BUSINESS ORGANIZATION’S EFFECT ON TAXES

When you start a new business, one of the first choices you must make is how to organize the business.  Depending on your state’s laws, you may have as many as five different choices – each with its own legal and tax implications.  The five basic business setups are:


1.
Sole proprietorships


2.
Partnerships


3.
Regular C corporations


4.
S corporations


5.
Limited liability companies

Too often, however, business owners make this important choice by default.  For example, if an individual starts a business and does not make an affirmative choice, the business will be treated as a sole proprietorship for both legal and tax purposes.  But is that the right choice?

We will address the pros and cons of each of these business arrangements.  Additionally, we will look at some other important issues you will face as your business expands and grows.

The Choice of a Business Entity

When you start a business, your first priorities are to keep it going and to earn a decent living from it.  The business’s organization is often an afterthought.  But the way your business is organized can help its survival, or put a drag on its bottom line.  Following is rundown of the five basic business formats and what they can do for you.

Sole Proprietorship

Businesses often start as sole proprietorships.  An individual entrepreneur is automatically treated as a sole proprietorship unless he or she chooses another format.  As a sole proprietorship, you make all the decisions, take all the responsibility, reap all the profits, and suffer all the losses.

This type of setup is for the red-tape shy.  Your bookkeeping, legal, and tax responsibilities are simplified.  You file only one income tax return, and you can use business losses to shelter your other income.

Unlimited liability
A sole proprietorship has its downside too – namely, unlimited liability.  There’s no dividing line between you and your business.  You are personally responsible for all its debts, even if they exceed your investment in the business.  And no corporate entity stands between you and a lawsuit.  You’re it.

Tax implications
Just because you file only an individual income tax return doesn’t mean you are off the hook for keeping good tax records for your business.  You must still track all business income and expenses.  Additionally, most tax-free fringe benefits are available only to employees, and a sole proprietor is not considered an employee of the business.  If you incorporate, you can become an employee of your corporation.

As a sole proprietor, you can deduct bona fide business expenses, but not benefits like life or disability insurance.  Sole proprietorships get a deduction, however, for their health insurance costs.  And sole proprietors can deduct contributions to certain types of tax-qualified retirement plans.

Partnerships

Moving up in complexity, we come to partnerships.  Partnerships do not pay federal or state income taxes.   Profits or losses pass through to the individual partners, who pay the taxes on their personal returns.  The partnership does not file an income tax return, but it must file an information return with the IRS each year and send the information to the individual partners.

To form a partnership, two or more people agree to pool certain assets, labor, or both to operate a joint profit-making business.  But a partnership may have as many bosses as there are partners, and chaos can result without proper organization.  The Uniform Partnership Act (UPA), which is legally enforceable in virtually all states, has established rules guiding partners’ actions.  Unless your partnership has specific rules to the contrary, the courts will use the UPA to settle legal disputes among the partners.

Shared liability
One UPA principle is that, for business purposes, each partner is considered an agent of the partnership.  Thus, you can be bound by another partner’s actions.  Additionally, if one of your partners causes loss or injury while engaged in partnership business, you and any other partners may be held personally liable.  You may also be held responsible for business debts of the partnership.

Unlike a sole proprietorship, a partnership does not allow you to make business decisions alone.  Unless your partnership agreement says otherwise, each partner has an equal role in management.  Many business decisions can’t be made without the agreement of all the partners.

C Corporations

Entrepreneurs incorporate when they want the business to be a separate legal entity.  A corporation is chartered by its state and is subject to state regulations.  Your right to operate as you see fit is restricted.  You must comply with laws covering matters such as election of directors, reports to stockholders, and annual meetings.  Formal records often must be kept of decisions and actions by directors and officers.  Laws even govern the name you choose for your corporation.

Limited liability
But loss of some control is often a worthwhile trade-off.  If your line of business is vulnerable to lawsuits, a corporation protects your personal assets from liability.  But watch out:  A corporation won’t shield you from personal responsibility for professional malpractice or a pattern of negligence on your part.

Continuity of life
Unlike a sole proprietorship or partnership, a corporation has a life of its own.  The death or withdrawal of an owner does not terminate the corporation.  Stock in the corporation can be sold or passed on to the owner’s heirs.

Financing

Corporations can acquire capital by issuing stocks and bonds.  Lending institutions tend to make loans more readily available to corporations, although they often require stockholders to guarantee loans personally and/or offer their personal assets as collateral.  Raising capital can be more difficult for sole proprietorships and partners.

Tax implications
When a business incorporates, it is automatically a regular C corporation.  With this format, your corporation is a separate taxpaying entity.  It files its own return to report income and expenses, and it is taxed on its earnings.  Profits are subject to the graduated corporate tax rates.  C corporations can deduct the cost of certain tax-free employee fringe benefits for owner-employees, such as health insurance and group-term life insurance.

Double tax:
However, C corporations have one big disadvantage.  When corporate earnings are paid out as dividends, they are taxed to the corporation’s shareholders.  So, in effect, the dividends are taxed twice.

C corporation owners can escape this double tax to some degree by paying out income as salary and deducting it from the corporation’s earnings.  But, the IRS rules say that C corporations can deduct only a “reasonable” amount of compensation for an owner’s services.  Amounts over and above what’s reasonable compensation will be viewed as disguised dividends.

C corporations can also avoid the double tax by accumulating income in the corporate coffers.  C corporations can be penalized, however, if they accumulate more than $250,000 ($150,000 for personal service corporations) without documenting a specific purpose for the cash hoard.

Bear in mind, that double taxation is only a problem for corporations that actually pay dividends. Many smaller companies – especially those that are growing – go for years without paying any dividends at all.  They can justify substantial salaries, fringe benefits, and bonuses, which the corporation can deduct, to their owner-employees.  The remainder of the profits may be reinvested in the business.

S Corporations

An S corporation offers its owners the limited liability of a corporate format, but without the double tax on corporate earnings.  Like a partnership, an S corporation is a pass-through entity for tax purposes.  Instead of paying tax at the corporate level, all income and losses pass through to the shareholders who report them on their personal returns.

An S corporation may be particularly appropriate for a start-up corporation that expects losses in the early years.  Losses pass through to the shareholders and can be used by them to offset their other income.  When the corporation starts turning a profit, the owners can consider C status.

The pass-through feature, however, isn’t good for everyone.  If a shareholder-owner is in the highest 35 percent federal tax bracket, the tax at the shareholder level may be higher than the tax that would be paid at corporate rates.  Even profits that are never removed from the corporation will be taxed to the owners.

S corporations are a creature of the federal tax law and corporations must apply to the IRS for S status.  In addition, there are strict limits on the number and types of shareholders an S corporation may have and on the type of stock it may issue.  Recent law changes added greater flexibility by easing some of these restrictions; for example, S corporations may now have as many as 100 shareholders (up from 75).


S corporation alert:
Many states recognize S corporations for state tax purposes.  Their laws, however, may be stuck in a time warp.  Changes to the federal law may not be automatically incorporated into state S corporations laws.  For example, some states may not yet recognize S corporations that have more than 75 shareholders, even though the limit has been raised to 100 shareholders for federal tax purposes.  Check with your professional advisor on the S corporations rules in your state.

Limited Liability Companies

Limited liability companies (LLC’s) are the new kids on the block, although they are now recognized in almost all states.  LLC’s combine the features of a corporation and a partnership.  Like a corporation, an LLC provides limited liability and continuity of life for its owners.  Most LLC’s are set up, however, so that they have the same pass-through tax treatment of a partnership.

Check the box:    In the past, LLC’s (and certain other incorporated businesses) had to request individual rulings from the IRS to get partnership-type, pass-through treatment.  The IRS has issued new regulations, however, that streamline the process.  Many business organizations can now simply check off their preferred tax treatment when applying.

An unincorporated business, such as an LLC, with at least two owners can choose to be treated either as a partnership or as an association that’s taxable as a corporation.  A business with a single owner can choose to be taxed as a corporation or to be disregarded as an entity separate from its owner (e.g., the business will be taxed as a sole proprietorship).

The IRS regulations set up a default classification scheme that’s designed to provide most businesses with the classification they would choose without requiring an affirmative election:

· Domestic businesses with two or more members will be treated as a partnership by default.
· Domestic businesses with one owner will be disregarded for tax purposes (e.g., treated as a sole proprietorship) unless the owner makes an election to have the business taxed as a corporation.

· Foreign businesses will be treated as a partnership (or as a sole proprietorship if there is only one owner) if any owner is personally liable for the business’s debts.  If all owners have limited liability, the business will be taxed as an association.

Election rules
  If a business does not want the default classification, it will generally have to file an election to obtain the classification it wants.  

Businesses that want to elect a classification other than the default must file IRS Form 8832, Entity Classification Election.
Warning:
  Changing a business’s tax classification can have tax side effects.  The IRS has released new proposed regulations that explain how classification changes will be treated for tax purposes.  For example, if a business that is classified as a corporation elects to be classified as a partnership, that change will be treated as a liquidation of the business and formation of a new partnership.  As a result, the business’s owners will have taxable gain on the liquidation to the extent of the difference between the fair market value of the business assets and their investment (basis) in the business.

Step-by-Step Guide to Setting Up a Corporation

Although setting up a corporation may sound complicated, it isn’t really that difficult.  That doesn’t mean, however, that it’s a do-it-yourself job.  Although some business owners incorporate without legal help, such action can prove to be a false economy.  Legal fees for setting up a corporation aren’t ordinarily that high.  And the risks of going it alone can easily outweigh the savings.  You may slip up on one or more details that could invalidate your corporate status.

Your lawyer will depend on you, however, for much of the information needed to incorporate your business.  So it’s important for you to know what’s involved in the process.

Preliminary details
  Even the simplest factors, such as place of incorporation and the name of your company, can be confusing.  Say you’ve heard that companies often incorporate in states far from their home offices, and you wonder if you should follow suit.  Are there advantages to incorporating your business in Delaware, Nevada, or other states that are noted for liberal regulation of corporate activities?

The answer depends largely on the size and extent of your operation.  Big companies involved in interstate commerce sometimes find it worthwhile to incorporate in a liberal state.  But small companies have little to gain by leaving home; in fact, they may incur extra costs.  If you run a small company with much of your business confined to your home state, you should probably incorporate there.  A corporate charter granted elsewhere may make your company a foreign corporation in your own state.  That legal designation may make you liable for licensing fees and may complicate your operations in other ways.

