104TH CONGRESS REPORT
2d Session HOUSE OF REPRESENTATIVES 104-737

SMALL BUSINESS JOB PROTECTION ACT OF 1996

AUGUST 1, 1996.—Ordered to be printed

Mr. ARCHER, from the committee of conference,
submitted the following

CONFERENCE REPORT

[To accompany H.R. 3448]

The committee of conference on the disagreeing votes of the
two Houses on the amendments of the Senate to the bill (H.R.
3448), to provide tax relief for small businesses, to protect jobs, to
create opportunities, to increase the take home pay of workers, to
amend the Portal-to-Portal Act of 1947 relating to the payment of
wages to employees who use employer owned vehicles, and to
amend the Fair Labor Standards Act of 1938 to increase the mini-
mum wage rate and to prevent job loss by providing flexibility to
employers in complying with minimum wage and overtime require-
ments under that Act, having met, after full and free conference,
have agreed to recommend and do recommend to their respective
Houses as follows:

TITLE 1

That the House recede from its disagreement to the amend-
ment of the Senate numbered 1, and agree to the same with an
amendment as follows:

In lieu of the matter proposed to be inserted by the Senate
amendment, insert the following:

(b) TABLE OF CONTENTS.—

Sec. 1. Short title; table of contents.
TITLE [—-SMALL BUSINESS AND OTHER TAX PROVISIONS

Sec. 1101. Amendment of 1986 Code.
Sec. 1102. Underpayments of estimated tax.
Subtitle A—Expensing; Etc.

Sec. 1111. Increase in expense treatment for small businesses.
Sec. 1112. Treatment of employee tips.

Sec. 1113. Treatment of storage of product samples.

Sec. 1114. Treatment of certain charitable risk pools.*COM003*
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Treatment of dues paid to agricultural or horticultural organizations.

Clarification of employment tax status of certain fishermen.

Modifications of tax-exempt bond rules for first-time farmers.

Newspaper distributors treated as direct sellers.

Application of involuntary conversion rules to presidentially declared dis-
asters.

Class life for gas station convenience stores and similar structures.

Tlreatment of abandonment of lessor improvements at termination of
ease.

Special rules relating to determination whether individuals are employees
for purposes of employment taxes.

Treatment of housing provided to employees by academic health centers.

Subtitle B—Extension of Certain Expiring Provisions

Work opportunity tax credit.

Employer-provided educational assistance programs.

FUTA exemption for alien agricultural workers.

Research credit.

Orphan drug tax credit.

Contributions of stock to private foundations.

Extension of binding contract date for biomass and coal facilities.

Moratorium for excise tax on diesel fuel sold for use or used in diesel-
powered motorboats.

Subtitle C—Provisions Relating to S Corporations

S corporations permitted to have 75 shareholders.

Electing small business trusts.

Expansion of post-death qualification for certain trusts.

Financial institutions permitted to hold safe harbor debt.

Rules relating to inadvertent terminations and invalid elections.

Agreement to terminate year.

Expansion of post-termination transition period.

S corporations permitted to hold subsidiaries.

Treatment of distributions during loss years.

Treatment of S corporations under subchapter C.

Elimination of certain earnings and profits.

Clarryover of disallowed losses and deductions under at-risk rules al-
owed.

Adjustments to basis of inherited S stock to reflect certain items of in-
come.

S corporations eligible for rules applicable to real property subdivided for
sale by noncorporate taxpayers.

Financial institutions.

Certain exempt organizations allowed to be shareholders.

Effective date.

Subtitle D—Pension Simplification
CHAPTER 1—SIMPLIFIED DISTRIBUTION RULES

Repeal of 5-year income averaging for lump-sum distributions.

Repeal of $5,000 exclusion of employees’ death benefits.

Simplified method for taxing annuity distributions under certain em-
ployer plans.

Required distributions.

CHAPTER 2—INCREASED ACCESS TO RETIREMENT PLANS
SUBCHAPTER A—SIMPLE SAVINGS PLANS

Establishment of savings incentive match plans for employees of small
employers.
Extension of simple plan to 401(k) arrangements.

SUBCHAPTER B—OTHER PROVISIONS

Tax-exempt organizations eligible under section 401(k).
Homemakers eligible for full IRA deduction.

CHAPTER 3—NONDISCRIMINATION PROVISIONS
Definition of highly compensated employees; repeal of family aggregation.
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Modification of additional participation requirements.

Nondiscrimination rules for qualified cash or deferred arrangements and
matching contributions.

Definition of compensation for section 415 purposes.

CHAPTER 4—MISCELLANEOUS PROVISIONS

Plans covering self-employed individuals.

Elimination of special vesting rule for multiemployer plans.

Distributions under rural cooperative plans.

Treatment of governmental plans under section 415.

Uniform retirement age.

Contributions on behalf of disabled employees.

Treatment of deferred compensation plans of State and local governments
and tax-exempt organizations.

Trust requirement for deferred compensation plans of State and local
governments.

Transition rule for computing maximum benefits under section 415 limi-
tations.

Modifications of section 403(b).

Special rules relating to joint and survivor annuity explanations.

Repeal of limitation in case of defined benefit plan and defined contribu-
tion plan for same employee; excess distributions.

Tax on prohibited transactions.

Treatment of leased employees.

Uniform penalty provisions to apply to certain pension reporting require-
ments.

Retirement benefits of ministers not subject to tax on net earnings from
self-employment.

S;szple language for spousal consent and qualified domestic relations
orms.

Treatment of length of service awards to volunteers performing fire fight-
ing or prevention services, emergency medical services, or ambulance
services.

Alternative nondiscrimination rules for certain plans that provide for
early participation.

Clarification of application of ERISA to insurance company general ac-
counts.

Special rules for chaplains and self-employed ministers.

Definition of highly compensated employee for pre-ERISA rules for
church plans.

Rule relating to investment in contract not to apply to foreign mission-
aries.

Waiver of excise tax on failure to pay liquidity shortfall.

Date for adoption of plan amendments.

Subtitle E—Foreign Simplification
Repeal of inclusion of certain earnings invested in excess passive assets.

Subtitle F—Revenue Offsets

PART I—GENERAL PROVISIONS

Modifications of Puerto Rico and possession tax credit.

Repeal of exclusion for interest on loans used to acquire employer securi-
ties.

Certain amounts derived from foreign corporations treated as unrelated
business taxable income.

Depreciation under income forecast method.

Repeal of exclusion for punitive damages and for damages not attrib-
utable to physical injuries or sickness.

Repeal of diesel fuel tax rebate to purchasers of diesel-powered auto-
mobiles and light trucks.

Extension and phasedown of luxury passenger automobile tax.

Termination of future tax-exempt bond financing for local furnishers of
electricity and gas.

Extension of Airport and Airway Trust Fund excise taxes.

Basis adjustment to property held by corporation where stock in corpora-
tion is replacement property under involuntary conversion rules.
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Treatment of certain insurance contracts on retired lives.

Treatment of modified guaranteed contracts.

Treatment of contributions in aid of construction.

Election to cease status as qualified scholarship funding corporation.

Certain tax benefits denied to individuals failing to provide taxpayer
identification numbers.

Repeal of bad debt reserve method for thrift savings associations.

Exclusion for energy conservation subsidies limited to subsidies with re-
spect to dwelling units.

PART II—FINANCIAL ASSET SECURITIZATION INVESTMENTS
Financial Asset Securitization Investment Trusts.

Subtitle G—Technical Corrections

Coordination with other subtitles.

Amendments related to Revenue Reconciliation Act of 1990.
Amendments related to Revenue Reconciliation Act of 1993.
Miscellaneous provisions.

Subtitle H—Other Provisions

Egemption from diesel fuel dyeing requirements with respect to certain

tates.

Treatment of certain university accounts.

Modifications to excise tax on ozone-depleting chemicals.

Tax-exempt bonds for sale of Alaska Power Administration facility.

Nonrecognition treatment for certain transfers by common trust funds to
regulated investment companies.

Qualified State tuition programs.

Adoption assistance.

Removal of barriers to interethnic adoption.

6-month delay of electronic fund transfer requirement.

Subtitle [—Foreign Trust Tax Compliance

Improved information reporting on foreign trusts.

Comparable penalties for failure to file return relating to transfers to for-
eign entities.

