mortimer M. Caplin, "Subchapter 8 vs. Partnership: A

Proposed Legislative Program,‘l Virginia Law Review, XLVI (Janu-

ary, 1960), pp. 61-62.
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Although Mr. Caplin's Observations may overstate the case

against Subchapter S, they provide a good summary of some of

the major problems encountered under this provision. An ex-

planation of some of the major problems is presented below.

Tax planning; increased complexity. With respect to

Subchapter S, the Senate Report states that Special rules,

rather than those contained in Subchapter K (the regular

partnership system), were adopted in order that the provision

"24 TO a

could "operate in as simple a manner as possible.

large extent, Congress has attempted to provide partnership

tax treatment within the constraints of the corporate tax

system; most of the rules pertaining to Subchapter S oper-

ations are regular corporate tax rules.

Among the principal areas in which there are signifi-

cant differences between Subchapters S and K are: (1) The

extent of conduit tax treatment employed: Under Subchapter

8, only net long-term capital gain retains its source

characteristic. Under Subchapter K, every kind of receipt

or deduction that is subject to Special handling in the

determination of individual tax liability must be passed

through separately to partners; there are more than 10 of

these items. (2) Treatment of owners as employees: Under

 

'24Technica1 Amendments Act of 1958, S. Rept. 1983,

02. Cite, C.B. 1958-3, p. 1009.
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Subchapter S, officer-shareholders are considered employees,

eligible to participate in certain penion, profit-sharing,

and other fringe benefit plans which are not available to

partners under Subchapter K. (3) Timing of taxable income:

Allocations of income and losses pertaining to ownership

transfers during the taxable year and freedom to select or

change taxable years differ between the two subchapters.

(4) Ownership redemptions, liquidations, reorganizations:

In general, Subchapter S follows regular corporate tax rules

in these areas. Subchapter K, on the other hand, has its

own set of rules. The major differences between these sub-

chapters are examined in detail in Chapter VII.

In the main, the rules contained in Subchapter S are

neither more nor less advantageous than those contained in

Subchapter K. For the typical business that is to operate

for an indefinite period under either Subchapter S or K,

the differences in tax results are not likely to be signifi-

cant, even though there are significant differences in the

two sets of tax rules. Nevertheless, there are many situ-

ations in which the differences in these rules may produce

significant differences in tax results. Since an informed

tax adviser has to consider all these special situations,

he must regard Subchapter S and Subchapter K as two separate

forms of business organization for tax purposes. In this

respect, Subchapter S has increased, rather than reduced,
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tax considerations with respect to small business form se-

lection.

Another tax planning problem added by Subchapter S

is the potential loss of the Subchapter 8 election. Since

transfer of stock to one non-consenting shareholder, or to

a trust (perhaps one set up in a shareholder's will), or

to a corporation, or to any other ineligible shareholder

will terminate the election, control over stock transfers

is crucial. Use of buy-out agreements and similar arrange-

ments are an important aspect of Subchapter S tax manage-

ment. A discontented minority shareholder, who has the

power to terminate the election by the mere transfer of

one share of stock, is certainly an unwelcome member of a

Subchapter S corporation. On the other hand, many Sub-

chapter S terminations are planned. Revocation must be

made before or during the first month of the taxable year

to be effective for that year. Termination, on the other

hand, can be effected by a disqualifying act performed any

time during the taxable year, retroactive to the beginning

of the year.25

Subchapter S as a tax gimmick. By making it easier

for small businesses to change forms and to shift back and

forth between forms, Subchapter S has added a new dimension

 

251.R.C. (1954), sec. 1372 (e).
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to tax manipulation. For example, a corporation on which

the accumulated earnings tax appears likely to be imposed

may use the Subchapter S election (temporarily) to avoid

this tax--Subchapter S corporations are not subject to the

accumulated earnings tax or the personal holding company

tax. The accumulated earnings tax situation may arise

where the amount of retained corporate income cannot be

justified by current business needs and where there are no

definite plans for expansion. Use of the Subchapter S

election for a couple of years until current business needs

increase or until plans for eXpansion crystallize (or can

be made to appear that way) may result in the avoidance of

the accumulated earnings tax. Indefinite use of Subchapter

S would, of course, defeat the purpose of accumulating cor-

porate income.~ The temporary increase in shareholder tax

burden may, on the other hand, be less than the accumulated

earnings tax.

For individuals in high tax brackets, the realization

of a significant amount of long-term capital gain at the

corporate level presents an interesting problem. The usual

tax minimization pattern of these individuals is to accumu-

late income in the corporation to be taxed at lower corpo-

rate rates. However, under this pattern, long-term capital

gain is taxed at the corporate level and the shareholder

level assuming accumulated corporate income is subsequently
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converted into capital gain at the shareholder level. Opera-

tion under either Subchapter S or K would avoid the double

taxation of long-term capital gain. However, continuous

Operation under either of these systems would also result in

ordinary income being taxed at higher rates and would, there-

fore, defeat the purpose of corporate accumulation. The prob-

lem: how to pass-through long-term capital gain, without at

the same time passing through large amounts of ordinary in-

come. The solution: a one-shot capital gain under Subchapter

S.

Prior to 1966, the one-shot capital gain worked as fol-

lows: a corporation with large amounts of real estate or

other prOperty substantially appreciated in value and sub-

ject to long-term capital gain treatment could use the Sub-

chapter S election for one year, sell the appreciated assets

during that year, pass through the capital gain to share-

holders, and then revoke the election the following year.

Evidence of this practice is provided by the composi-

tion of net income, as between ordinary income and net

long-term capital gain, for corporations reporting under

Subchapter S in 1962. The five corporations that had in-

come in excess of $1 million had net long-term capital gain

comprising 66 percent of their combined net income. Com-

parable figures are as follows: corporations with income

from $500,000 to $1 million (11 corporations), 49 percent;
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income from $250,000 to $500,000 (87 corporations), 34 per-

cent. The percentage decreases to only 10 percent for cor-

porations with income under $5,000.26 With a ten-shareholder

limit, close association between high corporate income and

high shareholder income may reasonably be assumed.

To limit this abuse of Subchapter S, section 1378 was

added to the Code in 1966. This section provides that cor-

porations which use the Subchapter S election will be subject

to a tax on capital gains realized at the corporate level

under the following conditions: (1) the excess of net

long-term capital gain over short-term capital loss exceeds

$25,000 and also exceeds 50 percent of the corporation's tax-

able income; (2) corporate taxable income exceeds $25,000;

and (3) the corporation did not use the election in the

three preceding taxable years. New corporations which have

Operated continuously under Subchapter S for less than four

years are not subject to this tax.27 In addition to the

capital gain tax, when imposed at the corporate level, share-

holders must also pay a tax on capital gains received. This

provision should restrict one of the tax-gimmick abuses of

Subchapter S, the one-shot capital gain.

 

6 . . .
Statistics of Income, 1962, Corporation Income Tax

Returns, Op. cit., p. 280.

27I.R.C. (1954), $80. 1378.
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Mandatory Partnership Tax Treatment

Optional partnership tax treatment for closely held

corporations is supported principally on the grounds that

it provides (1) some tax neutrality in small business form

selection and (2) some tax relief for small corporations.

In both reapects it makes a rather limited contribution--

this is presently the case under Subchapter 8, and it prob-

ably would be the case under an improved Subchapter S.

Most of the major deficiencies of Subchapter S stem from

its Optional aspect, not from the differences between the

tax rules containedain Subchapters K and S.

.Mandatory.partnership tax treatment for closely held

corporations would, on the other hand, provide a far more

sound approach to taxing closely-he1d corporations than that

provided by the existing system. The mandatory approach is

supported principally by improvements with respect to (l)

equity, (2) tax neutrality, and (3) certainty in tax deter-

minations.

Equity. Horizontal equity, which calls for according

similar tax treatment to persons in similar positions, is

the most important requirement of equity in income taxation.

Without this requirement, discussions of equity in income

taxation would.be, to a large.extent, meaningless. Horizon-

tal equity is fundamental to the widely accepted
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ability-to-pay.approach to taxation,.which requires that

persons with equal ability pay equal taxes and those with

unequal ability pay unequal taxes.28

In Congressional hearings in 1954, the American In-

stitute of Certified Public Accountants (American Institute

of Accountants, then) presented the following statement in

recommending Optional partnership tax treatment for closely

held corporations:

.A major inequity in the present Federal tax struc-

ture.results from the manner of taxing closely held cor-

portaions. . . .

With the exception of the difference as to limited

liability, closely held corporations are, in fact, sub-

stantially the same as partnerships.' Generally, the

controlling stockholders act as partners in operating

the business and have authority as to the distribution

of profits similar to that of partners. In view of

this, it appears unreasonable to tax closely held cor-

porations on a basis different from that used in taxing

partnerships. To tax these two types of business en-

tities on a different basis results in taxation based

on form rather than on substance. Such a situation is

undesirable.29

Although not specifically stated, the above argument is,

111 the main, based on the principle Of horizontal equity, with

shareholders of closely held corporations and partners viewed

as individuals in similar positions. This argument has been

28Musgrave, Op. cit., p. 160.

29Statement of the American Institute of Accountants,

{ropic 29, Partnerships. U. S. House, Hearings before the Com-

Inittee on Ways and Means concerning General Revenue Revision,

83rd Cong., lst Sess., 1953, Part 2, p. 1391.
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used in most of the.major proposals for partnership tax

treatment for closely held corporations, whether Optional

or mandatory. In this connection, it is somewhat beyond the

comprehension of this writer how students of taxation can use

horizontal equity to support optional partnership tax treat-

ment, without at the the same time stating why mandatory

partnership tax treatment cannot or should not be employed.

When A and B are in similar positions, horizontal equity

does not call for Offering B tax treatment similar to that

provided A only when B cannot find a better deal tax-wise;

this is precisely what optional partnership tax treatment

does, with the corporate tax method comprising the better

deal for shareholders in high.tax brackets. The mandatory

approach avoids this kind of inequity.

Of course, mandatory application of the corporate in-

come tax method (or any other method) to all closely held

business enterprises, whetherincorporated or unincorporated,

would also satisfy the requirement of horizontal equity as

between their Owners. However, it would not satisfy the

principle of ability to pay, which is also an impOrtant

vprinciple. Only mandatory partnership tax treatment will

satisfy both the principle of horizontal equity as between

owners of closely held business enterprises and, at the

same time, bring the taxation of closely held corporations
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into conformity with the standard of ability to pay, as re-

flected in the individual income tax system.

,Neutrality.in.business form selection. AdOption Of a

mandatory partnership tax system for closely held corpora-

tions would bring about a substantial improvement in tax

neutrality associated with the selection of a legal form

of organization for conducting a small business. The pres-

ent choice of tax consequences associated with the corporate

tax method, Subchapter S, and Subchapter K is markedly lack-

ing in neutrality. Under the mandatory partnership system,

the choice would be limited mainly.to Subchapter K and the

partnership tax system used for closely held corporations.

There would be no opportunity to use the corporate form to

shield income from taxation to its owners.

Nothing has been said so far about the differences be-

tween the tax treatment accorded proprietorships and partner-

ships; there are a few significant differences in this area.

However, Subchapter K is, in the main, a system for treating

a business entity as an association of individuals (or

prOprietors) for tax purposes. The major problems involved

in establishing uniform tax rules for prOprietorships,

partnerships, and closely held corporations are examined in

Chapter VII.

Certainty in tax determinations.. Mandatory partnership

tax treatment for closely held corporations would reduce
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substantially the capriciousness, arbitrariness, and litiga-

tion that presently characterize the taxation of closely

held corporations under the corporate‘tax method. Under a

mandatory partnership tax system, all the income or loss of

closely held corporations would be allocated to the owners.

Thus, under this system, current distribution versus accu-

mulation of income in the corporation; dividends versus

distributions of income as salaries, interest, and rent paid

to shareholders; and use of a single corporation versus

splitting of income through the use of multiple corporations

would produce little or no differences in tax consequences.

These problems are not encountered, to any significant ex-

tent, under either Subchapter K or Subchapter S. However,

Subchapter 8 makes a rather limited contribution in this

area in that only 12 percent (as of 1964) of business cor-

porations use this option. Also, the switching back and

forth between tax forms which is possible under Subchapter

S creates another form of capriciousness in tax determina-

tions.

Another improvement that would be effected under the

mandatory partnership tax system (which would be applied to

over 95 percent of regular business corporations) is a re-

duction in the degree of tax sophistication required to

manage a small business without incurring a tax burden
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significantly above that whichrwould be produced by Opti-

mum tax planning. Many forms of tax management involving

the corporate tax method call for a high degree of tax

sOphistication. This is also true of Subchapters K and S,

but the yield from most SOphisticated maneuvers under the

partnership tax method are, in general, considerably lower

than those obtained.under-the corporate method. The partner-

ship tax method has nothing to compare with the segregation

of business income as entity income (nontaxable to individu-

als until distributed) found under the corporate tax method.

Summary.. Mandatory application of the partnership

method of taxation.to closely held corporations would, in

the main, bring about a substantial improvement in equity,

tax neutrality in small business form selection, and

certainty in tax determinations, as compared with that pro-

vided by the present system of taxing closely held corpora-

tions. These are the principal reasons for adopting a

mandatory partnership tax system.

The lack of serious consideration given to the manda-

tory approach since the 1939 National Tax Association com -

mittee made its recommendations can be attributed

principally to (l) the doubtful constitutionality of the

mandatory approach, (2) the problem of classifying corpora-

tions, (3) other anticipated administrative problems, and

(4) tax relief needs of small business--some small
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corporations would be more heavily taxed under the manda-

tory partnership tax system than they are under the cor-

porate tax system. These topics are examined in subsequent

chapters.



CHAPTER V

CONSTITUTIONALITY OF THE MANDATORY APPROACH

Since the adoption of the Sixteenth Amendment in 1913,

Congress has never attempted to tax the undistributed income

of a major segment of regular, domestic business corporations

directly to shareholders without the shareholders' consent.

Various revenue acts have, however, provided for mandatory

partnership tax treatment for corporations used principally

for tax avoidance purposes, for certain foreign corporations,

and for personal service corporations. In each of these

cases, the question of the constitutionality of the manda-

tory approach has been raised. Congress has been particu-

larly sensitive about this issue since the Supreme Court

Clearly indicated in Eisner v. Macomber (1920) that taxation

Of undistributed corporate income to shareholders on a manda-

tory basis is unconstitutional. Decisions in cases subse-

quent to the Macomber case indicate the Opposite. This

Chapter is devoted exclusively to the constitutional issue.

One may reasonably ask: what difference does it make

whether the mandatory approach is constitutional or uncon-

stitutional? If it is unconstitutional, just amend the

constitution. Needless to say, constitutional amendments

109
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are not taken lightly by either the U. S. Congress or state

legislatures. Moreover, the political feasibility of adopt-

ing the mandatory approach would be greatly impaired if it

were declared unconstitutional.. With a constitutional amend-

ment requiring a two-thirds approval of both houses of the

U. 8. Congress to propose the amendment and ratification by

three-fourths of state legislatures to make it law,l op-

ponents of the mandatory approach could easily defeat the

measure. The Opponents would consist principally of (l)

shareholders who would have their tax burden increased and

(2) certain economists and members of Congress who are

particularly concerned about tax relief for small business.

Qpnstitutionality of Federal Income Taxation, in General

Revenue Act of 1894. Although federal income taxes

were collected during and immediately following the Civil

War, the history of modern federal income tax law begins

With the Revenue Act Of 1894. Under the 1894 act, a tax

was levied on both corporate and personal income.2

In 1895, the Supreme Court in Pollock v. Farmers' Loan

9 Trust Co. ruled that the Revenue Act of 1894 was unconsti-

tutional and void. Article I, Section 9, Clause 4 of the

__.

1U. S. Const., Art. V. A constitutional amendment may

also be proposed by the legislatures of two-thirds of the

states; however, this is not the usual procedure.

228 Stat. 509.
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Constitution states: "no Capitation, or other direct, Tax

shall be laid, unless in PrOportion to the Census or Enumera-

tion hereinbefore directed to be taken." Obviously, an in-

come tax does not satisfy the state apportionment requirement.

The Court, therefore, had merely to rule that the income tax

was a direct tax. In a 5-4 decision, the Court found:

The tax . . . so far as it falls on the income of

real estate, and of personal property, being a direct

tax, within the meaning of the constitution, and therefor

unconstitutional and void, because not apportioned ac-

cording to representation, all these sections constituting

one entire scheme Of taxation, are necessarily invalid.

The Court's ruling that a tax on income from real estate

and personal property is, in substance, a direct tax on the

prOperty itself covered such a vast amount of business and

personal income that no attempt was made to rewrite the 1894

law to include only salary income and other forms of income,

a tax on which might conceivably be construed to be an in-

direct tax in a future Supreme Court case.

Corpgrate Excise Tax Act of 1909. To circumvent the

Pollock decision, in 1909 Congress levied a "special excise

tax" on the net income of corporations for the privilege of

doing business as corporations--joint stock companies, as-

sociations, and insurance companies were also subject to this

tax.4

 

3158 U. s. 601, 3 AFTR 2602 (1895).

436 Stat. 11.
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In Flint v. Stone Tracy Co., the Supreme Court upheld

 

the constitutionality of the corporate tax on the grounds

that it was not a direct tax but an excise or indirect tax

levied upon "the doing of business with the advantages which

inhere in the peculiarities of corporate or joint stock or-

ganizations."5 With reSpect to the selection of income as

a tax base and to the taxation of income from real estate

and personal property, the Court stated:

It is . . . well settled by the decisions of this

court that when the sovereign authority has exercised

the right to tax a legitimate subject of taxation as

an exercise of a franchise or privilege, it is no Ob-

jection that the measure of taxation is found in the

income produced in part from property which of itself

considered is non-taxable. Applying that doctrine to

this case,.the measure.of taxation being the income of

the corporation from all sources, as that is but the

measure of a privilege tax within the lawful authority

of Congress to impose, it is no valid objection that

this measure includes, in part at least, prOperty which

as such could.not be directly taxed. (220 U. S. 165)

The rationale stated above is essentially the same as

that used to remove federal estate and gift taxes from the

direct tax category. The latter are construed to be, not

direct taxes on property, but "excise" or "indirect" taxes

on the "transfer" of prOperty--the prOperty itself merely

provides the tax base.6

 

5220 U. s. 107, 3 AFTR 2834 (1911).

6New York Trust CO. v. Eisner, 256 U. S. 345 (1921)

citing Knowlton v. Moore, 178 U. S. 41 (1900).
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Sixteenth Amendment. The desire of Congress to expand
 

its power to tax other forms of income, coupled with the

devious aura of the corporate excise tax, led to the adop-

tion of the Sixteenth Amendment. This Amendment was passed

by Congress in 1909 and ratified by the required number of

states in 1913. The Sixteenth Amendment reads as follows:

The Congress shall have power to lay and collect

taxes on incomes, from whatever source derived, with-

out apportionment among the several States, and with-

out regard to any census or enumeration.

A casual interpretation of the Sixteenth Amendment may

lead one to believe that it is essentially a blank check for

Congress to impose any reasonable scheme of income taxation

without regard to state apportionment. The Supreme Court,

however, has not generally interpreted the Sixteenth Amend-

ment this liberally. In particular, in Eisner v. Macomber
 

(discussed below) the Supreme Court sought to limit the

power of Congress to tax income by defining income in a

rather limited manner.

