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The thirty-five shareholder limitation is fixed at that number to
conform to the private offering exemption under Section 4(2) of the
Securities Act of 1933 and Regulation “D” issued by the Securities
and Exchange Commission under that exception. In counting the
thirty-five shareholders, joint owners are considered as separate share-
holders, except husband and wife, whether owning stock jointly or
separately, are considered to be a single shareholder.?® However, it
should be noted that a husband and wife owning stock in a Subchapter
S corporation who are later divorced, immediately are treated as sepa-
rate shareholders and must be counted separately in complying with
the thirty-five shareholder limitation. If, prior to the divorce, there
were thirty-five shareholders of the S corporation, then the divorce
would automatically terminate the Subchapter S election unless steps
were taken prior to the divorce to avoid the problem.

If a corporation meets the qualification requirements, then the Sub-
chapter S election may be made by filing Treasury Form 2553, which
must be signed by each of the electing corporation’s shareholders.?! In
the event you are in the process of electing Subchapter S status for a
corporation and are using Treasury Form 2553 in its present form, the
Internal Revenue Service may be returning it to you for the inclusion
of the tax year, for federal income tax purposes, of each of the share-
holders. This information is not a part of the current Form 2553, but
is now being required by the Service because of the new provision
added by the Subchapter S Revision Act limiting the choice of a fiscal
year by new Subchapter S corporations to a calendar year or the fiscal
year of its major shareholders. Therefore, if you are working with the
existing Form 2553, you should add to the form, under the name of
each shareholder, information regarding that shareholder’s tax year for
federal tax purposes.

If the corporation is eligible to make the election, and all of the
shareholders consent to it by signing the election form, then the cor-
poration will be treated as an S corporation for a particular tax year if
the election has been filed either during the preceding tax year or on
or before the fifteenth (15th) day of the third month of the tax year of
the corporation for which the election is to be effective.?? Thus, for
example, a properly executed election filed for a calendar year corpora-
tion at any time between March 16th, 1984 and March 15, 1985 will
be effective for 1985. A properly executed election filed anytime be-
tween March 16, 1983 and March 15, 1984 will be effective for the
entire calendar year 1984. Note, however, if the election is filed during
1984 to be effective in 1985, the election will be effective for 1985 only
if the corporation qualifies as a small business corporation in 1985 in

20 Code Section 1361(c)(1).

21 Code Section 1362.
22 Code Sections 1362(a) and (b).
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all other respects. Once the election has been made and has become
effective, which is evidenced by a notification of effectiveness from the
Internal Revenue Service, it remains in effect for the entire tax year of
the election and for all succeeding tax years until the election is termi-
nated in one of the manners provided in the Internal Revenue Code.?

Under the current Subchapter S rules, the corporation is regarded as
a corporation for federal income tax purposes except to the extent that
the Subchapter S rules overide the normal corporate tax rules of Sub-
chapter C. The major differences are: the Subchapter S corporation is
exempt from most federal income taxes and its tax treatment is ana-
lagous to, but not identical with, federal partnership taxation; the Sub-
chapter S corporation is treated as an individual taxpayer rather than
as a corporation in its status as a shareholder of another corporation?¢;
a special rule exists for recognition of gain on distribution of appreciated
property by a Subchapter S corporation?®; and the S corporation itself
is not subject to the corporate personal holding company tax, the ac-
cumulated earnings tax or the add-on minimum tax.2¢ In fact, one of
the stated purposes of the Subchapter S Revision Act was to make Sub-
chapter S taxation closer to that of the partnership for federal tax pur-
poses.?” Nonetheless, there still are a number of crucial differences in
the federal income tax treatment of the corporation and a partnership.
The Act also had the effect of overruling a number of prior rules which
had become beneficial planning devices. These included the right of the
Subchapter S corporation to elect any fiscal year it desired, which has
now been eliminated, as noted earlier.?® In addition, qualified retirement
plans of Subchapter S corporation have now been made identical to
those for partnerships.?® All items of income, deduction, credit and loss
are passed through to the stockholders of the Subchapter S corporation
on a daily basis, as is true for partnerships, which means that the old
device of transferring stock in a Subchapter S corporation near the end
of the corporation’s fiscal year, and thereby transferring all of the in-
come of the Subchapter S corporation allocable to the transferred stock
to the transferee, is no longer available.*°

When a Subchapter S corporation is created by the transfer of prop-
erty in return for the stock, the federal income tax consequences are
essentially the same as they are for any normal corporation under Sub-
chapter C of the Code.** However, in the general day-to-day operations

23 Code Section 1362(c).

2¢ Code Section 1371(a) (2).

