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A Subchapter S corporation .is but one of many forms of business

available to a businessman. Each form of business has its own char

acteristics, advantages, and disadvantages. The Subchapter S form of

business is the form which has most recently been developed; it has

evolved from the corporate form of business and has been existence only 

since 1958. Basically, a Subchapter S corporation is a qualified small 

business corporation which elects to have income taxed directly to its 

shareholders, as like income is taxed to partners in a partnership,

thereby eliminating tax at the corporate level. A Subchapter S corp

oration is a regular corporation in all respects except in the tax

treatment afforded it by the IRS. Naturally there are advantages to a 

Subchapter S election made by a small business corporation, but there 

are also disadvantages. If it is determined by the owners of a small

corporation that a Subchapter S election would be beneficial, there are 

legal qualifications that must be met and election procedures prescribed 

by the Internal Revenue Service which must be followed.

Five areas, then, will be discussed. They are (1) general forms of 

business available, (2) history of the Subchapter S corporation, (3) 

characteristics and qualifications of a Subchapter S corporation, (4) 

advantages and disadvantages of a Subchapter S election, and (5) Sub

chapter S election procedures and Internal Revenue Service prescriptions



PART I GENERAL FORMS OF BUSINESS

Many choices of business organizations are available to a businessman

The various forms include sole proprietorship, partnership, corporation,

and Subchapter S corporation. The various forms will be explained from

basically a tax viewpoint.

The simplest form of doing business, the sole proprietorship, is

also the most hazardous. If the business fails, the personal belongings

of the owner are subject to attachment by business creditors. The sole 

owner, therefore, is gambling all he owns that he will succeed and will

not incur debts to jeopardize his present assets or future earnings.

However, neither tax problems nor legal expenses are encountered in

setting up a sole proprietorship, and all profits belong to the owner.

An advantage of the proprietorship is its simplicity of formation,

with little or no expense being incurred. Its principal shortcoming is

unlimited liability—a proprietor is personally and legally responsible

for all obligations the organization incurs. A proprietorship also has 
2some difficulty in raising large amounts of capital.

Income from a sole proprietorship is a part of the total gross

income received by the individual. As a sole proprietor, a person must

report the income from the business on a separate Schedule C. The

amount of the business income or loss is entered as an item of income

(or loss) on the owner's individual income tax return Form 1040. The 
3Schedule C must also be attached and filed with the 1040 Form.

Ijospeh Newman, ed., U.S. News and World Report's Book on Income Taxes 
(Washington, D. C.: U.S. News and World Report, 1972), p. 196.

2James C. Van Horne, Fundamentals of Financial Management (Englewood 
Cliffs, New Jersey: Prentice-Hall, Inc., 1971), p. 11.

3Department of the Treasury, Internal Revenue Service, Tax Guide for 
Small Business, 1973 Edition, Pubn. 334, (1972), p. 8.
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If an operating loss is incurred, a sole proprietor may claim a 

deduction. "Salary" payments or other withdrawals are not considered

expenses of the business; the total business net income is income to the
, 4proprietor.

Another form is the partnership form. A partnership does not pay

taxes; it files a return on Form 1065 advising the Treasury Department

of each partner's share in the profits, losses, deductions, and gains of

the joint enterprise.

In a partnership, all partners have unlimited liability; they are

jointly and individually liable for all liabilities of the partnership.

A partnership is terminated if one of the partners withdraws or dies.

An ownership interest in a partnership is therefore impossible to transfer. 

An advantage of a partnership is its simplicity of formation. A partnership 
is also not taxed as a partnership; only the partners are taxed.&

A partnership agreement of co-owners in a trade, business, or

profession may be oral, written, or merely implied by the action or

conduct of the members. Profits and losses are divided in accordance

with the agreement of the partners. Each partner, in determining his

individual income tax for the year, must also take into account, separately,

his distributive share of: capital gains or losses from the partnership,

contributions to charity, dividends for which there is an exclusion, and 
7a few other sundry items.

Each partner's share of the partnership income or loss must be

Joseph Newman, ed., p. 196.
^Joseph Newman, ed., p. 197.

&James Van Horne, p. 11.

?Tax Guide for Small Business, p. 8.
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reported on his individual return, Form 1040 Schedule E, even though the 
8partnership does not distribute any money to him.

There are many reasons a businessman may desire the third form of 

organization: the corporate form. Corporate profits are normally taxed

to the corporation. Then, when they are distributed as dividends, the

dividends are taxed to the individual shareholders.

The tax imposed on the corporation itself consists of a normal tax

and a surtax. The normal tax and the surtax are both computed on the

taxable income of the corporation for the tax year. Normal tax is at 

the rate of 22% on taxable income up to $25,000 and at a rate of 48% on 
taxable income in excess of $25,000.^

One reason an individual may decide to incorporate is to become an 

employee for tax purposes. The corporation may deduct salaries paid 

to its employees and officers as long as the salaries are reasonable

in relation to the services rendered. As an employee, he can get tax

sheltered pension, profit-sharing and bonus plans, hospitalization,

insurance, and other valuable fringe benefits. The expenses of furnishing

these can be deducted by the corporation.

Another attractive feature of this form is that a corporation 

exists separately and apart from its owners. An owner’s liability is 

limited to his investment. Limited liability represents an important 

advantage over the proprietorship or partnership. Ownership can be 

readily transferred by mere sale of stock. With its limited liability 

and transferability of ownership, a corporation is also better able to

g
Tax Guide for Small Business, p. 9.

^Ibid., p. 11.

^Department of the Treasury, Internal Revenue Service, Corporations and 
the Federal Income Tax, Pubn. 542 (1-73), p. 7.

1 1
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raise the large amounts of capital that are necessary for a growing

company in today’s economy. With ease of transfer of ownership, a

corporation does not dissolve upon withdrawal or death of a stockholder

and therefore may have an indefinite life. A disadvantage of corporate 
12form of business is double taxation. Minor disadvantages include the time

and expense involved for incorporation and the fact that a corporation
13is more difficult to establish than either a partnership or a proprietorship. 

The last form of organization to be discussed and the main topic of

this paper is the Subchapter S corporation. The law allows small corporations 

to elect not to pay the regular corporation income tax, but to be taxed 

in the partnership pattern. A Subchapter S corporation is different 

from an ordinary corporation in tax treatment only. Income of the 
corporation is treated as if it were the income of the stockholders.^

More than 200,000 companies now are organized in this hybrid form

of organization authorized by Subchapter S, Section 1371-1377, of the

Internal Revenue Code of 1954. The protections normally given to stockholders

in an ordinary corporation, such as limited liability for debts of the

company, exist also for shareholders of a Subchapter S corporation.

Shareholders may still be paid a salary deductible to the corporation;

however, a shareholder also includes his share of the net income or loss

of a corporation in his income, as if the net income came from a partnership 
15

to a partner.

PART II HISTORY OF SUBCHAPTER S

The Subchapter S organization form has not been in existence as

12Double taxation is the taxing of corporate income first at the corporate 
level, then at the individual taxpayer level when dividends are paid.

13James C. Van Horne, pp. 12-13. 
l^Jospeh Newman, ed., p. 203. 

l^ibid., p. 204.
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long as the other business forms, although it had long been advocated.

A quotation from a book, written by Harold M. Groves, Postwar

Taxation and Economic Progress, a short time after World War II, recommended

a Subchapter S type law.

"...a better device for aiding small corporate business would 
be to allow it the option of being taxed like a partnership.
Exercise of this option might be required to cover a longer period 
than one year; it might be made irrevocable for a 5-year interval.

If a corporate tax as such is retained, new small business companies 
might be given an additional advantage in the option of being 
treated like partnerships, thereby paying only personal taxes on 
the prorata share of the company's earnings."16

The essential similarity between businesses of like economic

characteristics is not affected by the legal form in which businesses

are carried on. For example, if a closely held business is put into

corporate form, it is basically no different from the pertinent circumstances

of the same business carried on in the form of a partnership. The law

gradually realized that some corporations are no more than incorporated 

partnerships. This realization has quite recently filtered into thinking 

about tax law. The thinking was that radically different treatment of 

corporations as opposed to partnerships in like business was not valid.

It was believed that business participants should be free to choose the

form of business on the basis of business considerations without the

spurious influence of income tax considerations.

The view was reflected in President Eisenhower’s Budget Message to

1 6°Harold M. Groves, Postwar Taxation and Economic Progress (New York: 
McGraw-Hill, Inc., 1946), p. 105.

I?John L. Malone, ed., Law of Federal Income Taxation (Chicago: 
Callaghan and Co. (1973), Vol. 7, Chapter 41B, 2.
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the Eighty-third Congress in January of 1953.

"Small businesses should be able to operate under whatever form of 
organization is desirable for their particular circumstances, 
without incurring unnecessary tax penalties. To secure this 
result, I recommend that corporations with a small number of active 
stockholders be given the option to be taxed as partnerships and 
that certain partnerships be given the option to be taxed as 
corporations.

In 1953, both President Eisenhower's recommendations were rejected 

by the House Ways and Means Committee, but were restored by the Senate

Finance Committee. In the Conference Committee, the option to allow

partnerships to be treated as corporations for tax purposes was passed,

but allowing corporations to be taxed as partnerships was rejected.

Thus, the 1954 Internal Revenue Code contained only one-half of Eisenhower's
proposal.19

In 1957, the difficulties posed by permitting corporate tax treatment

for certain partnerships resulted in a proposal passed on by the Ways

and Means Committee that the law be repealed. The Senate Finance Committee

disagreed and acted to keep the older law and at the same time allow 

partnership treatment of certain corporations. Such a law had again 

been recommended by Eisenhower and his Cabinet advisors. The new provision 

would allow corporate income to "pass through" to be taxed once at the 

stockholder level. This proposal prevailed in Conference and the Code 

of 1954 was amended by the Technical Amendments Act of 1958 to add a new 

Subchapter S provision, consisting of Sections 1371 through 1377. The 

option first became available with respect to taxable years beginning

after December 31, 1957.

1 8John L. Malone, ed., Chpater 41B, 2.
19Ibid., p. 3.

^John L. Malone, ed., pp. 3-4.
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Subchapter S was amended in 1959 to allow a husband and wife owning

stock jointly to be counted as only one shareholder. In 1959, the law

was also amended to make it clear that a deceased stockholder would not

be denied his share of a corporate operating loss. A few other amendments

have since been added to Subchapter S to clarify some uncertain legal 
21points.

Today, both options originally proposed by President Eisenhower are 
22in effect. Certain partnerships can be taxed as a corporation and 

23certain corporations can elect to be taxed as a partnership.

PART 3 QUALIFICATIONS AND CHARACTERISTICS

A Subchapter S corporation can be defined as a small corporation

which has elected by unanimous consent of its shareholders to avoid

paying any corporate tax on income, choosing instead to have the shareholders

pay taxes on it in much the same way they would have if the income had 
24been received by them in proportion to their shareholdings.

The Subchapter S status is optional to shareholders. There are 

also certain qualifications which must be met for a corporation to be 

eligible for status as a Subchapter S corporation. Once the qualifications 

are met and a proper election is made, certain circumstances must be

avoided which would terminate the election. If the election remains in

effect, there are certain effects on the corporation and its shareholders.

21John L. Malone, ed., pp. 5-6.

^This form is seldom used. One attraction is that corporate tax rates 
are lower than individual rates paid by high-bracket taxpayers. But most 
businessmen feel that if they are to be taxed as a corporation they might as 
well get the other corporate benefits such as limited liability. Joseph 
Newman, ed., p. 196.

23Joseph Newman, ed., p. 196.
24Commerce Clearing House, Standard Federal Tax Reports (New York: 1974), 

para. 4846C.01. (All subsequent references to this loose-leaf service will be 
referred to by paragraph numbers in the text of the thesis.)
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Areas to be discussed include capital gains and losses, loans to the

corporation and treatment of net operating losses, retirement plans

available to stockholder-employees, salaries payable to stockholder-

employees, and a discussion of family-owned corporations. Requirements

for a tax-option corporation will be discussed first.

Before a corporation can elect to be a tax-option corporation, it must

meet all of the following requirements.

(1) It must have 10 or fewer shareholders,

(2) All shareholders must be individuals or estates (but not trusts),

(3) It must have only one class of stock,

(4) It must not have a nonresident alien as a stockholder,

(5) It must not be a member of an affiliated group eligible to 
file a consolidated return, and

(6) It must be a domestic corporation. (Para. 4846C.013)

There are no limitations based on the size of the corporation, the 

type or amount of its assets, or the type of business it is engaged in 

except for certain limitations regarding foreign gross income or passive

investment income to be discussed later. An election may even be made 

by a corporation presently in or contemplating liquidation processes.(Para.

4846C.013).

1. The first requirement for a corporation to qualify for a tax- 

option election is that it have 10 or fewer shareholders. Ordinarily, 

the persons who would have to include in gross income dividends distributed 

with respect to the stock of the corporation are considered to be shareholders 

of the corporation. If stock is owned by tenants in common, joint 

tenants, or tenants by the entirety, each tenant is considered a stockholder,

except in the case of husband and wife below. (Para. 4846AA)
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Stock that is community property (or the income from which is

community income), and stock held by a husband and wife as joint tenants, 

tenants by entirety, or tenants in common, is treated as owned by one

individual for determining whether there are 10 or more shareholders.

If only the husband or only the wife owns shares in the corporation

individually and, in addition, they own other shares in the same corporation

jointly, they will be considered as only one shareholder. If both

husband and wife own shares of stock in the corporation individually,

and the stock is not community property, they will be considered as two

shareholders, even though they own other shares jointly. Whether or not

a husband and wife are treated as a single owner, both must consent to a 
2 5tax-option election to make the election unanimous.

A decedent's estate is considered one shareholder (for purposes of 

the election). (Para. 4846C.042)

A question often arises when counting the number of shareholders 

concerning whether certain holders of corporate debt are actually shareholders 

with an equity interest. The question could easily arise when a security 

bears a close resemblance to an ordinary share of common stock. The

question will probably not arise when loans are made by persons who have 

never owned stock. (Para. 4846C.042)

In the U. S. Court of Appeals case Portage Plastics Company, Inc., 

Plaintiff-Appellee v. United States of America, Defendent-Appellant, the 

government attempted to call certain loans made by relatives of stockholders 

to the corporation equity in the hands of the creditor. Although the 

United States did not prevail in their contention that equity did indeed

? sTax Guide for Small Business, p. 51.
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exist, the case shows an instance where the question could easily arise.

In the court case Maze v. U. S., a 15 shareholder corporation

needed additional capital. Five shareholders refused to help provide

it. These shareholders agreed to exchange their stock for 7% debentures.

Since there remained only 10 shareholders, the corporation made a Subchapter

S election. The Internal Revenue Service argued that the debenture

holders were actually equity holders and that the corporation was disqualified

from an election due to having more than 10 shareholders. However, the Tax 

Court overruled the government's contentions, saying simply that the 

"shareholders" are no longer participating in corporate affairs, decision 

making and voting, and did not have any remaining equity interest in the

corporation. It is, however, notable that the Tax Court accepted the

government's premise that finding a debenture issue to be equity would

mean that these "shareholders" would be counted for the 10 shareholders

requirement. (Para. 4846C.042)

Most likely, a court, if called upon to decide the question, would 

regard holders of equity-type interests as shareholders. The underlying 

purpose of Congress was to limit the number of equity participants to

ten. (Para. 4846C.041)

If stock is held in the name of a minor or minors by a guardian,
27each minor is considered a shareholder.

Stock held by a guardian in the name of an incompetent is considered 

held by the incompetent person and the incompetent is counted as the

shareholder. (Para. 4846C.043)

26{j.S. Tax Court, Standard Federal Tax Reports, Court Decisions 73-1,
(New York: Commerce Clearing House 1973), para. 9261.