The Corporate Excise Tax Act of 1909 was superseded

by the Revenue Act of 1913, which imposed a tax on both cor-

porate and personal income.7 All of the revenue acts since

1913 have deleted parts of, revised, or added to previous

revenue acts. The entire lineage of present federal income

 

738 Stat. 114.
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tax law stems from the Sixteenth Amendment and the Revenue

Act of 1913.

Taxation of Undistributed Corporate Income before Macomber
 

Prior to 1921, taxation of undistributed corporate in-

come to shareholders on a mandatory basis was employed in two

general areas: (1) where corporations imprOperly accumulated

income to avoid the surtax at the shareholder level and (2)

for personal service corporations.

Accumulated earnings. Under the 1913 act, shareholders

of a corporation that was "formed or fraudulently availed of

for the purpose of preventing the imposition of" the individu-

al surtax on shareholders were liable for the surtax on their

prOportionate shares of the corporation's undistributed in-

come.8 This method could be applied only in cases in which

"the Secretary of the Treasury shall certify that in his Opin-

ion such accumulation is unreasonable for the purposes of the

business."9 This provision remained substantially unchanged

 

8Revenue Act of 1913, sec. ll(A)(2). Prior to 1918,

the individual surtax (which was the progressive element of

the tax) was referred to as the additional tax. The accumu-

lated earnings tax provision referred only to avoiding the

individual surtax for the following reasons: (1) from 1913

to 1936, the individual normal tax and the corporate income

tax were either the same or fairly close to each other and

(2) dividends were excluded from the individual normal tax

until 1936.

9Ibid.
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until 1921.

With the Revenue Act Of 1921, Congress repealed this

provision and adopted a different approach to the accumu-

lated earnings problem. The new.approach consisted of an

alternative: (1) a 25 percent penalty tax on corporate in-

come imprOperly accumulated could be imposed at the corporate

level or (2) if all the shareholders agreed, the Commissioner

could tax the undistributed income of the corporation direct-

ly to the shareholders, in lieu of all other income and

penalty taxes.10

The change from mandatory allocation of undistributed

income was explained by the House Ways and Means Report as

follows:: "By reason of the recent decision of the Supreme

Court in the stock dividend case (Eisner v. Macomber, 252

U. S., 189), considerable doubt exists as to the constitution-

ality of the existing law."11 (Italics mine.)

With respect to the constitutionality of taxing consent

dividends to shareholders, it is well established in tax law

that the constitutional issue does not arise where a taxpayer

is given a choice between one method of taxation which is

considered constitutionally valid and another method which

 

10Revenue Act of 1921, sec. 220., 42 Stat. 227.

11U. 8. House, Committee on Ways and Means, Revenue Bill

Of 1921, H. Rept. 350, 67th Cong., lst. Sess., 1921, pp. 12-13.
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alone is either unconstitutional or of doubtful constitu-

tional validity.

Personal service corporations. Beginning with the

Revenue Act of 1918, personal service corporations were taxed

like partnerships on a mandatory basis. A personal service

corporation was defined as one in which the principal owners

were regularly engaged in the active conduct of the business

and in which capital was not a material income producing

12 The rationale for this special tax treatment wasfactor.

that the earnings of such corporations were essentially equi-

valent to the earnings of individuals; therefore, the

corporate entity should be ignored for tax purposes.13

With the Revenue Act of 1921, Congress also abolished

this special form of tax treatment, principally because of

the doubtful constitutionality of the mandatory partnership

approach arising from the Macomber case.14 The Treasury

Department took.the position that Eisner v. Macomber did not

affect the constitutionality of personal service corporation

 

12Revenue Act of 1918, sec. 218, 40 Stat. 1057.

13Sydney A. Gutkin, "Section 725: Personal Service

Corporations," Tax Law Review, III (October-November, 1947),

p. 91.

14Revenue Act of 1921, sec. 218(d), 42 Stat. 227.
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provisions.15 .Nevertheless, Congress decided to eliminate

the provision and specified in section 1332 of the 1921 act

that should the partnership tax treatment provided personal

service corporations under the 1918 act be declared uncon-

stitutional, these corporations would be taxed'for the years

1918-21 on the same basis as other corporations.

The constitutionality of neither the original accumu-

lated earnings provision nor the personal service corpora-

tion provision was ever tested directly in a major court

case. 16

Eisner.v..MacomberL 252 U. S. 189 (1920)

Background. Under the Revenue Act of 1913, nothing

was stated about stock dividends. The Treasury Department,

however, attempted to tax stock dividends under the catch-all

provision contained in the 1913 act, which stated: net in-

come shall include "dividends," and "gains or profits and

income derived from any source whatever."17 In Towne v.

Eisner (1918), the Supreme Court rejected the Treasury's

position on the grounds that a stock dividend did not con-

stitute income within the meaning of the 1913 act.18

 

153 c. B. 198 (1920).

16Rudick, op. cit., p. 174 and Gutkin, Op. cit., pp.90-

91.

17Revenue Act of 1913, sec. 11(3).

18245 U. S. 418. The stock dividend in question had

been distributed in 1914.
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The Revenue Act of 1916, on the other hand, explicitly

stated that a "stock dividend shall be considered income, to

"19 It was under this act, whichthe amount of its cash value.

removed all doubt as to the intent Of Congress with respect

to whether stock dividends constituted taxable income, that

the constitutional issue was tested in the Macomber case.

The basic issue. As stated by the Court:
 

This case presents the question whether, by virtue

of the 16th amendment, Congress has the power to tax, as

income of the stockholder and without apportionment, a

stock dividend made lawfully and in good faith against

profipg accumulated by the corporation since March 1,

1913.

If a stock dividend were considered "income," then Congress

could tax this income without regard to state apportionment.

If, on the other hand, a stock dividend were considered to

be merely a division of the shareholder's capital interest

into smaller shares, then a tax on the stock dividend would

constitute a direct tax on capital (or personal prOperty,

the stock), which must be apportioned according to state

pOpulation.

In a 5-4 decision, the Court found that issuance of a

stock dividend does not produce taxable income.

19Revenue Act of 1916, sec. 2(a)(8)(9). 39 Stat. 756.

20252 U. S. at 200. The stock dividend in question

(common on common) had been issued by Standard Oil Company

of California to Mrs. Macomber in 1916.
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We are clear that not only does a stock dividend

take nothing from the property of the corporation and

add nothing to that of the shareholder, but that the

antecedent accumulation of profits evidenced thereby,

while indicating that the shareholder is the richer

because of an increase of his capital, at the same

time shows he has not realized or received any income

in the transaction. (252 U. S. at 212)

 

Significance of the case. For purposes of this study,

the decision made in Eisner v. Macomber with respect to
 

whether a stock dividend produces taxable income under the

corporate tax method is not important. Under the partner-

ship method of taxing corporations, stock dividends and

stock splits merely involve adjustments in the basis per

share of the shareholder's interest. Since income is taxed

to shareholders when it is realized at the corporate level,

taxing stock dividends to shareholders would necessarily

involve a double counting of the same income.

The importance of the Macomber case, on the other hand,

derives mainly from the fact that the Court did not restrict

itself to the narrow question of whether the taxation of

stock dividends was consistent with the corporate tax method.

Instead, the Court defined income within the meaning of the

Sixteenth Amendment (a definition which has had an important

bearing on many aspects of federal income taxation) and then

proceeded to state why a stock dividend does not fall within

that definition. In addition, the Court, in supporting its

decision, set forth several important principles pertaining
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to the taxation of undistributed corporate income to share-

holders.

With respect to defining taxable income, the majority

opinion stated:

In order . . . that . . . the Constitution may

have prOper force and effect, save only as modified

by the Amendment, and the latter also may have proper

effect, it becomes essential to distinguish between

what is and what is not "income," as the term is there

used; and to apply this distinction, as cases arise,

according to truth and substance, without regard to

form. Congress cannot by any definition [of income]

it may adopt conclude the matter, since it cannot by

legislation alter the Constitution, from which alone

it derives its power to legislate, and within whose

limitations alone that power can be lawfully exercised.

For the present purpose we require only a clear defini-

tion of the term "income" . . . .

”Income may be defined as the gain derived from

capital, from labor, or from both combined," pro-

vided it be understood to include profit gained

through a sale or conversion of capital assets.

(Italics mine.fl)

  

In view of the fact that the majority opinion was based

on a S-to-4 vote, it was quite presumptuous of the Court to

set forth a general definition of income, which presumably

would rule out taxing all forms of unrealized (or non-convert—

ed) income. Justice Holmes rejected this narrow definition

21252 U. S. 207-8. The majority opinion went on to

state that income from prOperty is "not a gain accruing to

capital, not a growth or increment ofvalue in the investment,

but a gain, a profit, something of exchangeable value proceed-

ing from the prOperty, severed from the capital, however, in-

vested or employed, and comingyin, being "derived, ” that is,

received or drawn by the recipient (the taXpayer) for his

separate use, benefit, and disposal; that is income derived
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of income and stated in his dissenting opinion:

I think the word "incomes" in the 16th Amend-

ment should be read "in a sense most obvious to the

common understanding at the time Of its adoption". . . .

The known purpose of this Amendment was to get rid Of

'nice questions as to what might be direct taxes, and

I cannot doubt that most peOple not lawyers would

suppose when they voted for it that they put a ques-

tion like the present to rest. (at 220; Justice Day

concurred in this opinion).

The majority's Opinion that there must be some kind Of

conversion Of or severance from capital before a taXpayer

can be said to have received income does not necessarily

rule out taxing undistributed corporate income to shareholders.

Both partners and shareholders have capital interests in

business enterprises; also, in both partnerships and corpor-

ations, realization of income initially takes place at the

business level. The crux of the question is, therefore: at

what point does income realized at the corporate level be-

come realized at the shareholder level? On this point, the

majority Opinion dogmatically asserted the separateness of

the corporate entity: "A stockholder has no individual share

in accumulated profits, nor in any particular part Of the

assets of the corporation prior to dividend declaration."22

The most direct statement contained in the majority

Opinion with respect to partnership tax treatment reads:

 

from prOperty. Nothing else answers the description." (at

207)

22252 U. s. 219.
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We have no doubt Of the power or duty Of a court

to look through the form of the corporation and deter-

mine the question Of the stockholder's right, in order

to ascertain whether he has received income taxable by

Congress without apportionment. But, looking through

the form, we cannot disregard the essential truth dis-

closed; ignore the substantial difference between cor-

poration and stockholder; treat the entire organization

as unreal; look upon stockholders as partners, when they

are not such; treat them as having in equity a right to

a partition of the corporate assets, when they have

none; and indulge the fiction that they have received

and realized a share of the profits Of the company which

in truth they have neither received nor realized. We

must treat the corporation as a substantial entity

separate from the stockholder, not only because such is

the practical fact, but because it is only by recog-

nizing such separateness that any dividend—-even one

paid in money or property-~can be regarded as income Of

the stockholder. Did we regard corporation and stock-

holders as altogether identical, there would be no in-

come except as the corporation acquired it; and while

this would be taxable against the corporation as income

under appropriate provisions Of law, the individual

stockholders could not be separately and additionally

taxed with reSpect to their several shares even when

divided, since if there were entire identity between

them and the company they could not be regarded as re-

ceiving anything from it, any more than if one“s money

were to be removed from one pocket to another. (at 214).

The above statement is principally an argument pointing

out the inconsistency between (1) taxing corporations and

shareholders as separate entities and (2) taxing stock divi-

dends to shareholders, rather than an argument against taxing

all corporate income, whether distributed or not, to share-

holders. Nevertheless, it is easy to see how this and similar

statements cast considerable doubt on the constitutionality

of the mandatory partnership approach.23

 

23The majority opinion also stated that Pollock v.
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Justice Brandeis, in his dissenting Opinion, stated:

The stockholder's interest in the property Of the

corporation differs, not fundamentally but in form

only, from the interest of a partner in the property

of the firm. There is much authority for the pro-

position that, under our law, a partnership or joint

stock company is just as distinct and palpable an

entity in the idea Of the law, as distinguished from

the individuals composing it, as is a corporation.

NO reason appears why Congress, in legislating under

a grant Of power so comprehensive as that authorizing

the levy of an income tax, should be limited by the

particular view of the relation of the stockholder to

the corporation and its prOperty which may, in the

absence of legislation, have been taken by this court.

But we have no occasion to decide the question whether

Congress might have taxed to the stockholder his un-

divided share of the corporation's earnings. For

Congress has in this act limited the income tax to

that share of the stockholder in the earnings which

is, in effect, distributed by means Of the stock

dividend paid. (at 213; Justice Clark concurred in

this Opinion)

The majority of Justices appear to have exceeded the

subject matter limits Of the stock dividend issue by setting

forth a general (though extremely narrow) definition of tax-

able income and by enunciating certain basic principles per-

taining to the taxation of undistributed corporate income.

Nevertheless, the majority Opinion is now part Of tax law.

It is highly probable that if the constitutionality Of the

mandatory approach were decided on the basis Of the majority

 

Farmers Loan 5 Trust Co., 158 U. S. 601 (1895) overruled the

Supreme Court decision in Collector v. Hubbard, 79 U. S. 102

(1871), which upheld the constitutionality Of one Of the Civil

War Income Tax acts which taxed shareholders on their pro-

portionate shares Of undistributed corporate income on a

mandatory basis.
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opinion in the Macomber case alone, it would be considered

unconstitutional. However, as eXplained below, the impor-

tance Of the Macomber case has diminished somewhat since

1920.

Taxation Of Undistributed Corporate Income after Macomber

Mandatory taxation Of undistributed corporate income

to shareholders Of corporations improperly accumulating

earnings has never been restored since it was repealed in

1921. The penalty taxes imposed under the accumulated

earnings tax provision and under the personal holding com-

pany provision (first enacted in 1934) have, in general,

been more severe than the taxes that would be paid if share-

holders Of these corporations were taxed like partners.

Both of these provisions, under the current law, permit

the deduction Of certain consent dividends. However, the

consent dividends are still taxed at both the corporate

level and the shareholder leve1--the consent dividends

merely by-pass the penalty taxes.24

With respect to the constitutional issue, Subchapter

S is merely a broad extension Of the consent dividend ap-

proach. All of the shareholders must consent to the

election before it can be used. Consequently, the con-

stitutional issue has not been raised by this provision.

 

24I.R.C. (1954), sec. 565.
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Moreover, in the Congressional reports accompaning the

enactment of Subchapter S, nothing was said about constitu-

tionality, nor was any reason given for requiring all the

shareholders to consent to the election. The latter prob-

ably was made a part of Subchapter S to forestall all ques-

tions as to constitutionality and shareholder control over

income, with particular regard to minority shareholders.

Since 1920, only shareholders of (1) foreign personal

holding companies and (2) certain other controlled foreign

corporations have been taxed, on a mandatory basis, on their

proportionate shares of certain undistributed corporate in-

come.

Foreign personal holding companies. A special pro-

vision for foreign personal holding companies was enacted

in 1937 to curtail a flagrant tax avoidance practice. Prior

to 1937, U. S. citizens could transfer substantial sums Of

money to closely held corporations organized in foreign

countries with low income taxes and arrange to have these

corporations receive all or most Of their gross income from

foreign sources. Since The United States Government does

not have jurisdiction to tax income from foreign sources

paid to foreign corporations, the foreign-source income

received by these corporations was taxed only when, if ever,

it was distributed to U. S. citizens. With entity level

taxation Of foreign-source income ruled out, the U. S.
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Government attacked this problem with a modified, mandatory

partnership approach, as explained below.25

Under the rules contained in the current law (these

are substantially the same as those in the 1937 act), a cor-

portation which satisfies the following requirements is a

foreign personal holding company: (1) the corporation is

organized under laws of some foreign country; (2) sixty

percent or more of the company's gross income consists Of

foreign personal holding company income, which includes

most investment-type income and certain personal service

income; and (3) more than fifty percent of the value Of the

corporation's stock is owned directly or indirectly by not

more than five individuals who are citizens or residents Of

the United States. Foreign personal holding companies are

subject to the regular corporate income tax on income from

sources within the United States. In addition, each share-

holder in the United States must include in his taxable in-

come his proportionate share Of "undistributed foreign

personal holding company income,” which includes certain

foreign-source income.26

 

25See: U. S. Congress, Report Of the Joint Committee

on Tax Evasion and Avoidance, 75th Cong. lst sess. (1937).

26I.R.C. (1954), sec. 551—58.
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In Eder v. Commissioner (1943, 2d. Cir.), the Court

Of Appeals upheld the constitutionality Of the partnership

tax treatment accorded foreign personal holding companies

and stated:

The purpose Of Congress was to deal harshly with

"incorporated pocketbooks. . . ."

Interpreting the statute to bring about such a

consequence does not render the statute unconstitu-

tional; the Congressional purpose was valid and the

method Of taxation was a reasonable means to achieVe

the desired ends.27

The foreign personal holding company provision estab-

lishes little precedent for mandatory partnership tax treat-

ment for regular domestic business corporations for two

reasons: First, it is a well established principle in both

general law and tax law that the corporate entity may be

disregarded when it is used principally as a means Of cir-

Cumventing statutes or Obligations.28 All of the revenue

acts since 1913 have stated, in substance, that use of the

corporation as a mere holding or investment company consti-

tuted prima facie evidence of the intent to circumvent

higher personal income taxes at the shareholder level.

Taxing undistributed income to shareholders is merely one

 

27Eder v. Commissioner, 138 F. 2d 27, 31 AFTR 627 (2d

Cir. 1943).

28See: George E. Cleary, "The Corporate Entity in Tax

Cases,” Tax Law Review, I (October-November, 1945): Pp. 3-23.
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method of disregarding the corporate entity. Thus, there is

substantial precedent for according this type Of tax treat-

ment to personal holding companies, whether foreign or

domestic. On the other hand, there is no common character-

istic of closely held (regular, domestic business) corpora-

tions that Of itself suggests that these corporations are,

as a group, using the corporate form to circumvent any tax

law. Secondly, the jurisdictional problem associated with

taxing foreign corporations Obviously has nothing to do with

domestic corporations.

Controlled foreign corporations. In 1962, a provision

was enacted tO tax certain undistributed income Of controlled

foreign corporations to U. S. shareholders on a mandatory

basis. A controlled foreign corporation is one that is more

than 50 percent owned by shareholders who own 10 percent or

more of the stock Of the corporation. Only lO-percent share-

holders are taxed on their proportionate shares Of undistri-

buted personal holding company income and certain other

undistributed corporate income.29 The rationale for this

provision is essentially the same as that for foreign per-

sonal holding companies; the latter merely reaches the

undistributed income Of certain foreign corporations that

are not subject to the foreign personal holding company

 

29I.R.c. (1954), secs. 951-55.
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provision.

Since corporations whose gross income consists prin-

cipally Of proceeds from regular business activities may be

subject to the tax rules for controlled foreign corporations,

this provision provides a better precedent for mandatory

partnership tax treatment for domestic corporations than the

personal holding cOmpany provision. However, the jurisdic-

tional consideration is still present.

This writer has been unable to find a major court case

in which the constitutionality Of the provision for control-

led foreign corporations has been tested. This provision

has been in effect since 1963 and there are no immediate

prospects for its repeal.