Naming your corporation may be a bigger chore than choosing where to charter it.  If you have been running your business as a sole proprietorship or partnership, your current name is sure to be inadequate because most states require your name to include an indication of your corporate status.  So, at the very least, you’ll have to tack on “Corp.” or “Inc.”  In some cases, you’ll have to make more substantive changes.  Most states won’t let you incorporate under a name that’s identical or similar to the name of another corporation.  Some states also prohibit the use of certain words in corporate titles; for example, New York bans a few dozen words, including “benefit” or “bond.”

Most states offer an easy way to check on whether a name is available and allow you to reserve a name until you file your application for a corporate charter.  You will have to select a few different names, list them in order of preference, and send them to your Secretary of State.  When you get a response telling you which name you may use, you can follow up by asking to have the name reserved.  You can usually reserve a name for a couple of months.

Articles of incorporation
You must file an application titled Articles of Incorporation for corporate status.  To complete the application, you’ll have to consider several questions.  For example:

· How much stock do you plan to issue?   Your legal or financial advisors will probably suggest an amount of authorized stock that seems higher than you think you need.  Although you may pay an upfront cost for authorizing additional stock, it will probably prove to be a smart move in the long run.  A corporation cannot issue more stock than its certificate of incorporation authorizes.  If you base the authorized stock on just your current needs, you may have to amend you certificate of incorporation to issue additional stock.

· Do you plan to issue more than one class of stock?    A corporation can issue different kinds of stock.  For example, you may want to issue both common stock, which carries voting privileges, and preferred shares, which carry no voting privilege but have priority rights to dividends.  Watch out:  If you plan to elect S corporation status, you can issue only one class of stock.

· What is your corporate purpose?    Your articles of incorporation must include a statement of your corporate purpose.  As you compose this statement, consider not only the business in which your corporation will initially engage, but also possible future activities.  Your corporate charter sets the legal limits on the kinds of business your corporation may conduct, so it’s wise to write as broad a statement as the rules of your state allow.

In many states a broad statement is easy to write because you are allowed to describe purpose in very general terms and to use commonly accepted phrases, such as “any lawful act or activity for which corporations may be organized.”  Such a statement will allow you to handle any product line or services without the need for amendments as your business expands.

Some states require further information.  You may need to give the number of directors (usually a minimum of three) along with their names and addresses, and you may be asked to identify the corporate officers.

Most of the additional information called for in the Articles of Incorporation is simple and factual, but accuracy is essential.  Even a small error may raise doubts about the legitimacy of your corporate status.

Your completed application, signed by the incorporators and notarized, must be sent to your Secretary of State along with the appropriate fees.  If your application passes the state’s examination, you’ll be mailed a certificate of incorporation or charter, validated by an official stamp.  This formal notice or your corporate status includes a summary of your company’s purpose, powers, and privileges.  The corporation’s life ordinarily begins either when the Secretary of State files the certificate or when a certified copy is filed with your county clerk.  In some states, however, the corporation’s start-up hinges on the meeting to elect the board of directors and to adopt the corporate bylaws.

Corporate bylaws
The Model Business Corporation Act (a standardized set of rules developed by the American Bar Association and accepted by many states) calls for adoption of the bylaws by the board of directors at the corporation’s first organizational meeting.

There’s some overlap between the Articles of Incorporation and your corporate bylaws, as well as significant differences.  The Articles create the corporation and provide the overall framework.  The bylaws fill in the details.

Think of your corporation’s bylaws as the rules and regulations by which you have chosen to run your corporation.  Bylaws aren’t hard to prepare, and the law lets you tailor them to meet your company’s specific needs and circumstances.  But the bylaws can’t conflict with state law or your Articles of Incorporation.  If a conflict exists, state law or the Articles of Incorporation will control (in that order).

Article One:  Your business offices – In your Articles of Incorporation you will have given the address of your registered office and agent.  The registered office must be within the state of incorporation.  The purpose of the registered office and agent is to name the person and place where the corporation should receive official notice if the company is sued.  You may, however, have additional offices where you conduct your company’s business.  The location of these additional offices should be stated in Article One of your bylaws.

Article Two:  Shareholders – The second article usually deals with the rights of shareholders.  Corporations generally hold an annual meeting to elect the corporation’s directors and to conduct any other business that requires a vote of the shareholders.  The bylaws establish a time and a place for this meeting.  It’s best to pick a day of the week and the month, such as “the second Wednesday in May,” rather then a specific date to avoid having the meeting date fall on a weekend or holiday.  The date should be set long enough after the close of the corporation’s fiscal year so that financial records for the preceding year will be available at or before the meeting.

If you wish, your bylaws can specify additional regular shareholder meetings.  In most small corporations, however, the shareholders are also directors and officers who meet regularly to discuss the business matters.  So additional meetings as shareholders are unnecessary.

The bylaws should describe how special shareholder meetings can be called. Special meetings are necessary when an unexpected event required a shareholder response.  For example, if you get an offer to buy the corporation, you’ll need shareholder approval to accept it.  The board of directors is usually authorized to call a special meeting.  The bylaws can also empower other people, such as the corporation’s president or a percentage of shareholders, to call a special meeting.  It’s best to strike a balance between having enough people authorized to call a meeting to respond to emergencies, but not so many that meetings can be called for minor matters.

The bylaws should specify how notice of the meetings will be given.  Unless the bylaws state differently, the Model Corporation Act calls for an advance written notice describing the date, place, and time of the meeting to be given to each shareholder of record who is entitled to vote.  The Act provides that the notice must be given more than nine days and less than 51 days before the meeting date.

Bylaws usually do not require the notice of the annual meeting to include its purpose.  The Model Corporation Act provides that shareholders should be notified, however, if they will be asked to vote on an amendment to the articles of incorporation, a merger, a sale of assets, or a dissolution of the corporation.  When a special meeting is called, the bylaws should require the notice to state the purpose of the meeting.  That requirement keeps the stockholders who attend the meeting from taking major steps that were not included in the notice.  Bylaws usually allow special meetings to be called on short notice.

The bylaws must also establish voting rights and procedures.  They should establish a quorum – the number of shares (not shareholders) that must be represented before a shareholder’s meeting may properly transact business.  Usually, a majority is required, but some small corporations prefer a higher quorum to protect minority shareholders.  If there is no quorum, the meeting must be adjourned until a quorum is assembled.

Article Three:  Directors – Directors of a corporation are elected at the shareholders’ annual meeting or by shareholders acting by unanimous written consent.


The bylaws can establish:


•
How many directors there are and their terms of office (Generally, the minimum number of directors is three, unless there are fewer than three shareholders.  In that case, the number of directors should equal the number of shareholders.)


•
Procedures for resignation of a director


•
Procedures for filling a vacancy


•
Procedures for removing a director (If the bylaws don’t specify otherwise, most state laws provide that a director can be removed only for cause.  In small corporations, shareholders may want the authority to remove directors by vote without cause.)


•
Procedures for increasing the number of directors


•
Whether compensation will be paid to directors and, if so, how much 


•
Meeting requirements, including how often the board will meet, what type of notice is required, procedures for calling a special board meeting, quorum requirements, and the vote to carry a motion (As with shareholder meetings, the common choice is to require a majority of directors to constitute a quorum and to pass a motion.   Greater-than-majority quorum and voting requirements, however, can be used to protect minority interests on the board.)


•
Whether directors can take corporate action without a board meeting

Article Four:  Officers – Although the board of directors is responsible for managing the corporation and making the basic policy decisions, the corporation’s day-to-day affairs are run by the company’s officers.  The bylaws should designate:


•
Titles and duties of the officers.  The usual choices are president, vice-president, secretary, and treasurer.  Typical bylaws empower the board or the shareholders to create additional offices as necessary.


•
How the officers are selected.  The Model Corporation Act provides that officers are elected by the board in the manner and time provided by the bylaws.


•
Length of the officers’ terms.


•
How officers are removed.  If the bylaws don’t deal with this issue, the Model Act says that an officer may be removed by the board of directors when it determines that removal will serve the best interests of the corporation.  Although an officer generally holds office until the next annual meeting of the board, the bylaws should provide that appointment to an office does not create contractual rights.

Article Five:  Financial matters – The fifth article is generally devoted to financial concerns, such as stock certificates and the declaration of dividends.  It also states who has the authority to enter into contracts on behalf of the corporation and to issue and sign checks.  Your bylaws can require all contracts to be approved by your board of directors.  It’s usually more convenient, however, to delegate authority to enter into ordinary contracts to the president and to require board approval only for extraordinary contracts.  Bylaws generally require, however, that loans made by the corporation be authorized by the board.

Article Six:  Amendments – Bylaws should always state how they can be amended.  Most corporations provide that bylaw amendments must be approved either by a majority of the shareholders at an annual or special meeting, or by a majority of directors.

Is S Status Right for Your Corporation?
In recent years, the pros and cons of S corporations have been seesawing.  Personal tax rates are clearly the pivot, but other considerations can also shift the balance.  Given the amount of dollars at stake, it’s more important than ever to reassess which operating format will work best for your business.

The key feature of an S corporation is the pass-through factor:  Profits pass through to the shareholders and are taxed only once, at their personal rates.  Equally important, losses also pass through to the shareholders, who can use them to offset other income.

By contrast, regular C corporations can’t pass losses through to shareholders.  Moreover, their profits are taxed twice – first at the corporate level and, again, when shareholders receive them as dividends.

The top tax rate for corporations equals 35% for tax years after 1992.  Corporate taxable income is subject to tax under the following graduated rate system in tax years starting after 1992:

If taxable income is:
The tax is:

Over

but not over-


$                     0
$        50,000
15% of taxable income

$            50,000
$        75,000
$7,500 + 25% of excess over $50,000

$            75,000
$      100,000
$13,750 + 34% of excess over $75,000

$          100,000
$      335,000
$22,250 + 39% of excess over $100,000

$          335,000
$ 10,000,000
$113,900 + 34% of excess over $335,000

$     10,000,000
$ 15,000,000
$3,400,000 + 35% of excess over $10,000,000

$     15,000,000
$ 18,333,333
$5,150,000 + 38% of excess over $15,000,000

$     18,333,333
-
35% of taxable income

Surtaxes that phase out the benefits of the lower tax brackets effectively create tax brackets that are higher than 35%.  The 39% bracket is the result of a 5% surtax imposed on a corporation’s taxable income between $100,000 and $335,000.  This surtax phases out the benefit of the 15% and 25% rates for high-income corporations.  Corporations with taxable income between $335,000 and $10,000,000, in effect, pay a flat tax at a 34% rate.  The 38% bracket results from a 3% surtax on corporate taxable income in the $15 million to $18.3 million range.  It phases out the 34% rate – leaving corporations with income above that range paying tax at a flat 35%.

