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Small Business and Work Opportunity Tax Act 
H.R. 2206, U.S. Troop Readiness, Veterans' Care, Katrina Recovery, and Iraq 

Accountability Appropriations Act of 2007 
 
 
Small Business Tax Provisions 
 
The Work Opportunity Tax Credit (“WOTC”).  WOTC allows employers credits 
against wages for hiring individuals from one or more of nine targeted groups (such as 
recipients of public assistance, qualified veterans on assistance, and “high risk youth”).  
The proposal extends WOTC for more than 3 ½ years (through September 31, 2011).  
The proposal expands the qualified veterans’ targeted group to include an individual who 
is certified as entitled to compensation for a service-connected disability.  In the case of 
individuals certified as entitled to compensation for a service-connected disability, the 
proposal expands the definition of qualified first-year wages from $6,000 to $12,000.  
The proposal expands the definition of “high risk youths” to include otherwise qualifying 
individuals age 18 but not yet age 40 on the hiring date.  The proposal also changes the 
name of the category to the “designated community residents” targeted group.  Finally, 
the proposal modifies WOTC to allow the credit for employers who hire individuals in 
counties that have suffered significant population losses.  Generally, the extension of the 
credit is effective for wages paid or incurred to a qualified individual who begins work 
for an employer after December 31, 2007 and before September 31, 2011.  The other 
provisions are effective for individuals who begin work for an employer after the date of 
enactment in taxable years ending after such date.  The proposal is estimated to cost 
$2.185 billion over five years and $2.571 billion over ten years. 

 
Section 179 Small Business Expensing.  In lieu of depreciation, small business 
taxpayers may elect to deduct (or "expense") the cost of qualified assets (or property) 
they purchase in the year the qualified assets are placed in service, within certain limits.  
Present law provides that the maximum amount a small business taxpayer may expense 
for taxable years beginning in 2003 through 2009 is $100,000 of the cost of the 
qualifying property.  The $100,000 amount is reduced (but not below zero) by the amount 
by which the cost of qualifying property placed in service during the year exceeds 
$400,000.  The $100,000 and $400,000 amounts are indexed for inflation.  Currently, in 
2007, small business taxpayers are allowed to expense $112,000, and the phase-out 
threshold is $450,000.  The proposal extends section 179 small business expensing for 
one year (through December 31, 2010) and provides an immediate increase in the 
expensing level to $125,000 and the phase-out to $500,000.  The proposal is effective for 
taxable years beginning after December 31, 2006.  The proposal is estimated to cost 
$3.503 billion over five years and $68 million over ten years. 
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Extension of GO Zone Small Business Expensing.  The proposal extends for one year 
(through December 31, 2008) increased expensing for qualified section 179 GO Zone 
property in specified portions of the GO Zone.  Qualified section 179 GO Zone property 
is personal property used in an active trade or business.  A business may currently 
expense $212,000.   This amount is decreased if a business has bought more than $1.05 
million in qualified property.  If the small business package passes as it is currently 
written, the expensing limit and phase-out level for 2007 would increase to $225,000 and 
$1.1 million, respectively. The specified portions of the GO Zone include the Louisiana 
parishes of Calcasieu, Cameron, Orleans, Plaquemines, St. Bernard, St. Tammany, and 
Washington, and the Mississippi counties of Hancock, Harrison, Jackson, Pearl River, 
and Stone.   The proposal applies to property placed in service after December 31, 2007 
and before January 1, 2009.  The proposal is estimated to cost $9 million over five years 
and $2 million over ten years. 
 
Extension and Expansion of Low-Income Housing Credit Rules for Buildings in the 
GO Zones.  The proposal extends through December 31, 2010 the placed-in-service 
deadline for properties located in the GO Zone, Rita GO Zone, and Wilma GO Zone 
allocated a Low Income Housing Tax Credit in 2006, 2007, or 2008.  In addition, the 
proposal extends the GO Zone, Rita GO Zone, and Wilma GO Zone difficult to develop 
area designations until December 31, 2010.  The proposal also allows GO Zone, Rita GO 
Zone, and Wilma GO Zone properties placed in service by January 1, 2011 to use 9% 
credits with “disaster relief” CDBG funds loaned at below-market rates.  The proposal is 
effective on the date of enactment.  The proposal is estimated to cost $221 million over 
five years and $221 million over ten years. 
 