In hearings before the House Ways and Means Committee

in 1962, the legal staffs of the Joint Committee on Internal

Revenue Taxation and the Treasury Department were asked to

prepare Opinions on the constitutionality of the proposed

provision. Relying principally upon (1) the fact that con-

trolled foreign corporations are not necessarily used for

tax avoidance purposes and (2) the principles set forth in

the Macomber case, the Chief Of Staff Of the Joint Committee

stated in substance that the mandatory approach would be un-

constitutional. On the other hand, the General Counsel of

the Treasury Department found that it would be constitutional.
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In supporting his Opinion, the General Counsel relied, in

large part, on (1) Eder v. Commissioner (above), (2) the

contention Of many legal scholars that the principles set

forth in the Macomber case have been substantially over-

ruled by subsequent Supreme Court decisions, and (3)

Helvering v. National Grocery Co., 304 U. S. 282 (1938).30

Court Decisions and Interpretations after Macomber

In contrast to the Macomber case, Helvering v. National

Grocery CO. is the most significant Supreme Court case indi-
 

cating that closely held corporations could be taxed like

partnerships, on a mandatory basis, without a constitutional

amendment. In this case, Kohl, the sole owner Of a chain

Of grocery stores, contested the constitutionality of the

accumulated earnings tax, which had been imposed upon his

group of corporations. The Court upheld the constitutionality

<3f the tax over a variety Of Objections presented on Kohl's

behalf .

The majority opinion (there were no dissenting Opinions),

Presented by Justice Brandeis stated, in part:

30U. S. House, Hearings before the Committee on Ways

and Means on the'Presiuent's 1961 Tax Recommendations, 87th

c:Ong., lst sess., 1961:, Vol. 1., pp. 311-22.
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If the business had been carried on by Kohl in-

dividually all the year's profits would have been

taxable tO him. If, having a partner, the business

had been carried on as a partnership, all the year's

profits would have been taxable to the partners in-

dividually, although these had been retained by the

partnership undistributed. . . . Kohl, the sole owner

Of the business, could not, by conducting it as a

corporation, prevent Congress, if it choose to do so,

from laying on him individually the tax on the year's

profits." (at 288). (Italics mine.)

With respect to the constitutionality Of taxing undis-

tributed corporate income to shareholders on a mandatory

basis, one eminent tax attorney has observed: "In view

of the statement in the National Grocery Company Opinion . .

. , the constitutional spectre may be considered embalmed."31

Many'other legal scholars are Of the same Opinion. Cer-

tainly, the statement would seem to be as important as the

majority OpiniOn'in”the Macomber case.
 

In the NatiOnal Grocery case, a question was raised as

to the validity Of taxing minority stockholders on their

shares Of undistributed corporate income, since such stock-

holders presumably have little control over dividend policy.

The Court refused to rule on this point, stating that in the

case at hand there were no minority shareholders. (at 290).

The problem Of minority shareholders would seem tO be in-

significant for several reasons: First, it could be

 

31 . .

Rudick, Op. c1t., p. 218.
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contended that stock is acquired with its burdens.32 Second-

ly, on practical grounds, it could be contended that a

prospective shareholder would have to be financially ignor-

ant to buy a minority interest in a closely held corporation

without some kind of understanding as to corporate income

distributions. Moreover, probably over ninety percent Of

minority shareholders Of closely held corporations are re-

latives of majority shareholders, or close business associ-

ates, Or wealthy investors who supply a substantial portion

of corporate capital--none of whom could reasonably be con-

sidered outsiders. Also, if the minority control question

is going to be pursued, then the same question must also be

asked about junior members of partnerships, who, in many

cases, have little effective control over the undistributed

income taxed to them.

Since the Macomber case, the Supreme Court has con-

sistently refrained from formulating a new overall definition

of income for.the purpose Of determining whether various items

should be considered taxable income within the meaning Of the

Sixteenth Amendment. Instead, the Court has adapted a case-

by-case approach and has sought to limit the effects of its

33
decisions to the particular items in question. The lack Of

 

32United States v. Phellis, 257 U. S. 171 (1921).

33Leslie M. Rapp, "Some Recent Developments in the Con-

cept Of Taxable Income," Tax Law Review, II (May, 1956), p. 330.
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an overall definition Of income tO replace the Macomber

definition is certainly one of the reasons this case has re-

mained a basic source of tax law.

The following are a few of the cases in which the

Supreme Court has refused to be restricted by the principles

set forth in the Macomber case: (1) Helvering v. Bruun, 309
 

U. S. 461 (l940)--dealt with the taxation of leasehold im-

provements to lessor on forfeiture of lease. The court ex-

plained that the definition Of income used in the Macomber

case was adopted to clarify the distinction between an or-

dinary dividend and a stock dividend and went on to state

that is was ”not necessary to the recognition of taxable gain

that the taxpayer should be able to sever the gain from the

capital” (at 469). (2) Commissioner v. Glenshaw Glass Co.,

348 U. S. 426 (l955)--pertained to the taxation of amounts

received as punitive damages. The Court stated that the

Macomber case "was not meant to provide a touchstone to all

future gross income questions” (at 431). (3) Helvering v.
 

Griffiths, 318 U. S. 371 (l943)--dealt with stock dividends.

Justice Douglas stated in a dissenting Opinion:

The notion that there can be no "income” to the

shareholders . . . within the meaning Of the 16th

amendment unless the gain is ”severed from" capital

and made available to the recipient for his "separate

use, benefit, and disposal" . . . will not stand

analysis. (at 381).

Informed legal opinion is divided with respect to the
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current importance of the principles set forth in the

Macomber case. Some respected tax attorneys have referred

to these principles in recent years as though they are as

valid today as they were in 1920; e.g., ”We believe that

the Supreme COurt has in no post-Eisner v. Macomber case

indicated the slightest relaxation in the rule that reali-

zation is necessary before there can be taxable income."34

Many others hold that, in view of subsequent Supreme Court

cases, "Eisner v. Macomber has been whittled down until
 

about all that remains is the rule that a dividend in common

stock on common stock is constitutionally exempt."35 With

respect to this remnant, the General Counsel Of the Treasury

has stated: "There is . . . a very substantial body Of

Opinion that, if faced with the same facts again, the Court

would overrule the 1920 decision."35

 

34Edward T. Roehner and Sheila M. Roehner, "Realization

Administrative Convenience or Constitutional Requirement2,"

Tax Law Review, VIII (1952-53), p. 174.

35Rudick, Op. cit., p. 210. See also: Rapp, op. cit.,

pp. 329-72.

36Hearings on the President's 1961 Tax Recommendations,

Op. cit., p. 316. See also the General Counsel's Opinion on

the Constitutionality Of the President's 1963 recommendation

to tax capital gains from prOperty transferred by donation

or death in hearings on the President's 1963 Tax Message, 9p.

git.) PP. 592-98.
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Conclusions
 

Although the issue has never been tested directly in

a major court case, it appears that closely held corporations

could be taxed like partnerships, on a mandatory basis, with-

out a constitutional amendment. There is, however, little,

if any, doubt that passage Of a tax law providing for manda-

tory partnership tax treatment would be followed almost

immediately by a major Supreme Court case to determine its

consitutionality. Counsel for the taxpayer would base his

position principally on the Macomber case. The Treasury

Department, on the other hand, probably would base its

position principally on the National Grocery case. The de-

cision rendered by the Supreme Court would be more important

than those rendered in the Macomber and National Grocery
 

cases combined, with respect to establishing a precedent for

treating the corporate entity, for tax purposes, as Congress

chooses.



CHAPTER VI

THE MANDATORY SYSTEM: CLASSIFICATION OF CORPORATIONS

AND ECONOMIC AND RELATED CONSIDERATIONS

This chapter examines major issues and problems related

to: (1) the selection Of corporations to be included in the

mandatory partnership tax system and (2) economic aspects of

taxing closely held corporations like partnerships.

Corporations To Be Included in the

Mandatory System
 

Approaches to the Classification Problem

One Of the most difficult problems involved in design-

ing a mandatory partnership tax system is the selection Of

criteria for purposes Of determining which corporations

should be taxed like partnerships. Two overlapping, but

basically different approaches to this problem seem appro-

priate: (1) Financial size: Only small corporations could

be taxed like partnerships. This would result in large

corporations (which comprise the bulk of the big business

pOpulation) being taxed under the corporate method and

small businesses under the individual method. (2) Pattern

of ownership and control: Only those corporations whose

pattern Of ownership and control resembles that Of

136
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unincorporated business enterprises could be taxed like

partnerships. The latter approach would result in privately

held business enterprises, whether incorporated or unincor-

porated, being taxed under the individual method and pub-

licly held business enterprises (corporations) being taxed

under the corporate method.

Financial size. Discussions of corporate income taxa-
 

tion and business income taxation, in general, almost always

involve considerations of big business versus small business.

Most of the activity in this area revolves around searching

for rationales for imposing lighter taxes on small business-

es and heavier taxes on large businesses (corporations).

Proponents Of reduced taxes for small businesses frequently

refer to the capital-raising problems, high failure rate,

and other disadvantages of small businesses, which presum-‘

able are forced to compete with large, established business-

es. The same advocates Of small business interests are also

quick to Offer reasons for taxing big businesses (corpora-

tions) more heavily. The latter rationales include higher

taxes: (1) to discourage economic concentration, with big

business viewed as the spawner Of all monopolistic business

activities; (2) to tax big businesses more heavily for the

Special advantages they enjoy (access to national capital

markets, etc.); and (3) to tax big businesses more heavily

in recognition of their greater ability tO pay taxes
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(business ability to pay is frequently referred to indir—

ectly in Congressional hearings, but never defined). Most

Of these arguments are grounded more in politics than in

economics.

Use Of financial size as a basis for discriminating

among groups Of corporations for purposes of the partner-

ship tax system would appear to be undesirable for three

reasons:

1. There is no widely accepted rationale, theory,

or justification for taxing businesses according to their

financial size. Any acceptable theory Of, or approach to,

taxing businesses on the basis of financial size would re-

quire a delineation Of the prOperties of big and small

businesses (however defined) which warrant separate ap-

proaches to taxing the two groups. PrOperties such as

control over factor or output markets, access to national

capital markets, and other substantive differences between

the two groups would be extremely difficult to define and)

work into a theory Of taxation.

2. It would be very difficult to group corporations

(in a non-arbitrary manner) according to criteria such as

total assets, net income, or gross receipts because the

sizes of corporations vary considerably among industries.

Establishing size criteria for each industry would be too

complicated from an administrative standpoint, especially
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since many corporations have highly diversified activities.

In addition, the existence Of numerous medium-sized corpor-

ations, as shown in Table 2 (next page), would make the

process Of classifyingccorporations into big businesses and

small businesses highly arbitrary.

3. If financial size were used as the main criterion

for including corporations in the mandatory system, the pat-

tern Of corporate ownership and control would still have to

be used as a secondary criterion.‘ For example, if it were

decided that all corporations with assets Of less than $3

million would be taxed like partnerships, publicly held

corporations with assets Of less than this amount would

have to be excluded from the partnership system for the

reasons discussed below. As shown in Table 3, some public-

ly held corporations have assets that would satisfy any

reasonable asset criterion (or other criterion) Of a small

business.

Pattern Of ownership and control. The most reason-

able and practicable approach to determining which corpora-

tions should be taxed like partnerships is on the basis Of

ownership and control. Discriminating among groups of

corporations on this basis is supported by the following:

1. It is the peculiar pattern Of ownership and con-

trol in publicly held corporations--i.e., the separation
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TABLE 2

NUMBER OF CORPORATIONS BY SIZE OF TOTAL

ASSETS IN 1961a AND 1963b

 

 

   

 

 

 

 

 

 

 

Size Of

Total Assets 1961 1963

NO. Of NO. of

Corpor- Percent Corpor- Percent

Small ations of total ations Of Total

Under $50,000 506,738 42.6 575,319 43.3

$50,000 under

$100,000 206,039 17.3 221,887 16.8

$100,000 under

$500,000 350,650 29.5 385,672 29.2

$500,000 under

$1,000,000 58,065 4.9 64,950 4.9

Total 1,121,492 94.3 1,245,828 94.2

Medium Sized

$1,000,000 under

$2,500,000 34,967 2.9 39,768 3.0

$2,500,000 under

$5,000,000 14,295 1.2 16,003 1.2

$5,000,000 under

$10,000,000 _§,564 .7 9,289 .7

Total 57,826 4.8 35.060 4.9

Large

$10,000,000 under

$25,000,000 6,105 .5 6,115 .5

$25,000,000 under

$100,000,000 3,435 .3 3,925 .3

$100,000,000 and .

over 1,428 .1 1,659 .1

Total 10,968 .9 12,299 .9

Total, all

sizes 1,190,286 100.0 1,323,187 100.0

“‘3

 

Source: U. S. Treasury Department, Internal Revenue

Service, Statistics Of Income, 1961-62, Corporation Income

Tax Returns, with accounting periods ended July 1961-June

1962 (Washington, D. C.: Government Printing Office, 1965),

p. 40.
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TABLE 2 (Cont'd.)

bSource: U. 8. Treasury Department, Internal Revenue

Service, Statistics of Income, 1963, Corporation Income Tax

Returns with accounting periods ended July 1963 - June 1964

(Washington, D. C.: Government Printing Office, 1968), p. 69.

TABLE 3

RANGE OF TOTAL ASSETS AND NUMBER OF SHAREHOLDERS

OF CENTRAL Two-THIRDS OF CORPORATIONS WHOSE

STOCK WAS LISTED ON EXCHANGES OR TRADED

OVER-THE-COUNTER AT THE END OF 1961a
 

 

  

 

Total Assets Number

($millions)b Of Shareholders

Exchange ng_ High Lg!_ High

New York Stock Ex-

change 26.0 440.0 3,310 28,605

American Stock Ex-

change 3.1 24.6 840 5,200

Major Regional

Exchanges 2.0 30.1 333 3,082

Over-the-Counterc .6 36.2 498 3,961

  

aSource: Securities and Exchange Commission, Report

of the Special Study of Securities Markets Of the Securities

and Exchange Commission (Washington, D. C.: Government Print-

ing Office, 1963), Part 2, Table VIII-5, p. 967.

bThe range presented includes the central 2/3 of cor-

porations in each category; that is, in each category 1/6

Of the corporations had less than the low figure and 1/6 had

more than the high figure. This procedure excludes extremes,

which are somewhat misleading.

c Includes only corporations whose stock was actively

traded at the end Of 1961. Actively-traded was defined as

stocks on which 4 or more dealers had entered both "bid” and

”Offer” quotations in the National Quotation Bureau's monthly

Stock Summary of January 1962.
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of ownership and control, large number Of shareholders,

high shareholder turnover rate, and multiple Classes of

stock--that makes the partnership method of integration un-

feasible and undesirable for taxing publicly held corpora-

tions. No other substantive aspect Of publicly held

corporations, including the massive financial size Of some

of these corporations, precludes taxing all the income Of

these enterprises directly to their shareholders.

2. Discriminating among corporations in terms of

ownership and control is based upon recognition that per-

sons (business owners), not business enterprises, are the

focal point.for attempting to distribute tax burden in an

equitable manner. The nature Of the relationship Of owners

to the business owned -- in particular, whether or not the

owners can control the diSposition (to themselves) of income

realized at the business entity level -- should be the main

determinant of which corporations and shareholders should be

taxed under the partnership method of integration.

3. There is a basic discontinuity in the distribution

Of corporations according to ownership and control that

facilitates the combining Of corporations into non-arbitrary

groups. This discontinuity (class in which there are few

corporations) consists of the semi-public range Of corpora-

tions. As explained in the following section, corporations,
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as a general rule, attempt to avoid having between 25 and

300 shareholders (the semi-public range). This discontinu-

ity, in general, holds for corporations in all industries.

The lack of a similar discontinuity in the financial-size

distribution Of corporations is one Of the principal reasons

financial-size would provide a poor approach to grouping

corporations for the mandatory partnership system.

TO provide perspective for the selection Of corpora-

tions to be included in the partnership system, it is de-

sirable to begin with an overview Of the number and features

Of corporations according to their pattern of ownership.

Corporations: Publicly held and Privately held
 

Published statistics on closely held (private) cor-

porations are extremely limited, as compared with those on

publicly held corporations. The interests of numerous in-

vestors, securities dealers, and the Securities and Exchange

Commission assure a continuous flow Of statistical data on

publicly held corporations. On the other hand, the absence

of these factors, coupled with the confidential manner in

which the affairs Of many closely held corporations are

handled, accounts for the dearth of statistics on closely

held corporations. Nevertheless, by combining the various

data that are available, a fairly good impression Of the

overall distribution of corporations by number of
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shareholders and shareholder control can be Obtained.

Publicly held corporations. With reSpect to defining

a publicly held corporation, a recent Securities and Exchange

Commission study notes:

. . at above the BOO-shareholder level trading

activity, as measured by transfers and dealers

interest, becomes significant for a majority of

issues affected. It is clear also that under any

definition Of "public" for purposes of protections

of the securities laws, a company with 300 or more

shareholders of record is to be deemed public.1

The BOO-shareholder level provides a convenient cut-

off for designating publicly held corporations. In 1963,

approximately 7,800 corporations in the United States had

300 or more shareholders. Approximately 2,400 of these cor-

porations had stock that was listed on a national or

regional stock exchange; the other 5,400 corporations had

stock that was traded over-the-counter.2

The total number of publicly held corporations has been

growing at a fairly slow rate. From 1950 to 1966, the

number of stocks listed on a national or regional stock ex-

change increased by only 101, as shown in Table 4. The

 

_ 1Securities and Exchange Commission, Report Of Special

gtgdy of Securities Markets Of the Securities and Exchange

Commission (Washington, D. C.: Government Printing Office,

1963), Part 3, p. 34.

2Thirtieth Annual Report, Securities and Exchange

Commission, 1964 (Washington, D. C.: Government Printing

Office, 1965), pp. 46, 55.
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TABLE 4

NET NUMBER OF STOCKS ON EXCHANGES

FOR SELECTED YEARSa

W

New York American Regional Total on

Year, as Stock Stock Stock Stock

 

    

of June 30 Exchangeb Exchange Exchanges Exchangesc

1950 1,484 779 775 3,038

1955 1,543 815 686 3,044

1960 1,532 931 555 3,018

1961 1,546 977 519 3,042

1962 1,565 1,033 493 3,091

1963 1,579 1,025 476 3,080

1964 1,613 1,023 463 3,099

1965 1,627 1,044 440 3,111

1966 1,656 1,054 429 3,139

aSource: Thigtyrsecond Annual Report, Securities and

Exchange Commission,Al966, (Washington, D. C.: Government

Printing Office, 1967), p. 43.

bThere is no duplication of listings between the New

York Stock Exchange and the American Stock Exchange; stocks

listed on one of these exchanges and also on one or more Of

the regional exchanges are shown as listed only on the New

York or American Stock Exchange in this table.

cThe number of corporations whose stock was listed on

one Of the exchanges was slightly lower than the number of

stocks shown because some corporations had more than one

class of stock listed. The 3,091 stocks shown for 1962 were

issued by 2,390 corporations; similarly, the 3,139 stocks

in 1966 were issued by 2,578 corporations. The number Of

corporations in each category is equal to roughly 5/6 of the

number of stocks shown.
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Securities and Exchange Commission has estimated that there

were approximately 5,500 corporations in 19613 and 5,400 in

19544 (with 300 or more shareholders) whose stock was traded

over-the-counter. The slow growth in the number Of publicly

held corporations and the relatively small number Of these

corporations would facilitate the grouping Of these corpora-

tions for purposes of the partnership system.