25 Code Section 1365(d).

26 Code Section 1363(a).

27 S, Rep. No. 97-640, 97th Cong., 2d Sess. 1 (1982).

28 Code Section 1378.

29 Code Section 1372.

30 Code Section 1366.
31 See, generally, Code Section 351.
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of the Subchapter S corporation, the tax consequences are significantly
different since gain and loss are passed through the corporation to its
shareholders on a per-day, per-share basis and the corporation generally
is not subject to income tax at the corporate level. A Subchapter S
corporation will compute its taxable income in generally the same man-
ner that a partnership computes its taxable income under Subchapter K
except that the S corporation is allowed to amortize its organizational
expenses under Section 248 of the Code, rather than under the slightly
less beneficial partnership formula.*> The Subchapter S corporation will
be liable for capital gains tax on certain capital gains and, in particular
circumstances, on passive investment income realized by the Subchapter
S corporation.®® The capital gains tax rules have not been changed sig-
nificantly by the Subchapter S Revision Act, and gains in excess of
twenty-five thousand dollars ($25,000) annually are still subject to tax,
unless a stated exception applies.

On the other hand, the taxation of passive investment income departs
significantly from prior rules, which terminated a Subchapter S election
if passive investment income in excess of a relatively small percentage
of gross receipts was received in a taxable year by an S corporation.
Under the new rule,®* receipt of passive investment income, by itself,
will not terminate the Subchapter S election (with one exception), but
receipt of passive income will subject the corporation to a tax equal to
forty-six percent of the net passive investment income in a taxable year,
multiplied by a fraction, the numerator of which is the passive invest-
ment income exceeding twenty-five percent of gross receipts and the
denominator of which is passive investment income for the year. This
provision only applies, however, if the corporation possesses accumu-
lated earnings and profits from a tax year when it was taxed as a regular
Subchapter C corporation, or earned prior to December 31, 1982, the
effective date of the Subchapter S Revision Act, and if more than
twenty-five percent of the corporation’s gross receipts for the year are
passive investment income. If both of these conditions are not met, then
the corporation is not subject to this “passive income” tax.

One other change made by the 1982 Act was the addition of the
capital gains tax to a Subchapter S corporation on the distribution of
appreciated property by the corporation to its shareholders, either in
redemption of its stock or as a dividend.*®* The difference between the
basis of the property and its fair market value at the time of distribution
is capital gain, receiving standard capital gains tax treatment in the year
of distribution.

32 Code Section 709.

33 Code Sections 1374, 1375.
34 Code Section 1375.

35 Code Section 1365(d).
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The conduit theory of taxation of the Subchapter S corporation is
now applied consistently at the shareholder level so that each shareholder
includes, on a pro-rata basis, each item of income, loss, deduction or
credit of the Subchapter S corporation on his personal income tax re-
turn as if each item had been realized or incurred by him directly from
the same source from which it was realized or incurred by the corpora-
tion.*® To carry out this principle, the Code creates a category of “sep-
arately stated” items and “nonseparately stated” items of the Subchapter
S corporation for each year.*” In basic terms, a separately stated item
is any item of income, loss, deduction or credit of the corporation
which would affect the individual shareholders’ returns if it were sep-
arately included on the Subchapter S return rather than included on an
aggregate basis. Examples of this would be investment tax credit items,
charitable deductions, and depreciation, all of which are subject to
limits or minimum tax computations if they are separately included on
the individual shareholder’s return. To the extent that any items are
not separately stated (that is, have no individual impact on the share-
holder’s return), then each shareholder includes a proportionate part
of those items on an aggregate basis.

As was true of Subchapter S reporting prior to the 1982 Act, each
shareholder of the corporation will include in his individual income tax
return his pro-rata share of each item of income, loss, deduction or
credit for the year in which or with which the taxable year of the S
corporation ends.®” Since most S corporations will now be on a calendar
year basis, the reporting of the S items and the individual items will
parallel one another and individual shareholders will include on their
income tax return for their calendar year their pro-rata share of the
Subchapter S items for its same calendar year. In the case of a share-
holder who dies during a Subchapter S corporation year, his final indi-
vidual income tax return for the period up to the date of death includes
a proportionate share of the Subchapter S corporate income, on a per-
share per-day basis, from the beginning of the Subchapter S corporate
year through his date of death.®®