Modifications of rules relating to foreign trusts having one or more Unit-
ed States beneficiaries.

Foreign persons not to be treated as owners under grantor trust rules.

Information reporting regarding foreign gifts.

Modification of rules relating to foreign trusts which are not grantor
trusts.

Residence of trusts, etc.

Subtitle J—Generalized System of Preferences

Short title.

Generalized System of Preferences.
Effective date.

Conforming amendments.

TITLE II—PAYMENT OF WAGES

Short title.

Proper compensation for use of employer vehicles.
Effective date.

Minimum wage increase.

Fair Labor Standards Act Amendments.

TITLE I—SMALL BUSINESS AND OTHER

TAX PROVISIONS

SEC. 1101. AMENDMENT OF 1986 CODE.

Except as otherwise expressly provided, whenever in this title an
amendment or repeal is expressed in terms of an amendment to, or
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repeal of, a section or other provision, the reference shall be consid-
ered to be made to a section or other provision of the Internal Reve-
nue Code of 1986.

SEC. 1102. UNDERPAYMENTS OF ESTIMATED TAX.

No addition to the tax shall be made under section 6654 or
6655 of the Internal Revenue Code of 1986 (relating to failure to pay
estimated tax) with respect to any underpayment of an installment
required to be paid before the date of the enactment of this Act to
the extent such underpayment was created or increased by any pro-
vision of this title.

Subtitle A—Expensing; Eftc.

SEC. 1111. %VE?’SI‘ESEEASSE IN EXPENSE TREATMENT FOR SMALL BUSI-

(a) GENERAL RULE.—Paragraph (1) of section 179(b) (relating
to dollar limitation) is amended to read as follows:
“(1) DOLLAR LIMITATION.—The aggregate cost which may be
taken into account under subsection (a) for any taxable year
shall not exceed the following applicable amount:

“If the taxable year The applicable
begins in: amount is:
J997 ettt nae s 18,000
1998 ..o 18,500
1999 ..o 19,000
2000 ................. 20,000
2001 or 2002 ....... 24,000
2003 or thereafter ................. e e eebaa e 25,000.”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a)
shall apply to taxable years beginning after December 31, 1996.

SEC. 1112. TREATMENT OF EMPLOYEE TIPS.
(a) EMPLOYEE CASH TIPS.—

(1) REPORTING REQUIREMENT NOT CONSIDERED.—Subpara-
graph (A) of section 45B(b)(1) (relating to excess employer social
security tax) is amended by inserting “(without regard to wheth-
er su(ch tips are reported under section 6053)” after “section
3121(q)”.

(2) TAXES PAID.—Subsection (d) of section 13443 of the Rev-
enue Reconciliation Act of 1993 is amended by inserting “, with
respect to services performed before, on, or after such date” after
“1993”.

(3) EFFECTIVE DATE.—The amendments made by this sub-
section shall take effect as if included in the amendments made
by, and the provisions of, section 13443 of the Revenue Rec-
onciliation Act of 1993.

(b) Tips FOR EMPLOYEES DELIVERING FOOD OR BEVERAGES.—

(1) IN GENERAL.—Paragraph (2) of section 45B(b) is amend-
ed to read as follows:

“(2) ONLY TIPS RECEIVED FOR FOOD OR BEVERAGES TAKEN
INTO ACCOUNT.—In applying paragraph (1), there shall be
taken into account only tips received from customers in connec-
tion with the providing, delivering, or serving of food or bev-
erages for consumption if the tipping of employees delivering or
serving food or beverages by customers is customary.”.
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SEC. 1207. EXTENSION OF BINDING CONTRACT DATE FOR BIOMASS
AND COAL FACILITIES.
(a) IN GENERAL.—Subparagraph (A) of section 29(g)(1) (relating
to extension of certain facilities) is amended by striking “January 1,
1997” and inserting “July 1, 1998” and by striking “January 1,
1996” and inserting “January 1, 1997”.
(b) EFFECTIVE DATE.—The amendment made by this section
shall take effect on the date of the enactment of this Act.
SEC. 1208. MORATORIUM FOR EXCISE TAX ON DIESEL FUEL SOLD FOR
USE OR USED IN DIESEL-POWERED MOTORBOATS.
Subparagraph (D) of section 4041(a)(1) (relating to the imposi-
tion of tax on diesel fuel and special motor fuels) is amended by re-
designating clauses (i) and (ii) as clauses (1i) and (iii), respectively,
and by inserting before clause (ii) (as redesignated) the following
new clause:
“(i) no tax shall be imposed by subsection (a) or
(d)(1) during the period beginning on the date which is
7 days after the date of the enactment of the Small
Business Job Protection Act of 1996 and ending on De-
cember 31, 1997,”.

Subtitle C—Provisions Relating to S
Corporations

SEC. 1301. S CORPORATIONS PERMITTED TO HAVE 75 SHAREHOLDERS.

Subparagraph (A) of section 1361(b)(1) (defining small business
corporation) is amended by striking “35 shareholders” and inserting
“75 shareholders”.

SEC. 1302. ELECTING SMALL BUSINESS TRUSTS.

(a) GENERAL RULE.—Subparagraph (A) of section 1361(c)(2) (re-
lating to certain trusts permitted as shareholders) is amended by in-
serting after clause (iv) the following new clause:

“(v) An electing small business trust.”.

(b) CURRENT BENEFICIARIES TREATED AS SHAREHOLDERS.—
Subparagraph (B) of section 1361(c)(2) is amended by adding at the
end the following new clause:

“(v) In the case of a trust described in clause (v) of
subparagraph (A), each potential current beneficiary of
such trust shall be treated as a shareholder; except
that, if for any period there is no potential current ben-
eficiary of such trust, such trust shall be treated as the
shareholder during such period.”.

(¢c) ELECTING SMALL BUSINESS TRUST DEFINED.—Section 1361
(defining S corporation) is amended by adding at the end the fol-
lowing new subsection:

“(e) ELECTING SMALL BUSINESS TRUST DEFINED.—

“(1) ELECTING SMALL BUSINESS TRUST.—For purposes of
this section—
“(A) IN GENERAL.—Except as provided in subparagraph
(]?), the term ‘electing small business trust’ means any trust
l —_—

“(i) such trust does not have as a beneficiary any

person other than (I) an individual, (II) an estate, or
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(II1) an organization described in paragraph (2), (3),

(4), or (5) of section 170(c) which holds a contingent in-

terest and 1s not a potential current beneficiary,

“(ii) no interest in such trust was acquired by pur-
chase, and

“(iti) an election under this subsection applies to
such trust.

“(B) CERTAIN TRUSTS NOT ELIGIBLE.—The term ‘elect-
ing small business trust’ shall not include—

“(i) any qualified subchapter S trust (as defined in

subsection (d)(3)) if an election under subsection (d)(2)

applies to any corporation the stock of which is held by

such trust, and
“(it) any trust exempt from tax under this subtitle.

“(C) PURCHASE.—For purposes of subparagraph (A),
the term ‘purchase’ means any acquisition if the basis of the
property acquired is determined under section 1012.

“(2) POTENTIAL CURRENT BENEFICIARY.—For purposes of
this section, the term ‘potential current beneficiary’ means, with
respect to any period, any person who at any time during such
period is entitled to, or at the discretion of any person may re-
ceive, a distribution from the principal or income of the trust.
If a trust disposes of all of the stock which it holds in an S cor-
poration, then, with respect to such corporation, the term ‘poten-
tial current beneficiary’ does not include any person who first
met the requirements of the preceding sentence during the 60-
day period ending on the date of such disposition.

“(3) ELECTION.—An election under this subsection shall be
made by the trustee. Any such election shall apply to the taxable
year of the trust for which made and all subsequent taxable
years of such trust unless revoked with the consent of the Sec-
retary.

“(4) CROSS REFERENCE.—

“For special treatment of electing small business trusts, see section

641(d).”.

(d) TAXATION OF ELECTING SMALL BUSINESS TRUSTS.—Section
641 (relating to imposition of tax on trusts) is amended by adding
at the end the following new subsection:

“(d) SPECIAL RULES FOR TAXATION OF ELECTING SMALL BUSI-
NESS TRUSTS.—

“(1) IN GENERAL.—For purposes of this chapter—

“(A) the portion of any electing small business trust
which consists of stock in 1 or more S corporations shall
be treated as a separate trust, and

“(B) the amount of the tax imposed by this chapter on
such separate trust shall be determined with the modifica-
tions of paragraph (2).