27Tax Guide for Small Business, p. 9.
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The total number of shareholders, then, may not exceed ten. The

second requirement is that all shareholders must be individuals or

estates.

2. A corporation in which any shareholder is a corporation, trust,

or partnership does not qualify as a small business corporation; shareholders

must be individuals or estates. (Para. 4846AA)

The term "estate" for this purpose means the estate of a deceased

individual during the period of administration or settlement. The 
2qestate becomes the shareholder.

An estate does not include the estate of an individual in bankruptcy.

Stock held by a trustee in bankruptcy disqualifies a corporation from 

making a "tax option" election. Shares held by testamentary trust,

after the stock is transferred by an executor of an estate to the trust,

disqualifies the represented corporation. An estate of a deceased

person, even if held by co-fiduciaries, is still only one shareholder— 

an estate; no disqualification arises in this case. (Para. 4846C.045)

When the total number of shareholders doesn't exceed ten and when

all shareholders are individuals or estates, then the third requirement

of having no more than one class of stock must be met.

3. A corporation having more than one class of stock does not

qualify as a small business corporation. In determining whether a

corporation has more than one class of stock, only stock which is issued

and outstanding is considered. Treasury stock and unissued stock of a 

different class than that held by shareholders will not disqualify a 

corporation. (Para. 4846AA)

As an example of the above, suppose a corporation has two classes

of outstanding stock, Class A voting common and Class B non-voting

28Tax Guide for Small Businesses, p. 51.
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common. In addition, the corporation's charter authorizes it to issue

1,000 shares of Class C preferred stock. The corporation buys back all

its issued Class B stock (now Treasury stock). Thereafter, the corporation 

meets the "one class of stock" requirement so long as the class C preferred 

remains unissued and the Class B stock remains treasury stock. (Para.

4846C.04)

The outstanding shares of stock must be identical with respect to 

the rights and interest which they convey in the control, profits, and

assets of the corporation; a difference in voting rights, dividend

rights, or liquidation preferences of outstanding stock will disqualify 

the corporation. If, however, two or more groups of shares are identical

in every respect except that each group has the right to elect members

of the board of directors in a number proportionate to the number of

shares in each group, they are considered as only one class of stock.

The regulations now indicate that there must also be an equal number of 

shares in each group. (Para. 4846AA)

The Internal Revenue Service has also injected the debt-equity

issue into the determination of classes of stock, much as explained 

above concerning determination of the number of shareholders. Obligations 

which purport to be debt, but actually represent an equity contribution, 

are considered a second class of stock. If, however, such purported 

debt is owned by a stockholder in substantially the same proportion that 

he owns stock, the obligations will be treated as contributions to 

capital and not a second class of stock. Since the courts have tended 

to overturn debt-equity questions brought against corporations by the 

government, the question has not presently been resolved pending revision

of the tax regulations to clear up the controversy. (Para. 4846C.04)
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The question also arises as to whether it is permissible to use

pooling agreements to ensure control over a closely held corporation.

The Internal Revenue's answer is quite clear. If an agreement has the 

effect of modifying the voting rights of part of the stock so that

particular shares possess disproportionate voting power as compared to 

other outstanding shares, the corporation will be deemed by the Internal

Revenue Service as having more than one class of stock. One district

court and the Tax Court, however, have overruled this regulation as

being beyond the power of the Internal Revenue Service. (Para. 4846C.04)

The Tax Court in Parker Oil Company v. United States has ruled that

a second class of stock is not created where some of the corporations1s

shares hold disproportionate voting rights for election of directors and

for disproportionate voting by directors. The Internal Revenue determined,

as would be expected, that a second class of stock existed. The Tax

Court, however, overruled this determination in this case. (Para. 4846C.43)

Concerning classes of stock, Revenue Ruling 73-525 says that a

small business corporation by making an amendment to its certificate of

incorporation enabling shareholders over age 65 who met certain requirements

to be admitted to a nursing home owned by the corporation at reduced 
29rates does not create a second class of stock.

4. If a corporation has 10 or fewer shareholders, has no member

not an individual or estate, and has only one class of stock, then the

fourth requirement is that it not have a nonresident alien as a shareholder.

^Department of the Treasury, Internal Revenue Service, Internal 
Revenue Bulletin, No. 1973-48, Nov. 26, 1973, Section 1371.

CARROLL COLLEGE LIBRARY 
HELENA, MONTANA 59601
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This requirement does not rule out alien shareholders, but stipulates

that they be resident aliens. (Para. 4846AA)

Revenue Ruling 73-478 issued by the Internal Revenue Service in 

1973, says a shareholder's sale of his stock in a tax-option corporation
30to an alien, a resident of Puerto Rico, terminated his tax-option status.

5. The fifth requirement is more complex than the straightforward

fourth requirement. The fifth requirement says, to be eligible, a

corporation cannot be a member of an affiliated group eligible to file a

consolidated income tax return.

Being a member of such an affiliation, whether or not a consolidated

return has ever been filed, disqualifies a corporation from being a 

Subchapter S corporation. However, a corporation (hereinafter referred 

to as the parent corporation in this section) shall not be considered a 

member of an affiliated group solely by reason of the ownership of stock

in another corporation (hereinafter referred to as the subsidiary in

this section) if the subsidiary corporation (a) has not begun business 

at any time on or after the date of its incorporation and before the 

close of the taxable year of the parent corporation and (b) does not 

have taxable income for the period which is included within the taxable 

year of the parent corporation. (Para. 4846AA)

A subsidiary corporation does not begin business merely because of 

its existence. Mere organizational activities, such as the obtaining of 

a corporate charter or incorporating for the sole purpose of reserving a 

corporate name in a state where the parent is not presently doing business 

is not considered beginning business. However, aquisition by a subsidiary

-^^Taxes on Parade, LX, Number 51 (New York: Commerce Clearing House, 
November 7, 1973), 4.
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of operating assets which are necessary to the type of business contemplated 

may constitute the beginning of business. (Para. 4846AA)

The Tax Court has recently held that when a corporation borrowed

money and took an assignment of a lease of premises where it was to

carry on a restaurant-nightclub business and expended about $10,000 of

the borrowed funds for remodeling, it "acquired assets" for purposes of

the tax-option election. The tax-option status was therefore not available

since the corporation was then considered a member of an affiliated 
31group.

On the other hand, Revenue Ruling 73-496 issued in 1973 says that

the purchase by an electing small business corporation (parent) of all

the stock of another corporation (subsidiary) in order to acquire its

assets will not terminate the acquiring corporation’s election, even

though it became a member of an affiliated group that came into existence

at that time, if liquidation of the acquired corporation occurs within 
3230 days of the purchase of the stock.

The determination of whether a subsidiary corporation has taxable 

income for a period of a taxable year which is included within the 

taxable year of the parent corporation shall be made separately for each 

tax year of the parents. If the parent and subsidary have different tax 

years, the taxable income shall be determined for each portion of a 

subsidiary corporation’s tax year that falls within the whole tax year 

of the parent. If a subsidiary shows no taxable income for any period 

included in a parent’s tax year and if a subsidiary has not yet begun

31 Taxes on Parade, LIX, Number 50 (New York: Commerce Clearing House, 
October 10, 1973), 4.

32Department of the Treasury, Internal Revenue Service, Tax Briefs, 
Issue No. 73 (Dec. 5, 1973), p. 19.
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business before the close of the parent's tax year, the subsidiary will 

not disqualify the parent from tax option status. In any year in which 

a subsidiary corporation is owned by a parent, however, and one or both 

of the exemptions are not met, the parent and subsidiary will be considered 

an affiliated group disqualified from Subchapter S provisions. (Para. 

4846AA)

6. The sixth requirement of being a domestic corporation merely

means a corporation must be created under the laws of the United States

or a state or territory or a similar association taxed as a corporation.

The term domestic corporation does not include an unincorporated business 

enterprise electing to be taxed as a domestic corporation under IRC Section 

1361. (Para. 4846C.013)

The five requirements to be met before a Subchapter S election may 

be made by a corporation, then, are to have 10 or fewer shareholders, to 

have only individuals or estates as shareholders, to have only one class 

of stock, to have no nonresident alien shareholders, not to be a member 

of an affiliated group, and to be a domestic corporation.

If a corporation does qualify for an election, election procedures 

will be discussed later, and an election to attain Subchapter S status 

is properly made, certain circumstances must be avoided to retain the

tax-option status. An election is revoked or terminated in the year of 

occurrence and for all future years during which the reason for term

ination continues to exist if: (1) A new shareholder does not consent 

to the election; (2) After the first year to which the election applies, 

all stockholders consent to revocation; (3) The corporation ceases to 

qualify to elect not to be taxed; (4) More than 80% of the corporation's
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gross receipts for a tax year are from sources outside the United States;

or (5) More than 20% of the corporation's gross receipts for a tax year

are from royalties, rents, dividends, interest, annuities, and sales or 
33exchanges of stock or securities (to the extent of gains).

1. A new shareholder must consent to the election within 30 days 

after the date he becomes a shareholder. If he becomes a new shareholder 

between the date of the original election and the first day of the tax 

year for which the original election is effective, the new shareholder

must consent to the election by the end of the first month of the corporation's 

taxable year. If the new shareholder is an estate, the executor should 

file a consent within 30 days from the date he begins his duties as 

executor; an estate, however, must not wait longer than 60 days after

the close of the taxable year in which the estate became a shareholder

to consent to the election.

2. If all stockholders agree to a revocation of election, they 

should file a statement with the Internal Revenue indicating for what

year they want the revocation to be effective. A revocation will be

effective for the tax year in which it is made and for all succeeding

years if made in the first month of the corporation's tax year, otherwise

it will be effective for the next tax year and all succeeding years. An

election must have been in effect at least one year before a revocation may 
35voluntarily be made.

3. A corporation may cease to qualify to elect not to be taxed by

33Tax Guide for Small Business, p. 52.
34Ibid., p. 51.
35Ibid., p. 52.
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failing to meet the requirements previously discussed, such as having 10 

or fewer shareholders, having only one class of stock, etc.36

4. An election will also be revoked if more than 80% of a corporation's 

gross receipts for a taxable year are from sources outside the United 

States. Gross receipts is income not reduced by returns and allowances, 
cost, or deductions.37 38

5. If more than 20% of a corporation's gross receipts are from 

royalties, rents, dividends, interest, annuities, or gains from the sale 

of stock or securities, the election is terminated. However, if such 

passive-type income was received during the first two years in which the 

corporation actively conducted its trade business and was less than 

$3,000 for the year in question, the election is not revoked. Royalties 

include mineral, oil, and gas royalties and amounts received for the use

of patents, copyrights, secret processes, and formulas, goodwill, trademarks,

tradebrands, and like property. Rent does not include payment for

occupancy of space if significant services are also rendered, such as in

hotels, motels, motor courts, apartment furnishing, hotel services,

payments for parking automobiles, and payments for the warehousing of

goods or the use of personal property, if services are also rendered

with warehouse and personal property. Interest means any amount received

for the use of money, including tax-exempt interest and interest on 
38certain deferred payments.

Litigation has frequently arisen concerning whether or not a certain 

type of income was passive-income counting in the 20% test.

36Tax Guide for Small Business, p. 52.

37Ibid.

38Ibid.
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A District Court in Montana recently concluded that a tax-option

election was not terminated merely because its bonus income as lessor in

an oil and gas lease exceeded 20% of its receipts. It was held that the

bonuses were not royalties or rents and that since bonuses were not

royalties or rents and that since bonuses were not specifically enumerated 
39as passive income in the law, they were not so considered.

A recent Tax Court decision made it extremely difficult, if not

impossible, for small loan companies to retain tax-option status. A

loan company receives most of its receipts from passive income and
consequently is disqualified from an election.^

Revenue Ruling 72-457 issued by the Internal Revenue Service in

1972 answers the question of whether income derived by an electing

corporation from commodity futures transactions is passive investment

income. A corporation of this type trades in futures representing a

wide variety of commodities including grains, metals, and oils. The ruling 
41says these future"transactions do not give rise to passive income.

Once a termination or revocation is effective, subsequent election

is not permitted without the consent of the Internal Revenue Service for 

five years after the tax year for which the revocation is effective.

This rule also applies to a "successor" corporation if: (1) The stockholders 

owning directly or indirectly 50% or more of the stock of the successor 

corporation also owned 50% or more of the stock of the old corporation

^Taxes on Parade, LXVI, Number 2 (Dec. 19, 1973), 3.

^Taxes on Parade, XLIV, Number 45 (Oct. 24, 1973), 3.

41Department of the Treasury, Internal Revenue Service, Income, Employment 
Estate, Gift, Excise Taxes, Pubn. 788-2 (1973), p. 98.
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at any time during the first tax year the termination was effective, and

(2) The new corporation acquired a substantial portion of the assets of

the old corporation, or a substantial portion of the new corporation's 
/ 9assets were assets of the old corporation.

If an election is valid and not terminated the election's effect on

the corporation will be to exempt the corporation from corporate income 

tax for tax years during which the election is in effect. Taxable 

income of the corporation, pro rata amounts of which are taxed directly

to the shareholders as actual or constructive dividends, is computed in

the same manner as for ordinary corporations except that no net operating

loss carryovers or carrybacks are available to or from a year in which

the election applies. No deductions are allowed for dividends received

or other special corporate deductions, except that the corporation may

elect to amortize organizational expenditures. All income and losses of

an electing corporation are, in effect, passed on to shareholders whether 
43or not the income is actually distributed as an ordinary cash dividend.

When the corporation meets the election qualifications and the 

election is not terminated by any circumstances, the election has certain 

effects on the corporation and its shareholders. These effects pertain 

to capital gains and losses, dividends, loans, net operating losses, 

retirement programs, salaries, and family-owned corporations.

Capital Gains and Losses. The excess of not long-term capital gain 

over the net short-term capital loss of the corporation, after reduction 

by any capital gains tax and minimum tax imposed on the corporation (to 

be discussed later), is reported by the shareholders on the shareholders' 

tax returns to the extent of the corporation's taxable income for the

^Tax Guide for Small Business, p. 52.

43Ibid., pp. 52-53.
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year. Also, this amount is taken into account in determining the shareholder's 

capital gains items of tax preference.Since the corporate taxable 

income includes capital gains, the pro rata share of corporate taxable

income reportable by a taxpayer as ordinary income will be reduced by

the amount of capital gain reported by a taxpayer on his individual

capital gains schedule in his tax forms. Any excess of short-term

capital gain over long-term capital losses, if any, is not however,

treated as capital gain to shareholders but as ordinary income. Any

capital loss excess (short or long term) over capital gains is not

passed on to shareholders. Such excess may be used by the corporation

itself only as a capital loss carryover.

In summary, then, the excess of long-term capital gain over the net 

short-term capital loss of the corporation, to the extent of the corporation's 

taxable income for the year, is treated as long-term capital gain by the

shareholder. The excess of net short-term gain over net long-term

capital loss, if any, is treated as ordinary income by the shareholder.

The excess of net capital loss (whether short- or long-term) over net

capital gain is not passed on to the shareholders; such excess may be

used by the corporation only as a capital loss carryover. Capital

gains, however, may be taxable to the corporation in certain instances,

even though it has properly elected Subchapter S status.

The minimum tax on tax preference items is a tax of 10% of the sum 
total of all tax preference items over $30,000 plus an amount equal to the 
taxpayer's income tax. Items of tax preference include the untaxed portion of 
long-term capital gains.

45Tax Guide for Small Business, p. 52-53.
A Z

u.S. Master Tax Guide (New York: Commerce Clearing House, 1972), 
para. 247.
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A capital gains tax will apply to an electing corporation itself if 

(1) its net long-term capital gain exceeds its short-term capital loss 

by more than $25,000, (2) the excess of its net long-term capital gain 

over its net short-term capital loss is more than 50% of its taxable 

income, and (3) its taxable income for the year exceeds $25,000. The 

corporation must fall under all three categories before it is taxed on 

its capital gains. There are, however, certain exceptions. The tax will 

not apply if the corporation (1) has been an electing corporation for at 

least the three immediately preceding years, or (2) has been an electing 

corporation for the entire period of its existence if the electing
/ *7corporation has been in existence for less than four years.