As mentioned earlier, an old planning device—transferring S corpora-
tion stock prior to the last day of the tax year in order also to transfer
taxation of that stock’s proportionate share of the corporate income for
the entire year—is no longer available. Under the new Subchapter S
Revision Act, Section 1377 of the Code has been amended to provide
that each shareholder must include in his income his pro-rata share of
the income of the corporation on a per-share, per-day basis, even though

36 Code Sections 1366, 1377.
37 Code Section 1366(a).
88 Code Section 1377(a).
39 Code Section 1366(a) (1).
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the total corporate income is not ascertained until the end of the cor-
porate tax year. An S shareholder who is contemplating selling or
otherwise transferring his stock during the year therefore must give
consideration to the potential income of the corporation during the
period after he will have transferred his stock. If the corporation realizes
substantial post-transfer income, the transferring shareholder will be
taxed on a proportionate part of that income, since the income alloca-
tion is done on the corporation’s year-end income figures. This is true
even though the shareholder who has transferred his shares will never
actually receive any distribution based on income earned after he has
transferred his shares. Because of the potential problems caused by
this taxation to the individual of income he will never be in a position
to receive, the Act has added a provision such that, if all shareholders
consent, the pro-rata allocation to a transferring shareholder may be
made as if the taxable year of the corporation ended on the date of the
transfer and the new shareholder will be responsible for the post-transfer
income, again on a per-share, per-day basis.*> The exact method and
mechanics of the election have not yet been finalized but will be done by
Treasury Regulations to be issued later.

Although the method of allocation has changed, the basic rule gov-
erning the shareholder’s right to utilize deductions and losses of an S
corporation has not changed significantly. Thus, a shareholder of an S
corporation may claim losses and deductions of the corporation equal
to his proportionate share of the total losses and deductions of the cor-
poration for the entire year, but, under Section 1366(d)(1) of the
Code, he may not deduct such losses or deductions in an amount in
excess of the total of his adjusted basis in his stock in the corporation,
Plus his adjusted basis in any debt of the corporation owed to him. A
major change from prior law, however, is that a shareholder now may
carry over losses in excess of his adjusted basis in his corporate stock
and debt indefinitely to future tax years until he has sufficient basis to
allow the excess losses or deductions to be claimed.* Under prior law,
if deductions or losses in one year exceeded his basis in his corporate
stock and debt, the excess was lost and could never be claimed by the
shareholder.*?

Another significant change from prior law is that any disallowed
losses, either from the current year or from prior years, may still be
claimed by a shareholder for a period of up to one year after termina-
tion of Subchapter S status if his basis in the stock, but not in any debt
owed to him by the corporation, is restored.** As under prior law, the
shareholder’s basis in corporate stock or debt held by him is subject to

40 Code Section 1377(a) (2).

41 Code Section 1366(d) (2).

42 Former Code Section 1374.
43 Code Section 1362(d) (2).
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annual adjustments to reflect his proportionate share of each item of
corporate income, deduction and loss for the year, and of any distribu-
tion made during the year.**

The rules governing taxation of distributions from a Subchapter S
corporation to its shareholders were altered by the 1982 Subchapter S
Revision Act to more closely parallel the partnership distribution rules.
Under the Act, an actual distribution will be taxed in one of two ways,
depending upon whether the Subchapter S corporation has accumulated
earnings and profits at the time of the distribution. It should be noted
that an S corporation organized after December 31, 1982 is never con-
sidered to have accumulated earnings and profits from its own opera-
tions and, therefore, always will be taxed under the simpler of the two
methods. On the other hand, a Subchapter S corporation existing prior
to December 31, 1982, or a C corporation which has subsequently
elected to be treated as an S corporation, or a Subchapter S corpora-
tion, organized either before or after December 31, 1982, which has
acquired another corporation resulting in a carry-over of earnings and
profits, may have accumulated earnings and profits which will cause
application of the more complex method of taxation of distributions. In
summary, the two different methods are as follows:

1. (Simpler Method)—If the corporation does not have accumulated
earnings and profits, then a distribution to the shareholder from the
corporation will be tax-free so long as the distribution does not exceed
the shareholder’s adjusted basis in his stock in the corporation. If it
does exceed his basis in the stock, the excess is treated as a capital
gain