Semijpublic corporations. Corporations with between

25 and 300 shareholders are, in the main, semi-public in

terms Of ownership and control. The distribution Of stOCk

among numerous shareholders is similar to that Of publicly

held corporations. On the other hand, a large percentage of

the stock Of such corporations is usually held by a few

individuals (the founders), which make the control factor

similar to that Of privately held corporations.

Many, if not most, corporations in the 25-300 share-

holder range have attempted, but failed, to successfully

issue their stock to the public. As noted in the SEC study

above, 300 is usually the minimum number of shareholders

required to maintain an active market for a given stock.

 

3Report Of the Special Study of the Securities

Markets, Op. cit., Part 3, Chapter IX, p. 31.
 

4Thirtieth Annual Report, Securities and Exchange

ngmission, 1964, op. cit., p.55.
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Underwriters handling initial public issues Of stock usually

attempt to distribute the stock among at least 500 persons.5

The owner-managers Of corporations with 25-300 shareholders

are likely to find themselves with all the disadvantages Of

public ownership (SEC reporting requirements, discontented

minority shareholders) and few Of the advantages (in particu-

lar, an active market for their stock). Similarly, share-

holders Of corporations in the 25-300 shareholder range are

likely to find it difficult to dispose Of their stock at a

favorable price. For these reasons, the 25-300 shareholder

range is usually considered undesirable.

It is difficult to estimate the number of corporations

that have between 25 and 300 shareholders. As noted in the

Special Study: ”It is known that many companies having

“public" shareholders (outside investors) are not actively

traded or else are not quoted by any dealer. For this cate-

gory Of companies reliable statistics are not available."6

The Special Study goes on to state that estimates made

by various individuals have placed the number of corporations

 

sSalomon J. Fink, Equity Financingomeall Manu-

facturing Companies in New Jersey (Trenton: New Jersey

Department of Conservation and Economic DevelOpment, 1962),

p. 67.

6Report of the Special Study of the Securities Markets,

op. cit., Part 3, Chapter IX, p. 32.
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in the 25—300 shareholder range at two to three times (2-1/2

is used below) the number whose stock is quoted over-the-

counter.7 According to the findings of the Special Study,

at the end of 1961, 3,047 over—the-counter companies had

between 25 and 300 shareholders;8 2-1/2 times this figure

yields a revised estimate Of 7,618 corporations (less than

1 percent Of the corporate pOpulation; see Table 2).

Closely held (private) corporations. Twenty-five

shareholders represents about the outside limit Of stock

distribution for privately held corporations. The typical

stock ownership pattern in privately held corporations

consists Of one to three owner-managers (and their wives and

children in many cases) owning all the corporation's stock.

The vast majority Of all closely held corporations appear

to be owned in this manner. When the stock of a closely

held corporation is distributed outside of the immediate

families of owner-managers, it is usually distributed to

one or a few Of the following: relatives, key employees,

and local investors. Local investors who are not close

friends or business associates Of owner-managers usually

demand some share Of control over corporate Operations tO

 

71bid.
 

81bid., p. 31.
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protect their investments (for example, by being appointed

to the board of directors).' Outside investors who have

little or no effective control over corporate policies are

rare among stockholders Of privately held corporations.

Corporations owned in the.manner described above are, in

substance, prOprietorships or-partnerships attired as cor-

porations.

Evidence-that substantially all2corporations which

(1) were not included in the above estimates and (2) were

not subsidiaries of those corporations had fewer than 26

shareholders is largely presumptive. There is no way to

prove this point one way or another because there is no

federal, state, or private agency that attempts to keep

track of the number of shareholders Of'corporations which

do not attempt to distribute their stock tO the public.

There is, however, substantial evidence to support the

conclusion that over 95 percent Of all'corporations (ex-

cluding.subsidiaries)mare.family—owned or.privately held

corporations.

The principal evidence consists:Offthe'combination

of two sets Of data:. (l).statistics*showing that bulk

Of the corporate population is composed of small corpora-

tions and (2) studies showing how small'corporations are

financed. In addition, a few statistics on the number Of

shareholders Of small corporations have been compiled.
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The studies-of small business financing reviewed

below used various criteria Of ”small_business"for deter-

mining which corporations would be included in the studies.

In general, these criteria included corporations with assets

Of less than $2.5.million (up to $5 million for manufac-

turing concerns); “subsidiaries Of large, publicly held

corporations were excluded. vSince 97 percent of corpora-

tions.had assets totaling less than $2.5 million in 1963

(94 percent had less than $1 million), the findings Of these

studies relate to the bulk Of the corporate population.

(See Table thor a complete breakdown of corporations by

size Of assets).

A study Of small business financing was conducted in

South Dakota in 1959-60. Firms in all industries were in-

cluded in this study. Of the 40 corporations included in

the sample of firms surveyed, one corporation was not owned

by the few persons actively engaged in the management Of

9
the corporation. The study explains the limited ownership

pattern as follows:

The sources Of equity capital to the firms

contacted were limited almost entirely to a pros

‘prietor's savings, and in the case Of a corpora-

‘tion, the.sale of common stock to a few

 

9Charles N. Kaufman, Financing Sma11.BusinesS in South

Dakota (Vermillion:“ State University Of South Dakota, 1960),

pp. 15, 59.
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individuals-- Almost invariably thenfunds used to

'purchase*common'stockuwereractnally‘the'prOprietor's

savings also. 2

Practically all.Of.the;corporations were small,

closely held ventures.' With the exception of one

firm, none had considered Obtaining funds from the

general capital market as most owners felt the

worst years were*behind them and that the return

on their investment would be substantial. These

firms also were actually tOO small to Obtain funds

from the capital market.1

Other studies of small business financing reflect a

similar dual pattern which tends to limit the distribution

Of stock in small corporations to owner-managers and their

Close associates.11 First, the vast majority Of the owner-

managers of small:corporations have no desire to Obtain

outside equity capital, which usually requires: (1) a

generous sharing of control and potential gains; (2) an

accounting to outsiders for the personal activities (sal-

aries, expense accounts, etc.) Of owner-managers, and (3)

reduction in the freedom Of owner-managers to control cor-

porate income and dividend policy for tax purposes.

Secondly, the typical outside investor is not interested

in investing in a small corporation that has slow but

steady growth potential. As indicated in the following

 

1°Ibid., p. 79.

11See also: Deane Carson, The Effect Of Tight Money

on Small Business Financing, (Providence, Rhode Island:

Brown University,.l963)p Pp. 118-21.
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studies, the typical investor in a small corporation wants

a fast, large, one-shot capital gain, which comparatively

few small corporations can Offer:

The Odds are stacked against successful out-

side investment in small service enterprises.

Badly managed, these enterprises can dissipate the

capital invested in them. Well managed, the owners

may earn reSpectable livings and good returns on

their investments. The earnings, however, are sel-

dom large enough to attract outside funds, even

under Optimum conditions... . . The respondents

encountered in these interviews tended to be in-

terested in unusual business ventures - "special

situations".12

It is ironic that the firms most successful

in making Offerings to the public in the two years

past have been speculative ventures without any

Operating history. The get-rich-quick segment Of

the public appears to cherish dreams of huge success

in preference to more modest gain in firms with

demonstrated fair performance. (Italics mine.)

 

  

In addition to the above factors, the cost Of Obtain-

ing capital from an initial issue Of a small amount Of stock

to the general public is likely to be the mOst expensive form

Of financing available to a small corporation, especially

when a corporation uses the services of an underwriter.' One

study of corporations floating new common stock issues of

less than $300,000 found that underwriting and related

 

126. T. Brown, et a1., "Availability and Cost of Ex-

ternal Equity Capital for Small Business Ventures,” Federal

ReServe System, Financipg Small Business (Washington, D. C.:

Government Printing Office, 1958), p. 526.

13Harold W. Stevenson, Equity and Long-term Financigg

for Small Manufacturing_Firms in Minnesota (Minneapolis:

University Of Minnesota, 1962), p. 47.
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floatation costs typically amounted to 18 to 30 percent Of

the issue price. In addition, the underwriters handling

these issues demanded and received generous stock Options.14

On the other hand, some small corporations have been able

to privately place their stock with outside investors and

avoid high costs of floatation. In any event, the trans-

formation Of a family-owned or privately held corporation

into a public or semi-public corporation (say one with be-

tween 25 and 300 shareholders) is quite a step--one few

owner-managers of small corporations are willing or able

to take.

With reSpect to an actual count Of the number Of

shareholders, a survey Of small manufacturing firms in

Minnesota disclosed the following: average number Of

shareholders per firm, 5 (2.5 Of whom are in management);

average largest concentration of stock ownership by a

single shareholder per firm, 64 percent (range 30 to 100

percent); shareholders other than the tOp stockholder,

relatives (in 14 corporations), employees (in 5 corpora-

tions), and one to a few local investors (in 4 corpora-

tions). Completed questionnaires were received from 25

corporations; 79 corporations selected as the sample,

 

l4Fink, op. cit., pp. 82-83.
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were mailed questionnaires.ls Among small corporations

in all industries, manufacturing firms tend to be the most

widely held because their need for capital is the greatest.

In 1963, there were 139,112 Subchapter S corporations;

these corporations were owned by an average Of 2.8 share-

holders per firm.16 Since a Subchapter S corporation is

permitted to have a maximum of 10 shareholders, the low

average of 2.8 provides further evidence that closely held

corporations are owned and managed like proprietorships

and partnerships. In 1964, there were 922,160 partnerships;

these firms were owned by an average Of 2.9 partners per

firm; 70,830 partnerships had 5 or more partners.17

Privately held corporations are, Of course, not

necessarily small businesses. In a study Of 55 multiple

corporation cases prepared by the Treasury Department, it

was reported that 21 Of these corporate groups were wholly

owned by either one family or 5 or fewer individuals; four

of the corporate groups were wholly owned by 1 individual.

 

15Stevenson, op. cit., pp. 9, 66.

16§§g§i§3i9§_gflncome, 1963, Corporation Income Tax

Returns, op. cit., p. 256. '

17U. S. Treasury Department, Internal Revenue Service,

Statistics Of Income, 1964, U. S. Business Tax Returns, with

accounting periods ended July 1964 - jfifie 1965, (Washington,

D. C.: Government Printing Office, 1967), p. 87.
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The combined taxable income Of each Of the 21 corporate

groups was typically in the $100,000 tO $500,000 range.

One chain of restaurants (51 separate corporations) was

wholly owned by one family; the combined taxable income

Of this chain amounted to $8.1 million in 1963. Another

Chain of restaurants (26 corporations) was wholly owned by

one individual and had taxable income Of $.5rmillion.18

Obviously, these examples are somewhat extreme, but they

serve to indicate the financial-size range of privately

held corporations and how closely held these corporations

tend to be.

To summarize the preceding statistics, it appears

that in 1963 there were approximately 7,800 corporations

with 300 or more shareholders, and 7,600 corporations with

between 25 and 300 shareholders. The combined number of

these publicly held and semi-publicly held corporations

(15,400) comprised less than 2 percent Of the 1.3 million

corporations in 1963. Excluding subsidiaries Of these

corporations, substantially all Of the other 98 percent Of

the corporate population appears to have consisted Of

family-owned or privately held corporations, the vast

majority of which were owned by fewer than 10 shareholders.

 

18President's 1963 Tax Message, 9p. cit., Part 2,

pp. 165~179.
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There are no indications that there have been any sub-

stantial changes in the composition of the corporate popu-

lation, as between publicly and privately owned, since

1963.

SelectiOn Of Corporations

Assuming the mandatory approach is to be adopted, the

principal group Of corporations to which the partnership

tax method should be applied consists of those with fewer

than 25 or 30 shareholders; unity of ownership and control

is virtually assured in these corporations. As indicated

above, an inclusion criterion Of 25 or 30 shareholders

probably would include over 95 percent Of the corporate

pOpulatiOn. The vast majority Of corporations included

in the mandatory system would have fewer than 10 share-

holders.

The advantages Of the corporate tax method would, of

course, entice many owner-managers Of closely held corpOra-

tions to seek to aVOid having their corporations included

in the mandatory system. Consequently, a simple rule such

as all corporations with fewer than 26 shareholders will be

taxed like partnerships would be inadequate. Those owner-

managers who prefer to avoid the system could simply trans-

fer (give, if necessary) one or a few shares Of stock to

each Of 26 or more persons.
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To avoid having such simple plays defeat the purpose

of the mandatory system, it would be necessary to establish

a set of attribution (effective ownership) rules. Rules

such as the following would appear apprOpriate: all cor-

porations with voting stock more than 85 percent Of which

is owned by not over 20 persons (counting the members Of

the immediate family as one person) would be included in

the mandatory system. Also, in applying the 85-percent

test, stock owned by partnerships, trusts, or other cor-

porations controlled by such persons would be considered

as owned directly by the persons owning the partnerships,

trusts, or corporations in proportion to their interests

in these enterprises. The income (whether distributed or

not) of corporations falling within the 20-shareholder

limit would be allocated directly to the shareholders

(whether these shareholders by natural persons, estates,

trusts, partnerships, or other corporations) and taxed ‘

according to the tax status of the shareholders. Several

sets Of stock attribution rules similar to this set are

presently contained in the Code.19

 

19For an overview Of attribution rules, see: Thomas

J. Reilly, "An approach to the Simplification and Standardi-

zation Of the Concepts 'The Family,‘ 'Related Parties,‘

'Control,‘ and 'Attribution Of Ownership,'" Tax Law Review,

XV (March, 1960), pp. 253-82.
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Attribution rules such as the above would be diffi—

cult to avoid without converting a privately held corpora-

tion into a semi-public or public corporation. As explained

in the preceding section, there are several significant

personal and economic factors that would deter the vast

majority Of owner-managers of private corporations from

going public (or semi-public) just tO avoid the mandatory

partnership system. Private corporations which go public

would, of course, be excluded from the partnership system.

A gOOd case could be made for including in the manda-

tory system many corporations whose pattern of ownership

is semi-public (namely those with between 25 and 300 share-

holders). Most corporations in this range are Closely

controlled by a few individuals who own a substantial per-

centage of the corporation's stock. There are, however,

two other considerations which suggest that these corpora-

tions should not be included. First, partnership tax rules

that are satisfactory (compliance-wise) for corporations

with fewer than 25 or 30 shareholders may be quite burden-

some for those with 100 or 200 shareholders (this point

will become apparent in the next chapter). If, as the

statistics in the preceding sections indicate, over 95

percent of corporations have fewer than 25 or 30 share-

holders, it would seem imprudent to radically simplify the
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rules to be used just to include a few thousand addition-

al corporations. Secondly, if the partnership method were

applied to corporations with between 100 and 300 share-

holders, numerous minority shareholders who have little

control over corporate dividend policy would be taxed on

their shares of undistributed corporate income. The latter

is one Of the principal reasons that the partnership tax

method is unsatisfactory for publicly held corporations.

Probably the best way to handle corporations which

(1) have fewer than 300 shareholders and (2) are not in-

cluded in the mandatory system would be to give them the

Option to be taxed like partnerships, with the consent of

two-thirds (or some other suitable percentage) Of the

shareholders required to exercise the Option. Giving an

Option to these corporations at the margin Of the manda-

tory system would also serve to reduce the pressure involved

in setting specific inclusion criteria for the mandatory

system.

Corporations with 300 or more shareholders should be

taxed under the regular corporate tax system. All the

reasons for not applying the partnership method of inte-

gration to publicly held corporations with thousands of

shareholders apply to those with several hundred share-

holders.

Multiple corporations. The use Of multiple
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corporations is another problem that must be dealt with in

determining which corporations should be included in the

mandatory system. Controlled groups of corporations fall

into two basic groups: (1) parent-subsidiary groups, with

the parent corporation owning all or most of the stock Of

each Of two or more subsidiaries and (2) brother-sister

groups, with one or‘a few noncorporate shareholders owning

all or most Of the stock Of each Of two or more corporations.

Pattern (l) is the approach used by the vast majority Of

publicly owned corporate groups. Pattern (l) or (2) may be

used by privately owned corporate groups. Examples of

actual multiple corporate cases are given in the following

  

 

table:

TABLE 5

EXAMPLES OF ACTUAL MULTIPLE

CORPORATIONS CASESa

Nature Of Business Pattern Of Ownership

Privately Owned Gropps

1. Retail sale OfwaOd 12 brother sister corpora-

products. tions; each wholly owned by

one family.

2. Wholesale sale Of 19 brother-sister corpora-

beverage and food in one tions; each wholly owned by

one family.
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TABLE 5 (Cont'd.)

Own and Operate

apartment buildings.

Fleet of taxicabs in

one city.

Retail furniture stores

in several cities.

Milling; storage and

sale of grain, feed

and seed; wholesale

drugs and other Operations.

Development and lease

of real estate in connec-

tion with apartment

houses and shopping

centers.

Buying and developing

unimproved real estate in

connection with the build-

ing Of a community Of

houses.

Clothing concessions in

shOpping centers.

Finance business.

22 brother-sister corpora-

tions. Each apartment it

incorporated. Each corpora-

tion is wholly owned by one

individual.

50 parent-subsidiary corpo-

rations. Parent is wholly

owned by one individual.

Subsidiaries are wholly-

Owned by the parent.

23 brother-sister corpora-

tions. Each corporation is

wholly owned by two individ-

uals.

42 corporations. 37 brother-

sister corporations are

wholly owned by one family.

5 subsidiaries are wholly

owned by several Of the

brother-sister corporations.

69 brother-sister corporations.

Each corporation is wholly-

Owned by one family.

15 brother-sister corpora-

tions; each corporation

is wholly owned by three

individuals.

16 brother-sister corpora-

tions; each corporation is

wholly owned by two related

stockholders.

10 brother-sister corpora-

tions; each corporation

is wholly owned by three

individuals.
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TABLE 5 (Cont'd.)

Publicly Owned Groups
 

11. Operation of.510 stores 56 parent-subsidiary corpor-

in ten states. In. ations. 'Parent is publicly

addition,.Operations owned. “Subsidiaries are

include feeder-plants to wholly owned by parent.

produce many food pro-

ducts.

12. Beverages, subsidiary l4 parent subsidiary corpor-

companies distribute' ations. Parent is publicly

parent company's owned. Subsidiaries are

product's .Owned by parent.

13. Beauty salons located 250 parent-subsidiary corpor-

throughout.the United. -ations. Parent is publicly

States. ' owned. “Subsidiaries are

wholly owned by parent.

14. Finance buSiness. 137 parent-subsidiary corpor-

ations. Parent is publicly

owned. Subsidiaries are

wholly owned by parent.

15. Retail and wholesale 74 parent-subsidiary corpor-

of merchandise, such ations. Parent is publicly

as appliances and owned. 'Subsidiaries are

housewares. - wholly owned by parent.

 

 

aSource: U. S- House, President's 1963 Tax Message,

Hearings before the Committee on Ways and Means, 88th Cong.,

lst Sess., 1963, Part 2, pp. 165-179. The 15 cases shown in»

Table 5 were selected by the writer from 55 cases reported by

the Treasury Department; substantially all Of the other cases

were similar to those shown above.