The opportunity for shareholders to deduct S corporation losses hasn’t been damaged by changing tax rates, and it remains an important advantage of S status.  In fact, higher personal rates make pass-through losses and deductions more valuable.  By comparison, a C corporation can’t take a net operating loss deduction until it shows a profit.  Although it can carry back losses three years and carry them forward 15 years, that’s often of little value to a start-up:  It has no years to carry back to and no certainty it will last long enough to benefit from carryforward loss deductions.

Nontax Advantages

The S corporation also shares three important nontax advantages with a C corporation:

1. Limited liability – If someone gets hurt on your business premises or if your company goes under, the shareholders’ personal assets can’t be tapped.

2. Easy transfer of ownership – You can transfer the business simply by changing stock ownership.

3. Continuity – If an owner dies or retires, the corporation continues to exist.

Tax Advantages

For many years, the conventional wisdom has been to start as an S corporation and stay that way unless you see a good reason to switch.  But when the top personal tax rate rose to 39.6 percent, exceeding the top rate for small corporations of 34 percent, S corporation shareholders were advised to look again at whether S corporation status still stacked up in light of the pass-through consideration.

Pass-through income vs. double tax     Although operating as a C corporation because of the lower corporate tax rate may be tempting – and in many cases valid – the double tax usually ends up costing  more.

Example:  Fred owns Capital Computers, an S corporation.  His company paid him $300,000 in salary and distributed $100,000 to him in corporate profits.  Assume Fred’s other income and deductions offset each other.  The $400,000 taxable income he’s left with is subject to graduated tax rates, with the last $73,550 taxed at the top rate of 35 percent.  If he’s married and filing jointly, his total tax would be $138,333.

Now suppose Fred decides to change to C status.  Capital Computers continues to give him $300,000 in salary, but it keeps the $100,000 in profits.  Fred pays $92,403 in taxes on the salary, while the corporation pays $22,250 on its $100,000 profits.  If Fred leaves the remaining $77,750 of after-tax profits in the corporation, his and the corporation’s combined tax for the year is $114,653 - $23,680 less than he’d pay as an S corporation shareholder.

Income splitting:   By taking some of his C corporation’s revenues for himself and leaving some in the corporation, Fred is essentially splitting income with his company.  He therefore gets the benefit of graduated rates twice – on both his personal and corporate returns.

But Fred saves money only as long as he keeps the profits in the corporation.  Once he takes them out as dividends at any time, he’ll owe additional taxes on $30,789, if he’s still in the top bracket.  His total tax as a C corporation would be $13,439 more than he’d pay as an S corporation shareholder.  The tax on dividends could be reduced if Fred waits to take them until he’s in a lower bracket, or if he keeps profits in the corporation until he sells it, thus, getting the advantage of the lower capital gains rate.

Retaining profits:    Another consideration is whether the corporation can use the profits to improve its operation or to expand.  If that’s the case, the return on the money kept by the corporation could more than offset any future tax.
For example, Fred wants to use his business profits to expand Capital Computers.  If Capital Computers is an S corporation, Fred will first have to pay tax on all its profits even though some money will be reinvested in the corporation.  As a C corporation, Capital Computers can simply retain the amount needed for expansion and pay tax at the lower corporate rate.  Eventually, Fred might decide to take out the original profits, plus additional profits earned by that money.  Although personal taxes would then be due, Fred might still come out ahead because of the extra earnings.

In general, corporations that need large infusions of capital, such as manufacturers or growing retail operations, do well as C corporations.  This format lets them keep needed funds in the corporation and avoid high personal tax rates – at least for awhile.  By comparison, corporations with minimal capital needs, such as small service firms, do better as S corporations.  Because the corporation has no use for the money, the owners come out ahead by avoiding the double tax.

A S corporation owner who occasionally needs to reinvest some profits can keep taxes down with careful planning.  Rather than taking profits out of the corporation one year and reinvesting the next year, the corporation can buy equipment and make other capital expenditures in years when the corporation has high earnings.  That way, less income will pass through to the shareholders.

C  corporations may accumulate up to $250,000 of profits ($150,000 for personal service corporations) without any problems.  Above that, they face a special accumulated-earnings tax, unless they can show a “reasonable business purpose” for the cash buildup.  A reasonable business purpose can include business expansion, diversification and plant replacement, self-insurance for product-liability suits, stock redemption’s, working capital, contingencies, and debt retirement.  S corporations don’t have to worry about the accumulated-earnings tax.  Their profits don’t accumulate because they pass through to the shareholders.

Tax year   C corporations offer more flexibility than S corporations in choosing a tax year.  A C corporation can choose any tax year.  S corporations generally have to follow the calendar year.  This is because most shareholders will be on a calendar year, corporate income will pass through to shareholders in the same year the corporation earns it.  If the S corporation’s year ended earlier than the shareholders’ year, the shareholder-level tax on the passed-through income could be deferred.  For example, if an S corporation’s year ended in June 2004, only income earned by the corporation in the first half of 2004 would show up on shareholders’ 2004 returns.  The income for the second half of 2004 would not be taxed to the shareholders until 2005 and would not be reported to the IRS until the shareholders file their returns in April of 2006.

The tax law allows S corporations to make a special election to end their tax years on the last day of September, October, or November.  If an S corporation makes this election, however, it must make special required payments to offset the tax deferral.  In some cases, S corporations that receive at least 25 percent of their gross receipts in two months of the year can time their year ends to their natural business cycles.

Because a C corporation can follow any year and can hold profits until it’s ready to distribute them, it gives you more control than does an S corporation over when to report income on your personal return.

Qualifying for S Status
Your company can elect S status as a small business corporation regardless of how much it earns, how many employees it has, or how much capital is invested in it.  S corporations are creatures of the tax law, however, and must meet specific tax law eligibility requirements.  Recent legislation significantly liberalized the requirements for S status, but, as noted earlier in this chapter, not all states have amended their S corporation laws to incorporate those changes.

To qualify for S corporation status, a corporation must meet all of the following requirements:


•
It must be a domestic corporation that is not an ineligible corporation (e.g., certain financial institutions, insurance companies, and corporations that operate abroad).  Before 1997, a corporation could not elect S status if it owned more than 80 percent of the stock of another S corporation or a C corporation.  However, a law change provided that C corporations may now own more than 80 percent of another C corporation.  Additionally, an S corporation may now own a “qualified S corporation subsidiary.”  The parent S corporation must own 100 percent of the subsidiary’s stock and the two corporations must elect to be taxed as a single entity.

•
It must have no more than 100 shareholders (up from 75 stockholders for years after 1997).  In general, if shares are owned jointly, each joint owner counts as a separate shareholder.  A husband and wife are always treated as one shareholder, however, whether they own their shares individually or jointly.

TAX TIP: A corporation will lose its S status if it has more than 100 shareholders.  A corporation can have its shareholders enter into a buy-sell agreement that would prevent them from selling or bequeathing their stock to more than the permitted number of shareholders.


•
It must have only individuals, bankruptcy, estates, decedent’s estates, or certain qualifying trusts as shareholders.


•
It must have only one class of stock.

How to Elect S Status

A corporation must affirmatively elect S corporation tax treatment.  The election can be made at any time during the entire year before the year the election is to take effect.  It can also be made on or before the 15th Day of the third month of the election year (March 15 for calendar-year corporations).  All shareholders of the corporation must consent to the S election.  The election is made by filing Form 2553, Election by Small Business Corporation, with the Internal Revenue Service.

How to Terminate S Status

There are three ways to revoke S status:

1. Elective termination – Shareholders owning more than half the stock must consent to the decision to terminate.

2. Automatic termination – If your corporation violates the regulations, your S status will be automatically terminated.  Examples of violations include having more than 100 shareholders or inadvertently creating a second class of stock.

3. Having excessive passive income – This possibility exists only for a company that began as a C corporation, accumulated C corporation earnings and profits, then switched to S status.  In such a case, termination will occur if interest, dividends, royalties, and so on from passive (investment) income exceeds 25 percent of gross receipts for three years in a row.

Generally, you can’t elect S status again for five years once you’ve terminated it.  But the IRS may allow you to reelect sooner in certain cases; for example, if there was a change in majority ownership, or if your termination was accidental and you corrected the problem in a reasonable time.  If the termination of S status was inadvertent, and you agree to certain tax adjustments, the IRS may agree to treat your S corporations as if the termination never happened.

S Corporation Taxes

The federal income tax treatment of S corporation shareholders is much the same as for partners in a partnership:  As a shareholder, you report your proportionate share of the corporation’s different types of income, losses, deductions, and credits as if you earned them directly.  Thus, you report long-term capital gains in proportion to your stock ownership and take your share of the corporate deductions, such as for charitable contributions.

The share of each taxable item is calculated on a per-share, per-day basis. This is easy to do in years when ownership stays the same:  You simply multiply each item by your percentage of outstanding shares.

Jump-Start Your Write-Offs for Business
Start-up Costs

You begin incurring costs the minute you start a new business.  But the tax law says that you can’t amortize them (i.e., you can deduct them over a period of time), provided you make an election with your businesses first tax return.  If you don’t make an election, you have to capitalize your start-up costs (i.e., you must add them to your tax basis in your business).

Unless you start a business you intend to sell relatively soon, it’s best to amortize your start-up costs.  Capital costs that are added to your basis do not provide any tax benefit until you sell.


What are start-up costs?  Start-up costs that can be amortized include any amount you incur for:

· Investigations when you start up or take over a business

· Setting up the business

· Pre-opening costs to get the business going after you’ve set it up, but before its first day of operation

Only the costs that would have been allowed as deductible business expenses for an ongoing business are eligible for amortization.  Expenses you incur after you’re open for business are deductible in full as ordinary and necessary business expenses on the current year’s return.

Start-up costs might include costs for market surveys and analyses of available labor and supplies; travel and other costs for locating prospective distributors, suppliers, and customers; wages and salaries paid to trainees (and their trainers) prior to opening; salaries and fees for consultants and professional services; and pre-opening advertising costs.

Organization costs directly connected with the creation of the business are also included in start-up costs.  For a corporation, these might include state incorporation fees, accounting and legal services, and the cost of organizational meetings.  The costs of issuing and selling stock can’t be amortized - they must be capitalized.

Electing to amortize     You must amortize start-up costs over a period of at least 180 months.  You can choose different periods for different types of costs:  organizational costs and pre-opening wages, for example.  But once you’ve picked an amortization period, you can’t change it.