2. (More Complex Method)—If the corporation has accumulated
earnings and profits, a distribution is tax-free until the corporation’s
“accumulated adjustment account” is fully utilized, although the cor-
poration may elect to apply the distribution first against any accumu-
lated earnings and profits. Any distribution in excess of the “accumulated
adjustment account” is treated as a taxable dividend (under Section 301
of the Code) to the extent of accumulated earnings and profits. Any
distribution in excess of these first two amounts then reduces the share-
holder’s basis in his stock and any excess remaining after the stock
basis has been fully utilized is treated as a capital gain. For purposes
of the calculation, the “accumulated adjustment account” is essentially
the total net undistributed income which had been passed through the
Subchapter S corporation to the shareholders during its most recent

election year.4

44 Code Section 1367(a).
45 Code Sections 1371(c), 1368(b).
46 Code Section 1368(c).
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The timing of a distribution from an S corporation is not as crucial
as it once was, because under both methods the distribution is first
measured against previously-taxed items, either by offsetting the accumu-
lated adjustment account or by offsetting stock basis. However, distribu-
tions during the middle of a corporation’s tax year still must be planned
carefully since neither the amount of the shareholder’s basis nor the
amount of the accumulated adjustment account will be known until the
end of the corporation’s tax year. An S corporation may still make dis-
tributions, after the S election is terminated, on a tax-free basis to the
extent of the corporation’s accumulated adjustment account, but dis-
tributions in that case must be in cash rather than property, and must
be made generally within one year of the termination of the election.*’
Any distributions after this transition period will be subject to tax in
accordance with the rules dealing with Subchapter C corporations, not-
withstanding the fact that such distributions may, in part, reflect income
previously taxed to the shareholders under Subchapter S rules.

Unlike prior law, the Subchapter S Revision Act permits the transfer
of previously taxed income from one shareholder to another. This re-
sults from the fact that distributions are measured solely against basis
in the stock and the accumulated adjustment account for the year. While
this rule governs the tax effect of distributions, it nevertheless does not
take into consideration a practical, non-tax consideration. A shareholder
transferring his stock in the corporation when there is undistributed
income at the corporate level, on which he has personally paid tax, will
not, after the stock transfer, receive a distribution of that income, since
he will no longer be a shareholder. Therefore, he must attempt to have
undistributed income reflected in the purchase price of the stock to com-
pensate for the fact that he has paid the tax on the income.

The rules governing the revocation or termination of a Subchapter S
election were changed in the Subchapter S Revision Act in an attempt to
eliminate inadvertent termination or the ability of a single shareholder
to terminate the election, notwithstanding the desires of all other share-
holders. Therefore, generally, the election will no longer be terminated
if the corporation has more than twenty pzrcent of its gross receipts from
passive investment income*® or if it derives more than eighty percent of
its gross receipts from non-U.S. source income.** One exception to the
new rule that receipt of passive investment income in excess of twenty
percent of gross receipts no longer terminates the Subchapter S election
occurs if a corporation with that amount of passive investment income
has accumulated earnings and profits for three consecutive taxable years

47 Code Section 1371(e).

48 Code Section 1362(d) (3).

49 Section 2, Subchapter S Revision Act, repealing former Code Section
1372(e) (4).
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after the Subchapter S election, and during those three consecutive years
more than twenty-five percent of its gross receipts are derived from
passive investment income.® If Subchapter S status is terminated on this
basis, the termination occurs at the beginning of the taxable year follow-
ing the third taxable year. A new shareholder who does not wish to
continue the election can no longer terminate the S status alone unless
he or she owns a majority of the stock. Section 1362(d) (1) of the Code
now provides that shareholders owning more than half of the total shares
of stock outstanding may revoke the election by filing a consent to re-
vocation. If there is a revocation of the election, it will become effective
for the tax year following the year of the election to revoke unless the
revocation is made on or before the fifteenth day of the third month of
the tax year. If an election is made that soon, it is effective for the entire
tax year in which it is made.5!

If the election is terminated because the corporation no longer satisfies
the statutory requirements for a small business corporation, then the
termination will be effective from the date on which it first fails to
qualify.®® This eliminates the “last chance” planning opportunity under
prior law of deliberately causing a Subchapter S corporation to fail to
qualify as a small business corporation near the end of a tax year after
determining that the tax consequences would be better if it were treated
as a C corporation for the entire year.