.The above examples are, Of course, extreme examples Of

multiple corporation cases; most privately owned corporate

groups probably use from two to four corporations. These

examples were presented by the Treasury Department in support
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of the President's recommendation in 1963 to gradually reduce

and finally eliminate by 1967 multiple surtax exemptions for

controlled groups Of corporations. Congress in effect,

nullified this prOposal in 1964 by giving controlled groups

of corporations.the.option to.elect;(1) one surtax exemption

for the entire corporate group or (2) one surtax exemption

for each corporation in.the group and pay a light penalty

tax .

If the mandatory system were adopted, the tax savings

associated with controlled groups Of privately owned cor-

porations could be eliminated. In the case of brother-

sister corporate groups, all the income or loss of the

corporations could be allocated to the owners as though the

business units were a series Of partnerships (see Table 5,

examples: 1, 2, 3, 5, 7, 8, 9, 10). In the case Of parent-

subsidiary groups (see example 4), the owners Of the parent

could be given a choice: (1) to include the income or loss

Of each subsidiary in computing the income Of the parent or

(2) go through formal consolidation procedures in computing

the income Of the combined group (eliminate intercompany

items, etc.). In either case, the income Of the parent or

consolidated grOUp would be taxed directly to its owners.

In mixed cases, such as example 6, the income or loss of the

subsidiaries Of brother-sister corporations could be in-

cluded in the income Of the brother-sister corporations
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(perhaps formally Consolidated) and the income or loss Of

the brother-sister corporations could be taxed directly to

their owners.

Twenty-five Of the multiple.corporation cases reported

by the Treasury Department consisted Of publicly owned cor-

porate groups. Each of the 25 cases involved in the same

pattern: the parent was publicly owned and the subsidiar-

ies were wholly owned by the parent.‘ With respect to the

mandatory system, these groupS'dO not present the problems

of whether and how the income Of the corporations in these

groups should be taxed to the owners Of the groups. In-

stead, they raise the question Of whether or not the groups

should be required to file consolidated tax returns on a

mandatory basis (consolidation for these groups is Optional

at the present time). However, whether these corporations

file as separate corporations or as consolidated groups,

they are still taxed as separate entities. Consequently,

determination Of how publicly owned groups Of corporations

should be taxed is peripheral tO the overall problem Of

designing a mandatory system for privately owned corpora-

tions.20

 

. 20For further discussion, see: Richard J. Horwich,

"A Comparative Study Of Consolidated Returns and Other

Approaches to the Multiple Corporations Problem,” Tax Law

Review, XX (March, 1965), pp. 529-71.
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Economic Effects and Related

Considerations

Effects on Incentives and Financial Capacity

Among the most important factors that must be con-

sidered in determining the desirability Of adopting the

mandatory partnership tax system are the probable effects

on incentives and financial capacity. Changes in the tax

burden imposed on the owhers Of closely held corporations

may affect significantly: (1) incentives to form new

business enterprises, (2) incentives of owner-managers to

work harder (longer hours, expand their volume of business,

etc.); (3) incentives of wealthy individuals to invest in

existing private corporations. Similarly, Changes in tax

burden may affect the financial capacity (funds available

after taxes) of owners to finance the growth Of their

corporations. Before considering these factors, it is

desirable to review briefly some basic points covered in

previous chapters.

As discussed in Chapter IV, adOption Of Subchapter S

was supported, in large part, as a means Of providing tax

relief for small corporations. Shareholders Of Subchapter

S corporations are able to: (l) avoid the double taxation

Of distributed corporate income; (2) pass through long-term

capital gains realized at the corporate level, without
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converting these gains into ordinary income; and (3) offset

corporate net Operating losses against other personal income.

None Of these advantages are formally available to share-

holders of closely held corporations subject to the corporate

tax method. However, shareholders Of these corporations may

still avoid the double taxation of corporate income by

siphoning Off the income Of a corporation through salaries,

etc. (see Chapter II). The latter approach produces tax

results that are, in many cases, similar to those Obtained

under Subchapter S.

In 1962, 69 percent Of corporations with assets of

less than $1 million reported either a net loss or taxable

income Of less than $5,000.21 The Officer—shareholders of

many of these corporations arrange (either under Subchapter

S or through the siphoning process) tO avoid all or most Of

the corporate tax.year after year. Individuals who find

the continuous avoidance Of the corporate tax advantageous

are principally those in low to low-middle income tax

brackets, with marginal rates seldom exceeding 35 percent.

These individuals would not be affected significantly by

the adOption Of the mandatory system. In addition, share-

holders in middle to low tax brackets who are poorly informed

 

21Statistics Of Income, 1962, Corporation Income Tax

Returns, Op. cit., p. 206.
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tax-wise (e.g., those who have their corporations distri-

bute a large amount Of dividends, which are double taxed)

would, in most cases, realize tax reductions if the manda-

tory system.were adopted. It is highly probable that at

least half the.shareholders of corporations included in

the mandatory system would experience either (1) a tax re-

duction or (2) no appreciable increase in tax burden (say,

over 5 percent).

The situation would be considerably different for many

shareholders in Upper-middle and high individual tax brackets.

For these individuals, the corporate tax method provides con-

siderable Opportunity for shielding substantial amounts Of

business income from the heavy impact of the progressive

personal income tax. Business income may be taxed at low

effective corporate rates and, in many cases, left in the

corporation (or group of multiple corporations) indefinitely.

Moreover, even though the income retained in the corporation

may be taxed (usually as long-term capital gain) again when

distributed, the distribution and accompanying tax may be

postponed for many years. The net effect is that the cur-

rent tax outlay on income retained in the corporation may be

considerably less than it would be if nO corporate tax were

paid and the retained income were taxed directly to the

shareholders,.as prOposed under the mandatory partnership
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tax system. In many cases, substantial amounts Of retained

corporate income presently taxed at effective corporate

rates in the 22 to 35 percent range would, under the manda-

tory system, be taxed at individual marginal rates in the

40 to 60 percent range, on a current basis.

Incentive to form new business enterprises. It is un-

likely that the adOption Of the mandatory partnership tax

system would have a significant affect on the incentive to

form new business enterprises. As pointed out in the find-

ings Of a series Of studies conducted at Harvard University,

tax considerations do not appear to affect the incentive to

form new businesses for two reasons:

The first is that at the time a new business is

organized only the crudest estimates of its profit

potentialities can be made. The impossibility of

estimating profits prOSpects with any degree Of

precision at this stage Of a corporation's develOp-

ment tends to preclude a careful evaluation of the

effects of taxes on these indefinite profits pros-

pects. . . .

A second reason . . . is that the kind of in-

dividuals who are interested in organizing new

businesses are Often motivated to a marked degree

by non-pecuniary considerations. They tend to be

aggressive, confident in their ability to succeed,

anxious to be their own boss, and desirous of de—

velOping a new ”idea" in which they are intensely

interested.

 

22J. Keith Butters, "Taxation, Incentives and Financial

Capacity,“ American Economic Review, XLIV (Supplement, May,

1954), p. 515.



169

The same work also notes with respect to individuals

in high tax brackets: ". . . there is no reason to believe

that individuals with the desire and talents required tO

inaugurate a new enterprise successfully are heavily con-

centrated in the upper income brackets. . . ."23 In

addition, under the existing tax system, the vast majority

of new business enterprises are either unincorporated or

Subchapter S corporations (see Table 1).

Incentive to work and expand existing enterprises.

Although it may be assumed that Officer-shareholders in

high tax brackets would be inclined to work less under the

partnership tax method than under the corporate tax method,

neither economic theory nor available studies Of the ef-

fects Of high progressive income taxes will support this

assumption. Economic theory merely bogs down in uncertainty

as to which effect of a tax increase is likely to be

greater: (1) a person will tend to work less because his

after tax yield per work unit decreases or (2) a person

will work more to maintain his previous level Of dispos-

able income. Which tendency has the greater effect is

likely to be determined by personal values and various

other non-tax considerations.

 

23Ibid., p. 516.
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A significant study Of the effects Of high progressive

income taxes on the incentive to work was conducted in

England in 1956. In this study, 306 solicitors (lawyers)

and accountanthwere personally interviewed by the research-

er concerning the effects Of taxes on their incentives to

work longer or shorter hours and expand or contract the

volume Of business undertaken. At the time Of the study,

marginal tax rates in England applicable to income of

married couples were higher than those in the United States

at all income levels and more than twice those of the United

States on personal income in the $5,000 to $50,000 range.

Sixty-three percent Of the persons interviewed faced mar-

ginal tax rates greater than 50 percent.24

According to the findings Of the study, the majority

Of those interviewed did not work more or less because Of

the high progressive taxes, approximately 6 percent worked

less and 8 percent worked more; no clear pattern of net

incentive or disincentive was revealed.25 The researcher

summarized his findings as follows:

 

24George F. Break, "Income Taxes and Incentives to

WOrk: An Empirical Study,” American Economic Review, XLVII

(September, 1957), PP. 529-49.

251bid.: pp. 542-43.
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The fact that neither the qualitative nor

the quantitative dimension Of the problem can

be measured with any precision, however, means

that . . . any estimate of the magnitude Of the

net effect, is almost purely Speculative. It

can be stated with considerable certainty, none-

theless, that this net effect, be it disincentive

or incentive, is not large enough to be Of great

economic or sociological significance.

On the whole . . . there is no escaping the

fact that, thus far at least, disincentives, like

the weather, are much talked abouté but relatively

few peOple do anything about them.

The findings of the above study are particularly rele-

vant to the problem at hand because the persons interviewed

were (1) self-employed, as sole proprietors or partners;

(2) able to vary their hours and volume Of business, without

facing the institutional rigidities Of salaried employees;

and (3) well informed about taxation. Thus, the position

of these individuals is similar to that Of many Officer-

shareholders in high income tax brackets who would be taxed

like partners under the mandatory system. It should also

be noted that most Officer-shareholders would face marginal

rates considerably lower than those faced by the individuals

in the above study.

The findings Of other studies are consistent with

 

26Ibid.. pp. 543-49.
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those reported above.27 Thus, there is no reason to ex-

pect that the adoption of the mandatory system would ad-

versely affect, to a significant extent, the incentive

of officer-shareholders tO work or to expand their

businesses. The importance Of non-tax considerations

associated with working are Often under-valued by those

who predict that given increases in taxes will have dire

effects on incentives.

Incentives Of wealthy individuals to invest in pri-

vate corporations. Sale Of stock to one or a few wealthy,

local investors has been mentioned frequently in financial

literature as a possible source Of capital for some small,

growing enterprises. The incentive Of these individuals

to invest in closely held corporations has been attributed

principally tO thepossibility Of realizing substantial

amounts of long-term capital gain on their investments,

rather than large amounts Of ordinary income.28 Under the

mandatory system, the Opportunity to convert substantial

amounts Of Ordinary income into long-term capital gain by

 

27See: Butters, ”Taxation, Incentives and Financial

capaCity'” CEO Cite, pp. 508-100

28J. Keith Butters, Lawrence E. Thompson, and Lynn

L. Bollinger, Effects of Taxation: Investments by Individu-

gig (Boston: Graduate School Of Business Administration,

Harvard University, 1953), pp. 34-43.
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accumulating income in Closely held corporations would be

virtually eliminated. Thus, it is reasonable to expect

that many Of these investors would not be interested in

assuming the risk associated with investing in developing

enterprises when the possible return on their investments

would consist mainly of ordinary income.

Assuming for the present that this kind Of incentive

would be reduced, it is still doubtful that the growth Of

many developing enterprises would be adversely affected by

a marked reduction in this particular source of capital.

very few small corporations appear tO depend on this source

of capital. Of the 40 small corporations included in one

survey, only one had stock owned by a few local investors.29

Similarly, Of the 25 small manufacturing firms surveyed in

another study, only 4 had stock owned by local investors.30

As a group, small, growing manufacturing firms typical-

ly have the greatest need for long-term debt or equity capi-

tal and Offer the greatest growth potential. Apparently,

wealthy individuals do not represent an important source of

capital even for small manufacturing firms:

 

29Kaufman, op. cit., pp. 15, 59.

30Stevenson, Op. cit., p. 66.
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The "average” small manufacturers apparently

cannot regard the wealthy individual as a poten-

tial source Of capital, in part because he does

not choose to and in part because he is not suf-

ficiently attractive for the capital. The wealthy

individual desires an equity position with poten-

tial rewards to be achieved through capital gains

through annual growth of 15 tO 20 percent and a

likely public offering in three to five years.

Few small manufacturing firms satisfy these con-

ditions.31

Effects on financial Capacity. The owners of small,
 

closely held corporations rely heavily on internally gener-

ated funds and their own personal savings to finance busi-

ness growth. By reducing the amount Of these funds and

savings, a tax increase may reduce the growth rate of

several thousand small corporations owned by individuals

in upper-middle and high income tax brackets. As noted in

the findings Of the Harvard series Of studies:

TO the extent that the tax structure has

impaired the performance Of the economy, our

data point consistently to the conclusion that

it has done so much more by restricting the

financial capacity Of key groups in the economy

than by impairing the incentives Of these groups.‘

This conclusion holds especially for the effects

of taxes on the rate of eXpansion of business

enterprises, particularly Of small companies with

promising_growth prospects.32 (Italics mine.)

 

Small, growing corpOrations owned by individuals in

 

31Stevenson, Op. cit., pp. 32-33.
 

32Butters, "Taxation, Incentives and Financial

Capacity,” op. cit., p. 505.
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upper-middle and high income brackets probably include much

of the cream Of the small business crop. With the exception

Of certain professional service organizations, unincorporated

business enterprises are usually incorporated for tax pur-

poses when the businesses become highly profitable. Thus,

the possibility that the mandatory partnership tax system

would tend to reduce the growth of some of the nation's

most successful small businesses warrants serious consider-

ation.

It is certainly reasonable tO assume that owner-

managers of several thousand small corporations (possibly

as many as 200,000 corporations) would have their current

tax payments increased by twenty percent or more if the

mandatory system were adopted. It is also reasonable to

assume that this increase in tax payments would signifi-

cantly reduce the internally generated funds available tO

finance business expansion. However, it does not follow

that the growth Of all these corporations would be our-

tailed significantly. Many Of these corporations have

little, if any, growth potential that requires a lot of

growth financing. In addition, those corporations that

are both highly successful and have significant growth

potential are the most likely (Of all the small business

enterprises) to Obtain outside long-term debt or equity
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capital to finance the growth. Nevertheless, it is reason-

able to expect that the reduction in financial capacity

would reduce the growth rate of some small corporations.

For those who believe strongly in encouraging the

growth of small business enterprises, the inequity result-

ing from permitting certain individuals to avoid the full

impact of the individual income tax may seem to be a small

price to pay to help finance the growth Of small business.33

However, there is still another side to this equity-growth

dilemma, namely, the encouragement the corporate tax method

gives to the hoarding or misallocation Of investment funds.

In a paper submitted to the Joint Committee on the Economic

Report, one economist suggested that mandatory partnership

tax treatment for privately held corporations be considered

as a means of curtailing corporate hoarding:

Private corporations now appear to be in a

good position to hoard corporate earnings with

impunity--instead of directing such earnings cur-

rently to real investment or to dividends . . .

apart from considerations of tax equity, this has

implications relating to the growth of the economy.

 

33James K. Hall, ”Small Business and the Non-integrated

Income Tax Structure," paper submitted to the Subcommittee on

Tax Policy, Joint Committee on the Economic Report, U. S.

Congress, Federal Tax Policy for Economic Growth and Stability,

84th Cong., lst Sess., 1955, p. 685.
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. . . owners Of private corporations who find that

the essential or perhaps sole inducement to corpo-

rate hoarding is avoidance of personal tax presum-

ably have little or no intention Of directing these

liquid savings to real investment.

To the extent that there is a greater relative

volume of corporate hoarding . . . corporate real

investment will be synchronized less Closely to

profits realization both in amount and time.

It is impossible to say what proportion of the

retained earnings Of private corporations, at any

one time, constitutes a measure of hoarded funds.

That the aggregate Of such funds may not be incon-

siderable finds support in the higher bracket rates

of personal tax and the wide awareness of this

method Of tax avoidance.34

Under the partnership method Of taxation, the decision

to (1) leave income in a corporation to finance corporate

expansion or (2) distribute the income for conSumption or

outside investment purposes would be tax neutral. Corpo-

rate income would be taxed when earned, whether or not

distributed, and previously taxed income would not be taxed

again when distributed. There would be an incentive to

retain (re-invest) corporate income only when the expected

return on the investment is greater than that on outside

investments. Under the corporate tax method, on the other

 

34Ibid., p. 689.
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hand, the return on outside investments has to be consid-

erably greater than that on corporate investments to

warrant distribution because Of the presence Of a second

tax on distributed income. With respect to the effect on

channeling investment funds into the most profitable (ef-

ficient) uses, the partnership tax method would appear to

be far superior to the corporate tax method.

TO conclude this section, it appears that the adop-

tion of the mandatory partnership tax system would not

affect, to a significant extent, the incentives of individ-

uals to form, Operate, and expand small business enter-

prises. In addition, a fairly significant improvement in

the allocation Of resources would likely accompany the

adoption Of the mandatory system. On the other hand, there

would be a significant reduction in the financial capacity

Of owners Of some corporations to finance business growth.

Overall, the economic effects Of adOpting the mandatory

system would appear to be mostly repressive or undesirable

with respect to encouraging the growth and development of

small business enterprises.

Effects on Tax Revenue

Adoption of the mandatory system would most likely

produce only a small change in total tax revenue. This

follows from the fact that approximately two-thirds Of the
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corporations that would be included in the system are cur-

rently paying little or no corporate income tax;35 the

shareholders of these corporations either file under Sub-

chapter 8 or they siphon Off substantially all the corpo-

ration's income. The personal income tax paid by these

shareholders would not Change appreciably. Most of the

other third appear to be realizing tax savings by using

the corporate tax method. Consequently, elimination of

the corporate income tax paid by these corporations would

most likely be replaced by a larger amOunt of personal in-

come taxes. There would, Of course, be numerous Offset-

ting factors--the net Operating loss pass-through to the

shareholders, elimination Of double taxation Of dividends,

and elimination of capital gain taxes on ultimate realiza-

tion of retained corporate income-~but the overall Change

would still tend to follow the twofold pattern described

above.

Using corporate income tax statistics for 1962 (be-

fore the tax rate Changes in 1964), it is possible to ar-

rive at a rough estimate of the change in revenue that would

have occurred in 1962, had the mandatory system been adopted

 

35Statistics Of Income, 1962,Corporation Income Tax Re-

turns, Op. cit., p. 206.
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before 1962. Since corporate tax statistics are classified

according to balance sheet size, it is necessary to make

some assumptions about the asset size categories in which

the income, taxes paid, etc., Of closely held corpOrations

would be found. Inclusion Of 90 percent Of the taxable

income, etc., of corporations with assets Of less than $1

million and 50 percent for corporations with assets between

$l-25 million would seem to cover adequately the closely

held corporate pOpulation, while excluding the income, etc.,

of publicly held corporations and their subsidiaries. The

income Of Subchapter S corporations is excluded since they

would not affect the change in tax revenue.