You make the amortization election on Part II of Form 4562, Depreciation and Amortization.  Attach a separate statement for each type of cost, showing the amount of the costs, what they were for, the date incurred, the month you started or acquired the business, and the number of months - at least 180 - over which you want to amortize them.  If you do not file the statements with your business’s first return, you will have to capitalize the start-up expenses.

Business start-up costs and organizational costs of corporations and partnerships paid or incurred after October 22, 2004, can each be deducted up to $5,000.  This amount is reduced by the amount by which the start-up costs exceed $50,000.
Timing problem     In the past, new businesses that wanted to make the election could get caught in a Catch-22 situation.  The law says the election must be made not later than the original return due date for the year the business starts - it can’t be made on an amended return.  However, great minds can disagree on when a business actually starts.

For example, a new business owner decided his business was up and running in July 1995.  As far as the business owner was concerned, all expenses incurred after that day were regular business expenses, not start-up costs. So he claimed an immediate deduction for all of the expenses.  A few years later, the business is audited by the IRS - and the IRS contends the business was not operational until January 1998.  So, all the expenses incurred prior to that date were nondeductible start-up expenses.  What’s more, the business owner could no longer make the election to amortize the expenses.  That election had to be made on the business’ 1995 return - which was filed long before the IRS audit.

Fortunately, the IRS has proposed regulations that would take the guess work out of the start-up cost election.  The regulations permit a business owner to make the election as soon as he incurs expenses - even if he has not yet opened his doors for business.  Once the owner makes the election, it would be good for all subsequent years.  The business owner simply claims a 180-month write-off for all expenses incurred prior to the business start date he has determined.  If the IRS later claims the business started at a later date, more expenses will be thrown into the 180-month write-off pot.  But at least they won’t have to be capitalized and deferred until the business is sold.

Key point:  If you have any doubts about the starting point for a business, make the election for the earliest possible year.  Under the regulations, the election will be valid whether the business is deemed to start in that year or in a later year.

Jump start:  One way to jump-start your write-offs is to open your doors for business as soon as possible.  Once you’re up and running (even on a small scale), you can begin to claim your amortization deductions; any subsequent costs you incur are treated as currently deductible business expenses.

Suppose you want to start a full-service computer business.  You plan to offer everything from hardware to software to repair services.  You’ve found a location and lined up some suppliers, but you still have to hire a repair person and investigate additional products and suppliers.  If you open your doors for business and make a few sales, you’re “in business.”  Any costs you incur to train personnel, investigate suppliers, and expand your services will be currently deductible.

Business organizational costs     In addition to start-up costs, there is also a 180-month write-off break for corporate organizational expenses.  Eligible expenses include the costs of temporary directors, organizational meetings, incorporation fees, and professional services.  Organizational costs do not include the costs of issuing or selling stock or transferring assets to the corporation.

A corporation may elect to amortize its organizational costs over a period of 180 months or more, starting with the first month the corporation engages in business.  If a corporation doesn’t make the election, it must capitalize the expenses and it can deduct them only in the year the corporation liquidates.  The election must be made no later than the due date (including extensions) of the return for the first tax year the corporation actively engages in business.  Once the corporation elects an amortization period, it can’t be changed.

The Five Fatal Mistakes of New Business Owners

It’s a rare business owner who hasn’t learned a few lessons in the school of hard knocks.  And it’s probably impossible - maybe not even desirable - to avoid all mistakes.  But you don’t have to learn everything the hard way.  If you’re starting a business or expanding one, here are five basic mistakes to avoid:

1. Discounting the importance of a business plan.   Many entrepreneurs tend to fly blind.  It sounds appealing - not having to deal with a lot of bureaucratic red tape, doing what you want when you want, or changing course in midstream if you feel like it.  But this is probably one of the most common mistakes new business owners make.  Even a novice pilot knows to file a flight plan, and a novice business owner also needs to plot a direction for their business by using a business plan.

The problem is that entrepreneurs get impatient.  Doing paperwork seems wimpy when you’d rather be charging into battle.  But putting your plan on paper isn’t just an academic exercise - it’s a major learning process.  It forces you to analyze and understand your business, the industry, present and future trends, your competition, and your market.

A well-designed business plan makes you calculate the expenses needed to produce your product or service, the profit you need to make it worthwhile, sales you will have to generate, and the costs of finding customers.

And where will the money come from to get you your first sale?  You’ll need cash from another source until the new or expanded business produces enough to support itself and you.  If you expect to borrow funds, the bank or other lender doesn’t want pie-in-the-sky promises.  You will need solid data and research to prove that investing in your business is a wise and profitable move.

2. Basing your business projections on unrealistic assumptions.   Entrepreneur Ed created a line of sleek and compact, high-quality, stainless-steel bakeware.  He decided to market it to young, sophisticated professional who he believed would appreciate his functional art.  He poured money into manufacturing and advertising.  But now he can’t figure out why the bakeware isn’t selling.

Ed made a common mistake.  He made assumptions about who would buy his bakeware without researching the market.  If he had studied his target market - young professionals who could afford his expensive products - he would have learned an interesting fact:  Most of them rarely see the insides of their ovens.  They put in 60-hour workweeks and usually reheat takeout dinners in their microwaves, which can’t handle metal cookware.

Like many entrepreneurs, Ed charged ahead without running a reality check on his assumptions and expectations.  Ed assumed his product told the whole story.  But Ed left out the most important part of the equation - the customer.  Building a better mousetrap won’t guarantee success if your customers don’t have mice.

3. Not making success part of your plan.  If your business takes off, can you handle it?  You need to plan how success will change your business, and how your business will adapt.  Business planning should be a continual process, not a onetime event.

A business isn’t static.  Your products or services will change, and that will reshape your business and where it is going.  Your customer base might change, and so might your competition.  When a business is failing, it’s important to ask why.  But asking why is just as important if you’re overwhelmed by success.  You’ll want to know why it happened, where you miscalculated, and what changed.  Perhaps you underestimated your market or overestimated your competition - or maybe you’re selling your product or service too cheaply.

Rapid growth is frequently a problem.  Too much business strains your operation if you can’t keep up with it.  And if you can’t deliver the goods and services you promise, you’ll lose the customers in the long run.  Hiring more employees to fill the demand may steer you into training and quality-control snags.

Not to mention the expense.  Employees must be paid from the beginning, even if the cash their work generates won’t come through for months.  Too rapid growth has caught many companies in a near-fatal cash squeeze.  Sometimes, for the sake of long-term growth, you have to pass on immediate growth opportunities to stay with what you can handle.

For example, Owner Owens has a pet shop.  He also makes doghouses to sell in the shop and through mail order.  These aren’t standard Rover-in-the-back-yard doghouses.  They’re works of art:   miniature English castles, French chateaux, Greek temples.  They sell for a high price, and Owens was so caught up in his success that he took on more orders than he could handle himself.  Now, he’s spending a fortune farming out work to local carpenters, but he’s not getting the high-quality work he needs.  Owens could have preserved his profit-margin (and his piece of mind) by limiting his sales now and expanding when he had the cash on hand to hire and train high-quality help.

4. Underestimating your competition.  Your competitors may deserve more respect than you give them.  If you think your product or service is so unique that competition is a nonissue, you are making an expensive mistake.  Others can copy your idea or improve on it so fast that they can put you out of business.

Even if you can handle your competitors, you should still pay attention to them.  They may be more sensitive to the economic environment than you are, and they can serve as an ideal early warning system for you.  Say a competitor is running into trouble getting customers to pay on time.  You don’t have to wait for your own collection troubles to begin.  You can immediately start getting credit reports on new customers and call those who fall behind on payments.

You can also learn a lot from the competition if you’re running into problems and they’re not.  It’s time to take a good hard look at what you are doing and why it’s not working.  If you can’t find what’s wrong, you might be wise to ask an impartial outsider to analyze the situation and suggest improvements.

5. Ignoring responsibilities that come with owning a business.   Workers often dream of becoming entrepreneurs to escape red tape.  “With my own business, I wouldn’t have to put up with this nonsense; I could get some work done,” runs the common complaint.  But there are more responsibilities, not less, when you own your own business because the buck stops with you.

Regulatory burdens and taxes are major challenges to small businesses, and there’s no way, legally, to avoid dealing with them.  The tax law provides some breaks for small businesses, but every deduction or credit you claim requires strict compliance with the rules.  And if you have employees, the rules multiply.  From payroll taxes to overtime wages, you must learn to abide by the rules.

Get “Loss Insurance” When You Start a Corporation


Starting a corporation is a risky business, no matter how rosy the prospects appear to be.  Of course, you don’t embark on a new business venture expecting to lose money.  But with proper planning, you can at least make future losses easier to bear.  The key is issuing a special kind of stock called Section 1244 stock when you begin your corporation.

Congress created Section 1244 stock years ago to encourage business development by having the government share in your business risks.  If your business fails, Section 1244 allows you to deduct a loss on your stock as an ordinary loss, rather than as a less valuable capital loss.  Capital losses are deducted, on a dollar-for-dollar basis, from capital gains.  But if your capital losses exceed your capital gains, you can’t deduct more than $3,000 each year against ordinary income.  You can carry an excess loss over from year to year, but if your loss is a large one, it could take many years to write it off.  For example, if you have a $15,000 loss on the stock and no capital gains, you have to wait five years before you get your full write-off.

On the other hand, ordinary losses are deducted against your ordinary income (e.g., your salary or interest income).  So a $15,000 loss can be used right away to offset $15,000 of your salary and other ordinary income.  That could cut your tax bill by almost $6,000.

Qualifying for Section 1244      To receive favorable treatment under Section 1244:

· You must be the original owner of the stock.   You cannot buy the stock from some other shareholder.  The corporation must issue the stock directly from you.

· You must have acquired the stock for cash or property, not including others shares of stock.  You cannot receive the shares as compensation for your services.

· The stock must be issued by a “small business corporation.”  A corporation qualifies as a small business corporation if the total capital invested in the corporation at the time of the issue of  your stock (including the amount invested from the current issue) does not exceed $1,000,000.

· During the five years before you incur your loss, less than 50 percent of the corporation’s aggregate gross receipts can come from rents, royalties, dividends, and other investment income.  (If the corporation is not five years old, then the gross receipts test is applied to the years the corporation has been in existence.)

Section 1244 treatment is available for both common and preferred stock.  What’s more, Section 1244 protection is not limited to regular C corporations.  S corporations are eligible to issue Section 1244 stock if they otherwise qualify.