Bond Financing Rules for Repairs and Reconstructions of Residences in the GO 
Zones.  Mortgage revenue bonds (MRBs) are tax-exempt bonds that state and local 
governments issue through housing finance agencies to help fund below-market-interest-
rate mortgages for low to moderate income, first-time homebuyers.  MRB proceeds can 
also be used to pay for rehabilitation of buildings over 20 years old and meet the 
following existing walls rules: (1) 50% of the existing walls are retained; (2) 75% or 
more of the existing external walls are retained in place as internal or external walls; and 
(3) 75% or more of the existing internal structural framework is retained in place.  The 
provision waives the 20 year and existing walls rules to allow buildings damaged by 
Hurricanes Katrina, Rita, and Wilma to qualify for rehabilitation using MRB proceeds so 
long as the repair or reconstruction is 25% or more of the basis in the residence.  The 
proposal is estimated to cost $16 million over five years and $16 million over ten years. 
 
 
GO Zone GAO Study. This proposal requires GAO to conduct a study on the practices 
employed by the State and local governments in allocating and utilizing tax incentives 
provided to pursuant to the GO Zone Act of 2005 and to report to Congress within one 
year of enactment its findings.  The proposal is effective on the date of enactment.  The 
proposal is estimated to have no revenue effect. 
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Enhancement of the Tip Credit for Certain Small Businesses.  Tips received by 
restaurant employees are treated as wages for purposes of Social Security taxes.  As such, 
employers must pay Social Security taxes on tips received by their employees.  These 
employers receive a business tax credit for taxes paid on tip income in excess of the 
Federal minimum wage rate.  The proposal allows businesses to continue claiming the 
full tip credit despite an increase in the Federal minimum wage.  The proposal achieves 
this by freezing the Federal minimum wage level for purposes of calculating the credit.  
The proposal applies to tips received for services performed after December 31, 2006.  
The proposal is estimated to cost $185 million over five years and $457 million over ten 
years.  

 

Family Business Tax Simplification.  Under current law, if an unincorporated business 
that is jointly owned by a married couple files as a sole proprietorship (as opposed to a 
partnership), only the filing spouse will receive credit for paying Social Security and 
Medicare taxes.  Furthermore, unless the married couple is located in a community 
property state (i.e., Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, 
and Washington), both the married couple and the business will be subject to penalties 
for failing to file as a partnership.  The proposal allows an unincorporated business that is 
jointly owned by a married couple in a common law state to file as a sole proprietorship 
without penalty.  The proposal also ensures that both spouses receive credit for paying 
Social Security and Medicare taxes.  The proposal is effective for taxable years after 
December 31, 2006.  The proposal is estimated to have a negligible revenue estimate. 

 
Waiver of Individual and Corporate Alternative Minimum (“AMT”) Limitations on 
WOTC and Tip Credits.  Current law limits a small business’ ability to claim WOTC 
and the tip credit by imposing a limitation that such credits cannot be used to offset taxes 
that would be imposed under the AMT.  The proposal would provide a permanent waiver 
of the individual and corporate AMT limitations for WOTC and the tip credit.  The 
proposal is effective for credits determined in taxable years after December 31, 2006.  
The proposal is estimated to cost $581 million over five years and $617 million over ten 
years. 

Capital Gain Not Treated as Passive Investment Income.  An S corporation is subject 
to corporate-level tax, at the highest corporate tax rate, on its excessive net passive 
income if the corporation has (1) accumulated earnings and profits at the close of the 
taxable year and (2) gross receipts more than 25% of which are passive investment 
income.  In addition, an S corporation election is terminated whenever the S corporation 
has accumulated earnings and profits at the close of each of three consecutive taxable 
years and has gross receipts for each of those years more than 25% of which are passive 
investment income.  The proposal eliminates gains from sales or exchanges of stock or 
securities as an item of passive investment income.  The proposal applies to taxable years 
beginning after the date of enactment.  The proposal is estimated to cost $146 million 
over five years and $361 million over ten years. 
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Treatment of Bank Director Shares.  An S corporation may have no more than 100 
shareholders and may have only one outstanding class of stock.  An S corporation has 
one class of stock if all outstanding shares of stock confer identical rights to distribution 
and liquidation proceeds.  National and state banking laws require that a director of a 
bank own stock.  In some cases, a bank enters into an agreement under which the bank 
(or holding company) will reacquire the stock upon the director’s ceasing to hold the 
office of director, at the price paid by the director for the stock.  The proposal clarifies 
that qualifying director shares are not treated as a second class of stock for purposes of 
subchapter S.  The proposal applies to taxable years beginning after December 31, 2006.  
The proposal is estimated to cost $87 million over five years and $201 million over ten 
years. 