Despite these exceptions, the tax will apply to capital gains and

losses from the disposition of certain property by an electing corporation

if: (1) The property was acquired in the year in question or within

the 36 months preceding the year in question; and the property was

acquired from a corporation that was not itself an electing corporation

during all of this period up to the time of the acquisition; and the

property has a basis determined by reference to its basis in the hands 
Aoof the transferor corporation. ° Thus, the capital gains tax will apply 

if the property was acquired in a tax-free transfer and the transferor

was not an electing corporation during all of this period up to the time
, ... 49of acquisition.

4?Tax Guide for Small Business, p. 25.

48Property acquired by the issuance of stock retains as its basis in 
the hands of the transferor corporation. Property acquired by gift also 
retains the basis it had in the hands of the transferor. Certain kinds of 
corporate reorganizations also result in a tax-free transfer.

49Tax Guide for Small Business, p. 53.
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If the corporation is subject to a capital gains tax, the tax is 

the lower of: (1) thirty per cent of the amount by which the excess of 

the net long-term capital gain over the net short-term capital loss 

exceeds $25,000; or the tax that would have been imposed on its taxable 

income had the corporation not been an electing corporation.

There are exceptions to the above thirty per cent rate. For determining 

the amount in (1) above, a 25 per cent rate (not 30 per cent) is used 

for payments received before 1975 with respect to (a) gains realized on 

a sale or other disposition made under a binding contract in effect on 

October 9, 1969; and (b) installment sale payments received after October 

9, 1969, under a binding contract in effect on that date. If an electing 

corporation does have capital gains qualifying for the 25 per cent rate, 

the $25,000 limitation in (1) above first reduces amounts to which the 

30 per cent rate applies and, if any remains, next reduces amounts to 

which the 25 per cent rate applies. In other words, if a corporation 

has $30,000 of capital gains of each variety, the 25 per cent and 30 per 

cent, the 30 per cent variety will be reduced to $5,000, while the 25 

per cent variety will not be reduced. However, if the capital gains tax 

applies because of gain on property with a substituted basis, as described 

perviously as a basis which does not change from the hands of the transferor, 

the tax may not exceed 30 per cent of the exeess of the net long-term capital

gain over the net short-term capital loss attributable to that property. No 
credits may be taken against this tax.^

Except for the special types of capital gain discussed, most capital

5^Tax Guide for Small Business, p. 53.
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gain, and capital losses, on the other hand, do not pass through. A

corporate net operating loss is generally treated in the same manner as 

a loss from a shareholder's trade or business.

Dividends. Generally, distributions to shareholders of a Subchapter 

S corporation are taxed as ordinary income to the shareholders. In most 

cases, the dividends do not qualify for the $100-200 dividend exclusion 

available for ordinary corporate dividends. Certain Subchapter S dividends 

do, however, qualify for the dividend exclusion. Shareholders are taxed 

fully upon distributions of current income and undistributed current 

income from an electing year. If a distribution is made of retained 

earnings previously taxed to the corporation when it was not a Subchapter 

S corporation, these distributions are considered dividends from an 

ordinary corporation and the dividend exclusion is applicable. Distributions 

from the tax-option corporation follow the sequence given below:

(1) Current year’s earnings are exhausted, (2) Undistributed 

earnings previously fully taxed to shareholders in prior years are 

exhausted, (3) Previously taxed retained earnings from years of regular 

corporate status are distributable, and (4) Finally, capital or equity 

is depleted. In other words, until untaxed current year's income is all 

distributed, plus previously taxed undistributed income from a prior 

year, no retained earnings existing from a time when the corporation was 

merely a regular corporation may be distributed. All dividends, unless 

subject to the small exclusion, are taxed as ordinary income as is the 

end of year undistributed current year's earnings of the Subchapter S 

corporation. An exception to the distribution pattern is available for 

the first two and one-half months following the close of a taxable year

of a tax-option corporation. Distributions during this time are tax-
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free distributions of previously taxed undistributed earnings rather 
52than current year’s dividend distributions of current year income.

Net Operating Losses And Loans. The 1954 Internal Revenue Code

provides that a net operating loss of an electing small business corporation 

for any taxable year shall be allowed as a deduction from gross income 

of the shareholders. A shareholder's portion of the net operating loss 

of an electing small business corporation for any taxable year shall not 

exceed the sum of the adjusted basis of the shareholder's stock at the 

end of the taxable year and the adjusted basis of any indebtedness of 

the corporation to the shareholder. No deduction for net operating 

losses is allowed to the corporation. (Para. 4846S)

The loss allowed shareholders by this section of the Code is considered 

a deduction attributable to a trade or business carried on by the shareholder. 

It is thus not subject to limitations imposed by Section 172^^, but is 

subject to limitations regarding non-deductability of hobby losses.

(Para. 4846T)

When a shareholder is able to deduct a portion of corporate losses 

because he is not restricted by the limitations regarding adjusted basis 

in his stock plus adjusted basis of debt, the shareholder's portion of 

the corporation's net operating loss just reduces (but not below zero) 

the basis of his stock and then reduces the basis (but not below zero) 

of any indebtedness of the corporation to him. When the loss causes

such reductions in basis, the shareholder can build up his stock basis

again through his share of undistributed taxable income in future years.

^^charles Manderville, CPA, interview at Carroll College, March 20, 1974.

53Section 172 allows deductions which are not attributable to a 
taxpayer's trade or business to the extent of gross income not derived from the 
trade or business.
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When income is taxed to a shareholder because of the election, but not

actually distributed, the shareholder's basis in the stock increases

accordingly. Undistributed taxable income, however, does not increase

the basis of any indebtedness which was reduced on account of a net

operating loss. When the corporation makes payments to retire the debt, 

the shareholder will realize income to the extent the repayment exceeds

the basis of the indebtedness. (Para. 4846V.02)

A loan repaid will be treated as a capital gain if the indebtedness 

was evidenced by a note, bond, or debenture. If the indebtedness is on 

"open account", the income will be ordinary income. (Para. 4846V.02)

A loan to a tax-option corporation can be a trap. When a tax- 

option corporation needs capital, shareholders often prefer to supply 

the funds through loans. The motive usually is that loans can be repaid 

without tax consequences to the shareholders. A contribution to capital,

on the other hand, can be received without tax only after the corporate

earnings and profits have been exhausted. However, if the corporation

subsequently incurs net operating losses, the loans may not be lost or 
54when repaid, may cause a gain to be taxed to the shareholder.

A Tax Court case also illustrates the loan procedures. For purposes

of passing through a tax-option corporations’s losses to shareholders,

loans by a partnership of which the tax-option shareholders were members

were determined by the Court to be distinct and separate from a shareholder's

loans. Accordingly, the partners were not entitled to deduct the corporation's 
55net operating losses to the extent of the partnership's loans.

^Taxes on Parade, LXI, Number 1,(Dec. 14, 1973), 3.

^Taxes on Parade, LXI, Number 1, (Dec. 14, 1973), 7.
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When corporate losses do pass through to a shareholder, the loss 

first absorbs the shareholder’s income of the taxable year, and any 

excess is a net operating loss which first must be carried back, then 

carried over, with the earliest losses being used first. (Para. 4846V.03)

A corporation cannot carry back or forward a net operating loss 

sustained by it in any taxable year it was an electing corporation. For 

years when the election was not in effect, however, the corporation can 

carry back a loss for three years and carry it over for five years as 

offsets against its own income. The taxable income of an electing year 

is to be treated as if it were zero and such an electing year is to be

counted for purposes of the statutory eight year carryback-carryover

provisions. (Para. 4846V.03)

Retirement Programs. Subchapter S corporations are subject to

different regulations concerning retirement programs than are ordinary

corporations. The qualified pension plans available to stockholders who 

are employees are less liberal and diverse than those of employees of 

large, ordinary corporations who may still be shareholders. Starting 

with the 1971 tax year, the law limited employee contributions made to 

such retirement plans for "shareholder-employees" to 10 per cent of the 

employee’s earned income, or $2,500, whichever is less. A shareholder- 

employee is defined as an officer or employee owning more than five per 

cent of the company’s stock on any day of the year. Officers and employees 

of tax-option corporations are subject to most of the restrictions that 

apply to self-employed persons under the Keough Act plan. For retirement 

purposes and the "5 per cent rule", gifts of stock to a shareholder's 

children are considered to be owned by the original shareholder. Contributions
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made for a shareholder-employee by the company are excludable to the set

limits, and contributions which exceed the limits must be reported as

gross income by the shareholder. When the shareholder retires and

starts receiving retirement benefits, he will not be taxed on amounts

previously included in his income, but will be taxed to the extent of
, , . . 56company contributions previously excluded from the shareholder s income.

Salaries. A shareholder can be a corporate employee of a tax- 

option corporation and receive a taxable salary as an ordinary employee 

for a non-electing corporation.

A salary, however, paid by a corporation to an officer-shareholder

should be kept reasonable, as with any other corporation, and consistent 
c o

with the value of services rendered.

It is not safe to assume that the mere election of tax-option 

status by a corporation forever lays to rest any problems it might have 

with the IRS over the reasonableness of compensation paid to shareholders. 

Since earnings are passed through to shareholders, it normally makes 

little difference what the distributions are called: salary, bonus, 

dividend, or whatever. The reason for reasonableness of salaries is 

that tax-option status could be lost, in which case the corporation tax

is again applicable, and with it, the question of the reasonableness of 
59payments of salaries and wages.

DJoseph Newman, ed., p. 204
57Ibid.

58Ibid., p. 202

59faxes on Parade, LXVI, Number 44 (Sept. 19, 1973), 3.
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Revenue Ruling 59-221 states that when a small business corporation

elects not to be subject to a Federal income tax, the amounts of its

income which are required to be included in each shareholder's gross

income do not constitute "net earnings from self-employment" to such

shareholder for Self-Employment Contributions Act purposes. This ruling

provides that such pro-rata distributions be considered as dividends,
60rather than as earnings subject to self-employment tax.

Family-Owned Corporations. Often, small business corporations are 

owned by a family group. Generally, dividends received by a shareholder 

of an electing corporation may be apportioned by the Internal Revenue 

Service between or among shareholders of such corporation. In determining 

the value of services rendered by a shareholder, consideration shall be 

given to all the facts and circumstances of the business and the amount 

that would ordinarily be paid in order to obtain comparable services 

from a person not having an interest in the corporation. An amount

reallocated shall be considered a dividend to the shareholder to whom it

is reallocated. (Para. 4846XX)

To illustrate the family ownership provisions, consider the following 

example. The stock of an electing small business corporation is owned 

50 per cent by F and 50 per cent by S, a minor son of F. For the taxable 

year, the corporation has $70,000 of taxable income. During the year, 

the corporation distributes dividends of $35,000 to F and $35,000 to S. 

Compensation of $10,000 is paid by the corporation to F for services 

rendered during the year, and no compensation is paid to S, who rendered 

no services. Based on the relevant facts, a reasonable compensation for

60uU.S. Treasury, Internal Revenue Service, Internal Revenue Bulletin 
1959-B-l (1959), Revenue Ruling 59-221.
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services rendered by F would be $30,000. At the discretion of the 

Internal Revenue Service, up to $10,000 of the $35,000 dividend received 

by S may, for tax purposes, be allocated to F. (Para. 4846XX)

The Subchapter S corporation, then, has certain requirements for 

election and certain circumstances which will revoke the election.

Items which have special tax treatment under Subchapter S provisions are 

capital gains and losses, dividends, net operating losses and loans to a 

corporation, retirement programs, salaries, and family-owned corporations.

PART IV ADVANTAGES AND DISADVANTAGES OF A SUBCHAPTER S CORPORATION

A corporation, if it meets the requirements, may elect not to be 

subject to corporate income tax. There is no rule-of-thumb which will 

tell whether a particular corporation should make the election and have 

its income taxed directly to its shareholders or whether an unincorporated 

business should incorporate and make the election. The answer will 

depend upon the number of owners, the type and amount of income, local 

taxes and fees, and the likelihood of dividends. (Para. 245)

To obtain a general idea of the levels at which an election tends

to be (or not to be) desirable, a basic set of facts is assumed and then 

consequences are set out for six income levels on the following chart 

showing each type of organization and for varying income levels, the tax 

consequences. It must also be remembered that costs other than income 

taxes, such as high costs of incorporating, may change the situations 

given. The assumed facts for the following chart are that each business 

is operated by three equal owners, all of whom are married and have one 

dependent, all of whom file joint returns, and all of whom use the

standard deduction. Each owner takes the same amount of income out of
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the business, as a drawing or salary in the case of a partnership, and 

as salary in the case of the corporation. (It is assumed no dividends 

are paid.) The total income of the business is divided and taxed if the 

business is a partnership or tax-option corporation; only the salary is 

taxed to the owners of a regular corporation, the balance being taxed to 

the corporation itself. Because accumulated earnings of a regular 

corporation may result in further tax, additional capital gains tax is 

shown. If, on the other hand, these accumulated earnings were distributed 

currently, they would be taxed as ordinary income to the shareholders, 

resulting in a higher "total" tax cost in many cases for the regular 

corporation. Therefore, current, line 8, and long-term, line 11, tax

effects are shown. (Para. 245.01)
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A—$30,000

1.
2.
3.
4.5.
6.7.
8.
9.

10.
11.

Total income .............
Drawing or salary... 
Each “owner” taxed on 
Tax on each owner.. 
Corporation taxed on.
Total “owner’s” taxes. 
Corporation’s tax ....

Current tax cost
Earnings taxable later. 
“Additional” tax cost..

Total tax cost..

Partner- Electing Regular
ship Corp. Corp.

$ 30,000 $ 30.000 $ 30,000
$ 9,000 $ 9,000 8 9.000
$ 10,000 $ 10,000 8 9,000
$ 1,048 $ 1,048 8 886

X 0 8 3,000
$ 3,144 $ 3,144 8 2,658

X 0 660
$ 3,144 8 3,144 8 3,318

X 0 8 2,340
X 0 585

8 3,144 $ 3,144 8 3,903

B—$bu,uuu

Partner- Electing Regular
ship Corp. Corp.

8 60,000 8 60,000 8 60,000
8 12,000 8 12,000 8 12,000
8 20,000 8 20,000 8 12,000
$ 3,198 8 3,198 8 1,371

X 0 8 24,000
$ 9,594 $ 9,594 8 4,113

X 0 5,280
8 9,594 8 9,594 8 9,393

X 0 8 18,720
X 0 4,680

8 9,594 8 9,594 8 14,073

C—$90,000 D—$120,000

1.
2.
3.
4.
5.
6.
7.
8.
9.

10.
11.

Total income .............
Drawing or salary... 
Each “owner” taxed on 
Tax on each owner.. 
Corporation taxed on.
Total “owner’s” taxes. 
Corporation’s tax ....

Current tax cost
Earnings taxable later. 
“Additional” tax cost..

Total tax cost..

Partner
ship

Electing
Corp.

Begular
Corp.

8 90,000 8 90,000 8 90,000
8 18.000 8 18,000 8 18,000
$ 30,000 $ 30,000 8 18,000
8 6,290 8 6,290 8 2,698

X 0 8 36,000
S 18,870 8 18.870 8 8,094

X 0 10,780
8 18,870 8 18,870 8 18,874

X 0 8 25,220
X 0 6,305

8 18,870 $ 18,870 8 25,179

Partner
ship

Electing
Corp.

Regular
Corp.