If the Subchapter S election terminates, whether on a voluntary or
an involuntary basis, other than at the end of the tax year, then two
short tax years are created for purposes of determining the tax liability
of both the corporation and its shareholders.® One year is termed the S
short year and the other the C short year. The corporation must file
separate tax returns with respect to each of the two short years,** using
one of two methods to determine the allocation of the taxable income to
the two short years, the annualized method, or, if all the shareholders
elect, a method based upon the actual books and records of the corpora-
tion, If the annualized method is used, the taxable income for the full
year of the termination is calculated and then allocated between the
two short years on the basis of the number of days in each short year
in relation to the full tax year.® Once the allocation is made on this
basis, each shareholder includes in his personal tax return his pro-rata,
per-day share of each item of income, loss, deduction or credit, under
the normal Subchapter S rules, for the S short year, and the corporation
determines its own tax liability for its C short year. However, in deter-

50 Code Section 1362(d) (3).

51 Code Section 1362(d)(1).

52 Code Section 1362(d) (2).

53 Code Section 1362(e).

5¢ Code Section 1362(e)(6) (B).
55 Code Section 1362(e) (2).
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mining its tax liability for the C short year, it must annualize that income
by computing the tax on total taxable income for the year and then
multiplying that total tax liability by a percentage representing the num-
ber of days the C short year is of the entire terminating year. The other
method, based on the corporate books and records, permits the corpora-
tion to close its books as of the termination date so that each shareholder
will calculate his proportionate share of the corporate items, under the
normal Subchapter S rules, through the date of termination.*® The cor-
poration itself will then pay tax for the C short year based upon the
separate taxable income of the corporation as shown on the books for
the balance of the year of termination, again annualizing that income
by using a mechanical process which applies the corporate tax rate as
if the income earned in the C short year had been earned at the same
rate for the entire tax year and then allocating the resulting tax propor-
tionately to the C short year only.

Once the Subchapter S election is terminated, whether voluntarily or
involuntarily, Section 1362(g) of the Code precludes a re-election of S
status for a period of five taxable years from the effective date of the
termination or revocation. The Code now contains a provision, however,
which permits the Internal Revenue Service to treat an election as con-
tinuing if the termination is deemed inadvertent, to prevent undue hard-
ship.?” Under the effective date provisions of the Subchapter S Revision
Act, the five year period during which a new election cannot be made
applies only to terminations covered under the amendments made by
the Subchapter S Revision Act, so a corporation which terminated its
election prior to December 31, 1982 could now re-elect Subchapter S
status immediately, even though a similar five year prohibition period
existed under the law prior to 1983.

Comparison of ““S” Status With Other Business Forms

The second major area which we would like to cover briefly today is
a comparison of the Subchapter S corporate form with the other com-
mon organizational structures used for business purposes: the general
partnership and the normal corporation taxed under Subchapter C of
the Code. Generally, non-tax considerations, such as limited liability,
free transferability of interest, centralized management and continuity
of life, tend to favor the corporate form over the partnership form. The
Subchapter C corporate form would be preferable to the Subchapter S
form in many instances due to the more rigid qualification requirements
for the Subchapter S corporation. However, tax considerations would
frequently outweigh non-tax considerations, despite the attempt by Con-

56 Code Section 1362(e)(3).
57 Code Section 1362(f).
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gress to make tax considerations relatively neutral in the choice of
business form. For comparison purposes, we will look at several. broad
general areas, including creation of the entity, operation of the business
entity, the results of distributions from the entity, the treatment of the
sale of an interest or the death of an owner of an interest in the entity
and, finally, the estate planning considerations with the different entities.

For tax purposes, there are now only a few differences between the
Subchapter S corporation and a partnership, although some of those
differences should be noted. First, a partnership may permit a larger
pass-through of losses since partnership debt is taken into account in
determining a partner’s basis® while borrowings of the Subchapter S
corporation are irrelevent to his stock basis. For this reason, a Sub-
chapter S corporation is relatively less attractive as a tax shelter entity
than a partnership. Second, income and losses may not be specially
allocated among stockholders in a Subchapter S corporation, while spe-
cial allocations can be accomplished in the partnership form, although
with restrictions, particularly when there is no significant economic rea-
son for a special allocation.®® Third, a Subchapter S corporation is also
potentially liable for tax on capital gains and on passive investment
income in some circumstances, while a partnership would never be sub-
ject to tax for either of these items.