Treatment of Banks Changing from Reserve Method of Accounting.  A financial 
institution which uses the reserve method of accounting for bad debts may not elect to be 
an S corporation.  If a financial institution changes from the reserve method of 
accounting, there is taken into account for the taxable year of the change adjustments to 
taxable income necessary to prevent amounts from being duplicated or omitted by reason 
of change.  These adjustments are subject to two levels of taxation.  The proposal allows 
a bank which changes from the reserve method of accounting for bad debts to elect to 
take into account all adjustments the year before it changes to an S corporation.  
Adjustments taken into account the year before the corporation changes to an S 
corporation are only subject to corporate-level taxation.  The proposal applies to taxable 
years beginning after December 31, 2006.  The proposal is estimated to cost $83 million 
over five years and $199 million over ten years.   

Treatment of Disposition of an Interest in Qualified Subchapter S Subsidiary.   If a 
subsidiary of an S corporation ceases to be a qualified subchapter S subsidiary (“QSub”) 
the subsidiary is treated as a new corporation acquiring all its assets immediately before 
such cessation from the parent S corporation in exchange for its stock.  The proposal 
provides that where the disposition of stock of a QSub results in the termination of the 
QSub election, the disposition is treated as a disposition of an undivided interest in the 
assets of the QSub (based on the percentage of the stock disposed of) followed by a 
deemed transfer to the QSub.  The proposal applies to taxable years beginning after 
December 31, 2006.  The proposal is estimated to cost $19 million over five years and 
$46 million over ten years. 

Elimination of Earnings and Profits Attributable to Pre-1983 Years.  The proposal 
provides in the case of any corporation which was not an S corporation for its first 
taxable year beginning after December 31, 1996, the accumulated earnings and profits of 
the corporation as of the beginning of the first taxable year beginning after the date of the 
enactment of this proposal is reduced by the accumulated earnings and profits (if any) 
accumulated in a taxable year beginning before January 1, 1983, for which the 
corporation was an electing small business corporation under subchapter S.  The proposal 
applies to taxable years beginning after the date of enactment.  The proposal is estimated 
to cost $13 million over five years and $21 million over ten years.   
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Deductibility of interest expense on indebtedness incurred by an acquiring business 
trust to acquire S corporation stock.  The proposal enables an electing small business 
trust (“ESBT”) to deduct interest expenses it incurs when it borrows funds to purchase S 
corporation stock.  All other taxpayers and qualified S corporation trusts are currently 
entitled to deduct interest incurred to acquire S corporation stock.  The current 
disallowance of the deduction for such interest by an ESBT is reversed and given 
consistent treatment with other S corporation shareholders.  The proposal applies to 
taxable years beginning after December 31, 2006.  The proposal is estimated to cost $18 
million over five years and $64 million over ten years.   

 

Offsets 
 
Increase in the Minimum Wage.  Increasing the Federal minimum wage rate will 
reduce the amount of credits taxpayers claim under the FICA tip tax credit.    The 
proposal is effective on the date of enactment.  The proposal is estimated to raise $185 
million over five years and $457 million over ten years.  The Congressional Budget 
Office has estimated all other revenue effects from increasing the minimum wage, as 
originally provided in H.R. 2, as being small and of indeterminate size. 
 
Increase in Age of Minor Children Whose Unearned Income is Taxed as Parents’ 
Income.  The proposal raises the age to 19 (24 if a student) under which the unearned 
income of minors who provide less than half their support with earned income is taxed at 
their parents’ tax rate.  The proposal applies to all unearned income (not just dividends 
and capital gains) and allows the lower dividends and capital gains rates to apply if the 
parents are eligible for the lower rates.  Some individuals were transferring large amounts 
of unearned income, including dividend and capital gains proceeds, to their children’s 
accounts in order to be taxed at their children’s lower tax rates.  In 1986, Congress shut 
down this abuse for children under age 14.  The Tax Increase Prevention and 
Reconciliation Act (TIPRA) of 2005 expanded this treatment to children ages 14 to under 
18.  The proposal is effective for taxable years after the date of enactment.  The proposal 
is estimated to raise $608 million over five years and $1.432 billion over ten years. 
 