8120,000 8120,000 8120,000
8 21,000 8 21,000 8 21,000
8 40,000 8 40,000 8 21,000
8 10,235 8 10,235 8 3,470

X 0 8 57,000
8 30,705 $ 30,705 8 10,410

X 0 20,860
8 30,705 8 30,705 8 31,270

X 0 8 36,140
X 0 9,035

8 30,705 8 30,705 8 40,305

E—$147,000 F—$210,000
Partner

ship
Electing

Corp.
Regular

Corp.
1. Total income ................. 8147,000 8147,000 8147,000
2. Drawing or salary......... 8 23,000 8 23,000 8 23,000
3. Each “owner” taxed on 8 49,000 8 49,000 8 23,000
4. Tax on each owner.... 8 14,435 $ 14,435 8 4,030
5. Corporation taxed on.. . X 0 8 78,000

6. Total “owner’s” taxes... 8 43,305 8 43,305 8 12,090
7. Corporation’s tax ........... X 0 8 30,940
8. Current tax cost.. 8 43,305 8 43,305 8 43,030

9. Earnings taxable later... X 0 8 47,060
10. “Additional” tax cost.... X 0 11,765
11. Total tax cost.... 8 43,305 8 43,305 8 54,795

(Para. 245.02)

Partner
ship

Electing
Corp.

Begular
Corp.

8210,000 8210,000 8210,000
8 25,000 8 25,000 8 25,000
8 70,000 8 70,000 8 25,000
8 25,383 8 25,383 8 4,620

X 0 8135,000
8 76,149 8 76,149 8 13,860

X 0 58,300
8 76,149 8 76,149 8 72,160

X 0 8 76,700
X 0 21,845

8 76,149 8 76,149 8 94,005
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Advantages and disadvantages of a Subchapter S election are illustrated 

by the following discussion of fifteen areas concerning tax-option corporations. 

These points concern net operating losses, anticipated losses, capital gains 

and losses, accumulated earnings tax, passive income, special corporate 

deductions, sickness and accident benefits, maximum deduction for charitable 

contributions, employee’s salary continued to a widow or heir, retirement 

plans, stock bonus plans, timing of distributions, loans versus capital contribu 

tions, and investment credit recapture. The first area discussed concerns

net operating losses.

Net Operating Losses. A corporation with an existing net operating 

loss carryover probably should not elect to be a "tax-option" corporation.

Unless the election is terminated or revoked within the five year period 

during which a net operating loss may be carried over, the deduction 

will be lost entirely since an electing corporation's taxable income is 

computed without regard to any loss carryover. An example of a corporation 

with three shareholders with a $30,000 taxable income before a net 

operating loss deduction illustrates this point. The corporation in 

question had a net operating loss carryover from one year ago of $25,000.

If the election is not made, the corporation has $5,000 of taxable 

income, which will be taxed at corporate rates. If the election is 

made, each shareholder will have $10,000 of taxable income which will be 

taxed in a higher tax bracket, possibly high enough to outweigh "double 

taxation" of the $5,000—first to the corporation and again to the 

stockholders when distributed as dividends. Consequently, it can be 

seen that a net operating loss carryover could be reason not to elect
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Subchapter S status. (Para. 245.02)

Anticipated Losses. If, on the other hand, an operating loss is 

anticipated for a year in which an election is being considered, an 

election may well be advisable. A new corporation, for example, which 

does not expect current net profits for its first years, would probably 

find it advantageous to make the election. Also, a corporation expecting 

a loss from obsolescence, destruction of property by casualty, sale of 

an undesirable plant site, etc., might consider making an election, 

especially if its shareholders have taxable income in excess of their 

pro rata shares of the current year’s loss. If an unsuccessful corporation 

is contemplating liquidation it could make the election and pass on its 

net operating loss to the shareholders. (Para. 245.03)

If an election was in effect for any earlier year to which a carryback 

may apply, the carryback will not apply to these years and a current 

election may be advantageous. If no election had ever been made, a 

possible carryback refund must be weighed against the tax advantages 

which would result from a current year reduction of taxable income.

(Para. 245.04)

In determing the amount of net operating loss, it must be remembered 

that no account is taken of the special deduction allowed regular corporations 

for dividends received (85% of dividends received by a regular corporation 

are tax exempt). A situation could arise where a corporation might have 

a net operating loss for its own purposes (with the dividend exemption), 

and still not have a current loss (without the dividend exemption) for 

its shareholders if the election is made. (Para. 245.04)

Capital Gains And Losses. The treatment of capital gains and 

losses, as discussed earlier, may affect the desirability of an election.
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Long-term capital gains carry through into the hands of a shareholder of 

an electing corporation. A short-term gain is taxed to shareholders as 

ordinary income. Capital losses are not an important factor in determining

whether an election should be made. An election will not change the 

treatment of capital losses, although it does change treatment of net 

operating losses as explained above. (Para. 245.05)
Code Section 1378^^ is designed to thwart the use of tax-option 

elections as a device to avoid capital gains tax. Again, however, a 

one-time election may still be desirable as illustrated in the example 

where XYZ corporation has long-term capital gain of $80,000 and their 

taxable income of $32,000. Its two shareholders receive $20,000 in 

salary and wish to withdraw an additional $30,000 each. Without an 

election, the corporation's tax is $8,860 on its ordinary income and 

$24,000 on its capital gain (a 30% rate). The tax on each shareholder 

is $20,190, based on a $20,000 salary and a $30,000 dividend. Thus, 

the total of corporate and shareholder taxes would be $73,240 without 

regard to undistributed, retained corporate earnings. With an election, 

the corpaation would pay a 30 per cent tax on $55,000 of its capital 

gain under Code Section 1378. Its tax would then be $16,500. The 

shareholders, in turn, would pay a tax on their salaries of $20,000 and 

the corporation's taxable income of $32,000. They would also pay a tax 

on $63,500, the corporation's passed through long-term capital gain 

after taxes. Total corporate and shareholder taxes would be $56,955

^Section 1378 provides for the special capital gains tax imposed 
on certain capital gains of electing small business corporations as 
previously discussed.
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with the election; this is over $16,000 less than would be paid without

an election. Thus, an election may be advantageous depending upon the

circumstances. (Para. 245.05)

Accumulated Earnings Tax. An election may avoid an accumulated 

earnings tax sometimes imposed on a regular corporation. An election to 

be a tax-option corporation will avoid the tax. The minimum accumulated 

earnings credit is the amount by which $100,000 exceeds accumulated 

earnings at the end of the preceding taxable year. Thus, if accumulated 

earnings are near $100,000 and high profits are anticipated, an election 

may be advisable. (Para. 245.05)

Individuals may be able to defer income and postpone payment of tax 

by incorporating a new business or an existing business and electing to 

have tax-option status apply. This can be accomplished by selecting a 

taxable year for the corporation different from that of the individual 

stockholders. For example, a corporation earns the majority of its 

taxable income in May through September 1973. The shareholders incorporate 

the business with a May 1 -April 30 fiscal year. The income, since they 

incorporated and made the election, is not taxable to the shareholders 

until 1974. This can occur only once, but could be an important consideration 

where maximum working capital is needed. If the incorporation and 

election had not been made, the shareholders would have had to pay taxes

on the income in 1973. (Para. 245.11)

Passive Income. If a corporation desires to make an election to 

operate as a tax-option corporation, it must consider carefully its 

income from investments and rentals to make sure it does not violate the

20 per cent termination provision discussed in part three. To prevent
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hardship, however, this 20 per cent requirement does not apply to the 

first two years of the corporation’s active conduct of a business where 

the passive investment income for any year involved is less than $3,000.

Once a corporation makes the election, it should constantly review its 

passive income (interest, rents, dividends, sales of securities). A 

tax-option election would not be available to some types of business, 

such as an investment club, and caution should be exercised in deciding 

between organizing a partnership or a regular corporation. (Para.

245.12)

Special Corporate Deductions. A disadvantage of tax-option corporations 

is the loss of some special corporate deductions. A regular corporation 

is entitled to deductions for its organizational expenses, which may be 

amortized over a period of five years or more. A regular corporation is 

also entitled to deduct 85 per cent of dividends it receives from tax- 

paying domestic corporations. While a tax-option corporation may deduct 

organizational expenses in the same manner as a regular corporation, it 

may not deduct 85 per cent of dividends received. (Para. 245.12)

Sickness And Accident Benefits. Better sickness and accident

benefits are available to tax-option corporations than are available

to proprietorships and partnerships. Contributions made by the corporation 

to an accident and health plan, to provide employers with compensation 

for the employees in the event of personal injuries or sickness, would 

be deductible by the company and not taxable to the employees. A propri

etor or partner, under the corporate setting, would become an employee 

and therefore eligible for exclusion. Also, amounts received by employees 

from the plan would be exempt; sick pay exclusions under tax law wouhd
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also be available. This advantage would apply to proprietorships and 

partnerships who would wish to retain their present "flow-through" of 

income (by electing Subchapter S status) and also attain the advantages 

of incorporation. (Para. 245.17)

Maximum Deduction For Charitable Contributions. The maximum deduction

for charitable contributions could be increased by electing Subchapter S 

status. A corporation’s charitable contribution deduction is limited to

57a of its taxable income, whereas its individual stockholders’ contributions 

deductions can be as high as 50% of adjusted gross income. Both individuals 

and corporations are entitled to the five year carryover for unused

amounts. A corporation, also, may claim a deduction for contributions 

made within two and one-half months after the close of the taxable year, 

if authorized before the close of the year. The advantage comes about 

in cases where taxpayers desire to give the maximum amount of contributions 

available to reduce their gross income. In such cases, income passing 

through to the shareholders of an elecing tax-option corporation reflects 

a five per cent deduction for corporate contributions. The income in 

the hands of the shareholder is again reduced by his 30 per cent (or 50 per 

cent) charitable contributions deduction. The results can be shown by 

an example where a corporation elects Subchapter S status with $30,000 

of income. The corporation can contribute and deduct five per cent, or 

$1,500; the remaining $28,500 in the hands of the stockholders allows a 

maximum deduction for contributions of 50% or $14,250. A shareholder

and a corporation with an election could deduct a total of $15,750,

while a regular corporation could deduct $1,500, and an unincorporated 

business could deduct only $15,000. Tax-option status can therefore 

increase the maximum deduction for charitable contributions. (Para.

245.17)
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Employees' Salaries To Widows. Because a corporation may deduct

salaries paid to owner-employees, an unusually favorable tax position is

available to the owners of an electing corporation where an employee’s

salary is continued after his death. The widow or heirs can exclude 
62such payments as gifts even though the employee, and widow or heirs, 

are large stockholders in the corporation. Thus, in computing a "tax- 

option" corporation's taxable income which is to be taxed to the shareholders, 

a deduction is allowed for the continued salary and the widow or heirs

are able to exclude the salary from income. Such a deduction is not

available in the case of a proprietorship or a partnership if the deceased 

person is the proprietor or a partner. (Para. 245.18)

Retirement Plans. Starting with the 1971 tax year, the law limited 

contibutions made to such retirement plans for "shareholder-employees" 

to ten per cent of the employee's earned income, or $2,500, whichever is 

less. A shareholder-employee is defined as an officer or employee 

owning more than five per cent of the company's stock on any day of the 

tax year. The rapid increase in the number of Subchapter S corporations 

may have been curtained by this provision; the opportunity to set up 

qualified plans as liberal and diverse as those of regular corporations 

that are open to stockholders who are employees are not available to 

tax-option corporations. A Subchapter S corporation may therefore 

decide to switch back to regular corporate status in order to keep the 

more liberal rules for tax-sheltered retirement plans. A partnership or 

proprietorship is also subject to the same retirement plan restrictions,

ZSuch salary payments to a widow may have to be treated as "death 
benefits" and therefore be eligible for a maximum exclusion of only $5,000.
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however, and the varied advantages exist only between a regular corporation
, . . 63and a tax-option corporation.

Stock Bonus Plans. Stock bonus plans of an electing small business 

corporation should be looked upon with caution. Benefits under a plan 

which distributes stock of the employer would possibly increase the 

number of shareholders and in turn seriously affect the right of a 

corporation to elect tax-option status, since an electing corporation 

may not have more than ten shareholders. Often, employees would be the 

recipients of the stock and a new stockholder may refuse to consent to 

the election. (Para. 245.30)

Timing Of Distributions. The shareholders of an electing corporation 

will have to include the profits for a year in their income whether or 

not those earnings are distributed. A shareholder of a regular corporation 

will have to pay tax on dividends only when they are actually declared 

and paid to him. Distributions from an electing corporation during the 

last nine and one-half months of the tax year and the first two and one- 

half months of the next year are treated as distributions of the tax 

year to the extent they do not ^xceed the undistributed taxable income 

of that year. If all the profits of a tax year are not actually distributed 

by the end of the two and one-half months following the end of the tax 

year, these undistributed profits may not be distributed tax-free until 

the corporation, in a later yeat, makes money distributions in excess of 

its current earnings and profits for such year. Distributions made 

during the two and one-half month period must be in money to qualify as 

a distribution of undistributed income. A check is ordinarily money,

63jOSeph Newman, ed., pp. 203-204.
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unless the shareholder makes no attempt to cash it. (Para. 245.30)

Loans Versus Capital Contributions. When a tax-option corporation 

needs capital, net operating losses may soon be upcoming. Whether to 

contribute money as loans or as capital is of consequence to shareholders.

Often, the best way is for the shareholders to loan money to the 

corporation. Generally, the loan can be repaid without tax consequence.

If, however, net operating losses occur while the loan is outstanding in

excess of the shareholders’ basis for their stock, the loan basis is 

reduced. Later repayment of the loan in excess of its basis must be

included in the shareholder’s income. If the debt is evidenced by a 

note, the excess will be treated as capital gains, thus converting 

ordinary income into capital gain. If the loan is simply an account 

receivable on open account, the excess is considered ordinary income.

(Para. 245.35)

A contribution of capital can be recovered from an electing corporation 

only after earnings and profits of the corporation have been exhausted, 

if the additional money is contributed as capital. The basis for such 

additional stock could also be reduced by net operating losses. (Para.

245.35)

If the shareholders merely guaranteed a third-party loan, their 

limit for deducting net operating losses would be reduced. (Para. 

245.35)

Investment Credit Recapture. Another possible disadvantage of a 

corporation becoming a Subchapter S corporation is the possibility of 

investment credit recapture. A corporation which becomes a tax-option 

corporation is considered to have made a disposition of its Section 38 

property, and the investment recapture rules apply to such property.



However, the recapture rules may be avoided if the corporation and each

of its shareholders execute an agreement that binds each party to notify

the Internal Revenue of any later dispostion of the property and to

assume joint and several liability to pay any tax subject to recapture.

The procedures for such a notification will be discussed in part five.

(Para. 4846C.012)

Although there are certain disadvantages to electing Subchapter S

status, the advantages seem to outweigh the disadvantages under most

circumstances. The disadvantages of loss of net operating loss carryovers,

restriction on passive income, loss of special corporate deductions for

dividends received, less liberal retirement plans, possible restriction

for employee stock-bonus plans, problems with loans, and possible investment

credit recapture would be overcome in most instances by the advantages 

of current year's deductibility of losses, avoidance of double taxation, 

pass-through of capital gains, avoidance of the accumulated earnings

tax, better sickness and accident benefits, increased maximum deduction

for charitable contributions, death benefits paid widows or heirs, and 

conversion of ordinary loan income to capital gains, plus corporate

limited liability discussed earlier. The main advantage of Subchapter S

status is still the tax savings it affords as a result of the pass

through of corporate income and loss and the avoidance of double taxation.

Once it has been determined that an organization is qualified for and

that it is advantageous for a proper Subchapter S election to be made,

certain procedures must be followed in electing the tax-option status

and in filing the necessary tax forms for subsequent periods.
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PART V INTERNAL REVENUE PROCEDURES 
CONCERNING SUBCHAPTER S CORPORATION

The Subchapter S status is not a status which is automatically 

conferred upon a qualified small business corporation. For the Subchapter

S provisions to apply to any corporation, first all requirements previously

discussed must be met, then a proper election must be filed with the

Internal Revenue Service. Once a corporation has properly elected

Subchapter S status, certain filing requirements must be met to properly

report yearly income and transactions.

