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income, an area in which the new S Corporation is a
distinct improvement over the old Subchapter 5 Corpo-
ration.

Theoretically, the S Corporation has an unlimited life,
an advanta8e over a limited partnership. Shares in an 5
Corporation, while not highly liquid due to the small
number of allowed shareholders, are more easily trans-
ferable than an ownership position in a limited
partnership. Control in an 5 Corporation is based on
proportionate shares of ownership. unlike a limited part-
nership where the investor typically has little if any
voice in the operation of the investment. Establishing
an 5 Corporation is almost certain to involve less time
and cost than establishing a new limited partnership.
Liability exposure to a stockholder in an 5 Corporation
is at best as limited as that of a limited partner

ln general, the S Corporation seems to offer the best of
both worlds to the investor if the maximum number of
stockholders limitation is not critical. The chiel disadvan-
ta8e is that income cannot be allocated on any basis
other than a proportionate share of ownership. Part-
nerships have some flexibility in that respect.

defined as being any written unconditional promise by
the corporation to pay on demand on a specified date
a definite sum as long as the instrument meets certain
conditions defined in Section 1361 (c).

Cessation as an S Corporation

The 5 Corporation may cease to qualify due to actions
of the shareholders, whether the actions be voluntary
or involuntary. ln either event, when a corporation
ceases to be an S Corporation, the effective date is the
date that the voluntary revocation specifies,t or the day
the corporation ceases to qualify as an S Corporation.6

Prior to the 1982 Act, the shareholders could not speci-
fy the effective date of the revocation: Timing of the
revocation determined whether the effective date was
the first day of the tax year in which the revocation
was made or the next tax year. Also, prior to the Act,
the cessation of the corporation to qualify as a small
business corporation made the termination effective
the be8innint of the tax year in which the cessation oc-
curred.

The Passive /ncome lest

An important change relevant to investors real estate is

the change in the "passive income" requirements of
the 5 Corporation. Prior law stated that the S Corpora-
tion was to be terminated involuntarily if more than 20
percent of income was passive income. Excess passive
income, that is, over 25 percent, will be taxed at the
highest corporate tax rate (currently 46 percent).: How-
ever, termination may still result if the corporation has
passive income over 25 percent of gross receipts for
each of three consecutive tax years and the corporation
has accumulated Subchapter C earnings and profits at
the end of each of the three tax years.s Since Subchap-
ter C earnings and profits occur only to "regular corpo-
rations," an S Corporation that has never been a Sub-
chapter C regular corporation will have no concern
about termination of S Corporation status due to exces-
sive passive income.

Two more notes concerning termination of the 5
Corporation are important: First, prior law stated that a
new shareholder could force termination of the small
business corporation election by affirmatively relusing
to consent to the election. This was possible due to
and consistent with the requirement that all sharehold-
ers must have consented to the Subchapter 5 election.
Both provisions have been changed. The new share-
holder no longer has the ability in all cases to foul up
the plans of the other shareholders, since only share-
holders collectively owning more than 50 percent of
the stock may elect the revocation.'

The second factor involves inadvertent termtnation.
The lnternal Revenue Service mav treat an inadvertent
failure to meet the requirements of a small business
corporation as thouBh the failure had not occurred.,,
There should be no tax avoidance intent from contin-
ued S Corporation status in order for the IRS to iBnore
the violation of the small business corporation rules.,l

ln recent years an extraordinary increase in real estate
investment has occurred. Rapidly appreciating property
values and generous tax shelters have combined to
form an asset with wide investor appeal. Since real
estate is generally not easily divisible and usually re-
quires a substantial amount of investment, some form
of fractional ownership is necessary.

Limited partnerships have become increasingly impor-
tant as an investment ownership form. The ability to
fully flow throu8h tax benefits to investors is critically
important. ln spite of their inherent drawbacks, including
the cost and time required to set one up, limited trans-
ferability, limited lifetime and cumbersome management
structure, the partnership's ability to flow through tax
savinBs to investors and their limited liability exposure
to investors have resulted in their widespread use in
real estate investment.

Real estate brokerage firms are actively beginning to
market limited partnership shares in large public syndica-
tions. Preliminary data indicates that such sales exceed-
ed $4 billion in 1982, up f rom 5293 million in 1977.,
Some of the public partnership syndications have pro-
duced extremely attractive rates of return in recent
years.

lnformation on privately-owned limited partnerships is

difficult to obtain. lt is safe to say that they are widely
used, and the amount of assets owned is substantial.
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The ob,ective of this study is to examine the use of
the newly authorized 5 Corporation, a modification of
the old Subchapter S Corporation. Recent changes in
tax laws have created an opportunity for the use of
this ownership vehicle which will combine some of the
best attributes of both a limited partnership and a
corporation.