Best of both worlds     If you incur a loss from stock in a small business, Section 1244 provides tax relief.  But Section 1244 has no effect if you make a profit on the sale of stock in a small business.  In other words, you get the best of both worlds.  If you have a loss, it’s a fully deductible ordinary loss.  But if you make a profit, it still qualifies as favorable long-term capital gain (assuming you have owned the stock for more than one year).  Long-term capital gain is taxed at no more than a 20 percent rate, even though the tax on your other income can go as high as 35 percent.

Plan Now for a Big Tax Break When You Sell Your Stock

If you are starting a new corporation or expanding an existing small corporation by issuing additional stock, you can plan now to nail down a big capital gains tax break when and if the stock is sold.  The tax law says that if your stock qualifies as “small business stock,” you and other stockholders in your company can escape tax on one-half of your profits when the stock is sold.

Net effect:   When you sell the stock, the net long-term gain is taxed at an effective rate of no more than 10 percent - half the gain is not taxed at all and half is taxed at a top rate of 20 percent.  What’s more, for stockholders with more modest incomes, gain from small business stock is taxed at only 7.5 percent - half of the bottom 15 percent income tax rate.

What is small business stock?    It is any stock in a regular C corporation that meets six specific requirements:

1. The stock must be a newly issued and acquired after August 10, 1994, by a shareholder other than another C corporation (e.g., an individual or a pass-through entity, such as an S corporation, mutual fund, or partnership).

2. The stock must be held for at least five years before a sale.  A person who is given the stock or who inherits it during the five-year period, however, can tack on the time the stock was owned by another shareholder.  If the stock is owned by a pass-through entity, the tax break only applies to taxpayers who were owners of the entity when the stock was acquired and for five-years thereafter.

3. The stock must be purchased with money or with property other than stock in your corporation, or it must be awarded to an employee as compensation.  In other words, shareholders in your corporation can’t trade in their current stock for new stock that will qualify for the tax break.  And you can’t get around that rule by having your corporation issue new stock for cash and then buy back its old stock.

4. The corporation must have gross assets of $50 million or less on the date the stock is issued.  A corporation’s small business status is not loss if it grows beyond the $50-million threshold.  It can never issue small business stock again, however, even if the assets later fall below $50 million.

5. The corporation must engage in an active business.  It must use at least 80 percent or more of its assets in one or more businesses other than most types of professional services (e.g., accounting, law, or engineering), investing, farming, or mining.

6. The corporation cannot own significant real estate or securities.  A corporation is automatically off the hook here if real estate makes up 10 percent or less of its total assets, and if securities make up 10 percent of less of net losses.

Dollar limit:    If your business really takes off, there is a top limit on the amount of gain you and the other shareholders can exclude.  The limit is $10 million per shareholder or, if greater, ten times the amount the shareholder paid for the stock.
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	Sole Proprietorship 

	
	
	
	
	
	-- 

	Limitations on use 
	Yes, but smaller 
	No, unless more 
	No, unless more 
	No, unless more 
	No. 

	of cash method? 
	corporations and 
	than 35% of losses 
	than 35% of losses 
	than 35% of losses 
	

	
	PSCs can use cash 
	allocated to "limited 
	allocated to limited 
	allocated to "limited 
	

	
	method. 
	entrepreneurs.”
	partners. 
	entrepreneurs.”
	

	Limitations on use 
	Yes. 
	"N/A. Losses pass 
	N/A. Losses pass 
	N/A. Losses pass 
	N/A. 

	of NOLs and other 
	
	through to owners. 
	through to owners. 
	through to owners. 
	

	"tax attributes" after 
	
	
	
	
	

	ownership change? 
	
	
	
	
	

	Entity-level AMT? 
	Yes, but smaller 
	No, but AMT 
	No, but AMT 
	No, but AMT 
	No, but AMT informa- 

	
	corporations are 
	information must 
	information must be 
	information must be 
	tion can affect owner's 

	
	excepted. 
	be provided to 
	provided to 
	provided to 
	AMT calculation. 

	
	
	shareholders. 
	partners.
	members.
	

	Potential ability to 
	No. 
	Yes, within limits of 
	No. 
	No. 
	No, but may benefit 

	reduce payroll 
	
	reasonableness. 
	
	
	from employing owner's 

	taxes of owner- 
	
	
	
	
	children under age 18. 

	employees? 
	
	
	
	
	

	Potential favorable 
	No. 
	Yes. 
	Yes. 
	Yes. 
	Yes. 

	treatment of owner- 
	
	
	
	
	

	level interest 
	
	
	
	
	

	expense on debt to 
	
	
	
	
	

	inject capital or 
	
	
	
	
	

	acquire ownership 
	
	
	
	
	

	interest? 
	
	
	
	
	

	Double taxation at 
	Generally, yes. 
	Sometimes. 
	Rarely. 
	Sometimes. 
	No. 

	state and local tax 
	
	
	
	
	

	level? 
	
	
	
	
	

	Additional owner- 
	No. 
	No, even if owner 
	Yes. 
	Yes, but generally 
	N/A. but owner gets 

	level tax basis from 
	
	guarantees debt. 
	
	not for Section 465 
	basis from debt since 

	entity-level debt (for 
	
	
	
	at-risk purposes. 
	no entity exists. 

	loss deduction 
	
	
	
	
	

	purposes)? 
	
	
	
	
	

	
	
	
	- ,--- 
	

	Basis adjustments 
	No. 
	No. 
	Yes. 
	Yes. 
	N/A. 

	upon purchase of 
	
	
	
	
	

	ownership interest? 
	
	
	
	
	


	Issue 
	C Corp 
	S Corp 
	Partnership 
	Multi-member LLC 
	Sole Proprietorship 

	
	
	
	
	
	-- 

	A lot of flexibility 
	No. 
	No. 
	Yes. 
	Yes. 
	Yes. 

	to make tax-free 
	
	
	
	
	

	contributions and 
	
	
	
	
	

	distributions? 
	
	
	
	
	

	Ability to make spe- 
	No. 
	No. 
	Yes. 
	Yes. 
	N/A. 

	cial tax allocations 
	
	
	
	
	

	among owners? 
	
	
	
	
	

	Ability to shift entity 
	No. 
	To a degree, by 
	Yes, within limits of 
	Yes, within limits of 
	Yes, by employing 

	income among 
	
	manipulating 
	family partnership 
	family partnership 
	family members. 

	family member 
	
	wages of 
	rules. 
	rules. 
	

	owners? 
	
	employee-owners.
	
	
	

	Possibility of 
	N/A. 
	Yes. 
	N/A. 
	N/A. 
	N/A. 

	corporate-level . 
	
	
	
	
	

	built-in gains tax, 
	
	
	
	
	

	excess net passive 
	
	
	
	
	

	income tax, and 
	
	
	
	
	

	LIFO recapture 
	
	
	
	
	

	tax if former 
	
	
	
	
	

	C corporation? 
	
	
	
	
	

	Potential loss of 
	N/A. 
	Yes. 
	N/A. 
	N/A. 
	N/A. 

	favorable pass- 
	
	
	
	
	

	through tax rules if 
	
	
	
	
	

	ownership and 
	
	
	
	
	

	capital structure 
	
	
	
	
	

	rules violated? 
	
	
	
	
	

	
	
	
	- 
	
	

	Treatment of gain 
	Generally, capital 
	Capital. 
	May be part ordi- 
	May be part ordi- 
	May be part ordinary 

	on sale of owner- 
	unless collapsible 
	
	nary under "hot 
	nary under "hot 
	due to recapture items. 

	ship interest? 
	corporation rules 
	
	assets" rules. (See 
	assets" rules. (See 
	

	
	apply (IRC 
	
	IRC Sec. 751.) 
	IRC Sec. 751.) 
	

	
	Sec. 341). 
	
	
	
	

	Treatment of loss 
	Capital unless stock 
	Capital unless stock 
	Capital. 
	Capital. 
	Depends on nature of 

	on sale of owner- 
	is Section 1244 
	is Section 1244 
	
	
	assets sold. 

	ship interest? 
	stock. 
	stock. 
	
	
	

	Section 465 at-risk 
	No, unless closely 
	Yes, at shareholder 
	Yes, at partner level. 
	Yes, at member 
	Yes. 

	rules apply? 
	held. 
	level. 
	
	level. 
	


[image: image1.png]o 2953 Election by a Small Business Corporation

(Rev. December 2007) (Under section 1362 of the Internal Revenue Code} OMB No. 1545-0146
Department of the Treasury > Sz'n,e Parts Il ancf 11t on page 3 and the separate i.nstructi-ons.

Internal Revenue Service P> The corporation can fax this form to the IRS {see separate instructions).

Mote. This election to be an S corporation can be accepted only if all the tests are met under Who May Elect on page 1 of the instructions; alf

shareholders have signed the consent statement; an officer has signed below; and the exact name and address of the corporation and other
required form information are provided.

Election Information

Name (see instructions) A Employer identification number
Type Number, street, and room or stite no. (if a P.O. box, see instructions.) B Date incorporated
or Print

City or town, state, and ZIP code C State of incorporation
D Check the applicable box{es) if the corporation, after applying for the EIN shown in A above, changed its [] name or [ ] address
E Election is to be effective for tax year beginning (month, day, year) (see instructions) . . . . . » / /

Caution. A corporation (entity) making the election for its first tax year in existence will usually enter the
beginning date of a short tax year that begins on a date other than January 1.
F Selected tax year:
(1) [ Calendar year
{2) [] Fiscal year ending {month and day) »
3) [ 52-53-week year ending with reference to the month of December
4) [ 52-53-week year ending with reference fo the month of »

if box (2} or (4) is checked, complete Part Il

G If more than 100 shareholders are listed for item J (see page 2), check this box if treating members of a family as one
shareholder resuits in no more than 100 shareholders (see test 2 under Who May Elect in the instructions) » ]

H Name and title of officer or legal representative who the IRS may call for more information |1 Telephone number of officer

or legal representative

( )

If this § corporation election is being filed with Form 11208, | declare that | had reasonable cause for not filing Form 2553
timely, and if this election is made by an entity eligible to elect to be treated as a corporation, | declare that | also had
reasonable cause for not filing an entity classification election timely. See below for my explanation of the reasons the
election or elections were not made on time (see instructions).

Under penalties of perjury, | declare that | have examined this election, including accompanying schedules and statements, and to the best of my knowledge and belief, it is
true, correct, and complete.

Sign
Here }

Signature of officer Title Date

For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 18629R Form 2853 (Rev. 12-2007)
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Page 2

Election Information (continued)

J
Name and address of each
shareholder or former
shareholder required to
consent to the election.
(See the instructions for
column K.}

K
Shareholders' Consent Statement.

and date below.)