Taxation of income from operations is significantly different for a
Subchapter C corporation as opposed to an S corporation or a partner-
ship. Thus, an S corporate loss or a partnership loss can be passed
through to its owners while a C corporate loss is available only to the
entity itself. Even when operations are on a profitable basis, Subchapter
S or partnership form may be preferable in view of the reductions in
the top marginal individual income tax rates since 1981. The Subchapter
C corporation offers somewhat more flexibility in income and estate
planning than does the Subchapter S corporation, or the partnership.
Income of a regular corporation can be reallocated easily by making a
gift or other transfer of the Subchapter C stock since a transfer is subject
only to such general principles as the anticipatory assignment of income
doctrine. There are no statutory limitations on the Subchapter C cor-
poration which are designed to assure that reasonable compensation is
paid for the donor’s capital invested in the corporation or the donor’s
services rendered to the corporation, as is the case for both a partner-
ship®® and a Subchapter S corporation.®® Subchapter S status on the
other hand encourages the minimization of compensation income to
reduce the social security tax burden. However, since deferred com-
pensation plans are generally based upon corporate salaries and since

58 Code Section 752.

59 Code Section 704(b).

80 Code Section 704(e).
61 Code Section 1366(e).
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state tax rules may not recognize Subchapter S treatment, it may still be
advisable to pay substantial corporate salaries from the Subchapter S
corporation, depending upon the circumstances. Although the changes
made in the federal tax laws during 1982 have eliminated many of the
advantages formerly existing for the Subchapter C corporation in the
fringe benefit area, it is still generally a preferable form to the partner-
ship or the Subchapter S corporation in that regard.

In the area of distributions, it is the general rule that a distribution
from a partnership will be nontaxable to a partner®? while distributions
by a Subchapter S corporation or a Subchapter C corporation may or
may not be taxable, depending upon the circumstances. A distribution
of property with a value in excess of the basis of a partner is not tax-
able to the partner, while a distribution of property in excess of a
shareholder’s basis in a Subchapter S corporation will generally be tax-
able to him.

There are also a number of differences in the income tax treatment
on the death of an owner of the entity or on the sale of an ownership
interest. Death of a shareholder in either a Subchapter S or a Subchap-
ter C corporation will have no effect whatsoever on the basis of assets
held by the corporation, while death of a partner or sale of a partnership
interest can have a direct effect on the partnership’s basis in its assets
if the partners make an election under Section 754 of the Internal Reve-
nue Code. Differences also exist with respect to what would be included
in the final income tax return of a deceased stockholder or partner since
the final tax return of a deceased shareholder of a Subchapter C cor-
poration would include only dividends and other distributions actually
received by him prior to death, while the final return of a Subchapter S
shareholder would include a pro-rata share of income and losses for the
corporate tax year up to the date of death,®® and the final tax return of
a deceased partner would include none of the partner’s proportionate
share of partnership income from the beginning of the partnership year
up to the date of death.®* Rather, the partner’s share of such income
would be treated as income in respect of a decedent, reportable by the
decedent’s estate or other beneficiary receiving it.

Planning for Subchapter S Corporations

Before turning specifically to estate and family planning aspects of
the Subchapter S corporation, a number of general planning comments
are in order. Since termination of the S status can cause substantial
hardship to its shareholders unless that termination has been planned,
precautions against an inadvertent noncompliance with the statutory

62 Code Section 731(a).
63 Code Section 1366(a)(1).
64 Treas. Regs. 1.706-1(c).
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requirements should be taken. Consideration should be given to eliminat-
ing the risk of a transfer to an ineligible shareholder by executing buy-
sell agreements and placing legends on stock certificates. It has even
been suggested, although the theory has not been finally tested with the
Internal Revenue Service, that the stock in a Subchapter S corporation
should be restricted by a buy-sell agreement containing a power of
attorney which authorizes the automatic cancellation of a stock certifi-
cate, retroactively, immediately upon its transfer to a non-qualified
shareholder, with appropriate language providing for compensation to
that non-qualified shareholder. Other planning concerns that must be
dealt with include requiring distributions by S corporations which have
accumulated earnings and profits from non-Subchapter S status years in
order to avoid a termination of the Subchapter S status under the passive
income rule, and providing for redemption or other termination of stock
interests held by a trust or an estate which are eligible shareholders in
the Subchapter S corporation only for certain periods of time. Although
the old planning device of choosing a Subchapter S fiscal year is no
longer available, some delay in tax reporting can still be accomplished
through the use of a qualified trust as an eligible shareholder of the
corporation. It should be noted that a Subchapter S corporation with a
pre-1983 election can continue to report on a fiscal year for federal tax
purposes so long as there are not significant shifts in the ownership of
that corporation. Restrictions on, or careful planning of, the timing of
any such transfers should obviously be considered. The limitation in the
Subchapter S provisions to a single class of stock poses certain planning
limitations, but the Subchapter S Revision Act allows division of voting
rights among shareholders, so long as all other ownership rights in the
stock are identical, which raises additional planning possibilities.

