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FOR DECADES, A NUMBER OF SUBSTANTIVE 
qualities of an unincorporated business were 
taken into account to determine whether 

the business should be treated as an association 
(and therefore equivalent to a corporation) for tax 
purposes. This practice can be traced as far back as 
1921, when the government adopted a regulation 
that identifi ed a number of “corporate” charac-
teristics that would be employed to distinguish 
associations from trusts and partnerships.1 After a 
series of administrative pronouncements and court 
decisions addressing the subject, the government 
in 1960 adopted a set of regulations that used six 
substantive qualities to determine whether to treat 
an unincorporated business as an association for 
tax purposes.2 Known as the Kintner regulations, 
those rules remained in effect until 1996, when the 
government completely abandoned that approach 
in favor of one that permits any unincorporated 
business entity to be treated as an association for 
tax purposes if it simply elects to be so treated.3

Widely referred to as the check-the-box entity 
classifi cation regulations, the current rules were 
promoted by the government as a way to simplify 
the process of classifying business organizations at 
a time when the substantive differences that used 
to exist between partnerships and corporations 
had all but faded away.4 Although the check-the-
box entity classifi cation regulations represent a 
dramatic break from the approach taken under 
the Kintner regulations and its predecessors, the 
idea of allowing a business virtually unrestricted 
freedom to choose its tax classifi cation dates back 
to the earliest days of the modern income tax. In 
fact, the fi rst elective entity classifi cation rule was 
enacted as part of the Revenue Act of 1918, just fi ve 
years after Congress enacted the permanent income 
tax and long before it enacted the subchapter S 
provisions to permit a large class of corporations 
to elect to be treated as if they were partnerships 
for tax purposes.5 

This brief article recounts the story behind that 
fi rst, relatively obscure, elective entity classifi ca-

tion provision. It also explains how that provision 
and its modern-day cousin may undermine certain 
basic notions of equity that any sound tax system 
should seek to advance. 

THE SETTING

The fi rst elective entity classifi cation provision 
was adopted largely as a way to offset certain ineq-
uities produced by the modifi cations that Congress 
made to the overall tax system in 1918. Therefore, 
in order to fully appreciate the signifi cance of the 
measure, one must understand the setting in which 
it was enacted. 

The income tax system first designed by 
Congress after passage of the Sixteenth Amend-
ment actually consisted of two separate taxes on 
individuals.6 The fi rst was the normal tax and the 
second was the surtax.7 The income tax system also 
contained an entity level tax on corporations and 
similar business forms.8 However, that tax did not 
interact with the normal tax in the same way that 
it interacted with the surtax, creating disparities 
that lawmakers struggled to address for years to 
come.9 Specifi cally, as described more fully below, 
undistributed corporate profi ts enjoyed substantial 
tax relief compared to corporate profi ts paid out as 
dividends and profi ts derived by an unincorporated 
business. The Revenue Act of 1918 magnifi ed those 
disparities in a number of ways, creating a need for 
Congress to include provisions that would address 
those disparities. An elective entity classifi cation 
rule was one such measure.

CHANGES TO THE NORMAL TAX AND 
THE CORPORATE TAX

In   the Revenue Act of 1918, Congress adjusted 
the income tax system in ways to make it even 
more progressive than existing law. This primarily 
involved tinkering with the tax rates on individu-
als and corporations. However, Congress didn’t 
just adjust the surtax, which previously had been 
the sole vehicle for pursuing progressive tax 
objectives. It also restructured the normal tax by 
replacing the single fl at rate with a graduated tax 
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consisting of two brackets. As described below, the 
normal tax and corporate tax operated in a way that 
caused corporate profi ts to bear a heavier burden 
than the profi ts of an unincorporated business. 
However, the surtax operated in a way that more 
than offset this burden on corporate profi ts.

Under the normal tax for calendar year 1918, the 
fi rst $4,000 of net income above an exempt amount 
was taxed at 6 percent, while any remaining net 
income was taxed at 12 percent.10 As under exist-
ing law, the normal tax applied to an individual’s 
share of partnership profi ts.11 However, corporate 
dividends were exempt from this tax, as they had 
always been.12 To make up for this exemption, the 
corporation had to pay a 12 percent tax on its net 
income.13 

The adoption of a two-tiered normal tax along-
side a fl at corporate tax perpetuated and magni-
fi ed existing disparities between the taxation of 
corporate profi ts and the taxation of other business 
profi ts. Now, in the few cases where a married 
shareholder’s income did not exceed the relatively 
modest $2,000 exemption, there would be a 12 
percent tax on income that would otherwise be 
tax free. In addition, if the shareholder’s income 
fell between $2,000 and $6,000, the corporate tax 
would be double the tax the shareholder would 
pay on his share of profi ts from an unincorporated 
business. Under existing law, by contrast, corporate 
dividends were overtaxed in those few cases in 
which a married couple’s income did not exceed a 
$4,000 exemption amount.14 

After 1918, the normal tax rates were scheduled to 
be adjusted in a way that would magnify the dispari-
ties even further. Starting in 1919, the fi rst $4,000 
of net income above an exempt amount was taxed 
at 4 percent, while all other net income was taxed 
at 8 percent.15 By contrast a fl at tax of 10 percent 
applied to corporate profi ts, higher than both rates 
established for the normal tax.16 As a result, corpo-
rate dividends were overtaxed in all cases, with the 
difference being no less than 2 percentage points.