“(2) MODIFICATIONS.—For purposes of paragraph (1), the
modifications of this paragraph are the following:

“(A) Except as provided in section 1(h), the amount of
the tax imposed by section 1(e) shall be determined by
using the highest rate of tax set forth in section 1(e).

. “(B) The exemption amount under section 55(d) shall

e zero.
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“(C) The only items of income, loss, deduction, or credit
to be taken into account are the following:

“(i) The items required to be taken into account

under section 1366.

“(it) Any gain or loss from the disposition of stock
in an S corporation.

“(iit) To the extent provided in regulations, State or
local income taxes or administrative expenses to the ex-

tent allocable to items described in clauses (i) and (ii).
No deduction or credit shall be allowed for any amount not
described in this paragraph, and no item described in this
paragraph shall be apportioned to any beneficiary.

“(D) No amount shall be allowed under paragraph (1)
or (2) of section 1211(b).

“(3) TREATMENT OF REMAINDER OF TRUST AND DISTRIBU-
TIONS.—For purposes of determining—

“(A) the amount of the tax imposed by this chapter on
the portion of any electing small business trust not treated
as a separate trust under paragraph (1), and

“(B) the distributable net income of the entire trust,

the items referred to in paragraph (2)(C) shall be excluded. Ex-

cept as provided in the preceding sentence, this subsection shall

not affect the taxation of any distribution from the trust.

“(4) TREATMENT OF UNUSED DEDUCTIONS WHERE TERMI-
NATION OF SEPARATE TRUST.—If a portion of an electing small
business trust ceases to be treated as a separate trust under
paragraph (1), any carryover or excess deduction of the separate
trust which is referred to in section 642(h) shall be taken into
account by the entire trust.

“(5) ELECTING SMALL BUSINESS TRUST.—For purposes of
this subsection, the term ‘electing small business trust’ has the
meaning given such term by section 1361(e)(1).”.

(e) TECHNICAL AMENDMENT.—Paragraph (1) of section 1366(a)
is amended by inserting “, or of a trust or estate which terminates,”
after “who dies”.

SEC. 1303. E);I;{Al%g‘{SON OF POST-DEATH QUALIFICATION FOR CERTAIN

Subparagraph (A) of section 1361(c)(2) (relating to certain
trusts permitted as shareholders) is amended—

(1) by striking “60-day period” each place it appears in
clauses (it) and (iii) and inserting “2-year period”, and

(2) by striking the last sentence in clause (ii).

SEC. 1304. FINANCIAL INSTITUTIONS PERMITTED TO HOLD SAFE HAR-
BOR DEBT.

Clause (iii) of section 1361(c)(5)(B) (defining straight debt) is
amended by striking “or a trust described in paragraph (2)” and in-
serting “a trust described in paragraph (2), or a person which is ac-
tively and regularly engaged in the business of lending money”.

SEC. 1305. RULES RELATING TO INADVERTENT TERMINATIONS AND
INVALID ELECTIONS.

(a) GENERAL RULE.—Subsection (f) of section 1362 (relating to
inadvertent terminations) is amended to read as follows:

“(f) INADVERTENT INVALID ELECTIONS OR TERMINATIONS.—If—
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“(1) an election under subsection (a) by any corporation—

“(A) was not effective for the taxable year for which
made (determined without regard to subsection (b)(2)) by
reason of a failure to meet the requirements of section

1361(b) or to obtain shareholder consents, or

“(B) was terminated under paragraph (2) or (3) of sub-

section (d),

“(2) the Secretary determines that the circumstances result-
ing in such ineffectiveness or termination were inadvertent,

“(3) no later than a reasonable period of time after discov-
ery of the circumstances resulting in such ineffectiveness or ter-
mination, steps were taken—

“(A) so that the corporation is a small business cor-
poration, or
“(B) to acquire the required shareholder consents, and
“(4) the corporation, and each person who was a share-
holder in the corporation at any time during the period speci-
fied pursuant to this subsection, agrees to make such adjust-
ments (consistent with the treatment of the corporation as an S
corporation) as may be required by the Secretary with respect
to such period,
then, notwithstanding the circumstances resulting in such ineffec-
tiveness or termination, such corporation shall be treated as an S
corporation during the period specified by the Secretary.”.

(b) LATE ELECTIONS, ETC.—Subsection (b) of section 1362 is
amended by adding at the end the following new paragraph:

“(5) AUTHORITY TO TREAT LATE ELECTIONS, ETC., AS TIME-
LY. —If—

“(A) an election under subsection (a) is made for any

taxable year (determined without regard to paragraph (3))

after the date prescribed by this subsection for making such

election for such taxable year or no such election is made
for any taxable year, and
“(B) the Secretary determines that there was reasonable
cause for the failure to timely make such election,
the Secretary may treat such an election as timely made for
such taxable year (and paragraph (3) shall not apply).”.
(¢c) EFFECTIVE DATE.—The amendments made by subsection (a)
and (b) shall apply with respect to elections for taxable years begin-
ning after December 31, 1982.

SEC. 1306. AGREEMENT TO TERMINATE YEAR.
Paragraph (2) of section 1377(a) (relating to pro rata share) is
amended to read as follows:
“(2) ELECTION TO TERMINATE YEAR.—
“(A) IN GENERAL.—Under regulations prescribed by the
Secretary, if any shareholder terminates the shareholder’s
interest in the corporation during the taxable year and all
affected shareholders and the corporation agree to the ap-
plication of this paragraph, paragraph (1) shall be applied
to the affected shareholders as if the taxable year consisted
of 2 taxable years the first of which ends on the date of the
termination.
“(B) AFFECTED SHAREHOLDERS.—For purposes of sub-
paragraph (A), the term ‘affected shareholders’ means the
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shareholder whose interest is terminated and all sharehold-

ers to whom such shareholder has transferred shares dur-

ing the taxable year. If such shareholder has transferred
shares to the corporation, the term ‘affected shareholders’
shall include all persons who are shareholders during the
taxable year.”.

SEC. 1307. EXPANSION OF POST-TERMINATION TRANSITION PERIOD.

(a) IN GENERAL.—Paragraph (1) of section 1377(b) (relating to
post-termination transition period) is amended by striking “and” at
the end of subparagraph (A), by redesignating subparagraph (B) as
subparagraph (C), and by inserting after subparagraph (A) the fol-
lowing new subparagraph:

“(B) the 120-day period beginning on the date of any
determination pursuant to an audit of the taxpayer which
follows the termination of the corporation’s election and
which adjusts a subchapter S item of income, loss, or de-
duction of the corporation arising during the S period (as
defined in section 1368(e)(2)), and”.

(b) DETERMINATION DEFINED.—Paragraph (2) of section 1377(b)
is amended by striking subparagraphs (A) and (B), by redesignating
subparagraph (C) as subparagraph (B), and by inserting before sub-
paragraph (B) (as so redesignated) the following new subparagraph.:

“(A) a determination as defined in section 1313(a), or”.

(c) REPEAL OF SPECIAL AUDIT PROVISIONS FOR SUBCHAPTER S
ITEMS.—

(1) GENERAL RULE.—Subchapter D of chapter 63 (relating
to tax treatment of subchapter S items) is hereby repealed.

(2) CONSISTENT TREATMENT REQUIRED.—Section 6037 (re-
lating to return of S corporation) is amended by adding at the
end the following new subsection:

“(c) SHAREHOLDER’S RETURN MUST BE CONSISTENT WITH COR-
PORATE RETURN OR SECRETARY NOTIFIED OF INCONSISTENCY.—

“(1) IN GENERAL.—A shareholder of an S corporation shall,
on such shareholder’s return, treat a subchapter S item in a
manner which is consistent with the treatment of such item on
the corporate return.

“(2) NOTIFICATION OF INCONSISTENT TREATMENT.—

“(A) IN GENERAL.—In the case of any subchapter S
item, if—

“G)(I) the corporation has filed a return but the
shareholder’s treatment on his return is (or may be) in-
consistent with the treatment of the item on the cor-
porate return, or

“(II) the corporation has not filed a return, and

“(it) the shareholder files with the Secretary a
statement identifying the inconsistency,

paragraph (1) shall not apply to such item.