Corporations in the size ranges indicated above paid

$4.7 billion in corporate taxes (21 percent Of the total

corporate tax). All Of the $4.7 billion would be eliminated.

The taxable income Of these corporations amounted to $11.9

billion; $2 billion was distributed in cash dividends,

leaving undistributed income Of $9.9 billion.36 Using an

average rate of 50 percent (for 1962) to represent the net

 

36Statistics Of Income, 1962, Corporation Income Tax

Returns, Op. cit., p. 58 (90 percent of total income, etc.,

for corporations with assets less than $1 million; 50 percent

for corporations with assets between $1-25 million); also

p. 279 for amount of Subchapter 8 cash dividends to be ex-

cluded.
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effect Of middle and high marginal tax rates, the personal

tax on the undistributed income of $9.9 billion would amount

to $4.9 billion, which is approximately equal to the loss in

corporate income taxes. Elimination of (l) the long-term

capital gain tax on undistributed income (assuming it would

be paid when the income is distributed or the stock is sold)

at an average rate Of 15 percent (the maximum rate is 25

percent; some undistributed inCome would gO directly into

estates without being taxes); and (2) the 4 percent dividend

criedt on distributed corporate income (in effect in 1962)

would reduce tax revenue by a net of $1.4 billion. The net

of all the Changes would be a tax reduction Of $1.2 billion

(-4.7, + 4.9, -l.4). The net change is equal to less than

2 percent Of federal income tax receipts in 1962.37

Corporate tax rates in 1962 were: normal rate, 30

percent; surtax, 22 percent. Individual tax rates ranged

from 20 to 91 percent. At the present time (1967), the

corporate tax rates are: normal, 22 percent; surtax, 26

percent. Individual tax rates range from 14 to 70 percent.38

 

37Total income tax receipts in 1962 amounted to $66.1

billion. The Federal Tax System: Facts and Problems 1964,

Op. cit., p. 206.

381bid., pp. 233, 265.



182

In view of these rate changes, it is highly probable that

there would be a small increase in tax revenue if the system

were adOpted at the present time, rather than a small de-

crease, as estimated for 1962. The reduction in the corpo-

rate normal tax from 30 to 22 percent would likely account

for the major difference; most of the income of closely

held corporations is taxed only at the normal rate. In any

event, the small increase or decrease in tax revenue would

not be a major factor in determining the desirability of

adopting the mandatory system.

Elimination Of the Corporate Surtax Exemption

With the Objective to distribute tax burden according

to ability to pay, the individual income tax has been levied

at progressive rates continuously since 1913. The corporate

income tax, on the other hand, has been levied in a graduated

form since 1936. Since 1950, the graduation has been in the

form of a $25,000 surtax exemption for each corporation.

Unlike the individual income tax, the graduation in the cor-

porate income tax has been SUpported as a special concession

to small businesses (corporations), rather than to the

owners Of small corporations.

Two rather vague rationales have been used to support

this special concession. First, it has been contended that

small corporations rely heavily on internally generated funds
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to finance their growth and develOpment; an effective tax

rate much higher than the normal rate would absorb an exces-

sive amount Of these funds and thereby hamper the growth Of

small corporations. Secondly, it has been maintained that

the combined corporate tax rate Of 48 percent is geared to

the taxpaying capacity Of large, established corporations.

Consequently, small (presumably) growing corporations

should not be expected to pay an effective tax (tax paid/net

income) that would approach the combined rate.?9 It could

also be contended that with individual tax rates ranging

from 14 to 70 percent, it would be unfair to expect owner-

managers Of small corporations to bear a tax on business

income (which is in reality their personal income) at a

rate (48 percent) approaching the tOp individual rate, es-

pecially when some Of the income may be taxed again when it

is distributed.

Regardless of the merits Of the above arguments, the

corporate surtax exemption has spawned numerous problems in

business income taxation, including the following: (1) The

surtax exemption has for many taxpayers tended to offset the

progressivity Of the personal income tax system. The flat

normal rate of 22 percent provides considerable incentive

 

39Reexamining the Federal Corporation Income Tax,

Op. cit., pp. 14-15.
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for individuals in middle and high income tax brackets to

conduct their private business affairs under the corporate

form. (2) The exemption has been the principal stimulus

for dividing a business unit into a number of separate

corpOrate forms, when corporate income exceeds $25,000.

(3) The surtax exemption has provided substantial and un-

intended tax reductions for some medium-sized and large

business enterprises with Operations conducted in multi-

Outlet form (e.g., see the publicly owned corporations in

Table 5).

Under the mandatory partnership tax system, the vast

majority Of small corporations (that are not subsidiaries

Of publicly held corporations) would not be subject to the

corporate income tax. The question, therefore, arises:

if the mandatory system were adapted, should the corporate

surtax exemption, which is supported solely as a concession

to small corporations, be retained? Retention Of the sur-

tax exemption could be supported On the basis that itwould

prOvide tax relief for a few thousand small, publicly held

corporations. On the other hand, elimination of the ex-

emption would provide two important advantages: (1) It

would mitigate substantially the problem Of taxing publicly

owned groups of multiple corporations. Once the corporate

surtax exemption were eliminated, there would be little, if

any,incentive to form multiple corporations for tax purposes
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(a flat corporate tax rate produces no tax savings when

corporate income is divided). In addition, the advantage

of being able to offSet gains and losses Of various corpo-

ratiOns in an affiliated group would prompt the vast

majority of publicly owned groups to file consolidated tax

returns. (2) It would make it much easier to administer

the mandatory partnership tax system with respect to keep-

ing closely held corporations in the system. If the sur-

tax exemption were eliminated, the corporate tax method

with a flat rate Of 48 percent would provide comparatively

few shareholders an Opportunity to substantially reduce

their tax burden by using the corporate tax method (the

maximum personal rate is 70 percent). Thus, elimination

Of the surtax exemption would substantially eliminate the

incentive Of most shareholders to avoid the Classification

criteria used in the mandatory system. The design and

enforcement Of a system of rigorous attribution rules

would be much less important if the surtax exemption were

eliminated than if it were retained.

On the other hand, elimination Of the surtax exemp-

tion would only slightly increase the effective tax paid

by medium-sized and large, publicly held corporations.

For a corporation with taxable income Of $200,000 and one

surtax exemption, the effective tax rate at the corporate
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level is presently 44.8 percent; for a corporation with

taxable income Of $1 million it is 47.4 percent. An in-

crease to an effective rate Of 48 percent would do little

to Change the tax burden Of these and larger corporations.

Moreover, if the surtax exemption were eliminated, the

flat corporate rate Of 48 percent could be reduced at

least one or two percentage points, without reducing the

tax revenue presently received from these corporations.

However, some publicly owned groups Of corporations that

elect multiple surtax exemptions may have their tax burden

increased significantly by the elimination Of the surtax

exemption; but in this case, the increase must be inter-

preted as resulting from the elimination of an existing

abuse Of the surtax concession, rather than from the im-

position Of a new and significantly higher form Of taxation.

Elimination Of the corporate surtax exemption, which

would be highly feasible if the mandatory system were

adOpted, warrants serious consideration. If COngress wishes

to continue to provide a surtax exemption (or some other

form of tax relief) for small corporations not taxed like

partnerships, then Congress should specify which corpora-

tions (how small, etc.) need the tax relief and confine it

to these corporations. Probably no other form Of tax

relief for small business has been as widely abused by

businesses Of all sizes as the corporate surtax exemption.



CHAPTER VII

THE MANDATORY SYSTEM: TAX RULES

This chapter examines the major issues and problems

involved in designing a system Of rules for taxing closely

held corporations like partnerships. The material con-

tained in this chapter consists Of: (l) a comparison and

evaluation of the tax rules contained in Subchapters K and

S, (2) an examination Of problems peculiar to the manda-

tory system, and (3) a outline Of tax rules apprOpriate

for the mandatory system.

The purposes Of comparing the tax rules in.Subchapter

K and S are first, to point out the numerous factors that

owners of privately owned businesses must consider in de-

ciding whether to use the rules Of Subchapter K or Sub-

chapter S, under the present tax system, and secondly, to

determine the suitability of these tax rules for the manda-

tory system. Although neither the tax rules contained in

Subchapters K nor Subchapter S could be used without

modification in the mandatory System, the mandatory system

would have to contain many rules that are the same as or

similar to those contained in these Subchapters.

187
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Pass-throggh of Receipts and Deductions

Background. In designing a mandatory partnership tax

system for closely held corporations, one important consider-

ation is the extent to which the source characteristics of

net income components should be passed through the corpora-

tion to shareholders. In terms Of extremes, all forms Of

corporate receipts and deductions may be combined at the

entity level and allocated to shareholders as one undif-

.ferentiated amount (like a cash dividend). At the other

extreme, all forms Of income components that are subject to

Special handling in the computation Of individual tax lia-

bilities of shareholders--tax-exempt interest, dividends,

capital gains and losses, etc.--may be passed through sepa-

rately to shareholders and only those items that are not

subject to special handling combined into one residual

figure. There is a significant trade-Off between uniformity

in tax treatment and complexity in tax accounting as the

pass-through is expanded to include more items.

The complete pass-through (or conduit) approach is

best exemplified in the sole prOprietorship. The Code does

not recognize the prOprietorship form Of business organiza-

tion as such; a prOprietor is merely an individual who

engages in business activities on his own behalf. Thus,

for a sole prOprietor, there is no form of conversion or
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combining Of income components at the business level. Items

with special source characteristics are reported separately

on the proprietor's personal tax return. This procedure has

been followed since 1913.

Section II D Of the Revenue Act of 1913 specified that

a partner must include in his personal income his "share Of

the profits of a partnership to which . . . [he] would be

entitled if the same were divided, whether divided or other-

wise. . . ."1 According to this simplified provision, all

components Of net income, regardless Of source, were com-

bined into one, undifferentiated partnership income figure,

which was to be allocated to the partners. Under this pro-

cedure, tax-exempt interest on certain state, local, and

other bonds received at the partnership level was converted

into taxable income at the partner level.2 One of the first

amendments (in 1916) to the original partnership provision

specified that tax-exempt interest was to be excluded from

the computation Of partnership taxable income.3

 

138 Stat. 169.

2Dale E. Anderson and Melvin A. Coffee, "Proposed Re—

vision Of Partner and Partnership Taxation: Analysis Of the

.Report Of the Advisory Group on Subchapter K," Tax Law Re-

‘view XV'(March, 1960). P. 288. ‘

3Revenue Act of 1916, sec. 8(e), 39 Stat. 762.
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Beginning with the Revenue Act Of 1917, individuals

were permitted deductions for charitable contributions,

subject to certain Iimitations.4 Section 218(d) of the 1918

act provided that charitable contributions were to be ex-

cluded from the computation Of partnership taxable income

and allocated separately to the partners.5 This procedure

was necessary to present the loss Of the deduction (which

was not a business expense) and to impose a limitation on

the deduction at the partner level, where the tax deter-

mination was to be made.

As subsequent revenue acts added other special forms

of tax treatment, various provisions were added which

specified that these items were to be passed through sepa-

rately to the partners. By a process Of evolution, partner-

ship tax rules gravitated toward the full conduit approach

found in the current sections Of the Code, under Subchapter

K.6

The current law. Section 703(a) of the Code provides
 

that ”the taxable income Of a partnership shall be computed

in the same manner as in the case of an individual except

 

4Revenue Act of 1917, sec. 201, 39 Stat. 1,000.

540 Stat. 1070.

6Anderson and Coffee, op. cit., p. 288.



191

that . . ." (1) items which are subject tO Special treat-

ment in the computation Of the individual tax liabilities

Of partners must be excluded from the determination of

partnership "taxable income" and allocated separately to

the partners and (2) net Operating losses and personal de-

ductions (personal exemptions, the standard deduction, and

itemized deductions) must be deducted, at the partner level.7

In addition to a list Of items having special source

characteristics that must be passed through separately,8

the Treasure Regulations contain the following catch-all

provision:

Each partner must also take into account

separately his distributive share Of any partner-

ship item which if separately taken into account

by any partner would result in an income tax lia-

bility for that partner different from that which

would result if that partner did not take the item

into account separately.

On his personal tax return, each partner is required

to combine items with special source characteristics with

similar items he (or his wife, if a joint return).may re-

ceive or be allocated from other Operations.10 In addition,

 

7I.R.C. (1954), sec. 703(a).

8I.R.C. (1954), sec. 702(a).

926 C.F.R. l.702-l(8)(ii).

10Section.702(b) of the Code specifies: "The character

of any item Of incOme, gain, loss, deduction, or credit in-

cluded in a partner's distributive share . . . shall be

determined as if such item were realized directly from the

source form which realized by the partnership, or incurred in

the same manner as incurred by the partnership."
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each partner must report his share Of the partnership's

”taxable income”, the net Of items not allocated separately

(”taxable income” is somewhat Of a misnomer). All the

income or loss of a partnership must be allocated to the

partners. Allocation is made according to the partnership

agreement.

A simplified conduit approach has been used under

Subchapter S since its enactment in 1958. Only the excess

Of net long-term capital gain over short-term capital loss

is passed through separately to the shareholders; other

receipts and deductions, in general, are combined into one

ordinary income figure, which is allocated to the owners

in prOportion to their shareholdings. A net Operating loss

incurred at the corporate level is also allocated to share-

holders as one undifferentiated amount. As explained in

the Senate Finance Committee Report that accompanied Sub-

chapter S, these procedures were adopted in order that "this

provision can Operate in as simple a manner as possible."11

The simplified conduit approach under Subchapter S

has been criticized for its lack Of uniformitvaith the

 

11U. S. Senate, Committee on Finance, Technical Amend-

ments Act or 1958, S. Rept. 1983, 85th Cong., 2nd Sess., p. 88.

The original version of Subchapter 8 proposed by the Senate

Finance Committee in 1954 specified that electing corporations

would be subject to the rules in Subchapter K, with certain

exceptions.
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full conduit approach found Under Subchapter K. On the

other hand, the latter has been criticized for its complex-

ity. An examination of specific differences in the conduit

approaches used in these subchapters is contained in the

paragraphs below.

Gross Income Components

Tax-exempt interest. Under both Subchapters K and S,
 

interest on state and local bonds and certain other tax-

exempt Obligations is excluded from taxable income; There

is, however, a difference between these subchapters with

respect to basis adjustments for tax-exempt interest.12

Exclusion of tax exempt interest from the tax liability Of

partners and shareholders would seem to be a minimal require-

ment for an acceptable conduit approach.

Dividends. If the mandatory system were adopted for
 

closely held corporations, presumably the dividend exclusion

would be retained for dividends paid by publicly held

corporations. These are the only dividends considered in

this section. 1

Under Subchapter K, dividends are passed through

separately. Under Subchapter S, the dividend exclusion is

lost; dividends received at the corporate level are combined

 

12

ments."

Explained below in this chapter under "Basis adjust-
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with other income and thereby converted into ordinary in-

come at the shareholder level. The pass-through Of dividends

may exclude a maximum Of $100 from the taxable income of each

owner.13

Retirement income credip. 'Individuals age 65 or over

who meet certain requirements are given a credit against their

individual income tax based, in part, on the amOunt of retire-

ment income they receive. Retirement income includes the

taxable portion Of income frOm pensions, annuities, interest,

dividends, and certain rents. The maximum annual retirement

income credit that may be claimed on a joint return is $457.20

per year.14

Under Subchapter K, if any partner is eligible for the

retirement income credit, the retirement income received by

the partnership must be allocated separately to each partner.15

Under Subchapter S, on the other hand, retirement income is

combined with other income and shareholders over 65 lose any

retirement income benefit from this source.16

 

13I.R.C. (1954), sec. 116.

l4I.R.C.(l954), sec. 37. Individuals under age 65 who

receive retirement benefits from a public retirement system

may also claim a retirement income credit; however, in this

case, retirement income includes only the public-source bene-

fits, which are paid directly to the individuals.

15

16However, dividends paid out Of earnings accumulated

prior to a Subchapter S election are eligible for the
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Recovery of bad debts, prior taxes, etc. Recoveries

of bad debts written-Off, taxes (but not federal income

taxes), and certain other deductions taken in prior years

must be included in the gross income of individuals to the

extent that the amount recovered reduced taxable income in

prior years.17 Only the portion of the amount recovered that

was Offset against taxable income in prior years must be in-

cluded in gross income in the year of recovery.

Under Subchapter K, these recoveries must be excluded

from partnership income and allocated separately to the

partners in order that each partner may determine the extent

to which the amount recovered yielded a "tax benefit" on his

personal returns of prior years.18 Under Subchapter 8,

these adjustments are made at the corporate level in essenti-

ally the same way as a corporation subject to the corporate

tax method adjusts for them; i.e., the amount recovered is

included in the taxable income of a Subchapter S corporation

 

retirement income credit. I.R.C. (1954), sec. 1375 (b).

l7I.R.C. (1954), sec. 111. The tax benefit rule ap-

plies to both business and nonbusiness bad debts, including

worthless bonds. The recovery exclusion is not permitted

if the reserve method of accounting for bad debts is used.

26 C.F.R. 1.111-1.

1826 C.F.R. l.702-1(8)(i). In determining whether there

was a "tax benefit" on the amount recovered, consideration

must be given to net Operating loss carrybacks and carryovers

and capital loss carryovers resulting from the deduction.

I.R.C. (1954), sec. 111.
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only to the extent that the amount reduced taxable income

of the corporation (whether Subchapter 8 or regular corporate

taxable income) in prior years. NO generalization will ac-

curately describe the difference in tax results between the

two methods; individual circumstances must be considered.

Deduction Components

The Code imposes limitations on the dollar amount of

various deductions, such as charitable contributions. Under

Subchapter K, any deductible item on which a limitation is

imposed on individuals must be passed through separately

to the partners. Each partner must add these items to

similar deductions from other sources for purposes of apply-

ing the limitations.

Under the corporate tax method, these limitations are

imposed at the entity level, where the tax determination is

made. With few exceptions, Subchapter S follows corporate

rules with respect to these limitations. ‘The items listed

below are not passed through to shareholders of Subchapter S

corporations; they are deducted, up to the corporate limita-

tion, at the entity level.

Charitable contributions. Individuals who itemize their
 

deductions are permitted a deduction for contributions to ap-

proved charitable organizations. In general, the deduction

is limited to thirty percent of adjusted gross income. The
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limitation on corporations, including Subchapter 8 corpora-

tions, is five percent of corporate taxable income. Since

both individuals and corporations are permitted to carryover

contributions in excess of these limitations to the succeed-

ing five years,19 differences in tax results between the two

methods would consist mainly of differences in the timing of

the deductions.

Soil and water conservation eXpenditures. Taxpayers

engaged in farming Operations may elect to deduct, rather

than capitalize, certain expenditures for soil and water

conservation. The amount Of the current deduction, if

elected, is limited to twenty-five percent Of gross income

from farming in the year Of the deduction. Expenditures in

excess of the limitation may be carried over to succeeding

years.20

For partnerships, the election is made at the partner-

ship level and both gross income from farming and the related

soil and conservation expenditures must be allocated

separately to the partners. The twenty-five percent limita-

tion is imposed at the partner level.21 For Subchspter S

corporations, the twenty-five percent limitation is imposed

at the corporate level. The difference in the timing ofy’

 

19I.R.C. (1954), sec. 170 (b) (1), (2).