A form, number 2553, Election by Small Business Corporation, is

used to properly elect Subchapter S status for a qualified corporation.

The election shall be valid only if all persons who are shareholders 

of the corporation on the first day of the corporation’s taxable year or

on the day of the election, whichever is later, consent to such election.

The form 2553 must be completed and filed for any taxable year during

(a) the first month of such taxable year, or (b) the month preceding

such first month. The election shall be effective for the taxable year

for which it is made and for all succeeding taxable years unless it is 
r zterminated for any of the reasons discussed in part three.4

Shareholders’ consents may be entered as their signatures on the

election form 2553 or may be made by attaching consents. Certain information

must be provided by each consenting shareholder; this information would 

most easily be entered on the face of the 2553 form, but could be entered

on a separate consent which must then be signed by the shareholder and

attached to the form 2553. The information which must be provided

< z^Department of the Treasury, Internal Revenue Service, Election by 
Small Business Corporation, Form 2553 (rev. 1968).



either on the face of the 2553 or on a separate statement is: an affirmative

statement that the shareholder consents to the corporate election, the

name and address of the corporation and of the shareholder, the number 

of shares of stock owned by the shareholder, and the date(s) on which 

such stock was acquired. The consent must be signed by both husband and 

wife if they have a community interest in the stock or the income therefrom 

and by each tenant in common, each joint tenant, and each tenant by the 

entirety. A consent of a minor can be made by the minor or by his 

guardian. The consent of an estate is to be made by the executor or

administrator thereof. If the election is made before the first day of 

the corpoation's tax year, the donsent of persons who became shareholders

after this date of election and before the first day of the tax year

shall be filed as soon as practicable after such first day but in no 
6 5event later than the last day prescribed for filing the election.

If a person becomes a shareholder after the first day of the taxable

year for which an election is effective, such shareholder must file a 

consent with the Internal Revenue Service within the period of 30 days 

beginning with the day on which such person becomes a shareholder, and a 

copy shall also be filed with the corporate information tax form. If 

the new shareholder is an estate, the 30-day period shall not begin

until the executor or administrator has qualified under local law to 

perform his duties, but in no event shall the 30-day period begin later

than 30 days following the close of the taxable year in which the estate 

became a new shareholder. The q°nsent of the new shareholder must

65Election by Small Business Corporation, Form 2553.
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include: an affirmative statement of consent, the name and address of

the new shareholder and the corporation, the number of shares of stock 

owned by the new shareholder, the date on which such shares were acquired, 

and the name and address of each person from whom such shares were

acquired. If a new shareholder fails to consent to the election, the

election is terminated and the corporation is required to notify the

Internal Revenue Service of the automatic termination.

If an election would be valid except for the failure of a shareholder 

to file a timely consent, an extension of time may be granted upon
67application to the Internal Revehue office where the election was filed.

The consent to election is to be filed with the Internal Revenue

office where the corporation will file its form 1120S, U.S. Small Business

Corporation Income Tax Return. The locations of filing are given in the

instructions for Form 1120S. The consent form, 2553, must also be 
68signed by an authorized corporate officer.

By obtaining and completing a form 2553, a corporation and its 

shareholders will be able to use the form to file a timely election. 

Although other procedures may be followed, using the form 2553 is the 

simplest and most effective method. A form 2553 is attached at the end 

of part five.

When a corporation becomes a tax-option corporation it is considered 

to have made a disposition of its Section 38 property, and investment 

credit recapture rules will apply. To avoid investment credit recapture,

Election by Small Business Corporation, Form 2553.

Ibid.

Ibid.

66

67

68
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the corporation and each of its shareholders must execute an agreement 

that binds each party to notify the Internal Revenue Service of any 

later disposition of the property and to assume joint and several liability 

to pay any tax subject to recapture. The agreement is to be filed with

the IRS Service Center with which the corporation files its income tax

return for the taxable year immediately preceding the first year for 

which the tax-option election is effective. The agreement is to be 

filed before the due date for the corporation’s return. There is no 

official IRS form for the agreement. The agreement should contain the

name, address, taxpayer account number, and the IRS Service Center in

which each party filed its or his income tax return for the taxable year 

for the preceding tax year. The agreement must be signed by the corporation

and each shareholder. (Para. 4846C.012)

A corporation which has filed a timely election to be treated as a 

Subchapter S corporation, the corporation must file Form 1120S annually 

and attach thereto a copy of each shareholder's consent which was filed 

subsequent to the initial election. The 1120S, of which a blank copy is 

attached at the end of part five, must be filed on or before the fifteenth 

day of the third month following the close of the taxable year. Form 

7004 may be used to obtain an automatic three month extension of time to 

file. A tax-option corporation using a calendar year would be required 

to file a 1974 1120S return by March 15, 1975. The 1120S should be 

filed with the appropriate Internal Revenue Service Center for the area 

where the corporation does business. The addresses and Service Center 

areas are listed in the 1120S instructions available at Internal Revenue

offices.

69Department of the Treasury, Internal Revenue Service, Instructions
for form 1120S (1973), p. 1.
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As previously discussed, the corporate income and capital gains

generally pass through to the shareholders, except in the case of certain

capital gains. If tax is due from the corporation as a result of certain

capital gains, the tax due must be paid in full when the return is filed

or in two installments: 50 per cent by the fifteenth day of the third

month and 50 per cent by the fifteenth day of the sixth month after the

close of the taxable year. A tax-option corporation must deposit all

their income tax payments with an authorized commercial bank depository

or Federal Reserve Bank. Deposits must be accompanied by form 503,
70Federal Tax Deposit, Corporation Income Taxes.

The net taxable income of the tax-option corporation is computed in 

the same manner as an ordinary corporation.

Incorporated within the 1120S is schedule K, computation of un

distributed taxable income and summary of distributions. The schedule K 

computes the corporation's undistributed taxable income. Undistributed 

taxable income is taxable income less the sum of any taxes paid by the 

corporation and the amount of money distributed as dividends out of 

earnings and profits of the taxable year. Distributions of money made 

within two months and fifteen days after the close of the corporation's 

taxable year are treated as distributions of that prior year's undistributed 

taxable income to the extent of the shareholder's pro rata shares. Some 

dividend distributions of a tax-option corporation can be considered 

ordinary dividends qualifying for the dividend exclusion, while others 

are merely distributions of taxable income to be taxed to a shareholder. 

Actual dividend distributions, those not taxable income, should be

^Instructions for form 1120S, p. 5.
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reported using form 1099-DIV. For purposes of the 1099-DIV, the term

"dividend" does not include any amount relating to undistributed taxable 
72income.

Besides the 2553 election form and the 1120S information tax form

and the 1099-DIV form for certain dividends, the other required form

pertaining to Subchapter S corporations is Schedule K-l.

Completion of Schedule K-l for each person who was a shareholder

during the taxable year is required. The Schedule K-l is a separate 

three-part form. Copy A must be attached to the

to the shareholder, and Copy C is retained for corporate records.

Schedule K-l must show complete information

persons who were shareholders of the corporation

the taxable year. Under the tax treatment provided by Subchapter S, 

shareholders generally are taxed on their distributive shares of the 

current taxable income of the corporation, whether or not actually

distributed. Since each shareholder is required

his individual return, he should be given Copy B

addition to the undistributed taxable income, Schedule K-l also includes

each shareholder’s pro rata share of items of tai preference, items used

to compute the limitation for interest on investment indebtedness,

property eligible for investment credit, and property subject to recapture

of investment credit. In short, all the information needed by a shareholder

to compute his share of corporate income and special deductions, which 
74

1120S, Copy B is given 
73

with respect to all

during any portion of

to include his share in

of schedule K-l. In

must be included on the individual shareholder’s return.

72 Instructions for form 1120S, p. 5.
73,Department of the Treasury, Internal Reve 

Share of Undistributed Taxable Income, Schedule 
74

nue Service, Shareholder's 
K-l Instructions (1973).

Instructions for form 1120S, p. 6.
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reported on the individual's

Schedule K-l is made of five parts. Part one reports each shareholder's 

prorata share of undistributed taxable income that is taxable as ordinary 

income. This amount is to be reported by the shareholder on Schedule E,

Form 1040, of which a copy is attached at the end of part five. Each 

shareholder's share of a net loss is also reported here. Actual dividend 

distributions taxable as ordinary income must be

1040 Form. Actual dividend distributions taxable as long-term capital 

gain must be reported on Schedule D, Form 1040, of which a copy is again 

attached at the end of part five. Also reported in part 1 of Schedule 

K-l is each shareholder's share of undistributed long-term capital gain 

after tax. Each shareholder is entitled to treat as long-term capital 

gain a portion of the sum of the dividends received plus his share of 

undistributed taxable income. Such a portion is determined by applying 

to long-term capital gain excess the same ratio that the amount of 

dividends, which are out of earnings and profits of the current year, 

bears to total dividends includable by all shareholders from the same 

source. These amounts are also reported on Schedule D, for 1040.7^

Part two notifies each shareholder of his prorata share of interest 

paid on investment indebtedness for purposes of computing the maximum 
investment interest deduction allowable to an individual shareholder.7^

Part three shows items of tax preference for a shareholder's computation 
of minimum tax on tax preferences.77

Parts four and five report property eligible for investment credit

Instructions for form 1120S, p. 6.

Ibid.

Ibid.

75

76

77
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and property disposed of prior to the "life years" assigned for purposes 
78

of investment credit recapture from prior years.

A copy of Schedule K-l is attached at the end of part five. The

required forms, then, are Form 2553 for a proper, timely election, Form

1120S for a yearly tax-option corporation return, Schedule K-l for

reporting prorata shares of income and corporate transactions to shareholders, 

and schedules D and E for an individual’s method of reporting his share 

of corporate income and transactions.

A corporation may elect to be taxed much like a partnership if it

meets the various qualifications. The qualificaitons are designed to allow

only smaller corporations to take advantage of the Subchapter S status. There

are both advantages and disadvantages to Subchapter S status. The ad

vantages, however, are generally more dominant and a small business corporation 

that qualifies should seriously consider making a Subchapter S election. Once 

Subchapter S status is properly elected, the net income (or loss) of the 

corporation is not subject to corporate taxes, except certain capital gains,

and is reported by the individual shareholders in prorata amount based solely 

on stock ownership. Capital gains of the corporation also pass through to

individual shareholders, who then report the gains using capital gains

treatment on their individual returns. Basically, Subchapter S corporations 

avoid double taxation of corporate earnings. Subchapter S corporations determine

taxable income in the same manner as regular corporations, but separate

and distinct procedures exist for Subchapter S corporations. Form 1120S

70Instructions for form 1120S, p. 6.
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is used to determine and report corporate taxable income and Schedule K-l

is used to report corporate earnings to shareholders. Shareholders then

report their share of corporate income using Schedules D and E on their

own 1040 returns.

Subchapter S status could easily be advantageous to a qualifying small

business corporation; however, it is a technical and dynamic point of tax 

law and care should be taken before making such an election that all

qualifications has been met and that all procedures are understood.



Form 2553
(Rev. Oct. 1968) 

U.S. Treasuiy Department 
Internal Revenue Service

Election by Small Business Corporation
(As to taxable status under subchapter S of the Internal Revenue Code)

NOTE—This election under section 1372(a) (with the consent of all your stockholders) to be treated as a “small business corporation” for income tax purposes may be 
made only if the corporation is a domestic corporation which meets all five of the requirements stated in instruction A on the reverse.
Name of corporation Employer identification number Principal business activity (see instr. E)

Number and street Election is to be effective for the taxable year 
beginning (Mo., day, year)

City or town. State and ZIP code Number of shares Issued end outstanding

Is the corporation the outgrowth or continuation of any form of predecessor? □ Yes □ No. If "Yes," state name of 

predecessor, type of organization, and period during which it was in existence............................................................ .. ....................... ..............

Date and place of incorporation

If this election is effective for the first taxable year the corporation is in existence, submit the following information:
Date corporation first had shareholders Date corporation first had assets Date corporation began doing business Annual return will be filed for 

taxable year ending (Month)

Name and address (including ZIP code) of each shareholder
Stock Social Security 

Number
Internal Revenue office where 

individual return is filed
No. of shares

Date(s) acquired 
(see instr. D)

1.................................................................................................

2................................................................................................

3.................................................................................................

4................................................................................................

5 .........................................................................................

6.................................................................................................

7..................................................................................................

8.................................................................................................

9.................................................................................................

10.................................................................................................

NOTE.—For this election to be valid, the consent of each stockholder must accompany this form or be shown below. See instruction D.
Under penalties of perjury, I declare that this election is duly authorized, and that the statements made are to the best of my knowledge and belief true, correct, 

and complete statements.
Signature and . x
Title of Officer » - --------------------- --------------------------------------- ------------------------------ --------------------------- ---------- ------------------- Date...........................................19...........

Shareholders’ statement of consent (May be used in lieu of attachments—see instruction D)
We the undersigned shareholders consent to the election of the above corporation to be treated as a small business corporation under 

section 1372(a) of the Internal Revenue Code.

Signature of shareholders and date

1 6

2 7

3 8

4 9

5 10



PURPOSE
The purpose of this election is to permit the undistributed taxable income of a "small business corporation" to be taxed to the 

shareholders rather than the corporation. The term "undistributed taxable income” means taxable income (as computed under section 
1373(d) of the Internal Revenue Code) minus the sum of (1) the tax imposed by section 1378(a) (relating to the tax on certain capital 
gains) and (2) the amount of money distributed as dividends out of earnings and profits of the taxable year.

INSTRUCTIONS
A. Corporations eligible to elect.—The election may be made 

only if the corporation is a domestic corporation which meets all 
five of the following requirements:

(1) It has no more than 10 shareholders; however, if stock is 
held by a husband and wife as joint tenants, tenants by the 
entirety, or tenants in common, or is community property (or the 
income from which is community income), it shall be treated as 
owned by one shareholder.

(2) It has only individuals or estates as shareholders.
(3) It has no shareholder who is a nonresident alien.
(4) It has only one class of stock.
(5) It is not a member of an affiliated group of corporations 

(as defined in section 1504 of the Code); however, a corporation 
shall not be considered a member of an affiliated group during 
any taxable year by reason of stock owned in another corporation 
if such other corporation has not begun business before the close 
of the taxable year and does not have taxable income for the 
period included in such taxable year.

B. Valid election.—This election shall be valid only if all per
sons who are shareholders of the corporation on the first day of 
the corporation’s taxable year or on the day of election, whichever 
is later, consent to such election.

C. Time of making election.—This form must be completed 
and filed for any taxable year during (a) the first month of such 
taxable year, or (b) the month preceding such first month. The 
election shall be effective for the taxable year for which it is made 
and for all succeeding taxable years unless it is terminated under 
section 1372(e).

D. Shareholders' statement of consent.—(1) At the option of 
shareholders on the date of the election, their signatures may be 
entered on the consent shown in the lower portion of the election 
form (2553) filed by the corporation, in place of preparing and 
attaching the consents described in (2) below. See (2) for instruc
tions regarding who must sign. Spaces on Form 2553 relating to 
dates the shareholders' stock was acquired need be filled in only 
for those shareholders using the consent shown on the face.

(2) In general.—The consent to the election of the corpora
tion by all shareholders at the date of election (which may be 
incorporated in one statement) shall be attached to this form 
unless otherwise shown on the face. In addition to an affirmative 
statement that the shareholder consents to the corporate election, 
the attached statement shall set forth the name and address of 
the corporation and of the shareholder, the number of shares of 
stock owned by the shareholder, and the date(s) on which such 
stock was acquired. The consent must be signed by both the 
husband and wife if they have a community interest in the stock 
or the income therefrom, and by each tenant in common, each 
joint tenant, and each tenant by the entirety. The consent of a 
minor shall be made by the minor or by his legal guardian, or his 
natural guardian if no legal guardian has been appointed (even 
in the case of stock held by a custodian for a minor under a statute 
patterned after the Uniform Gifts to Minors Act). The consent of 
an estate shall be made by the executor or administrator thereof. 
If the election is made before the first day of the corporation’s 
taxable year, the consent of persons who became shareholders 
after the date of the election and on or before such first day shall 
be filed with the Internal Revenue office where this election was 
filed as soon as practicable after such first day but in no event 
later than the last day prescribed for filing the election, and a copy 
shall also be filed with Form 1120S.