Under penalties of perjury, we deciare that we consent to the
election of the above-named corporation to be an S corporation
under section 1362{a} and that we have examined this consent
statement, including accompanying schedules and statements,
and to the best of our knowledge and belief, it is true, correct, and
compiete. We understand our consent is binding and may not be
withdrawn after the corporation has made a valid election. (Sign

L
Stock owned or
percentage of ownership
{see instructions)

Social security

Signature

Date

Number of
shares or Date(s)
percentage | acquired
of ownership

M N

Shareholder's

number or employer |5, year ends
identification number | (manth and
(see instructions) day)

Form 2553 (Rev. 12-2007)
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Selection of Fiscal Tax Year (see instructions)
Note. All corporations using this part must complete item O and item P, Q, or R.
0O Check the applicable box to indicate whether the corporation is:
[ Anew corporation adopting the tax year entered in item F, Part |.
2. [] An existing corporation retaining the tax year entered in item F, Part I.
3. [ an existing corporation changing to the tax year entered in jtem F, Part |

P Complete item P if the corporation is using the automatic approval provisions of Rev. Proc. 2006-46, 2008-45 L.R.B. 859, to request (1) a
natural business year {as defined in section 5.07 of Rev. Proc. 2006-46) or {2) a year that satisfies the ownership tax year test (as defined in
section 5.08 of Rev. Proc. 2008-46). Check the applicable box below to indicate the representation statement the corporation is making.

1. Natural Business Year ® [_] | represent that the corporation is adopting, retaining, or changing to a tax year that qualifies as its natural
business year (as defined in section 5.07 of Rev. Proc. 2006-46) and has attached a statement showing separately for each month the gross
receipts for the most recent 47 months {see instructions). | also represent that the corporation is not preciuded by section 4.02 of Rev. Proc.
2006-46 from obtaining automatic approval of such adoption, retention, or change in tax year.

2, Ownership Tax Year » [] | represent that shareholders (as described in section 5.08 of Rev. Proc. 2006-486) holding more than haif of
the shares of the stock {as of the first day of the tax year to which the request relates) of the corporation have the same tax year or are
concurrently changing to the tax year that the corporation adopts, retains, or changes to per item £, Part |, and that such tax year satisfies
the requirement of section 4.01(3} of Rev. Proc. 2006-46. | also represent that the corporation is not precluded by section 4.02 of Rev. Proc.
2006-46 from obtaining automatic approval of such adoption, retention, or change in tax year.

Note. If you do not use item P and the corporation wants a fiscal tax year, complete either item Q or R below. ltemm Q is used to request a fiscal
tax year based on a business purpose and to make a back-up section 444 election. ltem R is used to make a regular section 444 election.

Q Business Purpose—To request a fiscal tax vear based on a business purpose, check box Q1. See instructions for details including payment
of a user fee. You may also check box Q2 and/or box Q3.

1. Check here ™[] if the fiscal year entered in item F, Part |, is requested under the prior approval provisions of Rev, Proc. 2002-39,
2002-22 1.R.B. 1046. Attach to Form 2553 a statement describing the relevant facts and circumstances and, if applicable, the gross receipts
from sales and services necessary to establish a business purpose. See the instructions for details regarding the gross receipts from sales
and services. If the IRS proposes to disapprove the requested fiscal year, do you want a conference with the IRS National Office?

Llves [ no

2. Check here ™[] to show that the corporation intends to make a back-up section 444 election in the event the corporation’s business
purpose reguest is not approved by the IRS. (See instructions for more information.}

3. Check here » [ to show that the corporation agrees to adopt or change to a tax year ending December 31 if necessary for the IRS
to accept this election for S corporation status in the event (1) the corporation’s business purpose request is not approved and the
corporation makes a back-up section 444 election, but is ultimately not qualified to make a section 444 election, or (2} the corporation’s
business purpose request is not approved and the corporation did not make a back-up section 444 election,

R Section 444 Election—To make a section 444 election, check box R1. You may also check box R2.

1. Check here » [] to show that the corporation wili make, if qualified, a section 444 election to have the fiscal tax year shown in item F,
Part I. To make the election, you must complete Form 8716, Election To Have a Tax Year Other Than a Required Tax Year, and either
attach it to Form 2553 or file it separately.

2, Check here ™ [T] to show that the corporation agrees to adopt or change to a tax year ending December 31 if necessary for the IRS
1o accept this election for S corporation status in the event the corporation is ultimately not gualified to make a section 444 election.

EE Qualified Subchapter § Trust (@5ST) Election Under Section 1361(d)(2)*

Income beneficiary’s name and address Social security number
Trust’s name and address Employer identification number
Date on which stock of the corporation was transferred to the trust {month, day, year) . . . . L. / /

In order for the trust named above to be a QSST and thus a qualifying shareholder of the S corporatlon for which this Form 2553 is filed, |
hereby make the election under section 1361(d)(2). Under penalties of perjury, | certify that the trust meets the definitional requirements of
section 1361(d}{3} and that ali other information provided in Part lll is true, correct, and complete.

Signature of income beneficiary or signature and title of legal representative o other quaiified parson making the election Date

*Use Part Iif to make the QSST election only if stock of the corporation has been transferred to the trust on or before the date on which the
corporation makes its election to be an S corporation. The QSST election must be made and filed separately if stock of the corporation is
transferred to the trust after the date on which the corporation makes the S election.

@ Printed on recycled paper Form 2553 (Rev. 12-2007)
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{Rev. March 2007) Entity Classification Election OMB No. 1545-1516

Department of the Treasury
internal Revenue Service

Name of eligible entity making election Employer identification number

Type Number, street, and room or suite no. If a P.O. box, see instructions.

ar

Print | City or town, state, and ZIP code. If a foreign address, enter city, province or state, postal code and country. Follow the country's practice for entering the

postal code.

» Check if: ] Address change

2a

2b

Type of election (see instructions):

[J Initial classification by a newly-formed entity. Skip fines 2a and 2b and go to fine 3.
[J Change in current classification. Go to line 2a.

Has the eligible entity previously filed an entity election that had an effective date within the fast 60 months?

] Yes. Go to line 2b.
[J No. Skip line 2b and go o line 3.

Was the eligible entity’s prior election for initial classification by a newly formed entity effective on the date of formation?

[ Yes. Go to line 3.
[J No. Stop here. You generally are not currently eligible to make the election (see instructions).

Does the eligible entity have more than one owner?

[ Yes. You can elect to be classified as a partnership or an association taxable as a corporation. Skip line 4 and go to line 5.

[] No. You can elect to be classified as an association taxable as a corporation or disregarded as a separate entity. Go to
line 4.

If the eligible entity has only one owner, provide the following information:
Name of owner b

If the eligible entity is owned by one or more affiliated corporations that file a consolidated return, provide the name and
employer identification number of the parent corporation:

Name of parent corporation »
Employer identification number » _

For Paperwork Reduction Act Notice, see instructions. Cat. No. 22598R Form 8832 (Rev. 3-2007)
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6 Type of entity (see instructions):

a [ A domestic eligible entity electing to be classified as an association taxable as a corporation.
b [0 A domestic eligible entity electing to be classified as a partnership.

¢ [ A domestic eligible entity with a single owner electing to be disregarded as a separate entity.
d [} A foreign eligible entity electing to be classified as an association taxable as a corporation.

e [ Aforeign eligible entity electing to be classified as a partnership.

f [0 A foreign sligible entity with a single owner electing to be disregarded as a separate entity.

7 If the eligible entity is created or organized in a foreign jurisdiction, provide the foreign country of
OFGaMIZAtION P e e,

8 Election is to be effective beginning (month, day, year) (see instructions) . . . . . . . . . . .w»w__ 1/

9 Name and title of contact person whom the IRS may call for more information 10 Contact person's telephone number

( )

Consent Statement and Signature(s) {see instructions)

Under penalties of perjury, | (we) declare that | (we) consent to the election of the above-named entity to be classified as indicated
above, and that | {we) have examined this consent statement, and to the best of my {our) knowledge and belief, it is true, correct,
and complete. If | am an officer, manager, or member signing for all members of the entity, | further declare that | am authorized to
execute this consent statement on their behalf.

Signature(s) Date Title

Form 8832 (Rev. 3-2007)





[image: image6.png]Form 8832 (Rev. 3-2007)

Page 3

General Instructions

Section references are to the Internal
Revenue Code unless otherwise noted.

What's New

This revision of the Form 8832
instructions reflects an update to the filing
locations. Our previous revision
{December 2006) stated that all entity
classification elections were sent to the
service center in Ogden, UT. This is no
longer the case. Now the form is filed
either in Cincinnati or Ogden depending
upon your principal business location.
See Where To File on page 4 for your
filing location.

® You are not required to sign the copy
of Form 8832 filed with your tax return.
See Consent statement and signature(s)
on page 6.

® New questions on lines 2a and 2b highlight
the general rule which fimits an eligible
entity’s abllity to change its classification by
election again during the 60 months after the
effective date of making an earlier entity
classification election.

& Ali single-owner eligible entities electing
either corporate or disregarded entity status
must provide the name and identifying
number of their owner on lines 4a and 4b.
Previously this requirement applied only to
single-owner eligible entities electing
disregarded entity status.

® All eligible entities owned by one or more
affiliated corporations that file a consclidated
return must provide the name and employer
identification number (EIN) of their parent
corporation on lines 5a and 5b. Previously
this requirement applied only to single-owner
eligible entities electing disregarded entity
status.

® All foreign eligible entities making an entity
classification election, including those also
organized under domestic law, must provide
the name of the foreign country in which they
are organized on line 7. Previously this
requirement applied only to single-owner
fareign eligible entities electing disregarded
entity status.

Purpose of Form

An eligible entity uses Form 8832 to elect
how it will be classified for federal tax
purposes, as a corporation, a partnership,
or an entity disregarded as separate from
its owner. An eligible entity is classified
for federal tax purposes under the default
rutes described below unless it files Form
8832 or Form 2553, Election by a Smail
Business Corporation, to elect a
classification or change its current
classification. See Who Must File on
page 4.

)

A new eligible entity should
not file Form 8832 if it will be
using its default classification
(see Default Rules below).

Eligible entity. An eligible entity is a
business entity that is not included in
items 1, or 3 through 9, under the
definition of corporation provided under
Definitions.

Eligible entities include limited liability
companies (LLCs), partnerships, and any
foreign entity that is not identified as a
corporation under Regulations section
301.7701-2(b}(8) (see item 3 below).