“(B) SHAREHOLDER RECEIVING INCORRECT INFORMA-
TION.—A shareholder shall be treated as having complied
with clause (ii) of subparagraph (A) with respect to a sub-
chapter S item if the shareholder—

“(i) demonstrates to the satisfaction of the Sec-
retary that the treatment of the subchapter S item on
the shareholder’s return is consistent with the treat-
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ment of the item on the schedule furnished to the
shareholder by the corporation, and

“(ii) elects to have this paragraph apply with re-
spect to that item.

“(3) EFFECT OF FAILURE TO NOTIFY.—In any case—

“(A) described in subparagraph (A)()(I) of paragraph

(2), and

“(B) in which the shareholder does not comply with

subparagraph (A)(ii) of paragraph (2),
any adjustment required to make the treatment of the items by
such shareholder consistent with the treatment of the items on
the corporate return shall be treated as arising out of mathe-
matical or clerical errors and assessed according to section
6213(b)(1). Paragraph (2) of section 6213(b) shall not apply to
any assessment referred to in the preceding sentence.

“(4) SUBCHAPTER S ITEM.—For purposes of this subsection,
the term ‘subchapter S item’ means any item of an S corpora-
tion to the extent that regulations prescribed by the Secretary
provide that, for purposes of this subtitle, such item is more ap-
propriately determined at the corporation level than at the
shareholder level.

“(5) ADDITION TO TAX FOR FAILURE TO COMPLY WITH SEC-
TION.—

“For addition to tax in the case of a shareholder’s negligence in

connection with, or disregard of, the requirements of this section, see
part II of subchapter A of chapter 68.”.

(3) CONFORMING AMENDMENTS.—
(A) Section 1366 is amended by striking subsection (g).
(B) Subsection (b) of section 6233 is amended to read
as follows:

“(b) SIMILAR RULES IN CERTAIN CASES.—If a partnership re-
turn is filed for any taxable year but it is determined that there is
no entity for such taxable year, to the extent provided in regulations,
rules similar to the rules of subsection (a) shall apply.”.

(C) The table of subchapters for chapter 63 is amended
by striking the item relating to subchapter D.

SEC. 1308. S CORPORATIONS PERMITTED TO HOLD SUBSIDIARIES.

(a) IN GENERAL.—Paragraph (2) of section 1361(b) (defining in-
eligible corporation) is amended by striking subparagraph (A) and
by redesignating subparagraphs (B), (C), (D), and (E) as subpara-
graphs (A), (B), (C), and (D), respectively.

(b) TREATMENT OF CERTAIN WHOLLY OWNED S CORPORATION
SUBSIDIARIES.—Section 1361(b) (defining small business corpora-
tion) is amended by adding at the end the following new paragraph:

“(3) TREATMENT OF CERTAIN WHOLLY OWNED SUBSIDI-

ARIES.—

“(A) IN GENERAL.—For purposes of this title—

“(i) a corporation which is a qualified subchapter
S subsidiary shall not be treated as a separate corpora-
tion, and

“(i1) all assets, liabilities, and items of income, de-
duction, and credit of a qualified subchapter S subsidi-
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ary shall be treated as assets, liabilities, and such

items (as the case may be) of the S corporation.

“(B) QUALIFIED SUBCHAPTER S SUBSIDIARY.—For pur-
poses of this paragraph, the term ‘qualified subchapter S
subsidiary’ means any domestic corporation which is not
an ineligible corporation (as defined in paragraph (2)), if—

“(i) 100 percent of the stock of such corporation is
held by the S corporation, and

“(ii) the S corporation elects to treat such corpora-
tion as a qualified subchapter S subsidiary.

“(C) TREATMENT OF TERMINATIONS OF QUALIFIED SUB-
CHAPTER S SUBSIDIARY STATUS.—For purposes of this title,
if any corporation which was a qualified subchapter S sub-
sidiary ceases to meet the requirements of subparagraph
(B), such corporation shall be treated as a new corporation
acquiring all of its assets (and assuming all of its liabil-
ities) immediately before such cessation from the S corpora-
tion in exchange for its stock.

“(D) ELECTION AFTER TERMINATION.—If a corporation’s
status as a qualified subchapter S subsidiary terminates,
such corporation (and any successor corporation) shall not
be eligible to make—

“(i) an election under subparagraph (B)(ii) to be
treated as a qualified subchapter S subsidiary, or

“(it) an election under section 1362(a) to be treated
as an S corporation,

before its 5th taxable year which begins after the 1st tax-

able year for which such termination was effective, unless

the Secretary consents to such election.”.

(¢c) CERTAIN DivIDENDS NOT TREATED AS PASSIVE INVESTMENT
INcOME.—Paragraph (3) of section 1362(d) is amended by adding at
the end the following new subparagraph:

“(F) TREATMENT OF CERTAIN DIVIDENDS.—If an S cor-
poration holds stock in a C corporation meeting the require-
ments of section 1504(a)(2), the term ‘passive investment in-
come’ shall not include dividends from such C corporation
to the extent such dividends are attributable to the earnings
and profits of such C corporation derived from the active
conduct of a trade or business.”.

(d) CONFORMING AMENDMENTS.—

(1) Subsection (c) of section 1361 is amended by striking
paragraph (6).

(2) Subsection (b) of section 1504 (defining includible cor-
poration) is amended by adding at the end the following new
paragraph:

“(8) An S corporation.”.

SEC. 1309. TREATMENT OF DISTRIBUTIONS DURING LOSS YEARS.

(a) ADJUSTMENTS FOR DISTRIBUTIONS TAKEN INTO ACCOUNT
BEFORE LOSSES.—

(1) Subparagraph (A) of section 1366(d)(1) (relating to
losses and deductions cannot exceed shareholder’s basis in stock
and debt) is amended by striking “paragraph (1)” and inserting
“paragraphs (1) and (2)(A)”.



31

(2) Subsection (d) of section 1368 (relating to certain ad-
Justments taken into account) is amended by adding at the end
the following new sentence:

“In the case of any distribution made during any taxable year, the
adjusted basis of the stock shall be determined with regard to the
adjustments provided in paragraph (1) of section 1367(a) for the
taxable year.”.

(b) ACCUMULATED ADJUSTMENTS ACCOUNT.—Paragraph (1) of
section 1368(e) (relating to accumulated adjustments account) is
amended by adding at the end the following new subparagraph:

“(C) NET LOSS FOR YEAR DISREGARDED.—

“(i) IN GENERAL.—In applying this section to distribu-
tions made during any taxable year, the amount in the ac-
cumulated adjustments account as of the close of such tax-
able year shall be determined without regard to any net
negative adjustment for such taxable year.

“(it) NET NEGATIVE ADJUSTMENT.—For purposes of
clause (i), the term ‘net negative adjustment’ means, with
respect to any taxable year, the excess (if any) of—

“(I) the reductions in the account for the taxable
year (other than for distributions), over

“(ID) the increases in such account for such taxable
year.”.

(¢) CONFORMING AMENDMENTS.—Subparagraph (A) of section
1368(e)(1) is amended—

(1) by striking “as provided in subparagraph (B)” and in-
serting “as otherwise provided in this paragraph”, and

(2) by striking “section 1367(b)(2)(A)” and inserting “section
1367(a)(2)”.

SEC. 1310. TREATMENT OF S CORPORATIONS UNDER SUBCHAPTER C.

Subsection (a) of section 1371 (relating to application of sub-
chapter C rules) is amended to read as follows:

“(a) APPLICATION OF SUBCHAPTER C RULES.—Except as other-
wise provided in this title, and except to the extent inconsistent with
this subchapter, subchapter C shall apply to an S corporation and
its shareholders.”.

SEC. 1311. ELIMINATION OF CERTAIN EARNINGS AND PROFITS.
(a) IN GENERAL.—If—
(1) a corporation was an electing small business corpora-
tion under subchapter S of chapter 1 of the Internal Revenue
Code of 1986 for any taxable year beginning before January 1,
1983, and
(2) such corporation is an S corporation under subchapter
S of chapter 1 of such Code for its first taxable year beginning
after December 31, 1996,
the amount of such corporation’s accumulated earnings and profits
(as of the beginning of such first taxable year) shall be reduced by
an amount equal to the portion (if any) of such accumulated earn-
ings and profits which were accumulated in any taxable year begin-
ning before January 1, 1983, for which such corporation was an
electing small business corporation under such subchapter S.