(3) New shareholders.—If a person becomes a shareholder 
after the first day of the taxable year for which the election is 
effective, or after the day on which the election is made (if such

U.S. GOVERNMENT PRINTING OFFICE: I968-O-291-878

day is later than the first day of the taxable year), the consent of 
such shareholder shall be made in a statement filed (with the 
Internal Revenue office where the election was filed) within the 
period of 30 days beginning with the day on which such person 
becomes a new shareholder, and a copy shall also be filed with 
Form 1120S. If the new shareholder is an estate, the 30-day 
period shall not begin until the executor or administrator has 
qualified under local law to perform his duties, but in no event 
shall such period begin later than 30 days following the close of 
the corporation’s taxable year in which the estate became a share
holder. In addition to an affirmative statement that the shareholder 
consents to the corporate election, the statement of consent shali 
set forth the name and address of the corporation and of such new 
shareholder, the number of shares of stock owned by such share
holder, the date on which such shares were acquired, and the 
name and address of each person from whom such shares were 
acquired. NOTE.—Failure of a new shareholder to consent to the 
election within this required period terminates the election, and 
the corporation must so notify the Internal Revenue office where 
this form was filed.

(4) Extension of time.—If an election would be valid except 
for the failure of a shareholder to file a timely consent, application 
for an extension of time to file a shareholder's consent may be 
made to the Internal Revenue office where this election was filed. 
See Section 1.1372-3(c), Income Tax Regulations, for the re
quirements and procedures to be followed in applying for such an 
extension.

E. Principal business activity.—In reporting the principal 
business activity give the one business activity that accounts for 
the largest percentage of “total receipts." “Total receipts” means 
gross sales and/or gross receipts, plus all other income. State 
the broad field of business activity as well as the specific product 
or service, such as “Mining copper,” "Manufacturing cotton 
broad woven fabric,” “Wholesale food,” or "Retail apparel.”

F. Where to file.—This election is to be filed with the Internal 
Revenue office where the corporation will file Form 1120S, U.S. 
Small Business Corporation Income Tax Return. See instructions 
for Form 1120S.

G. Signature.—This form must be signed either by the presi
dent, vice president, treasurer, assistant treasurer, chief account
ing officer, or other corporate officer (such as tax officer) who is 
authorized to sign.

H. Election after termination.—If a corporate election has 
been terminated under section 1372(e), see section 1372(f) of 
the Code and Section 1.1372-5, Income Tax Regulations, for the 
restrictions on eligibility to make a new election.

I. Annual return.—The corporation must file Form 1120S 
annually and attach thereto a copy of each shareholder’s consent 
which was filed subsequently to this Form 2553.

J. Investment credit property.—Section 47 of the Internal 
Revenue Code and the regulations thereunder provide that section 
38 property (relating to the qualified investment in certain depre
ciable property which was the basis for a credit against tax) ceases 
to be section 38 property when a corporation makes a valid 
election under section 1372 to be an electing small business 
corporation, and the tax recomputation provisions of section 47 
will apply.

Such corporations and their shareholders may, however, 
execute the agreement specified in Section 1.47-4(b)(2) of the 
regulations so that the recapture provisions of Section 1.47-l(a) 
will not apply to such section 38 property. Refer to section 47 of 
the Internal Revenue Code and the regulations thereunder.

Form (Rev. 10-68)2553GPO 983-438



,.m 1120S
Department of the Treasury 
Internal Revenue Service

U.S. Small Business Corporation
InCOme Tax Return forth, calendar year 1973 or 

other taxable year beginning ......................................... , 1973, ending ........................................... 19..........

W73
A Date of election as small 

business corporation
Name C Employer identification No.

B Business Code No. (see 
page 7 of instructions)

Number and street 0 County in which located

City or town, State, and ZIP code E Enter total assets from line 
14, column D, Schedule L

IMPORTANT—All applicable lines and schedules must be filled in. If the lines on the schedules are not sufficient, see instruction N.

LU
2
8
z
V)
V)o
O£
<3

1 Gross receipts or gross sales........................ Less: returns and allowances........................
2 Less: cost of goods sold (Schedule A) and/or operations (attach schedule) . . . .
3 Gross profit..............................................................................................................................
4 (a) Domestic dividends.........................................................................................................

(b) Foreign dividends..............................................................................................................
5 Interest on obligations of the U.S. and U.S. instrumentalities...........................................
6 Other interest.........................................................................................................................
7 Gross rents..............................................................................................................................
8 Gross royalties.........................................................................................................................
9 Gains and losses (separate Schedule D, Form 1120S and/or Form 4797):

(a) Net short-term capital gain reduced by any net long-term capital loss . . . .
(b) Net long-term capital gain reduced by any net short-term capital loss (if more than

$25,000, see instructions)...............................................................................................
(c) Ordinary gain or (loss) from Part II, Form 4797 (attach Form 4797)...........................

10 Other income (see instructions—attach schedule)..........................................................
11  Total income, lines 3 through 10............................................................... ..... . .

1
2

8

9(a)

9(b)
9(c)
10
11

V)zo
o
Z3a

12 Compensation of officers (Schedule E)..........................................................................
13 Salaries and wages (not deducted elsewhere)................................ .....
14 Repairs (see instructions)..........................................................................................
15 Bad debts (Schedule F if reserve method is used)...............................................
16 Rents.........................................................................................................................
17 Taxes (attach schedule)...............................................................................................
18 Interest.........................................................................................................................
19 Contributions (not over 5% of line 28 adjusted per instructions—attach schedule)
20 Amortization (attach schedule)...............................................................................
21 Depreciation (Schedule G)..........................................................................................
22 Depletion (attach schedule)....................................................................................
23 Advertising....................................................................................................................
24 Pension, profit-sharing, etc. plans (see instructions)..........................................
25 Employee benefit programs (see instructions)..........................................................
26 Other deductions (attach schedule)..........................................................................
27 Total deductions, lines 12 through 26..........................................................
28 Taxable income, line 11 less line 27 . . . . ................................................
29 Income tax on capital gains (Schedule J)..........................................
30 Minimum tax (see instructions.) Check here Q if Form 4626 is attached
31 Total tax (add lines 29 and 30)...............................................................
32 Credits: (a) Tax deposited with Form 7004 (attach copy) . . .

(b) Tax deposited with Form 7005 (attach copy) . . .
(c) Credit for U.S. tax on special fuels, nonhighway gas, and

lubricating oil (see instructions—attach Form 4136) . .
33 TAX DUE (line 31 less line 32). See instruction G for depositary method of payment-
34 OVERPAYMENT (line 32 less line 31)............................................................... ........

true,

12
13
14
15
16
17
18

22
23
24
25
26
27
28
29
30
31

32(a)
32(b)

32(c)
33
34

Under penalties of perjury, I declare that I have examined this return, including accompanying schedules and statements, and to the best of my knowledge and belief it is 
correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which he has any knowledge.

The Internal Revenue 
Service does not require 
a seal on this form, but 
if one is used, please 
place it here.

Date

Date

Signature of officer

Signature of individual or firm preparing the return Preparer’s address'

Title

Emp. Ident. or Soc. Sec. No.



Form 1120S (1973) Page 2
Schedule A COST OF GOODS SOLD (See instruction 2)

Method of inventory valuation (specify)
Was there any substantial change in the manner of determining 
quantities, costs, or valuations between opening and closing 
inventory? , . □ Yes □ No. If "Yes,” attach explanation.

1 Inventory at beginning of year . .

2 Merchandise bought for manufacture or sale

3 Salaries and wages..........................
4 Other costs (attach schedule) ■ ■

Schedule E COMPENSATION OF OFFICERS (See instruction 12)

5 Total of lines 1 through 4..........................
6 Less inventory at end of year ....
7 Cost of goods sold (enter here and on line

2, page 1)...........................................................

1. Name of officer 2. Social security number 3. Title
4. Time de

voted to 
business

5. Percent
age of cor

poration 
stock owned

6. Amount of 
compensation

7. Expense account 
allowances

Schedule F
Total compensation of officers (enter here and on line 12, page 1),

1. Year

BAD DEBTS—RESERVE METHOD (See instruction 15)

1968 .

1969 .

1970 .

1971 .

1972 .

1973 .

2. Trade notes and accounts re
ceivable outstanding at end of year 3. Sales on account

Amount added to reserve
6. Amount charged 

again;*, reserve
7. Reserve for bad debts 

at end of year
4. Current year's

provision 5. Recoveries

—i---- DEPRECIATION (See instruction 21) Note: If depreciation is computed by using the Class Life (ADR) System for assets
placed in service after 1970, or the Guideline Class Life System for assets placed in service before 1971, you must file Form 4832 (Class Life (ADR) 
System) or Form 5006 (Guideline Class Life System) with your return. Except as otherwise expressly provided in regulations section 1.167(a)-1 l(b)(5)(vi) 
and regulations section 1.167(a)—12, the provisions of Revenue Procedures 62—21 and 65—13 are not applicable for taxable years ending after 1970.

Schedule G

Check box(es) if you made an election this taxable year to use □ Class Life (ADR) System and/or □ Guideline Class Life System. See Publication 534.

1. Group and guideline class 2. Date 3. Cost or
4. Depreciation

5. Method of 6. Life 7. Depreciation
or description of property acquired other basis in prior years computing depreciation or rate for this year

1
2
3
4

Total additional first-year depreciation 

Depreciation from Form 4832. .

Depreciation from Form 5006. .

Other depreciation:

Buildings..............................................

Furniture and fixtures . . . .

Transportation equipment . . .

Machinery and other equipment . .
Other (specify)......................................

5 Totals......................................................................................I.......................................................................
6 Less amount of depreciation claimed in Schedule A.....................................................................................................................
7 Balance—enter here and on line 21, page 1..................................................................................................................................

1 Schedule H H'JilliViliyi OF DEPRECIATION (other than additional first-year depreciation)
Straight line Declining balance

Sum of the 
years-digits

Units of
production Other (specify) Total

1 Depreciation from Form 4832 .

2 Depreciation from Form 5006 .
3 Other .......................................

TAX COMPUTATION (See instructions) 

1
2

3
4
5
6 
7

Taxable income (line 28, page 1)...............................................................................................................
(a) Enter 48% of line 1 (members of controlled groups, see instructions) ....
(b) Subtract $6,500 and enter difference.....................................................................................

Net long-term capital gain reduced by net short-term capital loss (from line 9(b), page 1)

Subtract $25,000. (Statutory minimum.)...........................................................................................

Balance (line 3 less line 4) (see instructions).....................................................................................
Enter 30% cf line 5 (see instructions)...........................................................................................
Income tax (line 2 or line 6, whichever is lesser). Enter here and on line 29, page 1. .

6,500.00

25','oob'.'bo



Form 1120S (1973) Page 3
Schedule K COMPUTATION OF UNDISTRIBUTED TAXABLE INCOME AND SUMMARY OF DISTRIBUTIONS

Computation of Corporation's Undistributed Taxable Income
1 Taxable income (line 28, page 1)...............................................................
2 Less: (a) Money distributed as dividends out of earnings and profits of the taxable year

(b) Tax imposed on certain capital gains (line 31, page 1) . . .
3 Corporation’s undistributed taxable income................................................

SUMMARY OF DISTRIBUTIONS AND OTHER ITEMS (attach additional sheets if necessary)

1. Name and address of 
each shareholder

2. Social security 
number

3. Stock ownership
4. Compensation

5. Percentage of 
time devoted 
to business

Number of 
shares

Period held
From To

A

B

C

D

4 Actual dividend distributions taxable as ordinary income (Do not include amounts shown on line 6).......................................
5 Actual dividend distributions taxable as long-term capital gains (aftertax)*..........................................
6 Actual dividend distributions taxable as ordinary income and qualifying for dividend exclusion . . .
7 Nondividend distributions.........................................................................................................................
8 Undistributed taxable income—taxable as ordinary income or (loss).....................................................
9 Undistributed taxable income—taxable as long-term capital gain (after tax)*.....................................

♦Each shareholder must be notified as to what amount of hia pro rata share of long-term capital gains may qualify as subsection (d) gains. See section 1201(d).

10 INTEREST ON INVESTMENT INDEBTEDNESS:

(a) Investment interest expense . . .
(b) Net investment income or (loss). .

(c) Excess expenses over rental income 
attributable to net lease property .

(d) Excess of net long-term capital gains 
over net short-term capital losses 
attributable to investment property .

11 ITEMS OF TAX PREFERENCE:
(a) Accelerated depreciation of:

(1) Low-income rental housing . .
(2) Other real property . . . .
(3) Personal property subject to a

net lease.....................................
(b) Amortization of:

(1) Certified pollution control facilities ■

_____ ___,______COMPLETE A SEPARATE SCHEDULE
Copy B to each shareholder, and keep Copy C for your
Schedule K-l

(2) Railroad roiling stock . .
(3) On-the-job training facilities
(4) Child care facilities . . .

(c) Reserves for losses on bad debts of 
financial institutions ....

(d) Excess percentage depletion .
(e) Net long-term capital gain (after tax).

12 INVESTMENT CREDIT PROPERTY:
(a) 3 or more but less than 5 years

(b) 5 or more but less than 7 years
(c) 7 or more years ....

Basis of 
new

investment
property

Cost of 
used

investment
property

(d) 3 or more but less than 5 years

(e) 5 or more but less than 7 years
(f) 7 or more years . ■ .

K-l FOR EACH SHAREHOLDER- 
records.

-File Copy A with Form 1120S, give

F Date incorporated ..........................................................................................

G Did the corporation at the end of the taxable year own, directly or in
directly, 50% or more of the voting stock of a domestic corpora
tion? □ Yes □ No. (For rules of attribution, see section 267(c).) 

If the answer is "Yes,” attach a schedule showing:

(a) name, address, and employer identification number; and

(b) percentage owned.
H Did the corporation during the taxable year have any contracts or sub

contracts subject to the Renegotiation Act of 1951? □ Yes □ No 
If "Yes,” enter the aggregate gross dollar amount billed during the 

year..................................................................................................................
I Amount of taxable income or (loss) for: 1970 ......................................... ;

1971 ........ ........................................; 1972 .................................................
J Refer to page 7 of instructions and state the principal;

Business activity ..........................................................................................
Product or service..........................................................................................

K Were you a member of a controlled group subject to
the provisions of sections 1561 or 1562? . . . . □ Yes □ No

L Did you claim a deduction for expenses connected with any:
(1) Entertainment facility (boat, resort, ranch, etc.)? . □ Yes □ No

(2) Living accommodations (except employees on bus-
» iness)?....................................................................□ Yes □ No

(3) Employees’ families at conventions or meetings? □ Yes □ No

(4) Employee or family vacations not reported on
Form W-2?...............................................................□ Yes □ No

M Did you file all required Forms 1099, 1096 and 1087? □ Yes □ No
N Did the corporation, at any time during the taxable 

year, have any interest in or signature or other authority 
over a bank, securities, or other financial account in
a foreign country? ...........................................................□ Yes □ No
If "Yes,” attach Form 4683. (For definitions, see Form 4683.)

O Answer only if (1) this is the first 1120S return filed since your election 
to be treated as a small business corporation and (2) the corporation 
was in existence for the taxable year prior to the election and had invest
ment credit property:
Was an agreement filed under section 1.47—4(b) of the 
Regulations?.................................................................□ Yes □ No



Form 1120S (1973) Page 4
BALANCE SHEETS (See instructions) 

ASSETS

1 Cash ........................................................................
2 Trade notes and accounts receivable ....