Generally, corporations are not eligible
entities. However, the following types of
corporations are treated as eligible
entities:

1. An eligible entity that previously
elected to be an association taxable as a
corporation by filing Form 8832. An entity
that elects to be classifed as a
corporation by filing Form 8832 can make
another election to change its
classification {see the 60-month limitation
rule discussed below in the instructions for
lines 2a and 2b}.

2. A foreign eligible entity that became
an association taxable as a corporation
under the foreign default rule described
below.

3. A foreign corporation that is not
identified as a corporation under
Regulations section 301.7701-2(b){8}. If a
foreign corporation is not identified on the
list included in these regulations, it
qualifies as an eligible entity. See the list of
Foreign Entities Classified as Corporations
for Federal Tax Purposes under this
regulation on page 6. Refer to the
regulations for any changes to the list
made after these instructions were printed.

The IRS will use the information entered
on this form to establish the entity’s filing
and reporting requirements for federal tax
purposes.

Default Rules

Existing entity default rule. Certain
domestic and foreign entities that were in
existence before January 1, 1997, and
have an established federal tax
classification generally do not need to
make an election to continue that
classification. If an existing entity decides
to change its classification, it may do so
supject to the 80-month limitation rule.
See the instructions for lines 2a and 2b.
See Regulations secticns 301.7701-3(b)(3)
and 301.7701-3(h}{2) for more details.
Domestic default rule. Unless an
election is made on Form 8832, a
domestic eligible entity is:

1. A partnership if it has two or more
members.

2. Disregarded as an entity separate
from its owner if it has a single owner.

A change in the number of members of
an eligible entity classified as an
association {defined below)} does not
affect the entity’s classification. However,
an eligible entity classified as a partnership

will become a disregarded entity when the
entity’s membership is reduced to one
member and a disregarded entity will be
classified as a partnership when the entity
has more than one member,
Foreign default rule. Unless an election is
made on Form 8832, a foreign eligible
entity is:

1. A partnership if it has two or more
members and at least one member does
not have fimited liability.

2. An association taxable as a
corporation if all members have limited
liability.

3. Disregarded as an entity separate
from its owner if it has a single owner
that does not have limited liability.

Definitions

Association. For purposes of this form,
an association is an eligible entity taxable
as a corporation by election o, for foreign
eligible entities, under the default rules
{see Regulations section 301.7701-3}.

Business entity. A business entity is any
entity recognized for federal tax purposes
that is not properly classified as a trust
under Regulations section 301.7701-4 or
otherwise subject to special treatment
under the Code regarding the entity’s
classification. See Regulations section
301.7701-2(a).

Corporation. For federal tax purposes, a
corporation is any of the following:

1. A business entity organized under a
federal or state statute, or under a statute
of a federally recognized Indian tribe, i
the statute describes or refers to the
entity as incorporated or as a corporation,
body corporate, or body politic.

2. An association {as determined under
Regulations section 301.7701-3).

3. A business entity organized under a
state statute, if the statute describes or
refers to the entity as a joint-stock
company or joint-stock association.

4. An insurance company.

5. A state-chartered business entity
conducting banking activities, if any of its
deposits are insured under the Federal
Deposit Insurance Act, as amended, 12
U.S.C. 1811 et seq., or a similar federal
statute.

6. A business entity wholly owned by a
state or any political subdivision thereof,
or a business entity wholly owned by a
foreign government or any other entity
described in Regulations section
1.892-27.

7. A business entity that is taxable as a
corporation under a provision of the Code
other than section 7701(a)(3).

8. A foreign business entity listed on
page 6. See Regulations section
301.7701-2(b)(8) for any exceptions and
inclusions to items on this fist and for any
revisions made to this list since these
instructions were printed.
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9. An entity created or organized under
the laws of more than one jurisdiction
(business entities with multiple charters) if
the entity is treated as a corporation with
respect to any one of the jurisdictions.
See Regulations section 301.7701-2(b}(9)
for examples.

Disregarded entity. A disregarded entity
is an eligible entity that is treated as an
entity not separate from its single owner.
Its separate existence will be ighored for
federal tax purposes unless it elects
corporate tax treatment.

Limited liability. A member of a foreign
eligible entity has limited liability if the
member has no personal liability for any
debts of or claims against the entity by
reason of being a member. This
determination is based solely on the
statute or law under which the entity is
organized {and, if relevant, the entity’s
organizational documents). A member has
personal liability if the creditors of the
entity may seek satisfaction of all or any
part of the debts or claims against the
entity from the member as such. A
member has personal liability even if the
member makes an agreement under which
another person (whether or not a member
of the entity) assumes that liability or
agrees to indemnify that member for that
liability.

Partnership. A partnership is a business
entity that has at least two members and
is not a corporation as defined on

page 3 under Corporation.

Who Must File

File this form for an eligible entity that is
one of the following:

® A domestic entity electing to be
classified as an assaociation taxable as a
corporation.

& A domestic entity electing to change its
current classification (even if it is currently
classified under the default rule).

# A foreign entity that has more than one
owner, all owners having timited liability,
electing to be classified as a partnership.

e A foreign entity that has at least one
owner that does not have limited liability,
electing to be classified as an association
taxable as a corporation.

& Aforeign entity with a single owner
having limited liability, electing to be an
entity disregarded as an entity separate
from its owner.

# Aforeign entity electing to change its
current classification {even if it is currently
classified under the default rule).

Do not file this form for an eligible entity
that is:
® Tax-exempt under section 501(a);

e Areal estate investment trust {(REIT), as
defined in section 856; or

# Electing to be classified as an

S corporation. An eligible entity that timely
files Form 2553 to elect classification as
an S corporation and meets all other
requirements to qualify asan S
corporation is deemed to have made an
election under Regulations section
301.7701-3(c)(v) to be classified as an
association taxable as a corporation.

All three of these entities are deemed to
have made an election to be classified as
an association.

Effect of Election

The federal tax treatment of elective
changes in classification as described in
Regulations section 301.7701-3(g)1} is
summarized as follows:

o If an eligible entity classified as a
partnership elects to be classified as an
association, it is deemed that the
partnership contributes all of its assets
and liabilities to the association in
exchange for stock in the association, and
immediately thereafter, the partnership
liquidates by distributing the stock of the
association to its partners.

e if an eligible entity classified as an
association elects to be classified as a
partnership, it is deemed that the
association distributes all of its assets and
liabilities to its shareholders in liquidation
of the association, and immediately
thereafter, the shareholders contribute all
of the distributed assets and liabilities to a
newly formed partnership.

e if an eligible entity classified as an
association elects to be disregarded as an
entity separate from its owner, it is
deemed that the association distributes all
of its assets and liabilities to its single
owner in liquidation of the association.

o f an eligible entity that is disregarded as
an entity separate from its owner elects to
be classified as an association, the owner
of the eligible entity is deemed to have
contributed all of the assets and liabilities
of the entity to the association in exchange
for the stock of the association.

Note. For information on the federal tax
consequences of elective changes in
classification, see Regulations section
301.7701-3(g).

When To File

An election specifying an eligible entity’s
classification cannot take effect more than
75 days pricr to the date the election is
filed, nor can it take effect later than 12
months after the date the election is filed.

Late election relief. A newly formed
entity may be eligible for iate election relief
under Rev. Proc. 2002-59, 2002-39 |.R.B.
615 if:

e The entity failed to obtain its desired
classification solely because Form 8832
was not timely filed,

# The due date for the entity’s desired
classification tax return {excluding
extensions) for the tax year beginning with
the entity’s formation date has not passed,
and

® The entity has reasonable causs for its
failure to make a timely election.

To obtain relief, a newly formed entity
must file Form 8832 on or before the due
date of the first federal tax return
{excluding extensions} of the entity’s
desired classification. The entity must also
write “FILED PURSUANT TO REV. PROC.
2002-59" at the top of the form. The entity
must attach a statement to the form
explaining why it failed to file a timely
election. If Rev. Proc. 2002-59 does not
apply, an entity may seek relief for a late
entity election by requesting a private
letter ruling and paying a user fee in
accordance with Rev. Proc. 2006-1,
2006-1 1.R.B. 1 {or its successor).

Where To File

File Form 8832 with the Internal Revenue
Service Center for your state listed below.

Attach a copy of Form 8832 to the
entity’s federal tax return for the tax year
of the election. If the entity is not required
to file a return for that year, a copy of its
Form 8832 must be attached to the
federal tax returns of all direct or indirect
owners of the entity for the tax year of
the owner that includes the date on which
the election took effect. Failure to attach
a copy of Form 8832 will not invalidate an
otherwise valid election, but penalties
may be assessed against persons who
are required to, but do not, attach Form
8832.

Each member of the entity is required
to file their return consistent with the
entity election. Penalties apply to retumns
filed inconsistent with the entity’s
election,

If the entity’s principal Use the foliowing

business, Internal Revenue
office, or agency is Service Center
focated in: address:

Connecticut, Delaware,
District of Columbia,
fllinois, Indiana,
Kentucky, Maine,
Marytand,
Massachusetts,
Michigan, New
Hampshire, New Jersey,
New York, North
Carolina, Ghio,
Pennsylvania, Rhode
Island, South Carolina,
Vermont, Virginia, West
Virginia, Wisconsin

Cincinnati, OH 45999
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H the entity’s principal Use the following

business, internal Revenue
office, or agency is Service Center
located in: address:

Alabama, Alaska,
Arizona, Arkansas,
California, Colorado,
Florida, Georgia, Hawaii,
{daho, lowa, Kansas,
Louisiana, Minnesota,
Mississippi, Missouri,
Montana, Nebraska,
Nevada, New Mexico,
North Dakota,
Oklahoma, Oregon,
South Dakota,
Tennessee, Texas, Utah,
Washington, Wyoming

QOgden, UT 84201

A foreign country or

U.S. possession Qgden, UT 84201-0023

Note. Also attach a copy to the entity’s
federal income tax return for the tax year
of the election.

Acceptance or
Nonacceptance of Election

The service center will notify the eligible
entity at the address listed on Form 8832
if its election is accepted or not accepted.
The entity should generally receive a
determination on its election within 60
days after it has filed Form 8832.

Care should be exercised to ensure
that the IRS receives the election. If the
entity is not notified of acceptance or
nonacceptance of its election within 60
days of the date of filing, take follow-up
action by calling 1-800-829-0115, or by
sending a letter to the service center to
inquire about its status. Send any such
letter by certified or registered mail via
the U.S. Postal Service, or equivalent
type of defivery by a designated private
delivery service {see Notice 2004-83,
2004-52 L.R.B. 1030 (or its successor)).