The structure of the corporate tax was the result 
of a compromise. Under the bill reported out of 
the Ways and Means Committee and passed by the 
House, a corporation was subject to a two-tiered tax. 
A 12 percent tax applied to that portion of the cor-
poration’s net income that was either (1) distributed 
to shareholders as a dividend, (2) paid out to satisfy 
certain debt of the corporation, or (3) paid out to 
buy Liberty Bonds.17 Meanwhile, an 18 percent tax 
applied to the rest of the corporation’s net income.18 

This compares to a two-tiered normal tax on indi-
vidual incomes that imposed a 4 percent levy on the 
fi rst $4,000 of income and 12 percent on the rest.19 

The House adopted this plan, but the Senate 
Finance Committee rejected it, believing that it 
failed to acknowledge that a corporation should 
not be taxed at a higher rate on amounts spent on 
investments that would lead to increased produc-
tion in future years.20 However, the committee 
openly acknowledged that it would be diffi cult 
to implement a system that would relieve from 
tax all “legitimate uses of earnings” including, 
in particular, amounts that a corporation invested 
in the business.21 Because it was impossible to 
implement such a system, the committee decided 
to restore the fl at 12 percent tax (8 percent after 
1918) on corporations and to limit the existing 
war-excess profi ts to corporations.22 Thus, the 
Senate Finance Committee viewed the fl at rate as 
the best of all options and treated the war-excess 
profi ts tax on corporations as a substitute for a tax 
on undistributed earnings.23 

The two competing measures were reconciled 
in the Conference Committee. Under that com-
promise, the House reluctantly agreed to restore 
the fl at tax on the condition that it would be set at 
10 percent after 1918, not the 8 percent that was 
part of the bill passed by the Senate.24 The House 
conferees also believed that the pressure to raise 
revenue had been considerably reduced between 
the time the measure was voted out of committee 
and the time it was in the hands of the Conference 
Committee. When the Ways and Means Committee 
was drafting the bill, World War I was still going 
on and the 18 percent tax was part of an overall 
effort to raise all the revenue that the government 
could reasonably justify. The conferees were 
particularly mindful of the fact that other provi-
sions of the bill imposed the high surtax rates on 
individual incomes without a corresponding levy 
on corporations, creating an irresistible incentive 
for corporations to accumulate profi ts and not to 
pay them out to shareholders as dividends.25 In 
fact, the excess burden of the corporate tax paled 
in comparison to the tax relief that undistributed 
corporate profi ts enjoyed under the surtax. 

CHANGES TO THE SURTAX

Congress changed the surtax by adding more 
brackets and increasing the tax rate for the high-
est bracket. There were 54 surtax brackets (up 
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from 13) with rates ranging from 1 percent to 65 
percent.26 As in all past Revenue Acts, the surtax 
applied to an individual’s share of partnership prof-
its, whether distributed or not, but it only applied to 
an individual’s share of corporate profi ts actually 
distributed.27 The 1917 War Revenue Act addressed 
this disparity by taxing a corporation on a portion of 
its undistributed profi ts.28 One year later, Congress 
changed its approach. It discarded the undistributed 
profi ts tax in 1918 and replaced it with a slightly 
modifi ed version of the tax on accumulated earn-
ings that was fi rst adopted in 1913.29 

Under the revised version of the accumulated 
earnings tax, any corporation that fraudulently 
accumulated earnings was subject to the rules that 
apply to personal service corporations, while the 
corporate income tax did not apply.30 The personal 
service corporation rules expressly required the 
shareholders to be taxed on their share of fi rm 
profi ts as if they were members of a partnership.31 
The result was that each shareholder would have 
to pay the normal tax and the surtax on their share 
of fi rm profi ts, whether paid out to them or not.32 
However, the accumulated earnings tax was not 
self-assessed, as was the undistributed tax. Rather, 
the IRS had to identify cases of potentially unlawful 
conduct and assess the tax after making a fi nding. 
This is something that happened extremely rarely, 
making the accumulated earnings tax a feeble 
substitute for a self-assessed tax on undistributed 
profi ts. Therefore, for all practical purposes, there 
was no tax on undistributed corporate profi ts. 