A Comparison OI The Attributes
The comparative advantages and disadvantages of the
various ownership forms are summarized in the Tabler.
Comparisons between a limited partnership and the
new S Corporation are perhaps the most appropriate
for this study. Both have the significant advantage of al-
lowing full flow through of tax benefits from passive

Chan6es Due To The Revision Act
The Subchapter S Revision Act of 1982 makes significant
changes regarding the way shareholders of Subchapter
5 Corporations (officially termed "5 Corporations" by
the Act) are taxed. Cenerally, the taxation of 5 Corpora-
tions and shareholders is the same as that of general
partnerships and general partners. ln essence, the tax-
payer may now choose the corporate form of organiza-
tion for nontax purposes and the partnership form for
tax purposes. ln addition, the Act establishes rules that
are more lenient in allowing the formation, eligibility,
and maintenance of an S Corporation. Changes having
the most impact upon shareholders are discussed in
detail and may be categorized as follows:

1) EliSibility of the corporation to be an 5
Corporationi

2) Cessation of the corporation to be an S

Corporation;
3) The passive income test; and
4) Taxation of the shareholders and corporation.

tligibility
Changes in the requirements of corporations eligible to
become S Corporations involve the relaxation of restric-
tions pertinent to the equity of the ownership. The first
chan8e is the increase in the maximum number of
shareholders allowable in an 5 Corporation from 25 to
35.i ln essence, this allows a "small business corpora-
tion" to be larger.

The second change involves a restriction that a small
business corporation can have only one class of stock.
That one-class restriction is still in effect, but shares oi
stock that have different voting rights will not be con-
strued as two classes of stock.r ln addition, "straight
debt" will not be classified as a stock class, but is
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TABTE

A Comparison of Organizational Attributes

months was $2,8OO. Your total expenses for the cabin
were as follows:

lnterest 51,500
Taxes 900
uriliries 760
Maintenance 300
Depreciation 1,200

You must divide the expenses between the rental use
and the personal use. Because you rented the cabin for
two months, two-thirds (two months of rental use
divided by three months of total use) of the total ex-
penses are for the rental use of the cabin. You figure
your rental income and expenses as follows:

Conclusion

ln an efiort to open up another avenue for creative
financing, Congress passed the Black Lung Benefits
Revenue Act of 1981. The basic provision of the Act
changed the tax consequences of renting property to
family members and/or ioint owners. An investor will
no longer be considered as usinB a dwelling for personal
purposes for renting, at a fair rent, to any Person for
use as such person's principal residence.

Because of the change, parents, other relatives, and

ioint owners are free to en8a8e in rental and shared
equity a8reements without sacrificin8 tax benefits. The
illustrations presented in this paper reveal that the
impact of this new Act can result in a si8nificant im-
provement in an investor's annual cash flows and rates
of return. The Act will not solve all the problems cur-
rently facinB the residential real estate market, but it
will help. lndividuals now have another potential way
to finance the purchase of a residence.
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Taxation

Prior to the 1982 Act, undistributed taxable income
was taxed to the shareholder on the last day of the tax
year of the S Corporation. Choice of the tax year was
unrestricted, allowing the taxpayer to choose the
timing of the recoSnition of his/her share of income of
the corporation. The Act restricts the choice of the tax
year of new S Corporations to the calendar year Exist-
ing S Corporations may maintain existin8 tax years, but
may not have free rein on chan8ing the tax year. They
have the same restrictions as new corporations.rr Thas

change and the change requiring that the taxpayers'
shares of income be prorated on a daily basis" reduce
tax-planninB opportunities available under prior law.

There are favorable changes, however, that allow the
taxpayer to report on his/her separate return on any
item of income, loss deduction, or credit that can
affect the computation of tax liability. The tax treatment
is now parallel to the tax treatment provided part-
nerships. lf an 5 Corporation incurs a net lon8-term
capital Sain in 1983, each shareholder will novr' report
on his/her individual return his/her share of the net
lon8-term capital Bain.

An important change regarding the taxation of the
shareholders involves the treatment of net operating
loss passthrough. Prior to the Act, the taxpayer could
deduct his/her share of loss only to the extent of ad-

4 Could be terminated by elertion of only one shareholder
5 Maximum number of stockholders was 25
6. Maximum number of stockholder5 i5 l5
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'LS
2.5
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justed bases in stock plus any debt owed him/her by
the corporation. l{ the shareholder's loss share exceeded
the total of the adjusted bases of stock and debt, it
was forever lost as a deduction.

The Act now allows the taxpayer to carry the excess
over to later tax years and to deduct it in a year in
which the basis of the stock and/or debt has increased
above zero. One should note that the carryover period
is indefinite as lon8 as the S Corporation election is in
effect. Even after the S Corporation status is terminated,
the shareholder may have a limited carryover of any
unused loss deduction. ''
At the corporate level, there are two instances in
which the corporation will be subject to a tax liability.
As under prior law, the corporation possibly will still
have a tax liability if capital Sains are significant. As
mentioned earlier, there may be a tax due if passive
income is present.