If the IRS questions whether Form 8832
was filed, an acceptable proof of filing is:
o A certified or registered mail receipt
{timely postmarked) from the U.S. Postal
Service, or its equivalent from a
designated private delivery service;
® Form 8832 with an accepted stamp;
® fForm 8832 with a stamped IRS
received date; or
® An IRS letter stating that Form 8832
has been accepted.

Specific Instructions

Name. Enter the name of the eligible
entity electing to be classified.

Employer identification number (EIN).
Show the EIN of the eligible entity
electing to be classified.

Caution. Do not put “Applied For” on this
line.

Note. Any entity that has an EIN will
retain that EIN even if its federal tax
classification changes under Regulations
section 301.7701-3.

If a disregarded entity’s classification
changes so that it becomes recognized
as a partnership or association for federal
tax purposes, and that entity had an EIN,
then the entity must continue to use that
EIN. If the entity did not already have its
awn EIN, then the entity must apply for
an EIN and not use the identifying
number of the single owner.

A foreign person that makes an election
under Regulations section 301.7701-3(c)
and {d) must also use its own taxpayer
identifying number. See sections 6721
through 6724 for penalties that may apply
for failure to supply taxpayer identifying
numbers,

If the entity electing to be classified
using Form 8832 does not have an EIN, it
must apply for one on Form 8S-4,
Appilication for Employer Identification
Number. [If the filing of Form 8832 is the
only reason the entity is applying for an
EIN, check the “Other” box on line 9 of
Form 8$-4 and enter “Form 8832” to the
right of that box. The entity must have
received an EIN by the time Form 8832 is
filted in order for the form to be
processed. An election will not be
accepted if the eligible entity does not
pravide an EIN. Caution. Do not apply for
a new EIN for an existing entity that is
changing its classification if the entity
already has an EIN.

Address. Enter the address of the entity
electing a classification. All
correspondence regarding the
acceptance or nonacceptance of the
election will be sent to this address.
Include the suite, room, or other unit
number after the street address. If the
Post Office does not deliver mail to the
street address and the entity has a P.O.
box, show the box number instead of the
street address. if the electing entity
receives its mail in care of a third party
{such as an accountant or an attorney},
enter on the street address line “C/O”
followed by the third party's name and
street address or P.C. box.

Address change. If the eligible entity has
changed its address since filing Form
5§8-4 or the entity’'s most recently-filed
return {including a change to an “in care
of” address), check the box for an
address change.

Note. If a change of address occurs after
the later of the filing of Form $S-4 or the
most recently-filed return, use Form 8822,
Change of Address, to notify the IRS of
the new address. A new address shown
on Form 8832 will not update the entity’'s
address of record with the IRS.

Line 1. Check box 1a if the entity is
choosing a classification for the first time
(i.e., the entity does not want to be
classified under the applicable default
classification). Do not file this form if the

entity wants to be classified under the
default rules.

Check box 1b if the entity is changing
its current classification.

Lines 2a and 2b. 60-month limitation
rule. Once an eligible entity makes an
election ta change its classification, the
entity generally cannot change its
classification by election again during the
60 months after the effective date of the
election. However, the IRS may (by
private letter ruling) permit the entity to
change its classification by election within
the 60-month period if more than 50% of
the ownership interests in the entity, as of
the effective date of the election, are
owned by persons that did not own any
interests in the entity on the effective date
or the filing date of the entity’s prior
election.

Note. The 80-month limitation does not
apply if the previous election was made
by a newly formed eligible entity and was
effective on the date of formation.

Line 4. If an eligible entity has only one
owner, provide the name of its owner on
line 4a and the owner’s identifying
number (social security number, or
individual taxpayer identification number,
or EIN} on line 4b. Enter “DE” if the owner
is a disregarded entity that does not have
an identifying number. if the owner is a
foreign person or entity and does not
have a U.S. identifying number, enter
"none” an line 4b.

Line 5. If the eligible entity is owned by
one or more members of an affiliated
group of corporations that file a
consclidated return, provide the name
and EIN of the parent corporation.

Line 6. Check the appropriate box if you
are changing a current classification (no
matter how achieved), or are electing out
of a default classification. Do not file this
form if you fall within a default
classification that is the desired
classification for the new entity.

Line 7. If the entity making the elsction is
created or organized in a foreign
jurisdiction, enter the name of the foreign
country in which it is organized. This
information must be provided even if the
entity is also organized under domestic faw.
Line 8. Generally, the election wilt take
effect on the date you enter on line 8 of
this form, or on the date filed if no date is
entered on line 8. An election specifying
an entity’s classification for federal tax
purposes can take effect no more than 75
days prior to the date the election is filed,
nor can it take effect later than 12 months
after the date on which the election is
filed. If line 8 shows a date more than 75
days prior to the date on which the
election is filed, the election will default to
75 days bhefore the date it is filed. if line 8
shows an effective date more than 12
months from the filing date, the election
will take effect 12 months after the date
the election is filed.
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Consent statement and signature(s).
Form 8832 must be signed by:

1. Each member of the electing entity
who is an owner at the time the election
is filed; or

2. Any officer, manager, or member of
the electing entity who is authorized
{(under local law or the organizational
documents) to make the election. The
elector represents to having such
authorization under penalties of perjury.

If an election is to be effective for any
period prior to the time it is filed, each
person who was an owner between the
date the election is to be effective and
the date the election is filed, must sign.

If you need a continuation sheet or use
a separate consent statement, attach it to
Form 8832. The separate consent
statement must contain the same
information as shown on Form 8832,
Note. Do not sign the copy that is
attached to your tax return.

Paperwork Reduction Act
Notice

We ask for the information on this form to
carry out the Internal Revenue laws of the
United States. You are required to give us
the information. We need it to ensure that
you are complying with these laws and to
allow us to figure and collect the right
amount of tax,

You are not required to provide the
information requested on a form that is
subject to the Paperwork Reduction Act
unless the form displays a valid OMB
control number. Books or records relating
to a form or its instructions must be
retained as long as their contents may
become material in the administration of
any Internal Revenue law. Generally, tax
returns and return information are
confidential, as required by section 6103.

The time needed to complete and file
this form will vary depending on individual
circumstances. The estimated average
time is:

Recordkeeping . 1hr., 48 min.
Learning about the

law or the form . . 2hr, 7 min.
Preparing and sending

the form to the IRS . 28 min.

If you have comments concerning the
accuracy of these time estimates or
suggestions for making this form simpler,
we would be happy to hear from you.
You can write to the Internal Revenue
Service, Tax Products Coordinating
Committee, SE:W:CAR:MP:TT:SP,

1111 Constitution Ave. NW, IR-6408,
Washington, DC 20224. Do not send the
form to this address. Instead, see Where
To File on page 4.

Foreign Entities Classified as
Corporations for Federal Tax
Purposes:

American Samoa—Corporation
Argentina—Sociedad Anonima
Australia—Public Limited Company
Austria—Aktiengesellschaft
Barbados—Limited Company
Belgium—Societe Anonyme
Belize—Public Limited Company
Bolivia—Sociedad Anonima
Brazil—Sociedade Anonima
Canada—Corporation and Company
Chile—Sociedad Anonima
People’s Republic of China—Gufen
Youxian Gongsi
Repubiic of China (Taiwan}—Ku-fen
Yu-hsien Kung-szu
Colombia—Sociedad Anonima
Costa Rica—Sociedad Anonima
Cyprus—Public Limited Company
Czech Republic—Akciova
Spolecnost
Denmark--Aktieselskab
Ecuador—Sociedad Anonima or
Compania Anonima
Egypt—Sharikat Al-Mossahamah
El Salvador—Sociedad Anonima
Estonia—Aktsiaselts
European Economic
Area/European Union—
Societas Europaea
Finland—Jutkinen Osakeyhtio/
Publikt Aktiebolag
France—Societe Anonyme
Germany—Aktiengeselischaft
Greece—Anonymos Etairia
Guam—Corporation
Guatemala—Sociedad Anonima
Guyana—Public Limited Company
Honduras—Sociedad Anonima
Hong Kong—Pubiic Limited
Company
Hungary—Reszvenytarsasag
lceland—Hlutafelag
India—Public Limited Company
indonesia—Perseroan Terbuka
freland—Public Limited Company
Israel—Public Limited Company
ttaly—Societa per Azioni
Jamaica—Public Limited Company
Japan—Kabushiki Kaisha
Kazakstan—Ashyk Aktsioneriik
Kogham
Republic of Korea—Chusik Hoesa
Latvia—Akciju Sabiedriba
Liberia—Corporation
Liechtenstein—Aktiengesellschaft
Lithuania—Akcine Bendroves
Luxembourg—Societe Anonyme

Malaysia—Berhad
Malta—Public Limited Company
Mexico—Sociedad Anonima
Morocco—Societe Anonyme
Netherlands—Naamloze
Vennootschap
New Zealand—Limited Company
Nicaragua—Compania Ancnima
Nigeria—Public Limited Company
Northern Mariana
Islands—Corporation
Norway—Aillment Aksjeselskap
Pakistan—Public Limited Company
Panama—Sociedad Anonima
Paraguay—Sociedad Anonima
Peru—Sociedad Anonima
Philippines—Stock Corporation
Poland—Spolka Akcyjna
Portugal—Sociedade Anonima
Puerto Rico—Corporation
Romania-—Societe pe Actiuni
Russia—Otkrytoye Aktsionernoy
Obshchestvo
Saudi Arabia—Sharikat
Al-Mossahamah
Singapore—Public Limited
Company
Slovak Republic—Akciova
Spolocnost
Slovenia—Delniska Druzba
South Africa—Public Limited
Company
Spain—Sociedad Anonima
Surinam—Naamloze Vennootschap
Sweden—Publika Aktiebolag
Switzerland—Aktiengesellschaft
Thailand—Borisat Chamkad
(Mahachon)
Trinidad and Tobago—Limited
Company
Tunisia—Societe Anonyme
Turkey—Anonim Sirket
Ukraine—Aktsionerne Tovaristvo
Vidkritogo Tipu
United Kingdom—Public Limited
Company
United States Virgin Islands—
Corporation
Uruguay—Sociedad Ancnima
Venezueia—Sociedad Anonima or
Compania Anonima

See Reguiations section
301.7701-2(b)(8) for any
exceptions and inclusions
to items on this list and
for any revisions made to this list
since these instructions were
printed.

CAUTION |
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