(b) CONFORMING AMENDMENTS.—
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(1) Paragraph (3) of section 1362(d), as amended by section
1308, is amended—

(A) by striking “SUBCHAPTER C” in the paragraph head-
ing and inserting “ACCUMULATED”,

(B) by striking “subchapter C” in subparagraph
(A)@)) and inserting “accumulated”, and

(C) by striking subparagraph (B) and redesignating the
following subparagraphs accordingly.

(2)(A) Subsection (a) of section 1375 is amended by striking
“subchapter C” in paragraph (1) and inserting “accumulated”.

(B) Paragraph (3) of section 1375(b) is amended to read as
follows:

“(3) PASSIVE INVESTMENT INCOME, ETC.—The terms ‘passive
investment income’ and ‘gross receipts’ have the same respective
meanings as when used in paragraph (3) of section 1362(d).”.

(C) The section heading for section 1375 is amended by
;igiking “SUBCHAPTER C” and inserting “ACCUMU-

TED”.

(D) The table of sections for part III of subchapter S of
chapter 1 is amended by striking “subchapter C” in the item re-
lating to section 1375 and inserting “accumulated”.

(3) Clause (i) of section 1042(c)(4)(A) is amended by strik-
ing  “section  1362(d)(3)(D)” and  inserting = “section
1362(d)(3)(C)”.

SEC. 1312. CARRYOVER OF DISALLOWED LOSSES AND DEDUCTIONS
UNDER AT-RISK RULES ALLOWED.

Paragraph (3) of section 1366(d) (relating to carryover of dis-
allowed losses and deductions to post-termination transition period)
is amended by adding at the end the following new subparagraph:

“(D) AT-RISK LIMITATIONS.—To the extent that any in-
crease in adjusted basis described in subparagraph (B)
would have increased the shareholder’s amount at risk
under section 465 if such increase had occurred on the day
preceding the commencement of the post-termination transi-
tion period, rules similar to the rules described in subpara-
graphs (A) through (C) shall apply to any losses disallowed
by reason of section 465(a).”.

SEC. 1313. ADJUSTMENTS TO BASIS OF INHERITED S STOCK TO RE-
FLECT CERTAIN ITEMS OF INCOME.

(a) IN GENERAL.—Subsection (b) of section 1367 (relating to ad-
Justments to basis of stock of shareholders, etc.) is amended by add-
ing at the end the following new paragraph:

“(4) ADJUSTMENTS IN CASE OF INHERITED STOCK.—

“(A) IN GENERAL.—If any person acquires stock in an
S corporation by reason of the death of a decedent or by be-
quest, devise, or inheritance, section 691 shall be applied
with respect to any item of income of the S corporation in
the same manner as if the decedent had held directly his
pro rata share of such item.

“(B) ADJUSTMENTS TO BASIS.—The basis determined
under section 1014 of any stock in an S corporation shall
be reduced by the portion of the value of the stock which
is attributable to items constituting income in respect of the
decedent.”.
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(b) EFFECTIVE DATE.—The amendment made by subsection (a)
shall apply in the case of decedents dying after the date of the enact-
ment of this Act.

SEC. 1314. S CORPORATIONS ELIGIBLE FOR RULES APPLICABLE TO
REAL PROPERTY SUBDIVIDED FOR SALE BY NONCOR-
PORATE TAXPAYERS.

(a) IN GENERAL.—Subsection (a) of section 1237 (relating to
real property subdivided for sale) is amended by striking “other
than a corporation” in the material preceding paragraph (1) and in-
serting “other than a C corporation”.

(b) CONFORMING AMENDMENT.—Subparagraph (A) of section
1237(a)(2) is amended by inserting “an S corporation which in-
cluded the taxpayer as a shareholder,” after “controlled by the tax-
payer,”.

SEC. 1315. FINANCIAL INSTITUTIONS.

Subparagraph (A) of section 1361(b)(2) (defining ineligible cor-
poration), as redesignated by section 1308(a), is amended to read as
follows:

“(A) a financial institution which uses the reserve
method of accounting for bad debts described in section
585,”.

SEC. 1316. CERTAIN EXEMPT ORGANIZATIONS ALLOWED TO BE SHARE-
HOLDERS.

(a) ELIGIBILITY TO BE SHAREHOLDERS.—

(1) IN GENERAL.—Subparagraph (B) of section 1361(b)(1)
(defining small business corporation) is amended to read as fol-
lows:

“(B) have as a shareholder a person (other than an es-
tate, a trust described in subsection (c)(2), or an organiza-
tion described in subsection (c)(7)) who is not an individ-
ual,”.

(2) ELIGIBLE EXEMPT ORGANIZATIONS.—Section 1361(c) (re-
lating to special rules for applying subsection (b)) is amended
by adding at the end the following new paragraph:

“(7) CERTAIN EXEMPT ORGANIZATIONS PERMITTED AS SHARE-
HOLDERS.—For purposes of subsection (b)(1)(B), an organization
which is—

“(A) described in section 401(a) or 501(c)(3), and

“(B) exempt from taxation under section 501(a),

may be a shareholder in an S corporation.”.

(b) CONTRIBUTIONS OF S CORPORATION STOCK.—Section
170(e)(1) (relating to certain contributions of ordinary income and
capital gain property) is amended by adding at the end the follow-
ing new sentence: “For purposes of applying this paragraph in the
case of a charitable contribution of stock in an S corporation, rules
similar to the rules of section 751 shall apply in determining wheth-
er gain on such stock would have been long-term capital gain if
such stock were sold by the taxpayer.”.

(¢) TREATMENT OF INCOME.—Section 512 (relating to unrelated
business taxable income), as amended by section 1113, is amended
by adding at the end the following new subsection:

“(e) SPECIAL RULES APPLICABLE TO S CORPORATIONS.—
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“(1) IN GENERAL.—If an organization described in section

1361(c)(7) holds stock in an S corporation—
“(A) such interest shall be treated as an interest in an
unrelated trade or business; and
“(B) notwithstanding any other provision of this part—
“(i) all items of income, loss, or deduction taken
into account under section 1366(a), and
“(it) any gain or loss on the disposition of the stock in
the S corporation
shall be taken into account in computing the unrelated business
taxable income of such organization.

“(2) BASIS REDUCTION.—Except as provided in regulations,
for purposes of paragraph (1), the basis of any stock acquired
by purchase (within the meaning of section 1012) shall be re-
duced by the amount of any dividends received by the organiza-
tion with respect to the stock.”.

(d) CERTAIN BENEFITS NOT APPLICABLE TO S CORPORATIONS.—

(1) CONTRIBUTION TO ESOPS.—Paragraph (9) of section
404(a) (relating to certain contributions to employee ownership
plans) is amended by inserting at the end the following new
subparagraph:

“(C) S CORPORATIONS.—This paragraph shall not apply
to an S corporation.”.
(2) DIVIDENDS ON EMPLOYER SECURITIES.—Paragraph (1) of
section 404(k) (relating to deduction for dividends on certain
employer securities) is amended by striking “a corporation” and
inserting “a C corporation”.
(3) EXCHANGE TREATMENT.—Subparagraph (A) of section
1042(c)(1) (defining qualified securities) is amended by striking
“domestic corporation” and inserting “domestic C corporation”.
(¢) CONFORMING AMENDMENT.—Clause (i) of section
1361(e)(1)(A), as added by section 1302, is amended by striking
“which holds a contingent interest and is not a potential current
beneficiary”.

(f) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after December 31, 1997.

SEC. 1317. EFFECTIVE DATE.

(a) IN GENERAL.—Except as otherwise provided in this subtitle,
the amendments made by this subtitle shall apply to taxable years
beginning after December 31, 1996.

(b) TREATMENT OF CERTAIN ELECTIONS UNDER PRIOR LAW.—
For purposes of section 1362(g) of the Internal Revenue Code of
1986 (relating to election after termination), any termination under
section 1362(d) of such Code in a taxable year beginning before Jan-
uary 1, 1997, shall not be taken into account.
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House bill
No provision.