20I.R.C. (1954), sec. 175.

2126 C.F.R. l.702-l(8)(i).
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deductions between the two methods is likely to be signifi-

cant only where some shareholders or partners are engaged in

outside farming Operations.

Additional first-year depreciation. In addition to

regular depreciation, taxpayers (other than trusts) may elect

to write Off twenty percent of the cost of certain tangible

personal prOperty (business equipment mainly) in the first

year in which a depreciation deduction is allowable to the

taxpayer. The twenty percent, however, applies only to the

first $10,000 of investment for corporations, including Sub-

chapter S corporations, and individuals filing separate

returns. Individuals filingjoint returns may apply the

twenty percent to the first $20,000 Of investment.22

For partnerships, the election is made by the partner-

ship. The;maximum amount Of investment to which the twenty

percent may be applied is equal to the maximum allowable to

the partners individually, disregarding all other first-

year bonus depreciation claimed by the partners on interests

outside of the partnership. The first year additional

allowance claimed by the partnership must be allocated

separately to the partners for purposes Of applying the

limitation at the partner level. With respect to the latter,

additional first-year depreciation from sources outside the

 

22I.R.C. (1954), sec. 179.
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partnership must be considered.23

It follows that the aggregate investment to which a

partnership could apply the twenty percent ($20,000 times

number of partners is the maximum possible), could be

considerably higher than that which could be claimed by

one Subchapter S corporation ($10,000). Alternatively,

if multiple corporations were used, the aggregate allow-

able investment could exceed that allowable to partners .

individually. The Code, however, specifies that certain

affiliated groups Of corporations will be treated as one

for purposes of this limitation.24 Use of mn1t1p13_enter-

prises is an important consideration in setting any kind

of entity level limitation, which simplifies tax book-

keeping, as opposed to an individual limitation, which makes

the pass-through essential.

Capital Gains and Losses

Undersubchapter K, capital gains and losses realized

at the partnership level are combined into three categories

and-allocated separately to the partners: (1) not short-

term gain or loss, (2) net long-term gain or loss and (3)

gains and losses on Section 1231 assets.25 With respect to

 

2326 C.F.R. l.l79-2(d)(l), (2).

24I.R.C. (1954). sec. 179 (d)(6), (7).

25I.R.C. (19548, sec. 702(8).
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item (3), the Code provides that gains and losses on the

disposition of business real estate or any depreciable

business property held for more than six months may be

combined into one net gain or loss; if the net is a gain,

all the gains and losses are treated as long-term capital

gains and losses; if the net is a loss, all the gains or

26 In
losses are treated as ordinary gains and losses.

determining his net 1231 position, each partner must com-

bine all his 1231 gains and losses from the partnership and

outside sources.

Under Subchapter 8, on the other hand, only the excess

of net long-term capital gain over net short-term capital

27 A net short-termloss is passed through to shareholders.

capital gain is treated as ordinary income. A net capital

loss, whether short or long-term, is not passed through to

shareholders, nor is it deducted in computing corporate in-

come. Instead, it is carried forward as a short-term capi-

tal loss and Offset against capital gains during the

succeeding five years. This capital loss procedure is the

 

26I.R.C. (1954), sec. 1231. Any recaptured deprecia-

tion under sections 1245 or 1250 on the disposition of

section 1231 assets is, in general, treated as ordinary in-

come under both Subchapters K and S.

27I.R.C. (1954). sec. 137s (a)(l).
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same as that used under the regular corporate tax method.28

The net 1231 gain or loss determination is made at the

corporate level--net 1231 gain increases long-term capital

gain; net 1231 loss decreases ordinary income.

It is difficult to generalize about the differences

in tax results between the two grouping procedures because

the differences may be affected by other capital gains and

losses the partners or shareholders may incur, as well as

by net operating loss adjustments.29

Of the two procedures, the Subchapter K pass-through

would seem to be preferable. There is no sound reason for

not passing through capital losses to shareholders. More-

over, the differences in bookkeeping effort required be-

tween the two methods is minor. Certainly, the pass-through

Of the excess of net long-term capital gain over not short-

term capital loss, as found under Subchapter 5, is the

minimum acceptable pass-through in the capital gains area.

Treating long-term capital gain as ordinary income to simpli-

fy bookkeeping would involve an unwarranted compromise with

 

.281.R.C. (1954), sec. 1211(a) and 1212(a).

29An explanation of how capital gains and losses are

handled in the computation of individual tax liability can

be found in any standard tax reference manual.
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uniformity and equity in taxation.

Other Items Related to the Pass-Through Problem

ggpsonal expenditures. Under Subchapter K, expendi-

tures of a personal nature made at the partnership level for

the benefit Of partners must be excluded from the computa-

tion of partnership income and allocated separately to the

partner. Expenditures Of this type include medical ex-

penses, alimony payments, expenses for care of dependents,

and similar items.30 The net effect of this pass-through is

the same as if the eXpenditures had been incurred directly

by the partners.

In this area, Subchapter 8 is considerably less flex-

ible than Subchapter K. Under Subchapter 8, there are no

procedures for passing through personal expenditures to

shareholders. Personal expenditures must be considered

either (1) compensation, deducted at the corporate level:

and included in the gross income of the recipient share-

holders and perhaps treated as an itemized deduction (e.g.,

alimony payments) or (2) handled as a receivable at the

corporate level. The flexibility provided by Subchapter K

is certainly desirable in this area.

Investment tax credit. For both partnerships and
 

 

3°26 C.F.R. l.702—l(8)(i).



203

Subchapter S corporations, the cost of new and used business

prOperty which qualifies for the investment tax credit is

allocated to the partners and shareholders, respectively.

For both types of enterprises, a $50,000 limitation on the

cost of used property is applied at the entity level, as

well as at the owner level. In addition, all other limita-

tions on the amount of investment tax credit that may be

taken in any one year are applied at the owner level.31

The investment tax credit differs from the preceding

items in that the credit is not related to the computation

of entity income. As a direct Offset to the tax itself,

there is no practical way to adjust entity income for the

credit to eliminate the need to allocate the cost of quali-

fied prOperty to the owners. Accounting for the credit

could, however, be simplified somewhat by imposing the

limitations at the entity level and allocating some flat

 

3126 C.F.R. 1.48-1, 3, 5. The investment tax credit is

equal to 7 percent of the cost of the taxpayer's qualified

investment (business equipment mainly). The percentage of

the cost of the equipment on which a credit may be taken is

dependent upon the useful life of the equipment. The invest-

ment credit taken in any taxable year may not exceed the tax

liability; other limitations also apply if the credit ex-

ceeds $25,000 or if separate tax returns are filed. Any un-

used credit may be carried back three years and forward five.

Also, early diSpositions of the property or ownership inter-

ests may result in a recapture of all or part of the credits.

26 C.F.R. 146-1, 2; 1.47.
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amount of investment tax credit to the owners. This would

eliminate the need for allocating the cost of particular kinds

of property--brokendown between new and used and by useful

life--to the owners.

Miscellaneous. Receipts and deductions similar to those

above that must also be allocated separately under Subchapter

K, but not under Subchapter S, include: exploration expendi-

tures for mining Operations (sec. 615); intangible drilling

and develOpment costs (sec. 615); partially tax-exempt in-

terest (secs. 35 and 242); and taxes paid to foreign countries

(sec. 904).

AllowedDeductions
 

In addition to differences in the limitations placed

on the amount Of various deductions, some items may be de-

ducted by Subchapter S corporations, but not by partnerships.

These items are discussed below.

Organizational costs. Corporations, including Sub-

chapter S corporations, may elect to deduct ratably over

sixty months or more expenditures incident to the formation

of a corporation.32 These exoenditures include items such

as legal and accounting fees, printing costs, and

 

321.R.C. (1954), sec. 248.
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incorporation fees. NO similar election is available to

partnerships which must capitalize (and deduct when the

business terminates) the costs of forming a partnership.

Owners as emplgyees. Salaries and interest paid to
 

partners for services or the use Of capital which are not

contingent upon partnership income (denoted "guaranteed

payments"), may be deducted at the partnership level.33

These payments are included in each partner's taxable in-

come along with and at the same time as other partnership

income allocations. The deduction of guaranteed payments

is essentially a profit-sharing arrangement among the

partners. With the exception Of the allowed deduction of

salaries (as guaranteed payments), partners are not con-

sidered employees of the partnership for any other purpose.34

On the other hand, Officer-shareholders Of a corporation,

including a Subchapter S corporation, are, in general,

treated the same as other employees. Corporations are

permitted a deduction for reasonable compensation paid to

employees. This deduction may include several kinds of ex-

penditures for employee fringe benefits, as well as regular

salary payments.35

 

33I.R.C. (1954), sec. 707(c).

3426 C.F.R. 10707-10

351.R.C. (1954), sec. 162(a).
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It is in the fringe-benefit area that officer-

shareholders of closely held corporations have a signifi-

cant advantage Over partners. As employees, officer-

shareholders are entitled to participate in the following

fringe-benefit arrangements which are not available to

partners and sole proprietors: group-term life insurance

( I.R.C., sec. 79); accident and health compensation (secs.

104-106); employee death benefits (sec. 101,b); meals and

lodging for the convenience Of the employer (sec. 119);

employee moving eXpenses (sec. 217); stock Options (secs.

421—24); and qualified pension and profit-sharing plans

(sec. 401,a). With respect to pension plans, partners

whose interest in partnership capital or profits exceed 10

percent and sole proprietors may participate in a retire-

ment plan for self-employed individuals (sec. 401,c); how-

ever, the plan is, in general, less advantageous than the

plan (sec. 401,a) available to officer-shareholders.

Classification of Officer-shareholders as employees

for purposes Of the plans listed above permits a significant

amount Of indirect (or non-monetary) compensation to be

deducted at the corporate level and either (1) not taxed

to the Officer-shareholders, as in the case of certain in-

surance premiums, or (2) taxed to the Officers at some later

date (usually at low effective rates), as in the case Of

pensions.
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A considerable amount Of controversy has stemmed

from the differences in fringe-benefit plans available to

officer-shareholders Of cOrporations (especially Sub-

chapter S corporations) and owners of unincorporated busi-

ness enterprises. The retirement plan for self-employed

individuals enacted in 1962 has done little to placate

partners and sole proprietors.36 As of 1966, thirty-five

states had enacted special statutes permitting the forma-

tion of professional associations or corporations.37 The

principal purpose Of these statutes is to make it possible

for doctors, lawyers, and other professional personnel--

who may be prohibited from forming a regular corporation

because of local laws or ethical codes--to obtain corporate

tax status and thereby avail themselves of employee benefit

plans.38 The tax status of professional corporations, as

 

36Self-Employed Individuals Tax Retirement Act of 1962,

P.L. 87-792, popularly known as the "Keogh Act."

37Bittker and Eustice, Op. cit., p. 38.

38Although many professional personnel are in high

individual tax brackets, which would suggest the desirability

of accumulating income in the corporation to avoid higher per-

sonal income taxes, the personal holding company penalty tax

probably would curtail this maneuver in many cases. Personal

holding company income is defined to include certain personal

service income (I.R.C., 1954, sec. 543, a, 7). Consequently,

those professional personnel who use the corporate tax form

and find their Operations subject to the personal holding

company tax would presumably siphon Off all the taxable in-

come Of the corporation through salaries, etc., (see Chapter

II), which would leave the employee fringe benefits as the.
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to whether they are corporations or partnerships, is a sub-

ject of continuing controversy.39

More uniformity.in the fringe-benefit area would

appear desirable, whether or not the existing system of

taxing Closely held corporations is changed.

Other Major Areas

Elections. The Code gives taxpayers numerous elec-
 

tions with respect to the tax treatment of certain items--

including cash or aCcrual basis of aCCounting, depreciation

methods, inventory methods, current write-off or capitali-

zation of several different kinds of expenses, and several

other elections. Under both Subchapters K and S, substan-

tially all of these elections are made at the entity level.

Regardless what other rules may be adopted for the

mandatory system, the requirement that elections pertaining

to accounting for entity income be made at the corporate

level is absolutely essential. The administrative and

compliance problems that would proceed from having some

 

principal tax advantage.

39Marcus D. Grayck, "Professional Associations and the

Kintner Regulations; Some Answers, More Questions, and Fur-

ther Comments," Tax Law Review, XVII (May, 1962), pp. 469-

89; and Stephen B. Scallen, "Federal Income Taxation of Pro-

fessional Associations and Corporations," Minnesota Law Re-

view, IL (March, 1965). PP. 603-717.
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stockholders use the accrual basis of accpunting for their in-

terests in various components of corporate income, while

other stockholders use the cash basis for their interests,

and from similar Split elections would be formidable.

Taxable years. A Subchapter S corporation is free to
 

adOpt a taxable year (calendar or fiscal) without regard to

the taxable years Of its shareholders--this is a regular

corporate tax rule. A partnership, on the other hand, may

not adOpt or change to a taxable year different from that

of its principal partners, unless a business purpose for

selecting or changing to another year can be established

to the satisfaction Of the Internal Revenue Service. A new

partnership may, however, adOpt a calendar year without the

consent of the Internal Revenue Service, if the principal

partners (those who have a 5-percent or more interest in

40 Thecapital or profits) have different tax years.

significance of the difference in taxable years is limited

principally to the deferral Of income earned during the

first year of business Operations.

Shareholders Of Subchapter S corporations must in-

clude in their personal income cash dividends in the year

of receipt. In addition, each shareholder must include in

 

4°I.R.c. (1954), sec. 706(b), 26 C.F.R. 1.706-1(b)(1)

(ii).
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his personal income his pro rata share of the corporation's

undistributed taxable income on the last day of the corpo-

ration's taxable year, ending with or within the taxable

year Of the shareholder.' Cash dividends distributed within

2-1/2 months following the close of the corporation's tax-

able year are considered to be distributions (tax free) of

undistributed taxable income of the prior year (to the ex-

tent of that income).41 These procedures must be followed

whether the corporation and its shareholders have adopted

the cash or accrual basis of accounting. In general,

salaries paid to officer-shareholders are included in the

officer's personal income in the year received.

A partner, on the other hand, must include his entire

share of partnership income allocations in his personal in-

come at the end of the partnership's taxable year ending

with or within the partner's taxable year. This procedure

must be followed whether the cash or accrual method is used

by the partnership and the partners and regardless when with-

drawals and "guaranteed payments” (salaries and interest) are

made.42

 

4126 C.F.R. 1.1373-1.

42I.R.C. (1954), sec. 706(a).



211

Of the two procedures described above, the partner-

ship approach is preferable because it prevents the shift-

ing of income between years. For example, under the

Subchapter S approach, when the business and its shareholders

have different taxable years, income may be shifted between

the taxable years Of the owners by changing the timing and

amount Of cash dividends and salary payments. With the

partnership approach, business income is included in the

owner's income on a consistent annual basis, regardless

when the income is distributed.

Ownership transfers. Only Subchapter S shareholders
 

who hold their stock at the end of the corporation's tax-

able year are taxed on their shares of the corporation's

undistributed taxable income. Thus, a shareholder who

transfers his stock on the last day of the corporation's

taxable year is taxed only on cash dividends received dur-

ing that year. On the other hand, if the corporation incurs

a loss and a shareholder transfers his stock during the

year, the loss must be allocated on a daily basis between

the old and new shareholder.43

It would seem that the small gain in compliance

simplicity resulting from not allocating undistributed

taxable income according to the period the stock is held

 

4

3I.R.C. (1954), sec. 1373, 1374.
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is far outweighed by the inequity associated with shifting

income from Old to new shareholders and from the inconsis-

tency with the loss allocation. The partnership procedure,

which requires that a partner report his share of partner-

ship income or loss up to the time his entire interest is

diaposed Of, is a more logical and consistent approach.44

Division of income. Partners have more flexibility
 

in allocating business income or loss than Subchapter S

shareholders. Under Subchapter S, only one class of stock

is permitted and income allocations are made on the basis

of the number of shares held. Under Subchapter K, on the

other hand, income allocations are made according to the

partnership agreement.45

In addition to the usual type of partnership income

allocation arrangement (e.g., partner A shall receive a

salary Of $5,000 plus 1/3 of partnership net income or

loss), a partnership agreement may provide for special

allocations of particular kinds of revenue or deductions

and gains or losses to particular partners. For example,

one partner may be allocated all the dividend income

 

44I.R.C. (1954), sec. 706(c).

45I.R.C. (1954), sec. 704(a)(b).
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received by the partnership or another partner may be

allocated all the depreciation on a particular machine.

Provided the principal purpose of the allocation arrange-

ment is not tax avoidance or evasion, the arrangement will

be accepted by the Internal Revenue Service.46

This is one area in which the substantive differences

between the corporate and partnership legal forms would

seem to call for a lack of uniformity. The basic income

allocation agreement for shareholders is that specified

by the nature of the stock held. It may be difficult to

arrange for special income allocations for tax purposes

for closely held corporations for the following reasons:

(1) all the shareholders would have to consent to the

special allocations and (2) the transfer of stock, unlike

the transfer of partnership interests, does not require

that a new ownership agreement be prepared. Shareholders

Of corporations have some flexibility in this area in that

they can adjust expense payments to shareholders--salaries

to officer-shareholders, etc.--to take into account special

income allocations not provided by stock ownership.

Family income splitting. A problem common to both

partnerships and Subchapter S corporations is the splitting

 

4626 C.F.R. 10704-10
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of income among the members of a family to shift income

into lower marginal tax brackets. Since (l).married couples

usually file joint returns and (2) comparatively few in-

dividuals have income sufficient to warrant spreading it to

persons outside the immediate family, this problem is usually

encountered where business owners try to shift income to

their children.

Although the provisions pertaining to family income

splitting differ somewhat between Subchapters K and S, both

are based upon the following principles: (1) An individual

has a right to make a valid transfer (by gift, devise, or

sale) of all or part Of his interest in a corporation, or

partnership to a member of his family, as well as to out-

siders. (2) An assignment of income without a correspond-

ing valid transfer of the property producing that income

does not shift the tax on the income to the recipient. (3)

In a service-type business, income is taxed to those who

perform the services. (4) In a business in which both

capital (inventory, machinery, etc.) and services are in-

come producing factors, a reasonable allowance for services

performed must be made to the owners performing the services

before the remainder Of the income may be attributed to and

allocated on the basis of the capital supplied by the owners.

Income allocations not in accord with these principles may
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be re-allocated.by the Internal Revenue Service.47

The family income splitting problem associated with

jointly-owned business enterprises stems from a more funda-

mental problem: at the individual level, should the tax-

paying unit be each person, the married couple, or the

immediate family.(parents and children at home)? Discussion

of this problem is beyond the scope of this study.48

Basis adjustments. Determination of the tax basis of a
 

partner's or a Subchapter S shareholder's interest in the

business is required for several purposes. For example, the

tax basis must be known to determine the extent to which net

Operating losses may be deducted or for the computation of

gain or loss on the sale of the interest.

In general, when a new business is formed, whether

a partnership or a corporation, no gain or loss is recog-

nized to the owners or the business on the transfer of

assets to the business. The basis Of the assets to business

is the same as it was in the hands of the owners, and the

basis of the owner's interest is, in general, the same as

 

4'7I.R.C. (1954), sec. 704(e), 1375(c).