To make up for the absence of a tax on undistrib-
uted profi ts, Congress recalibrated the war-excess 
profi ts tax and restricted its application to corpo-
rations.33 This represented a change from existing 
law, which imposed the war-excess profi ts tax on 
corporations, partnerships, and individuals alike.34 
The recalibrated war-excess profi ts tax, together 
with the other taxes that would have to be paid by 
the fi rm and its shareholders on corporate profi ts, 
had severe consequences in a substantial category 
of cases. In order to provide some relief to that class 
of corporations, Congress adopted a measure that 
expressly treated them as partnerships for federal 
income tax purposes. 

PARTNERSHIPS CAN ELECT TO BE TAXED 
LIKE CORPORATIONS

Corporations enjoyed a substantial tax advantage 
over partnerships under the Revenue Act of 1918. 

The war-excess profi ts tax was supposed to func-
tion as the corporate counterpart of the individual 
surtax on partnership profi ts. As a matter of fact, 
each tax was imposed at a top rate of 65 percent. 
However, there was one crucial difference that 
caused the two taxes to produce signifi cantly dif-
ferent outcomes. A corporation could reduce its 
war-excess profi ts tax liability by investing in the 
business.35 By contrast, if a partnership invested 
its earnings in the business, the partners realized 
absolutely no relief from the surtax, even if the fi rm 
invested all of the profi ts in the business and paid 
out nothing to the partners. 

Congress was well aware of the advantage that 
corporations were expected to enjoy. One law-
maker even cited the case of one partnership that 
would have to pay nearly $1 million more in tax 
than a corporation engaged in the same business 
and making the same profi ts.36 Faced with the 
possibility of saving tax dollars by operating as a 
corporation, partnerships were expected to convert 
to corporate form. However, the Revenue Act of 
1918 was not passed until February 24, 1919, even 
though its provisions took effect as of January 1, 
1918.37 This meant that if a partnership decided to 
convert to corporate form, it would have missed 
out on a full year of tax savings even if it under 
went a conversion immediately after the Act was 
signed into law. Congress addressed the situation 
by permitting any partnership or sole proprietorship 
that incorporated before July 1919 to be treated as a 
corporation retroactively to January 1, 1918. 38 This 
election was only available to a business in which 
capital was a material income producing factor.39 
In other words, a fi rm that was a partnership for 
up to 18 months could have made an election to 
be taxed as if it were a corporation throughout that 
period of time. 

The election available under the 1918 Act is 
similar to the election available under the check-
the-box rules in that in each case the election is 
one that is only available to an unincorporated 
business. Furthermore, in each case the business 
is treated as a corporation only if it affi rmatively 
elects to be so treated. Otherwise, the default rule 
is to subject the business to the rules that apply to 
a partnership or sole proprietorship, as the case 
may be. The two provisions do not extend the 
option to the same range of businesses. Under the 
1918 rule, the option was available only if capital 
was not a material income producing factor of the 
unincorporated business, and the business actually 
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made the conversion to corporate form by a certain 
date. Meanwhile, under the check-the-box rules, 
the election is available to any unincorporated 
business other than a sole proprietor. 

Perhaps the most noteworthy feature of the 1918 
rule and its modern day counterpart is that each 
one has abandoned any effort to base the classifi -
cation of a business on any meaningful principal. 
As a result, each provision seems to operate as 
nothing more than an invitation for the business 
and its owners to control tax outcomes. Taxpayers 
who have the freedom to make the choice may 
not object to this fl exibility. However, simply giv-
ing taxpayers the power to control tax outcomes 
may not be compatible with basic notions of tax 
equity. 

As a general rule, a tax system operates in an 
equitable way if persons with an equal ability to 
pay tax, in fact, pay equal amounts in tax. It seems 
diffi cult to see how this ideal of equity can be real-
ized if some individuals have an option to reduce 
or otherwise control their tax liability, while others 
with an equal ability to pay do not. To that extent, 
both the 1918 provision and the check-the-box 
rules do not represent sound tax policy. However, 
as between the two elective provisions, the one 
made available in the 1918 Act may represent a 
more serious problem solely because the election 
took effect retroactively and not prospectively. As 
a result, a taxpayer could look back and determine 
with virtual certainty just how its tax liability would 
be impacted if it made the election. At least with the 
check-the-box rules, the tax impact would appear to 
be less than certain simply because the taxpayer is 
forced to make assumptions about what it expects 
to happen in the future. That is not to say that the 
current check-the-box rules represent progress 
toward achieving a measure of tax equity. After 
all, there still seems to be no sound principal at 
work to determine the tax that should be paid on 
the fi rm’s profi ts. 
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38 Revenue Act of 1918, ch. 18 § 330, 40 Stat. 1094. 
39 Id. 

Reference

Hobbs, Patrick E. Entity Classifi cation: The One Hun-
dred-Year Debate. Catholic University Law Review 
44 (Winter 1995): 427-523. 



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