Senate amendment

The Senate amendment provides a two-year extension of the
ten-year grandfather rule for existing partnerships. Thus, under
the Senate amendment, the present-law provision treating publicly
traded partnerships as corporations applies to existing partner-
ships for taxable years beginning after December 31, 1999.

Eg‘ective date.—The provision takes effect as if included in the
1987 Act.

Conference agreement
The conference agreement does not include the Senate amend-
ment provision.

C. PROVISIONS RELATING TO S CORPORATIONS
1. S CORPORATIONS PERMITTED TO HAVE 75 SHAREHOLDERS
(Sec. 1301 of the House bill and the Senate amendment.)

Present law

The taxable income or loss of an S corporation is taken into ac-
count by the corporation’s shareholders, rather than by the entity,
whether or not such income is distributed. A small business cor-
poration may elect to be treated as an S corporation. A “small busi-
ness corporation” is defined as a domestic corporation which is not
an ineligible corporation and which does not have (1) more than 35
shareholders, (2) as a shareholder, a person (other than certain
trusts or estates) who is not an individual, (3) a nonresident alien
as a shareholder, and (4) more than one class of stock. For pur-
poses of the 35-shareholder limitation, a husband and wife are
treated as one shareholder.

House bill

The House bill increases maximum number of eligible share-
holders from 35 to 75.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

2. ELECTING SMALL BUSINESS TRUSTS
(Sec. 1302 of the House bill and the Senate amendment.)

Present law

Under present law, trusts other than grantor trusts, voting
trusts, certain testamentary trusts and “qualified subchapter S
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trusts” may not be shareholders in an S corporation. A “qualified
subchapter S trust” is a trust which, under its terms, (1) is re-
quired to have only one current income beneficiary (for life), (2) any
corpus distributed during the life of the beneficiary must be distrib-
uted to the beneficiary, (3) the beneficiary’s income interest must
terminate at the earlier of the beneficiary’s death or the termi-
nation of the trust, and (4) if the trust terminates during the bene-
ficiary’s life, the trust assets must be distributed to the beneficiary.
All the income (as defined for local law purposes) must be currently
distributed to that beneficiary. The beneficiary is treated as the
owner of the portion of the trust consisting of the stock in the S
corporation.

House bill

In general

The House bill allows stock in an S corporation to be held by
certain trusts (“electing small business trusts”). In order to qualify
for this treatment, all beneficiaries of the trust must be individuals
or estates eligible to be S corporation shareholders, except that
charitable organizations may hold contingent remainder interests.
No interest in the trust may be acquired by purchase. For this pur-
pose, “purchase” means any acquisition of property with a cost
basis (determined under sec. 1012). Thus, interests in the trust
must be acquired by reason of gift, bequest, etc. A trust must elect
to be treated as an electing small business trust.

Each potential current beneficiary of the trust is counted as a
shareholder for purposes of the proposed 75 shareholder limitation
(or if there were no potential current beneficiaries, the trust would
be treated as the shareholder). A potential current income bene-
ficiary means any person, with respect to the applicable period,
who is entitled to, or at the discretion of any person may receive,
a distribution from the principal or income of the trust.

Treatment of items relating to S corporation stock

The portion of the trust which consists of stock in one or more
S corporations is treated as a separate trust for purposes of com-
puting the income tax attributable to the S corporation stock held
by the trust. The trust is taxed at the highest individual rate (cur-
rently, 39.6 percent on ordinary income and 28 percent on net cap-
ital gain) on this portion of the trust’s income. The taxable income
attributable to this portion includes (1) the items of income, loss,
or deduction allocated to it as an S corporation shareholder under
the rules of subchapter S, (2) gain or loss from the sale of the S
corporation stock, and (3) to the extent provided in regulations, any
state or local income taxes and administrative expenses of the trust
properly allocable to the S corporation stock. Otherwise allowable
capital losses are allowed only to the extent of capital gains.

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

On the termination of all or any portion of an electing small
business trust the loss carryovers or excess deductions referred to
in section 642(h) is taken into account by the entire trust, subject
to the usual rules on termination of the entire trust.

Treatment of remainder of items held by trust

In determining the tax liability with regard to the remaining
portion of the trust, the items taken into account by the subchapter
S portion of the trust are disregarded. Although distributions from
the trust are deductible in computing the taxable income on this
portion of the trust, under the usual rules of subchapter J, the
trust’s distributable net income does not include any income attrib-
utable to the S corporation stock.

Termination of trust and conforming amendment applicable
to all trusts

Where the trust terminates before the end of the S corpora-
tion’s taxable year, the trust takes into account its pro rata share
of S corporation items for its final year. The bill makes a conform-
ing amendment applicable to all trusts and estates clarifying that
this is the present-law treatment of trusts and estates that termi-
nate before the end of the S corporation’s taxable year.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

3. EXPANSION OF POST-DEATH QUALIFICATION FOR CERTAIN TRUSTS
(Sec. 1303 of the House bill and the Senate amendment.)

Present law

Under present law, trusts other than grantor trusts, voting
trusts, certain testamentary trusts and “qualified subchapter S
trusts” may not be shareholders in a S corporation. A grantor trust
may remain an S corporation shareholder for 60 days after the
death of the grantor. The 60-day period is extended to two years
if the entire corpus of the trust is includible in the gross estate of
the deemed owner. In addition, a trust may be an S corporation
shareholder for 60 days after the transfer of S corporation pursuant
to a will.

House bill

The House bill expands the post-death holding period to two
years for all testamentary trusts.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.
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Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

4. FINANCIAL INSTITUTIONS PERMITTED TO HOLD SAFE HARBOR DEBT
(Sec. 1304 of the House bill and the Senate amendment.)

Present law

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

House bill

The definition of “straight debt” is expanded to include debt
held by creditors, other than individuals, that are actively and reg-
ularly engaged in the business of lending money.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

5. RULES RELATING TO INADVERTENT TERMINATIONS AND INVALID
ELECTIONS

(Sec. 1305 of the House bill and the Senate amendment.)

Present law

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

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

Under the House bill, the authority of the IRS to waive the ef-
fect of an inadvertent termination is extended to allow the Service
to waive the effect of an invalid election caused by an inadvertent
failure to qualify as a small business corporation or to obtain the
required shareholder consents (including elections regarding quali-
fied subchapter S trusts), or both. The House bill also allows the
IRS to treat a late Subchapter S election as timely where the Serv-
ice determines that there was reasonable cause for the failure to
make the election timely. It is intended that the IRS be reasonable
in exercising this authority and apply standards that are similar
to those applied under present law to inadvertent subchapter S ter-
minations and other late or invalid elections.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1982.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment. The conferees wish to clarify that in exercising the
authority provided under the provision, the IRS may consider rel-
evant information provided by any affected shareholder (including
a person who became a shareholder in a subsequent year) before
determining the validity of the S election for the taxable year in
question.

6. AGREEMENT TO TERMINATE YEAR
(Sec. 1306 of the House bill and the Senate amendment.)

Present law

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

House bill

The House bill provides that, under regulations to be pre-
scribed by the Secretary of the Treasury, the election to close the
books of the S corporation upon the termination of a shareholder’s
interest is made by all affected shareholders and the corporation,
rather than by all shareholders. The closing of the books applies
only to the affected shareholders. For this purpose, “affected share-
holders” means any shareholder whose interest is terminated and
all shareholders to whom such shareholder has transferred shares
during the year. If a shareholder transferred shares to the corpora-
tion, “affected shareholders” includes all persons who were share-
holders during the year.
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Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

7. EXPANSION OF POST-TERMINATION TRANSITION PERIOD
(Sec. 1307 of the House bill and the Senate amendment.)

Present law

Distributions made by a former S corporation during its post-
termination period are treated in the same manner as if the dis-
tributions were made by an S corporation (e.g., treated by share-
holders as nontaxable distributions to the extent of the accumu-
lated adjustment account). Distributions made after the post-termi-
nation period are generally treated as made by a C corporation
(i.e., treated by shareholders as taxable dividends to the extent of
earnings and profits).

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

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

House bill

The present-law definition of post-termination period is ex-
panded to include the 120-day period beginning on the date of any
determination pursuant to an audit of the taxpayer that follows the
termination of the S corporation’s election and that adjusts a sub-
chapter S item of income, loss or deduction of the S corporation
during the S period. In addition, the definition of “determination”
is expanded to include a final disposition of the Secretary of the
Treasury of a claim for refund and, under regulations, certain
agreements between the Secretary and any person, relating to the
tax liability of the person.