(a) Less allowance for bad debts..........................

3 Inventories...........................................................
4 Gov't obligations: (a) U.S. and instrumentalities

(b) State, subdivisions thereof, etc........................

5 Other current assets (attach schedule) . . .

6 Loans to shareholders..............................................
7 Mortgage and real estate loans..........................
8 Other investments (attach schedule) ....

9 Buildings and other fixed depreciable assets . .
(a) Less accumulated depreciation ....

10 Depletable assets....................................................
(a) Less accumulated depletion..........................

11 Land (net of any amortization)..........................

12 Intangible assets (amortizable only) ....
(a) Less accumulated amortization ....

13 Other assets (attach schedule)..........................

14 Total assets..............................................
LIABILITIES AND SHAREHOLDERS’ EQUITY

15 Accounts payable....................................................
16 Mtgs., notes, bonds payable in less than 1 year .

17 Other current liabilities (attach schedule). . .

18 Loans from shareholders.......................................
19 Mtgs., notes, bonds payable in 1 year or more .

20 Other liabilities (attach schedule)..........................

21 Capital stock...........................................................
22 Paid-in or capital surplus (attach reconciliation) .

23 Retained earnings—appropriated (attach schedule)

24 Retained earnings—unappropriated ....

25 Shareholders' undistributed taxable income previously

taxed .....................................................................
26 Less cost of treasury stock..........................
27 Total liabilities and shareholders’ equity

of taxable s

Schedule M-l RECONCILIATION OF INCOME PER BOOKS WITH INCOME PER RETURN

1 Net income per books.......................................

2 Federal income tax..............................................
3 Excess of capital losses over capital gains . .

4 Taxable income not recorded on books this year

(itemize)....................................................................

5 Expenses recorded on books this year not de

ducted in this return (itemize).............................

9 Total of lines 7 and 8..........................
6_____ Total of lines 1 through S . . . .__________ ___ ________10 Income (line 28, page 1)—line 6 less line 9 .

KfarrftmrWiPj ANALYSIS OF UNAPPROPRIATED RETAINED EARNINGS PER BOOKS (line 24 above)
1 Balance at beginning of year.
2 Net income per books . . .

3 Other increases (itemize)........

7 Income recorded on books this year not in

cluded in this return (itemize)

(a) Tax-exempt interest $..................................

8 Deductions in this tax return not charged against 
book income this year (itemize)............................

Distributions out of current or accumulated 
earnings and profits: (a) CjJsh

(b) Stock ....
(c) Property . . .

Current year’s undistributed taxable income o 
net operating loss (total of lines 8 and
Schedule K)..........................................
Other decreases (itemize) ................... ...........

Total of lines 1, 2, and 3 .
8 Total of lines 5, 6, and 7 . . .
9 Balance at end of year (line 4 less line 8)

☆ US. GOVERNMENT PRINTING OFFICE: 1973-0-500-115 25-1118272



Shareholder’s Share of Undistributed Taxable
Income, etc.—1973

For the calendar year 1973, or other taxable year
beginning_______________________________ 1973, ending-------------------------------------------------- - 19-------

(Complete a separate Schedule K-l for each shareholder—See Instructions on back of Copy C)

SCHEDULE K-l
(Form 1120S)
Department of the Treasury
Internal Revenue Service

Shareholder's name, identifying number, and address (including ZIP code)

Income

Copy A 
File with 

Form 1120S

Corporation’s name, identifying number, and address (including ZIP code)

(a) Amount

(b) Form 1040 filers enter col. (a) 
amount as indicated below. Form 
1041 filers enter col. (a) amount in 
corresponding line of that form.

1 Undistributed taxable income—ordinary income or (loss). . . .
2 Undistributed taxable income—long-term capital gain after tax

Sch. E, Partlll
Sch. D, Part II

Part II Interest on Investment Indebtedness
1 Interest expense on investment indebtedness.............. .. .................................
2 Net investment income or (loss).........................................................................
3 Excess expenses over rental income attributable to net lease property............
4 Excess net long-term capital gains over net short-term capital losses attributable

to investment property.................................. ........................................................
Part III Items of Tax Preference

1 Accelerated depreciation of:
(a) Low-income rental housing. .................... .. ................
(b) Other real property.......................................... ..............
(c) Personal property subject to a net lease....................

2 Amortization of:
(a) Certified pollution control facilities...............................
(b) Railroad rolling stock................. .. ..............................
(c) On-the-job training facilities........................................
Cd) Child care facilities......................................................

3 Reserves for losses on bad debts of financial institutions.
4 Excess percentage depletion....................... ..
5 Net long-term capital gain after tax.................... ..

Part IV Property Eligible for Investment Credit

Basis of new 
investment property

(a) 3 or more but less than 5 years
(b) 5 or more but less than 7 years
(c) 7 or more years

Form 4952 line reference
Line 3, col, b
Line 11, col. a
Line 11, col. b

Line 11, col, c
Form 4625 line reference

Line 1(a)(1)
Line 1(a)(2)
Line 1(b)

Line 1(c)
Line 1(d)
Line 1(e)
Line 1(f)
Line 1(h)
Line l(i)
Line l(i)
Form 3468 line reference

Line 1(a), col. (2)

Line 1(b), col. (2)
Line 1(c), col. (2)

Cost of used 
investment property

Line 1(d), col. (2)(d) 3 or more but less than 5 years
(e) 5 or more but less than 7 years
(f) 7 or more years

Line 1(e), col. (2)

Line 1(f), col. (2)
| Property Used in Recomputing a Prior Year nvestment Credit

Column numbers and headings 
correspond to those on Form 4255(1) Description of property 

(State whether new or used)

(2) Date 
placed in 

service
(3) Cost 
or basis

A

B
C

D
E

(4) Estimated 
useful life

(5) Applica* 
ble per
centage

(6) Original qualified 
investment (Col.

3 x co,. 5)

(8) Date 
item ceased 
to be in
vestment 

credit property

(9) Actual 
useful 

life

(10) Appli
cable per

centage

(11) Recomputed 
qualified investment 

(Col. 3 x col. 10)



Shareholder’s Share of Undistributed Taxable
Income, etc.—1973

For the calendar year 1973, or other taxable year
beginning___________________________________ _ 1973, ending___________________________________ _ 19_____

SCHEDULE K—1
(Form 1120S)
Department of the Treasury
Internal Revenue Service

Shareholder's name, identifying number, and address (including ZIP code)

Income

Copy B

For Shareholder

Corporation's name, identifying number, and address (including ZIP code)

(a) Amount

(b) Form 1040 filers enter col. (a) 
amount as indicated below. Form 
1041 filers enter col. (a) amount in 
corresponding line of that form.

Undistributed taxable income—ordinary income or (loss). . . . 
Undistributed taxable income—long-term capital gain after tax

Sch. E, Part III

Part II Interest on Investment Indebtedness
Sch. D, Part II
Form 4952 line reference

1
2

1
2
3
4

Interest expense on investment indebtedness...................................................
Net investment income or (loss).........................................................................
Excess expenses over rental income attributable to net lease property............
Excess net long-term capital gains over net short-term capital losses attributable 
to investment property..........................................................................................

Line 3, col. b
Line 11, col. a

Line 11, col. b

Line 11, col, c
Part III Items of Tax Preference
Accelerated depreciation of:
(a) Low-income rental housing..........................................
(b) Other real property........................................................
(c) Personal property subject to a net lease....................
Amortization of:
(a) Certified pollution control facilities...............................
(b) Railroad rolling stock...................................................
(c) On-the-job training facilities.......................................
(d) Child care facilities......................................................
Reserves for losses on bad debts of financial institutions.
Excess percentage depletion................................................
Net long-term capital gain after tax..................................

Part IV Property Eligible for Investment Credit

Basis of new 
investment property

(a) 3 or more but less than 5 years
(b) 5 or more but less than 7 years
(c) 7 or more years

Form 4625 line reference

Line 1(a)(1)
Line 1(a)(2)
Line 1(b)

Line 1(c)
Line 1(d)
Line 1(e)
Line 1(f)
Line 1(h)
Lina l(i)
Line l(i)
Form 3468 line reference

Line 1(a), col. (2)
Line 1(b), col. (2)
Line 1(c), col. (2)

Cost of used 
investment property

(d) 3 or more but less than 5 years
(e) 5 or more but less than 7 years

Line 1(d), col. (2)
Line 1(e), col. (2)

■SSEBl Property Used in Recomputing a Prior Year nvestment Credit
Column numbers and headings 

correspond to those on Form 4255
(1) Description of property 

(State whether new or used)
(2) Date 
placed in 

service
(3) Cost 
or basis

A
B
C

D

E

(4) Estimated 
useful life

(5) Applica
ble per
centage

(6) Original qualified 
investment (Col.

3 x col. 5)

(8) Date 
item ceased 
to be in
vestment

credit property

(9) Actual 
useful 

life

(10) Appli
cable per

centage

(11) Recomputed 
qualified investment 

(Col. 3 x col. 10)



Instructions for Shareholders

Copy B of Schedule K-l (Form 
1120S) is being given to you to as
sist you in preparing your income 
tax return. It contains your pro rata 
share of undistributed taxable in
come or (loss), items of tax prefer
ence, items used to compute the 
limitation for interest on invest
ment indebtedness, investment 
credit property, and property sub
ject to recapture of investment 
credit.

Keep it for your records, and 
do NOT file it with your tax return. 
The original has been filed by the 
corporation with the Internal Rev
enue Service.

This form does NOT report the 
amount of actual dividend distribu
tions that was paid to you by the 
corporation. Such amounts aggre
gating $10 or more during the cal
endar year are to be reported by 
the corporation to you on Form 
1099-DIV.

Actual distributions taxable as

ordinary income must be reported 
by you on line 10(a), Form 1040. 
Those actual distributions taxable 
as long-term capital gain must be 
reported by you on Schedule D, 
Form 1040.

The items listed in Part II, when 
combined with similar items from 
other sources, are to be used by 
you to complete Form 4952, In
vestment Interest Expense Deduc
tion.

The items listed in Part III, when 
combined with similar items from 
other sources, are to be used by 
you to complete Form 4625, Com
putation of Minimum Tax. (Estates 
use Form 4626)

The Investment credit property 
listed in Part IV, when combined 
with investment credit property 
from other sources, must be used 
to complete Form 3468.

Part V shows the investment 
credit property that was disposed 
of prior to the life years category

originally assigned. The amounts 
listed here, when combined with 
other property subject to invest
ment credit recapture, should be 
used to complete Form 4255.

Your pro rata share of undis
tributed taxable income, etc., must 
be included on your tax return for 
the year in which, or with which, 
the taxable year of the corporation 
ends. For example, if you are on 
the calendar year, as most individ
uals are, and the corporation’s tax
able year ends on January 31, 
1974, you must take the above 
items into account on your return 
for the calendar year 1974.

If you claim a deduction fora net 
operating loss, attach to your re
turn a computation of the adjusted 
basis of your stock in the corpora
tion and the adjusted basis of any 
indebtedness of the corporation to 
you. See sections 1374 and 1376 
and the related regulations for lim
itation on the deduction and re
quired adjustments.



Shareholder’s Share of Undistributed Taxable
Income, etc.—1973

For the calendar year 1973, or other taxable year
beginning___________________________________ _ 1973, ending------------------------------------------------------------ - 19---------

SCHEDULE K-l
(Form 1120S)
Department of the Treasury 
Internal Revenue Service

Shareholder’s name, identifying number, and address (including ZIP code)

Income

Copy C 
For Corporate 

Records

Corporation's name, identifying number, and address (including ZIP code)

(a) Amount

(b) Form 1040 filers enter col. (e) 
amount as indicated below. Form 
1041 filers enter col. (a) amount in 
corresponding line of that form.

1 Undistributed taxable income—ordinary income or (loss). . . .
2 Undistributed taxable income—long-term capital gain after tax

Sch. E, Part III
Sch. D, Part I

Part II Interest on Investment Indebtedness
1 Interest expense on investment indebtedness...................................................
2 Net investment income or (loss).........................................................................
3 Excess expenses over rental income attributable to net lease property............
4 Excess net long-term capital gains over net short-term capital losses attributable

to investment property......................................................................... ................
Part III Items of Tax Preference
Accelerated depreciation of:
(a) Low-income rental housing..........................................
(b) Other real property........................................................
(c) Personal property subject to a net lease................. ..
Amortization of:
(a) Certified pollution control facilities...............................
(b) Railroad rolling stock...................................................
(c) On-the-job training facilities........................................
(d) Child care facilities......................................................
Reserves for losses on bad debts of financial Institutions.
Excess percentage depletion................................................
Net long-term capital gain after tax..................................
Part IV Property Eligible for Investment Credit

Basis of new 
investment property

(a) 3 or more but less than 5 years
(b) 5 or more but less than 7 years
(c) 7 or more years

Form 4952 line rafarenct

Line 3, col. b
Line 11, col. a
Line 11, col. b

Line 11, col, c
Form 4625 line reference

Line 1(a)(1)
Line 1(a)(2)
Line 1(b)

Line 1(c)
Line 1(d)
Line 1(e)
Line 1(f)
Line 1(h)
Line l(i)
Line l(i)
Form 3468 line reference

Line 1(a), col. (2)
Line 1(b), col. (2)
Line 1(c), col. (2)

Cost of used 
investment property

(d) 3 or more but less than 5 years
(e) 5 or more but less than 7 years

Line 1(d), col. (2)
Line 1(e), col. (2)

I Property Used in Recomputing a Prior Year nvestment Credit
Column numbers and headings 

correspond to those on Form 4255(1) Description of property 
(State whether new or used)

(2) Date 
placed in 

service
(3) Cost 
or basis

A
B

C

D
E

(4) Estimated 
useful life

(5) Applica
ble per
centage

(0) Original qualified 
investment (Col.

3 x col. 5)

(8) Date 
item ceased 
to be in
vestment 

credit property

(9) Actual 
useful 

life

(10) Appli
cable per

centage

(11) Recomputed 
qualified investment 

(Col. 3 x col. 10)



Complete Schedule K-l (Form 
1120S) for each person who was a 
shareholder during the taxable year. 
Additional instructions for complet
ing Schedule K-l are on page 6 of 
instructions for Form 1120S.

COPY A—Must be attached to 
Form 1120S.

COPY B — Each shareholder 
should be given a Schedule K-l 
(Form 1120S) showing his pro rata 
share of undistributed taxable in
come, items of tax preference, items 
used to compute the limitation for 
investment interest expense, invest
ment credit property, and property 
subject to recapture of investment 
credit.

Instructions for Corporation

If you are on a calendar year 
basis, give Copy B to each share
holder by January 31 of the next 
year. (If on a fiscal year, by the end 
of the month following the month in 
which the fiscal year ends.)

COPY C—May be retained for 
your records.

Schedule K-l (Form 1120S) 
must show complete information 
with respect to all persons who were 
shareholders of the corporation 
during any portion of the taxable 
year. Under the tax treatment pro
vided by Subchapter S, share
holders generally are taxed on their 
distributive shares of the current 
taxable income of the corporation, 
whether or not actually distributed.

Since each shareholder is required 
to include his share in his individual 
return, he should be given Copy B of 
Schedule K-l. In addition to the 
undistributed taxable income, Sched
ule K-l also includes each share
holder's pro rata share of items of 
tax preference, items used to com
pute the limitation on investment 
interest expense, property eligible 
for investment credit, and property 
used in recomputing a prior year in
vestment credit. See instructions on 
Form 4255 for exceptions and limi
tations on the recapture of invest
ment credit.

Report actual dividend distribu
tions aggregating $10 or more to a 
shareholder during the calendar 
year on Form 1099-DIV.