Modify Interest Suspension Rules.  In general, the IRS may charge interest and certain 
penalties on tax deficiencies that are determined after a tax return is filed, e.g., as the 
result of an audit.  IRC section 6404(g) provides that the IRS must stop charging interest 
and certain penalties if a taxpayer is not notified of the deficiency within 18 months of 
filing.  Only after the taxpayer is notified of the deficiency do the interest charges start up 
again.  This provision was enacted in the IRS Restructuring and Reform Act of 1998 in 
response to complaints that the IRS acted too slowly, causing unnecessary interest 
charges to build up on taxpayers. The proposal modifies the 18-month rule by extending 
the period to 36 months.  The proposal is effective for notices provided by the Secretary 
or his delegate after six months after the date of enactment.  The proposal is estimated to 
raise $1.157 billion over five years and $2.430 billion over ten years. 
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Modification of Collection Due Process Procedures For Employment Tax Liabilities.  
Under the proposal, a “Disqualified Employment Tax Levy” is not entitled to a pre-levy 
collection due process hearing if the person subject to the levy, or any predecessor 
thereof, has requested a due process hearing with respect to unpaid employment taxes 
arising in the two-year period before the beginning of the taxable period to which the 
levy applies.  The proposal is intended to prohibit employers from using the collection 
due process to delay or prevent the IRS from collecting delinquent trust fund employment 
taxes.  The proposal applies to levies served on or after the date that is 120 days after the 
date of enactment.  The proposal is estimated to raise $163 million over five years and 
$288 million over ten years.   
 
Permanent Extension of IRS User Fees.  The proposal makes permanent the fees the 
IRS is authorized to charge for private letter rulings and other forms of guidance.  The 
proposal is estimated to raise $0 over five years and $90 million over ten years. 
 
Understatement of Taxpayer Liability by Return Preparers.  The proposal expands 
the application of preparer penalties to all types of tax returns, including employment, 
excise, exempt organizations, and estate and gift.  It increases the amount of the penalty 
for the understatement of a taxpayer’s liability by a tax return preparer to the greater of 
$1000 or 50% of the income derived by the tax return preparer with respect to the return 
or claim.  It establishes an “unreasonable position” standard – if the preparer knew, or 
reasonably should have known, of the position; there was not a reasonable belief that the 
position would more likely than not be sustained on its merits; and the position was not 
disclosed or there was not reasonable basis for the position.  A reasonable cause 
exception applies if there was reasonable cause for the understatement and the tax return 
preparer acted in good faith.  The penalty for an understatement due to willful or reckless 
conduct is increased to $5000 or 50% of the income derived.  Current penalty amounts 
often are considered to be a cost of doing business rather than a deterrent.  The proposal 
applies to returns prepared after the date of enactment.  The proposal is estimated to raise 
$31 million over five years and $82 million over ten years. 
 
Increase in Penalty for Bad Checks and Money Orders.  The minimum penalty for 
bad checks and money orders is increased from $15 on checks of $750 or less, to $25 on 
checks of $1250 or less.  The penalty amounts last were increased in 1988, so the 
proposal updates the amounts to keep pace with rising costs.  The proposal applies to 
checks and money orders received after the date of enactment. The proposal is estimated 
to raise $12 million over five years and $22 million over ten years. 
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Erroneous Refund Claim Penalty.  The proposal creates a 20% penalty on claims for 
refund that are filed without any reasonable basis.  The penalty is applied to the 
“excessive amount” of the claim, the amount by which the claim exceeds the amount 
allowable.  Under current law, penalties apply to understatements but not to claims for 
refund.  Claims for the earned income tax credit are excluded from the proposal.  The 
proposal does not apply to any portion of the excessive amount of the claim to which 
other penalties apply.  The proposal applies to claims filed or submitted after the date of 
enactment.  The proposal is estimated to raise $26 million over five years and $98 million 
over ten years. 