Although the Subchapter S corporation does offer different and unique
estate and family planning opportunities, the general objectives of a
stockholder in an S corporation are the same as those of any owner of
a closely-held business interest and include minimization of estate taxes,
probate expenses and probate delays; achievement of some income tax
reduction by splitting the income of the business within a family unit;
planning for the transfer and continuation of family control and owner-
ship of the business; and, when necessary, providing financial manage-
ment for beneficiaries to hold or manage property. Until the changes in
the Subchapter S provisions by the Economic Recovery Tax Act of 1981
and the Subchapter S Revision Act of 1982, attainment of many of these
common planning objectives was difficult, and often inconsistent with
the maintenance of Subchapter S status. However, recent statutory
changes have made these planning goals more attainable, although there
still are some limitations which are not applicable to the regular Sub-
chapter C corporation.
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One major change in the Subchapter S rules in recent years has been
the permitting of certain kinds of trusts to be shareholders in a Subchap-
ter S corporation. Currently, a grantor trust; a trust in which a person
other than the grantor may have a vested interest in the income and
corpus of the trust under Code Section 678; a testamentary trust for a
sixty day period after Subchapter S stock is transferred to it; a voting
trust; and a qualified Subchapter S trust, are the types of trusts that can
be shareholders of the S corporation.®®

A qualified Subchapter S trust® offers much more opportunity for
effective estate planning with the S corporation in the family context.
It is a trust which owns stock in one or more Subchapter S corpora-
tions, in addition to any other assets it might own. All of its income
must be distributed to a single individual who is a resident or citizen of
the United States. The trust terms must require that there only be a
single income beneficiary at any given time and that any corpus dis-
tributed during the trust term be distributable only to the then current
income beneficiary. Each income interest in the trust must terminate on
the earlier of the death of the income beneficiary or the termination of
the trust and the trust must distribute all of its assets to the income
beneficiary if the trust terminates prior to the death of that beneficiary.
If these requirements are met, the income beneficiary or his legal rep-
resentative must elect to have the trust treated as a qualified Subchapter
S trust.®?

Time does not permit discussion of a number of interesting problems
raised by ownership of “S” stock by either a trust or an estate. Particular
unanswered problems exist because of the difference between fiduciary
income, normal taxable income concepts, and the Subchapter S rules,
some of which have been touched upon already. Suffice it to say that
the principal and income allocation problems which exist when an
estate or a trust is a shareholder in an S corporation are considerable
and raise such questions as the requirement for equiable adjustments
whenever corporate distributions to the estate are less than all of the
corporation’s taxable income, and the estate’s distributions to benefici-
aries do not exceed the estate’s cash income. In this case, income would
be payable by the estate based on the undistributed S corporation in-
come, raising questions of whether that tax should be a charge against
principal or income.

There are a number of areas which should clearly be covered in the
trust instrument or the will to avoid administration or interpretation
problems which could arise when S corporation stock is a trust or estate
asset. Where the possibility of either the termination of Subchapter S

65 Code Sections 1361(c), (d).
66 Code Section 1361(d).
67 Code Section 1371(g).



TAX CONFERENCE 125

status or the election of Subchapter S status exists, specific provision
should be made to allow the executor or trustee to make the election or
to terminate the election. Normal state law standards allowing an ex-
ecutor to operate a business generally would not necessarily deal with
such an election and the possible tax consequences to the estate or its
beneficiaries could be considerable. If an S election is made or con-
tinued after death of a shareholder, the executor, as well as the trustee,
will need some assurance that there will be adequate distributions from
the corporation to pay taxes on the estate’s or trust’s share of Subchap-
ter S income, unless the estate or the trust has sufficient other income
sources to pay these taxes. Without some provision for minimum dis-
tributions, an estate or trust could find itself in a position of having
taxable income without fiduciary income and a tax liability without any
cash income to pay the taxes. If an election is made or continued, the
executor, for his own protection, will need some assurance that other
shareholders will not cause disqualification, either deliberately or inad-
vertently, since an unexpected termination could cause particularly
severe consequences to the estate or to a trust. Some provision or
agreement also should cover a situation where an estate or a trust which
is a qualified shareholder distributes the stock to a beneficiary shortly
after the end of the corporation’s fiscal year with the result that the
estate or trust is taxed on the corporate income for the year while any
corporate distributions made early in the following year would go to the
beneficiaries. A similar problem arises when the executor distributes the
stock in the Subchapter S corporation to a non-qualified shareholder
pursuant to the terms of the will. Under the Internal Revenue Code,
the Subchapter S election will continue for a sixty-day period following
such a transfer, during which period the estate is treated as the share-
holder of the corporation.®® As a result, the estate is taxed on any Sub-
chapter S earnings during the sixty-day period, despite the fact that
legal ownership of both the stock and any distributions on the stock for
that sixty-day period are both in the non-qualified shareholder. Since
this situation most commonly arises when stock is transferred from the
estate to a trust, some agreement or language in the trust instrument
should permit reimbursement by the trustee to the executor for the tax
on the income during the sixty-day period. In that regard, if the dis-
tribution is to a trust which could qualify as a qualified Subchapter S
trust, it must be remembered that an election to be treated as a qualified
Subchapter S trust must be made by the trustee within sixty days after
the distribution of S corporation stock to it.®® If, as is commonly the
case, the executor is also the trustee of the trust, this election could be