In addition, the House bill repeals the TEFRA audit provisions
applicable to S corporations and would provide other rules to re-
quire consistency between the returns of the S corporation and its
shareholders.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.
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Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

8. S CORPORATIONS PERMITTED TO HOLD SUBSIDIARIES
(Sec. 1308 of the House bill and the Senate amendment.)

Present law

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

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

House bill

An S corporation is allowed to own 80 percent or more of the
stock of a C corporation. The C corporation subsidiary could elect
to join in the filing of a consolidated return with its affiliated C cor-
porations. An S corporation is not allowed to join in such election.
Dividends received by an S corporation from a C corporation in
which the S corporation has an 80 percent or greater ownership
stake is not treated as passive investment income for purposes of
sections 1362 and 1375 to the extent the dividends are attributable
to the earnings and profits of the C corporation derived from the
active conduct of a trade or business.

In addition, an S corporation is allowed to own a qualified sub-
chapter S subsidiary. The term “qualified subchapter S subsidiary”
means a domestic corporation that is not an ineligible corporation
(i.e., a corporation that would be eligible to be an S corporation if
the stock of the corporation were held directly by the shareholders
of its parent S corporation) if (1) 100 percent of the stock of the
subsidiary were held by its S corporation parent and (2) for which
the parent elects to treat as a qualified subchapter S subsidiary.
Under the election, the qualified subchapter S subsidiary is not
treated as a separate corporation and all the assets, liabilities, and
items of income, deduction, and credit of the subsidiary are treated
as the assets, liabilities, and items of income, deduction, and credit
of the parent S corporation.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.
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9. TREATMENT OF DISTRIBUTIONS DURING LOSS YEARS
(Sec. 1309 of the House bill and the Senate amendment.)

Present law

Under present law, the amount of loss an S corporation share-
holder may take into account for a taxable year cannot exceed the
sum of the shareholder’s adjusted basis in his or her stock of the
corporation and the adjusted basis in any indebtedness of the cor-
poration to the shareholder. Any excess loss is carried forward.

Any distribution to a shareholder by an S corporation generally
is tax-free to the shareholder to the extent of the shareholder’s ad-
justed basis of his or her stock. The shareholder’s adjusted basis is
reduced by the tax-free amount of the distribution. Any distribution
in excess of the shareholder’s adjusted basis is treated as gain from
the sale or exchange of property.

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

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

In addition, if the S corporation has accumulated earnings and
profits, any distribution in excess of the amount in an “accumu-
lated adjustments account” will be treated as a dividend (to the ex-
tent of the accumulated earnings and profits). A dividend distribu-
tion does not reduce the adjusted basis of the shareholder’s stock.
The “accumulated adjustments account” generally is the amount of
the accumulated undistributed post-1982 gross income less deduc-
tions.

House bill

The House bill provides that the adjustments for distributions
made by an S corporation during a taxable year are taken into ac-
count before applying the loss limitation for the year. Thus, dis-
tributions during a year reduce the adjusted basis for purposes of
determining the allowable loss for the year, but the loss for a year
does not reduce the adjusted basis for purposes of determining the
tax status of the distributions made during that year.

The House bill also provides that in determining the amount
in the accumulated adjustment account for purposes of determining
the tax treatment of distributions made during a taxable year by
an S corporation having accumulated earnings and profits, net neg-
ative adjustments (i.e., the excess of losses and deductions over in-
come) for that taxable year are disregarded.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.
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Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

10. TREATMENT OF S CORPORATIONS UNDER SUBCHAPTER C
(Sec. 1310 of the House bill and the Senate amendment.)

Present law

Present law contains several provisions relating to the treat-
ment of S corporations as corporations generally for purpose of the
Internal Revenue Code.

First, under present law, the taxable income of an S corpora-
tion is computed in the same manner as in the case of an individ-
ual (sec. 1363(b)). Under this rule, the provisions of the Code gov-
erning the computation of taxable income which are applicable only
to corporations, such as the dividends received deduction, do not
apply to S corporations.

Second, except as otherwise provided by the Internal Revenue
Code and except to the extent inconsistent with subchapter S, sub-
chapter C (i.e., the rules relating to corporate distributions and ad-
justments) applies to an S corporation and its shareholders (sec.
1371(a)(1)). Under this second rule, provisions such as the cor-
porate reorganization provisions apply to S corporations. Thus, a C
corporation may merge into an S corporation tax-free.

Finally, an S corporation in its capacity as a shareholder of an-
other corporation is treated as an individual for purposes of sub-
chapter C (sec. 1371(a)(2)). In 1988, the Internal Revenue Service
took the position that this rule prevents the tax-free liquidation of
a C corporation into an S corporation because a C corporation can-
not liquidate tax-free when owned by an individual shareholder.33
In 1992, the Internal Revenue Service reversed its position, stating
that the prior ruling was incorrect.34

House bill

The House bill repeals the rule that treats an S corporation in
its capacity as a shareholder of another corporation as an individ-
ual. Thus, the provision clarifies that the liquidation of a C cor-
poration into an S corporation will be governed by the generally ap-
plicable subchapter C rules, including the provisions of sections 332
and 337 allowing the tax-free liquidation of a corporation into its
parent corporation. Following a tax-free liquidation, the built-in
gains of the liquidating corporation may later be subject to tax
under section 1374 upon a subsequent disposition. An S corpora-
tion also will be eligible to make a section 338 election (assuming
all the requirements are otherwise met), resulting in immediate
recognition of all the acquired C corporation’s gains and losses (and
the resulting imposition of a tax).

33PLR 8818049, (Feb. 10, 1988).
34PLR 9245004, (July 28, 1992).
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The repeal of this rule does not change the general rule gov-
erning the computation of income of an S corporation. For example,
it does not allow an S corporation, or its shareholders, to claim a
dividends received deduction with respect to dividends received by
the S corporation, or to treat any item of income or deduction in
a manner inconsistent with the treatment accorded to individual
taxpayers.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

11. ELIMINATION OF CERTAIN EARNINGS AND PROFITS
(Sec. 1311 of the House bill and the Senate amendment.)

Present law

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

House bill

The House bill provides that if a corporation is an S corpora-
tion for its first taxable year beginning after December 31, 1995,
the accumulated earnings and profits of the corporation as of the
beginning of that year is reduced by the accumulated earnings and
profits (if any) accumulated in any taxable year beginning before
January 1, 1983, for which the corporation was an electing small
business corporation under subchapter S. Thus, such a corpora-
tion’s accumulated earnings and profits are solely attributable to
taxable years for which an S election was not in effect. This rule
is generally consistent with the change adopted in 1982 limiting
the S shareholder’s taxable income attributable to S corporation
earnings to his or her share of the taxable income of the S corpora-
tion.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Senate amendment
Same as the House bill.
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Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

12. CARRYOVER OF DISALLOWED LOSSES AND DEDUCTIONS UNDER THE
AT-RISK RULES

(Sec. 1312 of the House bill and the Senate amendment.)

Present law

Under section 1366, the amount of loss an S corporation share-
holder may take into account cannot exceed the sum of the share-
holder’s adjusted basis in his or her stock of the corporation and
the unadjusted basis in any indebtedness of the corporation to the
shareholder. Any disallowed loss is carried forward to the next tax-
able year. Any loss that is disallowed for the last taxable year of
the S corporation may be carried forward to the post-termination
period. The “post-termination period” is the period beginning on
the day after the last day of the last taxable year of the S corpora-
tion and ending on the later of: (1) a date that is one year later,
or (2) the due date for filing the return for the last taxable year
and the 120-day period beginning on the date of a determination
that the corporation’s S corporation election had terminated for a
previous taxable year.

In addition, under section 465, a shareholder of an S corpora-
tion may not deduct losses that are flowed through from the cor-
poration to the extent the shareholder is not “at-risk” with respect
to the loss. Any loss not deductible in one taxable year because of
the at-risk rules is carried forward to the next taxable year.

House bill

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

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

13. ADJUSTMENTS TO BASIS OF INHERITED S STOCK TO REFLECT
CERTAIN ITEMS OF INCOME

(Sec. 1313 of the House bill and the Senate amendment.)