* U.S. GOVERNMENT PRINTING OFFICE: 1973-0-900-118 E1-38-2441919



SCHEDULE D 
(Form 1040)
Department of the Treasury 
Internal Revenue Service

Capital Gains and Losses
► Attach to Form 1040. ► Examples of property to be reported on this Schedule are 

gains and losses on stocks, bonds, and similar investments, and gains (but not losses) 
on personal assets such as a home or jewelry.

H®73
Name(s) as shown on Form 1040 Social security number1 11 1

Part 1 Short-term Capital Gains and Losses—Assets Held Not More Than 6 Months D
a. Kind of property and description 
(Example, 100 shares of “Z” Co.)

b. How 
acquired. 

Enter letter 
symbol (see 
instruction

D)

c. Mo., day, yr.
(Put date sold above 
dotted line and date

acquired below 
dotted line)

d. Gross sales price
e. Cost or other basis, 

as adjusted (see 
instruction E) and 

expense of sale

f. Gain or (loss)
(d less e)

1

—

—
2 Enter your share of net short-term gain or (loss) from partnerships and fiduciaries ....
3 Enter net gain or (loss), combine lines 1 and 2..........................................................................
4(a) Short-term capital loss component carryover from years beginning before 1970 (see Instruction H) 
4(b) Short-term capital loss carryover attributable to years beginning after 1969 (see Instruction H)
5 Net short-term gain or (loss), combine lines 3, 4(a) and 4(b).....................................................

2
3

4(a)
4(b)

5
I Part II I Long-term Capital Gains and Losses—Assets Held More Than 6 Months
6

7 Capital gain distributions...............................................................................................................
8 Enter gain, if applicable, from line 4(a)(1), Form 4797 (see Instruction A).....................................
9 Enter your share of net long-term gain or (loss) from partnerships and fiduciaries.....................
10 Enter your share of net long-term gain from small business corporations (Subchapter S). . .
11 Net gain or (loss), combine lines 6 through 10..........................................................................
12(a) Long-term capital loss component carryover from years beginning before 1970 (see Instruction H) 
12(b) Long-term capital loss carryover attributable to years beginning after 1969 (see Instruction H) . .
13 Net long-term gain or (loss), combine lines 11, 12(a) and 12(b)...............................................

7
8
9
10
11

12(a)
12(b)

13
Summary of Parts 1 and III Part III

14 Combine the amounts shown on lines 5 and 13, and enter the net gain or loss here ....
15 If line 14 shows a gain—

(a) Enter 50% of line 13 or 50% of line 14, whichever is smaller (see Part VI for computation
of alternative tax). Enter zero if there is a loss or no entry on line 13.....................................

(b) Subtract line 15(a) from line 14. Enter here and on line 29, Form 1040 ................................
16 If line 14 shows a loss—

► Omit lines 16(a) and 16(b) and go to Part IV if losses are shown on BOTH lines 12(a) and 13. 
See Instruction 1.

► Otherwise,
(a) Enter one of the following amounts:

(i) If amount on line 5 is zero or a net gain, enter 50% of amount on line 14;
(ii) If amount on line 13 is zero or a net gain, enter amount on line 14; or,
(iii) If amounts on line 5 and line 13 are net losses, enter amount on line 5 added to

50% of amount on line 13.........................................................................................
(b) Enter here and enter as a (loss) on line 29, Form 1040, the smallest of:

(i) The amount on line 16(a);
(ii) $1,000 ($500 if married and filing a separate return—if a loss is shown on line 

4(a) or 12(a), see instruction M for a higher limit not to exceed $1,000); or,
(iii) Taxable income, as adjusted (see Instruction L).....................................................

14

15(a)
15(b)

16(a)

16(b) ( )



Schedule D (Form 1040) 1973 Page 2

Part IV Capital Loss Limitation—Where Losses Are Shown on Both Lines 12(a) AND 13

17 Enter loss from line 5; if line 5 is zero or a gain, enter a zero ....
18 Enter loss from line 13...............................................................................
19 Enter gain, if any, from line 5; if line 5 is zero or a loss, enter a zero . .
20 Reduce loss on line 18 to the extent of the gain, if any, on line 19 . . .
21 Combine lines 3 and 11 and if gain, enter gain; if zero or a loss, enter a zero 

NOTE: If the entry on line 21 is zero, OMIT lines 22 through 28, and enter on line 29 the
loss shown on line 12(a).

22 Enter gain, if any, from line 11....................................................................
23 Enter smaller of amount on line 21 or line 22..........................................
24 Enter excess of gain on line 21 over amount on line 23..........................
25 Enter loss from line 4(a); if line 4(a) is blank, enter a zero.....................
26 Reduce gain, if any, on line 24 to the extent of loss, if any, on line 25 (see Instruction J).
27 Enter loss from line 12(a)..........................................................................
28 Add the gain(s) on line(s) 23 and 26..........................................................

21

22
23
24
25
26
27
28

29 Reduce the loss on line 27 to the extent of the gain, if any, on line 28 (see Instruction K). . . .
30 Enter smaller of amount on line 29 or line 20 (if line 29 is zero, enter a zero).....................................
31 Subtract amount on line 30 from the loss on line 20..........................................................................
32 Enter 50% of the amount on line 31....................................................................................................
33 Add lines 17, 30, and 32.........................................................................................................................
34 Enter here and enter as a (loss) on line 29, Form 1040, the smallest of:

(a) Amount on line 33;
(b) $1,000 ($500 if married and filing a separate return—see Instruction M for a higher limit not to exceed $1,000); or,
(c) Taxable Income, as adjusted (see Instruction L)..........................................................................

17
18
19
20

29
30
31
32
33

34 ( )

Part V Complete Part V if You are Married Filing a Separate Return and Losses are Shown on Lines 4(a) and
14. (See Instruction M).

35 Combine lines 3 and 11 and if gain, enter gain; if zero or a loss, enter a zero.....................................
NOTE: If the entry on line 35 is zero, OMIT lines 36 through 42, and enter on line 43 the loss shown on line 4(a).

36 Enter gain, if any, from line 3...............................................................................................................
37 Enter smaller of amount on line 35 or line 36....................................................................................
38 Enter excess of gain on line 35 over amount on line 37.....................................................................
39 Enter loss from line 12(a); if line 12(a) is blank, enter a zero..........................................................
40 Reduce the gain, if any, on line 38 to the extent of the loss, if any, on line 39 (see Instruction J) .
41 Enter loss from line 4(a)....................................................................................................................
42 Add the gain(s) on line(s) 37 and 40...............................................................................................
43 Reduce the loss on line 41 to the extent of the gain, if any, on line 42 (see Instruction K) . . . ■

Part VI

44
45
46
47

48

49

50
51
52
53
54
55
56
57

35

36
37
38
39
40
41
42
43

Computation of Alternative Tax (See Instruction V to See if the Alternative Tax Will Benefit You)

Enter amount from line 48, Form 1040 ..........................................................................................
Enter amount from line 15(a)..............................................................................................................
Subtract amount on line 45 from amount on line 44 (but not less than zero)................................
Enter smaller of amount on line 13 or line 14....................................................................................
If line 47 does not exceed $50,000 ($25,000 if married filing separately), check here ► Q and 
omit lines 48 through 54.

44
45
46
47

Enter long-term gains from certain contracts and installment sales referred to as "certain subsec
tion (d) gains” (see Instruction V)....................................................................................................
Enter amount from line 48 or $50,000 ($25,000 if married filing separately), whichever is larger . 
If line 49 is equal to or greater than line 47, check here ► Q and omit lines 50 through 54.
Multiply amount on line 49 by 50%...............................................................................................
Add amounts on lines 46 and 50.........................................................................................................
Tax on line 44 or 45, whichever is greater (use Tax Rate Schedule in instructions)..........................
Tax on the amount on line 51 (use Tax Rate Schedule in instructions)..........................................
Subtract amount on line 53 from amount on line 52..........................................................................
Tax on the amount on line 46 (use Tax Rate Schedule in instructions)..........................................
If the block on line 47 or 49 is checked, enter 50% of line 45; otherwise enter 25% of line 49 . .
Alternative Tax—add amounts on lines 54 (if applicable), 55, and 56. If smaller than the tax figured 
on the amount on line 48, Form 1040, enter this alternative tax on line 16, Form 1040 .

48
49

50
51
52
53
54
55
56

57
☆ U3. GOVERNMENT PRINTING OFFICE: 1973—0-500-05, 93-05,9870



Schedules E&R—Supplemental Income Schedule AND
(Form 1040) Retirement Income Credit Computation
Department of the Treasury (From pensions and annuities, rents and royalties, partnerships, estates and trusts, etc.)
Internal Revenue Service Attach to Form 1040. 

fl®73
Name(s) as shown on Form 1040 Your social security number

Schedule E—Supplemental Income Schedule (Schedule r on back)

_______  Pension and Annuity Income. If fully taxable, do not complete this part. Enter amount on Form 1040, line 33.
For each pension or annuity not fully taxable, attach a separate Part I and enter combined total of taxable portions on line 5.

1 Name of payer........... .................. ...... .................................... . ..............................................................................
2 Did your employer contribute part of the cost?............................................................... Q Yes Q No

If “Yes,” is your contribution recoverable within 3 years of the annuity starting date? . Q Yes [J No 
If “Yes,” show: Your contribution $................ , Contribution recovered in prior years

3 Amount received this year...............................................................................................
4 Amount excludable this year.........................................................................................
5 Taxable portion (subtract line 4 from line 3)....................................................................

Rent and Royalty Income. If you need more space, you may use Form 4831.
Note: If you are reporting farm rental income here, see Schedule E Instructions to determine if you should also file 

Form 4835. If at least two-thirds of your gross income is from farming or fishing, check this box Q

(a) Kind and location of property
If residential, also write “R"

(b) Total amount 
of rents

(c) Total amount 
of royalties

(d) Depreciation (explain 
below) or depletion 

(attach computation)

(e) Other expenses
(Repairs, etc.— 
explain below)

1 Totals.....................................•
2 Net income or (loss) from rents and royalties (column (b) plus column (c) less columns (d) and (e))

Part III  Income or Losses from Partnerships, Estates or Trusts, Small Business Corporations.
If any of the partnership, estate or trust income reported below is from farming or fishing, see Schedule E Instructions to determine if 
you should also file Form 4835. If at least two-thirds of your gross income is from farming or fishing, check this box Qj.

(a) Name and address
(b) Check applicable box

(c) Employer 
identification number (d) Income or (loss)

(e) Additional 1st year 
depreciation (applicable 

only to partnerships)Partner
ship

Estate 
or Trust

Small Bus. 
Corp.

1 Totals.........................................................................................................
2 Income or (loss). Total of column (d) less total of column (e)
TOTAL OF PARTS I, II, AND III (Enter here and on Form 1040, line 31)
Explanation of Column (e), Part II Item Amount Item Amount

Item Amount

Schedule for Depreciation Claimed in Part II Above, if you need more space, you may use Form 4562.
Note: If depreciation is computed by using the Class Life (ADR) System for assets placed in service after December 31, 1970, or the Guideline Class 

Life System for assets placed in service before January 1, 1971, you must file Form 4832 (Class Life (ADR) System) or Form 5006 (Guideline 
Class Life System). Except as otherwise expressly provided in income tax regulations sections 1.167(a)-ll(b)(5)(vi) and 1.167(a)-12, the provisions 
of Revenue Procedures 62-21 and 65-13 are not applicable for taxable years ending after December 31, 1970.

Check box if you made an election this taxable year to use Q Class Life (ADR) System and/or [J Guideline Class Life System.

(a) Group and guideline class 
or description of property

(b) Date 
acquired

(c) Cost or 
other basis

(d) Depreciation
allowed or allowable 

in prior years

(e) Method of
computing

depreciation
(f) Life or 

rate
(g) Depreciation 

for this year I
Total additional first-year depreciation (do not include in items below) 
Depreciation from Form 4832 
Depreciation from Form 5006 
Other depreciation:

•( See Note )•

5 Totals

Summary of Depreciation (Other Than Additional First-Year Depreciation)
Straight line Declining balance Sum of the years-digits Units of production Other (specify) Total

1 Depreciation from 
Form 4832

2 Depreciation from 
Form 5006 .

3 Other . . .



schedules e&r (Form 1040) 1973 Schedule R—Retirement Income Credit Computation Page 2

Name(s) as shown on Form 1040 (Do not enter name and social security number if shown on other side) Your social security number

If you received earned income in excess of $600 in each of any 10 calendar years before 1973, you may be 
entitled to a retirement income credit. If you elect to have the Service compute your tax (see page 4 of 
Form 1040 instructions), answer the question for columns A and B below and fill in lines 2 and 5. The 
Service will figure your retirement income credit and allow it in computing your tax. Be sure to attach 
Schedule R and write “RIC” on line 17 of Form 1040. If you compute your own tax, fill out all applicable 
lines of this schedule.
Married residents of Community Property States see Schedule R instructions.

Joint return filers use column A for wife and column B for husband. All other 
filers use column B only.

Did you receive earned income in excess of $600 in each of any 10 calendar 
years before 1973? (Widows or widowers see Schedule R instructions.) If 
“Yes” in either column, furnish all information below in that column. Also 
furnish the combined information called for in column C for both husband and 
wife if joint return, both 65 or over, even if only one answered "Yes” in 
column A or B.

1 Maximum amount of retirement income for credit computation . . .
2 Deduct:

(a) Amounts received as pensions or annuities under the Social Security
Act, the Railroad Retirement Acts (but not supplemental annuities), 
and certain other exclusions from gross income................................

(b) Earned income received (does not apply to persons 72 or over):
(1) If you are under 62, enter the amount in excess of $900 .
(2) If you are 62 or over but under 72, enter amount determined as 

follows:
if $1,200 or less, enter zero............................................... 1
if over $1,200 but not over $1,700, enter V2 of amount over ) . 
$1,200; or if over $1,700, enter excess over $1,450 . . J

3 Total of lines 2(a) and 2(b).....................................................................

4 Balance (subtract line 3 from line 1)..........................................................
If column A, B, or C is more than zero, complete this schedule. If all of 
these columns are zero or less, do not file this schedule.

5 Retirement income:
(a) If you are under 65:

Enter only income received from pensions and annuities under public 
retirement systems (e.g. Fed., State Govts., etc.) included on Form 
1040, line 15.........................................................................................

A B C

□ Yes □ No □ Yes □ No
Alternative

Computation
(Combined

information of 
husband and wife 
if joint return and 
both 65 or over)

$1,524 00 $1,524 00 $2,286 00

|J|Jj□

(b) If you are 65 or older:
Enter total of pensions and annuities, interest and dividends included 
on Form 1040, line 15. and gross rents from Schedule E, Part II, col
umn (b). Also include your share of gross rents from partnerships and 
your proportionate share of taxable rents from estates and trusts .

6 Line 4 or line 5, whichever is smaller...........................................................

7 (a) Total (add amounts on line 6, columns A and B)..........................................................................................

(b) Amount from line 6, column C, if applicable...............................................................................................

8 Tentative credit. Enter 15% of line 7(a) or 15% of line 7(b), whichever is greater................................

9 Amount of tax shown on Form 1040, line 16....................................................................................................

10 Retirement income credit. Enter here and on Form 1040, line 49, the amount on line 8 or line 9, whichever
is smaller. Note: If you claim credit for foreign taxes or tax free covenant bonds, skip line 10 and complete 
lines 11, 12, and 13, below...................................................................................................................................

11 Credit for foreign taxes or tax free covenant bonds.........................................................................................

12 Subtract line 11 from line 9 (if less than zero, enter zero)...............................................................................
13 Retirement income credit. Enter here and on Form 1040, line 49, the amount on line 8 or line 12 whichever

is smaller........................................................................................................................................
☆ U.S. GOVERNMENT PRINTING OFFICE: 1973—0-500-052 EMPLOYEE ID NO. 93-0151340
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