68 Code Section 1361(c)(2)(B).
69 Code Section 1371(g).
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overlooked easily, resulting in disqualification of the Subchapter S elec-
tion and potential liability for the trustee.

A provision authorizing non pro-rata distributions by the trustee or
executor might be appropriate. Unless the instrument provides to the
contrary, it is likely that under state law the executor or trustee would
be obligated to make distributions of estate assets on a pro-rata basis.
If any of the beneficiaries are ineligible shareholders or if such a dis-
tribution would result in exceeding the thirty-five shareholder maximum
limitation, the result of the distribution would be disqualification of the
election. While consent of all the beneficiaries to a non-pro-rata dis-
tribution is always possible, the Service could take the position that such
a distribution would result in a taxable exchange of the interests in the
Subchapter S corporation by some beneficiaries for other estate property
interests. If this situation is specifically covered in the will or in the
trust, then neither consent nor a taxable exchange would be a problem.

Another benefit of the power to make non-pro-rata distributions is
to give the executor or trustee flexibility to distribute the Subchapter S
shares which might provide substantial income to a beneficiary in a
lower income tax bracket, or who has a particular need for income, and
to allocate shares where there are potential losses to high bracket bene-
ficiaries who can make maximum use of them. This allocation power,
however, is somewhat illusory if the S corporation itself is not in a
position to make substantial distributions of its taxable income to the
beneficiaries. Then, causing the Subchapter S income to be taxed to a
low bracket beneficiary who has little other income would cause an
obvious cash flow problem for that beneficiary.

Another important power both the executor and a trustee of a trust
should be given is the power to allocate or distribute the stock to a
beneficiary other than an ineligible shareholder. If an estate contains a
marital or residuary trust which is a qualified Subchapter S trust, the
executor should be given the authority to allocate that stock to other
beneficiaries, or to make the distribution of that stock outright to the
trust beneficiaries, rather than to place it in the trust and disqualify the
Subchapter S electicn.

In order to preserve Subchapter S status and also to provide for
some control over operations and management of the business, the
executor and the trustee should be given the specific authority to
enter into shareholder restrictive agreements and buy-sell agreements
affecting the Subchapter S stock and should be given the power, as
part of the power to make non-pro rata distributions in kind, to provide
individual beneficiaries who are active in the management and control
of the business with a larger share of the stock. However, since the
transfer of stock to preserve control might be inconsistent with the
goal of disproportionate transfers in a way that would minimize income
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tax liability, the executor or trustee should also be given the power
to establish or enter into a voting trust, which is also an authorized
Subchapter S shareholder.

Finally, consideration should be given to adding a provision to a
will or a trust to specifically allocate the burden of tax or the benefit
of any tax loss between principal and income, since the Uniform
Principal and Income Act clearly does not cover the income or tax
consequences of the Subchapter S corporation. Although each circum-
stance would be different, a suggested approach would be to charge the
income tax against income to the extent that income is actually dis-
tributed and against principal to the extent it is not distributed. When
this undistributed income is actually distributed in a subsequent year
out of the accumulated adjustment account of the Subchapter S cor-
poration, provision should be made for a reimbursement to principal
by income for the tax already paid. It also might be advisable to add
a provision to a will authorizing disclaimers of Subchapter S stock
bequests.

With this overview of some of the changes and some of the planning
possibilities and difficulties which exist with Subchapter S stock, both
for income tax purposes and for estate planning purposes, you can see
that the Subchapter S corporation continues to offer substantial advan-
tages in the appropriate situation, despite the fact that there are many
complex problems and unanswered questions in the use of the Sub-
chapter S corporation.