Present law

Income in respect to a decedent (“IRD”) generally consists of
items of gross income that accrued during the decedent’s lifetime
but were not includible in the decedent’s income before his or her
death under his or her method of accounting. IRD is includible in
the income of the person acquiring the right to receive such item.
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A deduction for the estate tax attributable to an item of IRD is al-
lowed to such person (sec. 681(c)). The cost or basis of property ac-
quired from a decedent is its fair market value at the date of death
(or alternate valuation date if that date is elected for estate tax
purposes). This basis is often referred to as “stepped-up basis.”
Property that constitutes a right to receive IRD does not receive a
stepped-up basis.

The basis of a partnership interest or corporate stock acquired
from a decedent generally is stepped-up at death. Under Treasury
regulations, the basis of a partnership interest acquired from a de-
cedent is reduced to the extent that its value is attributable to
items constituting IRD (Treas. reg. sec. 1.742—1). This rule insures
that the items of IRD held by a partnership are not later offset by
a loss arising from a stepped-up basis. Although S corporation in-
come is taxed to its shareholders in a manner similar to the tax-
ation of a partnership and its partners, no comparable regulation
require a reduction in the basis of stock in an S corporation ac-
quired from a decedent where the S corporation holds items of IRD.

House bill

The House bill provides that a person acquiring stock in an S
corporation from a decedent would treat as IRD his or her pro rata
share of any item of income of the corporation that would have
been IRD if that item had been acquired directly from the dece-
dent. Where an item is treated as IRD, a deduction for the estate
tax attributable to the item generally will be allowed under the
provisions of section 691(c). The stepped-up basis in the stock in an
S corporation acquired from a decedent is reduced by the extent to
which the value of the stock is attributable to items consisting of
IRD. This basis rule is comparable to the present-law partnership
rule.

Effective date.—The provision applies with respect to decedent
dying after the date of enactment.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

14. S CORPORATIONS ELIGIBLE FOR RULES APPLICABLE TO REAL
PROPERTY SUBDIVIDED FOR SALE BY NONCORPORATE TAXPAYERS

(Sec. 1314 of the House bill and the Senate amendment.)

Present law

Under present-law section 1237, a lot or parcel of land held by
a taxpayer other than a corporation generally is not treated as or-
dinary income property solely by reason of the land being sub-
divided if: (1) such parcel had not previously been held as ordinary
income property and if in the year of sale, the taxpayer did not
hold other real property; (2) no substantial improvement has been
made on the land by the taxpayer, a related party, a lessee, or a
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government; and (3) the land has been held by the taxpayer for five
years.

House bill

The House bill allows the present-law capital gains presump-
tion in the case of land held by an S corporation. It is expected that
rules similar to the attribution rules for partnerships will apply to
S corporation (Treas. reg. sec. 1. 1237-1(b)(3)).

Effective date.—The provision is effective for sales in taxable
years beginning after December 31, 1996.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

15. CERTAIN FINANCIAL INSTITUTIONS AS ELIGIBLE CORPORATIONS
(Sec. 1315 of the Senate amendment.)

Present law

A small business corporation may elect to be treated as an S
corporation. A “small business corporation” is defined as a domestic
corporation which is not an ineligible corporation and which meets
certain other requirements. An “ineligible corporation” means any
corporation which is a member of an affiliated group, certain depos-
itory financial institutions (i.e., banks, domestic savings and loan
associations, mutual savings banks, and certain cooperative banks),
certain insurance companies, a section 936 corporation, or a DISC
or former DISC.

House bill
No provision.

Senate amendment

A bank (as defined in sec. 581) is allowed to be an eligible
small business corporation unless such institution uses a reserve
method of accounting for bad debts.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1996.

Conference agreement

The conference agreement follows the Senate amendment.
16. CERTAIN TAX-EXEMPT ENTITIES ALLOWED TO BE SHAREHOLDERS
(Sec. 1316 of the Senate amendment.)

Present law

A tax-exempt organization described in section 401(a) (relating
to qualified retirement plan trusts) or section 501(c)(3) (relating to
certain charitable organizations) cannot be a shareholder in an S
corporation.
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House bill
No provision.

Senate amendment

Tax-exempt organizations described in Code sections 401(a)
and 501(c)(3) (“qualified tax-exempt shareholders”) are allowed to
be shareholders in S corporations. For purposes of determining the
number of shareholders of an S corporation, a qualified tax-exempt
shareholder will count as one shareholder.

Items of income or loss of an S corporation will flow-through
to qualified tax-exempt shareholders as unrelated business taxable
income (“UBTI”), regardless of the source or nature of such income
(e.g., passive income of an S corporation will flow through to the
qualified tax-exempt shareholders as UBTI.) In addition, gain or
loss on the sale or other disposition of stock of an S corporation by
a qualified tax-exempt shareholder will be treated as UBTI.

In addition, certain special tax rules relating to employee stock
ownership plans (“ESOPs”) will not apply with respect to S cor-
poration stock held by the ESOP.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 1997.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. In addition, the conference agreement provides that if a
qualified tax-exempt shareholder acquired, by purchase, stock in an
S corporation (whether such stock was acquired when the corpora-
tion was a C or an S corporation) and receives a dividend distribu-
tion with respect to such S corporation stock (i.e., a distribution of
subchapter C earnings and profits), except as provided in regula-
tions the shareholder must reduce its basis in the stock by the
amount of the dividend. Regulations may provide that the basis re-
duction only would apply to the extent the dividend is deemed to
be allocable to subchapter C earnings and profits that accrued on
or before the date of acquisition.

17. REELECTING SUBCHAPTER S STATUS

(Sec. 1315(b) of the House bill and sec. 1317(b) of the Senate
amendment.)

Present law

A small business corporation that terminates its subchapter S
election (whether by revocation or otherwise) may not make an-
other election to be an S corporation for five taxable years unless
the Secretary of the Treasury consents to such election.

House bill

For purposes of the five-year rule, any termination of sub-
chapter S status in effect immediately before the date of enactment
of the proposal is not to be taken into account. Thus, any small
business corporation that had terminated its S corporation election
within the five-year period before the date of enactment may re-
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elect subchapter S status upon enactment of the bill without the
consent of the Secretary of the Treasury.

Effective date.—The provision is effective for terminations oc-
curring in a taxable year beginning before January 1, 1997.

Senate amendment
Same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Sen-
ate amendment.

II. PENSION SIMPLIFICATION PROVISIONS

A. SIMPLIFIED DISTRIBUTION RULES

(Secs. 1401-1404 of the House bill and the Senate amend-
ment.)

Present law

In general, a distribution of benefits from a tax-favored retire-
ment arrangement (i.e., a qualified plan, a qualified annuity plan,
and a tax-sheltered annuity contract (sec. 403(b) annuity)) gen-
erally is includable in gross income in the year it is paid or distrib-
uted under the rules relating to the taxation of annuities.

Lump-sum distributions

Lump-sum distributions from qualified plans and qualified an-
nuity plans are eligible for special 5-year forward averaging. In
general, a lump-sum distribution is a distribution within one tax-
able year of the balance to the credit of an employee that becomes
payable to the recipient first, on account of the death of the em-
ployee, second, after the employee attains age 59v%, third, on ac-
count of the employee’s separation from service, or fourth, in the
case of self-employed individuals, on account of disability. Lump-
sum treatment is not available for distributions from a tax-shel-
tered annuity.

A taxpayer is permitted to make an election with respect to a
lump-sum distribution received on or after the employee attains
age 59% to use 5-year forward income averaging under the tax
rates in effect for the taxable year in which the distribution is
made. In general, this election allows the taxpayer to pay a sepa-
rate tax on the lump-sum distribution that approximates the tax
that would be due if the lump-sum distribution were received in 5
equal installments. If the election is made, the taxpayer is entitled
to deduct the amount of the lump-sum distribution from gross in-
come. Only one such election on or after 59% may be made with
respect to any employee.

Under the Tax Reform Act of 1986 (the “1986 Act”), individuals
who attained age 50 by January 1, 1986, can elect to use 10-year
averaging (under the rates in effect prior to the 1986 Act) in lieu
of 5-year averaging. In addition, such individuals may elect to re-
tain capital gains treatment with respect to the pre-1974 portion
of a lump sum distribution.