The passive income tax rate is the maximum rate for a

Subchapter C corporation and is imposed if more than
25 percent of gross receipts are "passive investment
income" and the corporation has Subchapter C earnings
and profits. lf the corporation has never been a Sub-
chapter C Corporation, this tax would never be im-
posed. The tax rate is applied a8ainst the taxable
income of the corporation or the "excess net passive
income," whichever is less. Net passive income is

500

0$

1. The additonal intcrest (9150) and tax (S10o) ran be
a pers()n lile5 an itemized return. Source: Rental Prcpeny
tlon 527, November 1981, 11.
2 The addrlronal interest (55U1) .}nd tax {$30O) can be

a person fik,s nn itemized relurn Sour.e: Renlal Prcpetty.
tion 527. November 1981. 11.
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TA8I.E 2

Cash Flows for a House Rented to a Family Member
Current Tax Ldws

delined to be passive income less expenses attributable
to earnin8 the passive income. Excess net passive
income is best defined by the following formula:r:

Conclusions

The new 5 Corporation offers real estate investors
some advantages and a few disadvantages relative to
limited partnerships, which are summarized below.

Potential advantages of S Corporations:
.l ) Quicker and less costly to establish
2) All investors have limited liability exposure (not

just limited partners)
3) Easier and less costly to transfer
4) Unlimited lifetime
5) Control based on proportionate voting

features common to both 5 Corpotations and limited
partnerships:

1) Full flow through oi tax benefits
2) Limited liability exposure to limited partners (but

not general partners)

Potential advanta?es ol a limited partnership:

1) Some flexibility to allocate income on some basis
other than ownership share

2) Viftually no limit on number of investors (partners)

NOTES

1. See "Iuring The Little Cuv lnto BiB Projects," Susinerr We€k
llanlary 24, 1983),68.

2. This table 15 an exten5ion of d srmilar table n A. l. lafle and C.
F. sirmans, Rea/ fsrate /rvertm€nt Decision Makrn8 ltnSlewood CIfis,
N.l : Prcntice'Hall. lnc., 1982), 110.

3. rRC 1361(b).
4. IRC 1361(c) l4).

5. IRC 1162(d)(1)D.
6. tRC 1:]62(d)(2).
7. tRC 1t7 5.

I rRa 1162(d)
g tRC 1152ld)11)

10 1if,2(fl
11. sub(hapter 5 Reris,on A.l ol 1982; La\\ and f.{p/analic}n lcom-

merce Clearing House, 1982), 117
12 IRC 1:178(a) 1178(b)
13. tRC 1166.
r4 tRC 1166(d)
15. tRC 1175.

Year

(Passive investment income)
- .25 (eross recerots)

Passive investment income investment income

AdvantaSes Afforded By The 1982 Act
As far as the real estate profession is concerned, there
are two major advantages afforded by the Subchapter
Revision A(t ol 1982: 1t The passrve income provisions:
and 2) The provisions concernin8 the net operating loss
carrylorwards.

Since the definition of passive income for purposes of
the S Corporation includes rental income, few 5 Corpo-
rations were used as a business form for real estate ven-
tures. The presence of excess passive income would
terminate the small business corporation status, leavin8
only the partnership and 5ubchapter C corporate forms
as viable alternatives. The 1982 Act changes allow
excess passive without terminating the small business
corporation status. Since the corporation must have
Subchapter C earnings and profits to be subject to the
tax on passive income, a newly-formed S Corporation
escapes any penalty due to passive income. The end
result is that the taxpayer involved may use the legal
form of a corporation, avoid personal liability and still
have the simplicity and flow-through attributes of a
partnership taxwise.

Under prior law, if a corporation's taxable income pro-
duced a net operating loss, the deduction passed
through to an individual shareholder was limited by the
total of the adjusted bases of his/her stock and any
debt owed him/her by the corporation. If the sharehold-
er let the bases mentioned above be exceeded for any
one year by his/her share of a net operating loss, the
loss deduction was gone forever New law, however,
allows a carryforward of the unused loss until the bases
are enough to allow deductibility of the loss. This
should be attractive especially to investors interested in
real estate ventures for tax shelter purposes.
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1. lncludes mortgage payment, taxes, and other operatint expen5es.
2. The accelerated cost recovery system is used for depreciation, which requires 56,167 in exces5 of straight line to b€ recaprured as ordinary

TASTE 3

Annual Cash Flow for the Father:
Assuming Old Laws and then the New Laws
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1 Half the annual mortSage payment is 51,612, and half rhe operatinS erpenses are 5900.
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