48For further discussion, see: Harold M. Groves, Eggs

eral Tax Treatment of the Family, Studies of Government

Finance (Washington, D. C.: Brookings Institution, 1963),

Chapter IV.
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the basis Of the assets transferred.49 Subsequent trans-

actions may require numerous changes in the basis of the

owner's interest.

Subchapter S contains a simplified procedure for

changing the tax basis of a shareholder's stock. The tax

basis of the stock is increased by the amount Of undistri-

buted corporate taxable income included in the shareholder's

personal income and reduced by (1) cash dividends paid out

Of income taxed to shareholders but not distributed in prior

Subchapter S years and (2) net Operating loss allocations

to shareholders.50

Under Subchapter K, on the other hand, a more flexible

and complex adjustment procedure is used. The tax basis of

a partner's interest is increased by the amount of his share

of partnership ordinary income, Special income allocations

(whether taxable or nontaxable) and eXcess of percentage

depletion over the basis of the depletable prOperty, and

reduced by his share of partnership ordinary loss, all

special allocations of deductions (whether deductible or

nondeductible on his personal return) and withdrawals from

 

49I.R.C. (1954), secs. 351, 362, 721-23.

50I.R.C. (1954), sec. 1376.
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the partnership.51

The handling of tax-exempt interest provides a good

example of the differences in tax results that may be pro-

duced by the two procedures. Under Subchapter K, tax

exempt interest is allocated separately to the partners

and each partner increases the tax basis of his partner-

ship interest for the amount allocated to him. Since the

partner's basis is increased for the interest, any gain

on the sale of the partner's interest that is attributable

to the tax-exempt interest retained in the partnership is

not taxed to the partner.52

Under Subchapter 8, on the other hand, tax-exempt

interest is excluded from the computation of taxable income

of the corporation; this prevents the interest from being

taxed currently to shareholders. However, since the income

does not become a part of the undistributed taxable income

of the corporation--which would increase the tax basis of

the shareholder's stock--a gain on the sale of thestock

that is attributable to tax-exempt interest retained in the

corporation may be indirectly converted into taxable income

 

5126 C.F.R. l.705-l(a).

52Victor H. Tidwell, ”The Internal Revenue Code of 1954

--Subchapter K and Subchapter S Compared" (unpublished D.B.A.

dissertation, Indiana UniverSity, Bloomington, Indiana), pp.

53, 179-80.
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to the shareholder.53

Another difference between Subchapters K and S is

the limitation on loss deductions. A net Operating loss

first reduces the basis of a Subchapter S shareholder's

stock and then any corporate debt he may hold, but neither

may be reduced below zero. Net Operating loss in excess

of the combined (stock and debt) basis is forfeited for-

ever 0 54

A loss incurred by a partnership (whether a capital

loss or an ordinary loss) also reduces the basis Of a

partner's interest, but not below zero. However, loss in

excess of a partner's basis may be carried over and de-

ducted in future years, when the partner's basis is

restored by profits or additional investments. Also, a

partner's tax basis includes his share of all partnership

liabilities, including amounts advanced by creditors who

are not partners.55

The partnership limitation is Obviously the more

generous of the two. The carryover of losses in excess

 

S3Ibid.
 

54I.R.C. (1954), sec. 1376(b).

551.R.C. (1954), sec. 704(d), 26 C.F.R. 1.752-1.
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of an owner's basis would seem to be a reasonable provision.

Whether an owner's interest should include his interest in

business liabilities for amounts the owner has not advanced

is questionable. Of course, a partner may be held liable

for partnership liabilities in the event of continuing

losses, which could result in his loss exceeding his capital

and debt interests. On the other hand, a shareholder (at

least technically) could lose only his investment (owner-

ship interest and debt) in the event of a business failure.

Whether losses in excess of an owner's investment should be

indirectly accrued for partners, but not for shareholders,

is eSpecially questionable in those cases in which share-

holders have personally guaranteed the repayment of loans

from outside creditors.

In general, the basis adjustments prescribed by Sub-

chapter K are considerably more refined and complex than

those in Subchapter S. The basis area is one of many

areas in which Subchapter K substantially compromises

simplicity in tax accounting to avoid relatively minor

inequities that would result from a more simplified tax

accounting approach.

Ownership,redemptions,liguidations,_reorganizations,

SEE: Subchapter S corporations are, in the main, subject

to regular corporate tax rules in these areas. Subchapter

K, on the other hand, contains a substantially different
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set of procedures.

The most important factor that calls for different

procedures in reorganizations, liquidations, etc., is re-

tained corporate income, which has been taxed at corporate

‘rates, but which has not been taxed to individuals. Cor-

porate tax rules for liquidations, etc., contain numerous

safeguards against income distributions which would convert

retained corporate income into long-term gain or avoid

taxation Of this income as ordinary income to shareholders

in some other manner.

The retained income problem is, Of course, not

present in partnerships. A Subchapter 8 corproation, on

the other hand, may have accumulated corporate income under

the corporate tax method prior to the Subchapter S election.

The presence Of accumulated income--some Of which has been

taxed under the corporate method and some under Subchapter

S--Can produce some extremely complex problems in the re-

organization and liquidation areas, as well as in other

areas.

TO avoid the dual-source accumulated income problem,

the original version of Subchapter S proposed in 1954

specified that the election must be made for the first

taxable year of a corporation organized after 1953 or it

could never be made and that corporations organized prior
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to 1954 would have to liquidate and reincorporate if they

wished to exercise the partnership Option.56

If a mandatory partnership tax system were adopted,

the best procedure probably would be to treat the retained

corporate income of closely held corporations as though it

had all been taxed directly to shareholders (with appro-

priate adjustments to the basis of the shareholder's stock).

This income has already been taxed at corporate rates.

Moreover, the temporary inequities associated with the tax-

free distribution of this income would far outweigh the tax

accounting complexities associated with maintaining a dual-

source income distribution system. A one-shot adjustment

of this type is not practical under Subchapter S, since the

Option may be exercised and later revoked easily.

Once the accumulated earnings problem was eliminated,

closely held corporations could follow the tax rules under

Subchapter K with reSpect to liquidations, reorganizations,

etc .

Restrictions on the use of Subchapter S. Subchapter
 

K permits any party (person, trust, another corporation,

estate, etc.) to be a partner. Also, there are no restric-

tions as to the nature of gross income received.

 

56Internal Revenue Code of 1954, s. Rept. 1622, pp.

cit., p. 453.
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Subchapter S, on the other hand, permits electing corpo-

rations to have only individuals and estates as shareholders.

Also, an electing corporation is not permitted to derive

more than 80 percent of its gross income from sources out-

side the United States Or more than twenty percent from in-

vestment-type income.57

The purpose Of these restrictions on Subchapter 8 is

twofold: (1) to limit the use of the Option to "small busi-

ness corporations" owned directly or indirectly by not more

than 10 individuals, all or most of whom are actively engaged

in the conduct of the corporation's business and (2) to

restrict the use Of the Option to corporations engaged in

regular business Operations, rather than mere investment or

holding activities.58

Under the mandatory system, it would be necessary to

permit any party to be a shareholder and any kind Of gross

receipts, as is done under Subchapter K. If a corporation

were excluded from the mandatory system simply because some

of its stock was held by another corporation or a trust,

then the mandatory system would be a de facto Optional

 

57I.R.C. (1954), sec. 761(a), 1372(e).

58Technical Amendments Act of 1958, S. Rept. 1983, pp.

Cite, pp. 87-890
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system. Officer-shareholders wishing to have their corpo-

rations excluded from the mandatory system could simply

arrange for stock to be transferred to a non-qualifying

party, as can be done under Subchapter S. The same would

be true Of restrictions on gross income. Moreover, if any

kind of priority were established to determine which cor-

porations should be included in the mandatory system, in-

vestment-type enterprises (personal holding companies) would

rank number one.

Also, a Subchapter S corporation is permitted to have

only one class Of stock outstanding. The main purpose of

this restriction is to simplify the allocation of income

among shareholders. As explained in the original prOposal

for Subchapter S in 1954:

The corporation may have only one class of stock

outstanding. NO class Of stock may be preferred over

another as to either dividends, distributions, or

voting rights. If this requirement were not made,

undistributed current earnings could not be taxed to

the shareholders without great complications. In a

year when preferred stock dividends were paid in an

amount exceeding the corporation's current earnings,

it would be possible for preferred shareholders to

receive income previously taxed to common share-

holders, and the same earnings would be taxed twice

unless a deduction for the earnings previously taxed

were allowed to the common shareholders.59

‘3

59Internal Revenue Code of 1954, S. Rept. 1622, Op

cit., p. 453. “a
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Under the mandatory system, it would be necessary

to include in the system closely held corporations with

more than one class Of stock; exclusion Of those with more

than one class would transform the mandatory system into a

de facto Optional system, as eXplained above.

Applying the partnership method of taxation to closely

held corporations with more than one class of stock would

certainly be more difficult than applying it to those with

only one class. However, the increase in compliance problems

would not make the mandatory system unfeasible. The present

Treasury Regulations for foreign personal holding companies

specify how this problem could be handled:

The amount which each United States share-

holder must return is that amount which he would

have received as a dividend if the . . . portion

Of the undistributed foreign personal holding

company income had in fact been distributed by the

foreign personal holding company, . . . Such

amount is determined . . . by the number of shares

of stock owned by the United States shareholder and

the relative rights of his class of stock, if there

are several classes Of stock outstanding. Thus, if

a foreign personal holding company has both common

and preferred stock outstanding and the preferred

shareholders are entitled to a specified dividend

before any distribution may be made to the common

shareholders, then the assumed distribution of the

stated portion of the undistributed foreign person-

al holding company income must first be treated as

a payment Of the specified dividend on the prefer-

red stock before any part may be allocated as a

dividend on the common stock.

 

60

26 C.F.R. 1.551-2(C).
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In closely held corporations, restrictions on voting

rights and limitations on financial returns should be

viewed as a form of partnership agreement and handled ac-

cordingly. Usually only individuals who own regular common

stock in a closely held corporation are willing to hold pre-

ferred stock.61

Conclusions
 

In selecting a general set of tax rules for the manda-

tory system, it appears that those contained in Subchapter

K would be the most suitable. This writer does, however,

have some reservations in recommending the use of Subchapter

K rules as the backbone of the mandatory system. In parti-

cular, simplicity in tax accounting has been compromised

substantially in making the tax rules in Subchapter K uni-

form with those for proprietors and individuals, in general.

In choosing between (1) the complexity of Subchapter K and

(2) the lack Of uniformity associated with using a simpli-

fied partnership design in the mandatory system, it appears

that the bookkeeping complexity is the lesser of the two

 

61For an analysis Of ownership agreements and related

problems in closely held corporations, see: F. Hodge O'Neal

and Jordan Derwin, Expulsion or Oppression of Business Associ-

ates: "Sgueeze-Outs" in Small Entepprises (Durham, N.C.:

Duke University Press, 1961).
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evils. Differences between the tax rules in Subchapters

K and S have been criticized frequently in tax literature

because most Of them are unnecessary. On the other hand,

the complexities associated with Subchapter K have, to a

large extent, been accepted because they are unavoidable

in applying the individual tax method to partnerships in a

consistent manner (i.e., most Of the complexity is unavoid-

able as long as numerous forms Of receipts and deductions

are subject to special tax treatment).62

Assuming that the tax rules in Subchapter K were to

be used as the principal components Of the mandatory system,

the addition of special rules for items such as the follOw-

ing would be necessary: (1) criteria for corporations to

be included in the mandatory system--discussed in Chapter

VI; (2) transitional problems--e.g., adjustments for exist-

ing retained earnings; and (3) allocations of income among

various classes of stock.

Semispublic Corporations

In addition to the mandatory system, in Chapter VI

it was suggested that perhaps the best way to handle

 

2See: U. S. Congress, Hearings Before the House Com-

mittee on Ways and Means on Advisory Group Recommendations

on Subchapters C, J, and K, 86th Cong., lst Sess., 1959, the

section on Subchapter K.
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corporations whose pattern Of ownership is semi-public in

nature would be to give these corporations the Option to be

taxed like partnerships. If these corporations were given

this Option, it would be necessary to formulate some addi-

tional rules for these corporations.

Two general approaches to the formulation of these

special rules seem apprOpriate: (l) modify and use the

rules presently contained in Subchapter S for the tax-option

corporations or (2) use the same rules (mainly Subchapter K

rules) for the tax-option corporations that are used for

corporations included in the mandatory system, with whatever

modifications are necessary. Either approach would provide

an adequate set of rules for the tax-Option corporations.

However, the Subchapter S approach would be easier to apply

to corporations with numerous shareholders; whereas the Sub-

chapter K approach would make it unnecessary to maintain a

complete set of separate rules for tax-Option corporations.

Since it is not essential to the mandatory system that semi-

public corporations be given the partnership option, speci-

fic differences between these two approaches are not examined

in this study.



CHAPTER VIII

SUMMARY AND CONCLUSIONS

This study was undertaken to determine the desir-

ability and feasibility of replacing the existing system

Of taxing closely held corporatiOns (both the corporate

tax method and Subchapter S) with a partnership-type tax

system that woulddbe applied to closely held corporations

on a mandatory basis. In examining both the existing

system and the prOposed mandatory partnership system, con-

sideration was given equity, administrative and compliance

factors, and economic consequences. In addition, the con-

stitutionality of the mandatory partnership approach was

considered.

The major findings of this study are presented in

the following sections in which the existing system is

compared with the mandatory partnership system:

Eguity. The mandatory partnership approach clearly

would provide a more equitable means Of taxing the income

Of closely held corporations than that provided by the

existing system. The two most widely accepted standards of

equity in federal income taxation are horizontal equity and

228
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ability to pay.

The existing system of taxing closely held corporations

deviates significantly from both of these standards. With

respect to horizontal equity, shareholders of closely held

corporations taxed under the corporate tax method are not

accorded tax treatment similar to that accorded sole pro-'

prietors and partners-~persons in substantially similar cir-

cumstances. In addition, the corporate tax method imposes

a tax on corporate income largely without regard to the

ability to pay of shareholders and taxes only distributed

corporate income directly to shareholders. Subchapter S,

which is used by approximately 12 percent of business cor-

.porations, mitigates these inequities only to a minor ex-

tent.

On the other hand, the mandatory partnership system

would bring the taxation of closely held corporations into

conformity with both horizontal equity and ability to pay.

Owners of privately held businesses (whether the businesses

were incorporated or unincorporated) would be accorded

similar tax treatment, and the income (whether distributed

or not) of Closely held corporations would be included in

the determination of the individual tax liabilities of

shareholders.

Administrative and compliance factors. The mandatory

partnership tax system would provide substantially less
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opportunity for tax avoidance than that provided by the

existing system. The unity of ownership and control in

closely held corporations precludes applying the corporate

tax method to these corporations in a straightforward

manner;the prevalence of tax-avoidance practices and

counteractions by the InternalRevenue Service in areas

such as unreasonable compensation, thin capitalization,

accumulated earnings,and multiple corporations attest to

this fact. Subchapter S has made some contribution to the

elimination.of problems in these areas when the Option has

been used. However, the Opportunity provided by Subchapter

S to change tax forms and to shift back and forth between

forms (within prescribed limits) has added another dimension

to tax manipulation. Under the mandatory partnership tax

system, there would be little, if any, opportunity to engage

in the kind of tax maneuvering associated with the existing

system of taxing closely held corporations. In addition,

adoption of the mandatory system would not result in sub-

stituting other major Opportunities for tax avoidance for

the present variety.

On the other.hand, an adequate system of tax rules

for the mandatory system would contain provisions and pres-

cribed tax accounting practices that are at least as complex

as those contained in the existing system of taxing closely

held corporations. In fact, if the tax rules in Subchapter
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K were used as the principal components of the mandatory

system--in conjunction with special rules for keeping cor-

porations in the mandatory system, multiple corporations,

multiple classes of stock, corporations to be given an

option to be taxed like partnerships, and other special

areas--the mandatory approach probably would be more bur-

densome than the existing system in terms of compliance

problems.

Combining diverse administrative and compliance

factors such as the negative effects on taxpayer morale

associated with tax manipulation, enforcement problems,

resources consumed in tax planning (including business

form selection) and compliance problems, a net overall im-

provement in the administrative and compliance area would

most likely result from the adoption Of the mandatory

partnership system.

Economic conseqpences. Although the economic effects

of replacing the existing system of taxing closely held

corporations with the mandatory system are uncertain, the

most probable effects appear to be the following: (1) no

significant change in total tax revenue (probably less than

2 percent Of income tax receipts): (2) a slight net disin-

centive to form, work hard in, and expand small business

enterprises owned by individuals in upper-middle and high

tax brackets; (3) a significant reduction in the funds
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available after taxes to finance the growth of some small

corporations (perhaps as many as 200,000 small corpora-

tions, including many Of the nation's most promising grow-

ing enterprises); and (4) the elimination of the incentive

to hoard funds (which could be invested more profitably

elsewhere without the corporate tax method) in closely

held corporations. With the exception of the change in

tax revenue, it would be virtually impossible tO arrive

at fairly accurate quantitative estimates Of these ef-

fects. However, it does appear that the mandatory partner-

ship system would, On the whole, have less desirable

economic effects than the existing system.

Constitutionality. There is, of course, no question

as to the constitutionality of the existing system Of tax-

ing closely held corporations. Whether or not the partner-

ship tax method could be applied to closely held corporations

on a mandatory basis without a constitutional amendment is

questionable. The weight Of informed legal Opinion indi-

cates that the mandatory partnership approach would not

require constitutional amendment. However, the constitu-

tional issue will probably never 3e resolved until the

mandatory approach is attempted.

Rgcommendations. It appears that the mandatory part-

nership approach would, on the whole, provide a more desir-

able approach to taxing the income of closely held
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corporations than that provided by the existing system.

Moreover, the mandatory partnership approach appears to be

no less feasible than the existing system. The analysis

contained in this study is not, however, sufficient to

warrant recommending that the mandatory partnership ap-

proach be adOpted without further study. Numerous areas

examined briefly in this study would have to be examined

in considerable detail before a decision with respect to

adoption could be adequately supported.

Among the areas warranting further study are: (1)

patterns of ownership of business corporations (with the

exception of publicly held corporations, comparatively

little is known about the ownership Of the bulk of the

corporate pOpulation); (2) the formulation of specific

tax rules to be contained in the mandatory system; (3)

the feasibility Of either eliminating or greatly restric-

ting the use Of the corporate surtax exemption, in con-

junction with the adoption of the mandatory partnership

tax system; and (4) probable effects on the growth of

small businesses that would result from the adoption of

the mandatory system. In addition, before the mandatory

system could be adopted, the system would have to be co-

ordinated with (l) provisions for taxing foreign operations

and (2) various forms of special tax treatment accorded
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corporations engaged in certain operations (small business

investment companies, nonprofit organizations engaged in

taxable business activities, insurance companies, etc.).

A detailed examination of all these areas is beyond the

SCOpe Of a single study.

In conclusion, the mandatory partnership approach to

taxing closely held corporations is worthy of far more

serious consideration than it has received in the past.

Certainly there are no Obvious reasons for rejecting this

approach without further consideration. In view of all the

problems associated with the existing system of taxing

Closely held corporations, further examination of the manda-

tory partnership approach is warranted.
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