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Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.

Revoking S Corp
Election to Take
Advantage of Tax
Reform
Wednesday June 24, 2020
1:00 – 2:50 pm ET

Background

C Corps

PTEs / Individuals

•
•
•
•

•
•
•
•
•
•
•
•
•
•

Rate reduced to flat 21%
Corporate AMT repealed
State tax deduction remains
Dividends remain taxable
.

Brackets remain
Thresholds increased
Rates reduced
Top rate reduced to 37%
New 199A deduction: top rate reduced to 29.6%
AMT remains
PEASE suspended
State tax deduction limited
Cap Gain/Div rates/thresholds remain
PTE loss limitations
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Agenda
1

Types of business operations that may benefit from S
corp revocation

2

Incentives in new tax law to consider revocation of S
corp election

3

Reasons to not revoke S corp status

4

Distributions from post-termination transition period

5

Proposed Section 1371(f) regulations

6

S Corp Revocation practical considerations
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Types of business
operations that may
benefit from S corp
revocation
•

Choice of entity status is an important
and complex decision, involving both
tax and non-tax considerations

•

The TCJA has fundamentally changed
the analysis
Careful planning required!

8

Factors to consider in determining
whether your business would benefit
•

Forecasted taxable income and distributions from the entity
•

Businesses with a greater percentage of retained earnings will benefit the most
(more on this later)

•

Type of trade or business and eligibility for Sec. 199A

•

Alternative minimum tax – no longer applicable for C corporations but still applies to
individuals

•

Passive income from pass-through and applicability of the ACA 3.8% surtax
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Continued…
•

Consider plans to sell or transfer stock (more on this on next slide)
•

Consider whether the business owners plan to hold the stock of the corporation
indefinitely or intend to sell or otherwise transfer their stock

•

Consider consequences of stock sale versus asset (or deemed asset sale )
when an S corporation versus a C corporation stock
Consider intra-family transfers of stock

•
•

Other considerations
•
•
•
•

Changes in methods of accounting
Presence of suspended losses
Potential gain or other issues on corresponding termination of QSUBs
Interest deductibility limitations

© Grant Thornton LLP. All rights reserved.
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Does your business have exit plans?

Exit significantly different in pass-through (P) versus C corporation (C)

P

Gain on exit likely lower due to
increased tax basis

C

Gain on exit likely higher, however,
all capital gains

P

Active owners pay no NII tax on sale

C

All owners pay NII tax on sale

P

Higher value proposition to buyer
due to step-up availability and full
expensing

C

No tax basis step-up to buyer, trade
at lesser value

P

One layer of tax on stock, asset or
deemed asset sales including carve
out deals

C

Significant difference between stock sale
and asset sale; carve outs attract doubletaxation unless all proceeds reinvested
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Business losses
Businesses with projected losses should choose carefully
Note that some items below have been temporarily
modified due to the CARES Act
C corporation losses incurred after
2017 subject to 80% income offset
limitation

C corporation NOLs and interest
limitation carryforwards can be used
by a buyer, subject to potential
limitations

Pass-through business losses
limited to available business income,
carryforward subject to 80% income
offset limitation

Exit gains may absorb loss carryovers
in a pass-through scenario but
generally not in corporate solution

C corporation losses worth less with
tax rate reduction and other tax
shield strategies, e.g. full expensing,
foreign DRD, etc.

Sellers beware of lost transactionrelated deductions because no NOL
carrybacks available

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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Accounting methods
C Corporation generally must use the accrual
method, except:

Conversion differences between S
corporations & partnerships

• Cash method now available for corporations with
less than $26 million in aggregate, average gross
receipts for prior three tax years

• S corporation revokes its S election

• Applies even if have inventories
• Manufacturers of unique items still required to use
percentage of completion method

• Certain personal service corporations are allowed
to use cash method regardless of gross receipts
•
•
•
•

No more marginal rate differential – use 21%
Generally, required to use calendar year
May be subject to Section 269A
Subject to Section 469 passive activity loss
limitations

• If using cash method, must file a Form 3115 to
change to the accrual method
• Spread the "catch-up" Section 481(a) adjustment
over 6 years

• Partnership converts to C corporation:
• New C corporation generally must adopt new
methods of accounting and make new elections
• Exception: depreciation carries over
• No spread period as accounts receivable turn
• LIFO layers collapse if re-elect LIFO

• Deferred revenue by accrual method partnership
accelerated when partnership terminates
• Generally, not allowed to file method changes in
year partnership terminates

Depending on facts, could be barrier to conversion

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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Incentives to revoke S corp election

14

Incentives to convert to C
corporation
•
•
•
•

Tax rate reductions
Qualified small business stock gain exclusion
Foreign incentives
Administrative / non-tax considerations

© Grant Thornton LLP. All rights reserved.

15
15

Tax rates post TCJA
Comparison of FEDERAL TOP Tax Rates
Type of income
C corporation

2017

2020

Difference

35%

21%

-14%

Individual non-business income
•

Earned income

43.4%

40.8%

-2.6%

•

Capital gains and dividends

23.8%

23.8%

------%

•

Interest, rents, royalties

43.4%

40.8%

-2.6%

Individual pass-through income
•

Active business not subject to SE tax

39.6%

29.6%

-10.0%

•

Active business subject to SE tax

43.4%

33.4%

-10.0%

•

Passive income

43.4%

33.4%

-10.0%

Includes 3.8% Medicare tax on investment income and combined employer and employee Medicare rate on
earned income. Assumes 20% deduction not otherwise limited and AAA utilized post C conversion.

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd

16
16

Entity rate comparison
FEDERAL TOP Rate Comparison by Entity
Type of business income

2020 Top rate

•

Pass-through: Active

29.6%*/**

•

Pass-through: Passive

33.4%*/**

•

C corporation: Distribute all earnings

39.8%*

•

C corporation: Distribute ½ of earnings

30.4%*

•

C corporation: Retain all earnings

21%

*Includes 3.8% Medicare tax on investment income, but not FICA or SE tax on earned income.
Also assumes AAA has been used after conversion to C.
**Assumes 20% deduction not otherwise limited
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Key Provisions of Tax Reform

Federal illustration assuming 100% distribution of profits

Pre-Tax Reform
Pass-through
Pre-Tax Income of a Business

Post-Tax Reform

C Corporation

Pass-through

C Corporation

$1,000

$1,000

$1,000

$1,000

N/A

N/A

$200

N/A

Taxable Income

$1,000

$1,000

$800

$1,000

Individual or Corporate Income Tax Rate

39.6%

35%

37%

21%

$396

$350

$296

$210

New Section 199A "Pass-through" deduction

Income Tax (Federal Only)
Amount Distributable to Owners
Individual Tax Rate on Distributions
Income/N.I.I. Tax on Corporate Dividends
After-Tax Income of Owner

$604

$650

$704

$790

N/A

23.8%

N/A

23.8%

$0

$155

$0

$188

$604

$495

$704

$602

Note: Pass-through still
pays less tax if 100% of
profits are distributed.
Inflection point is around
50% distribution.
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Dividend Distributions
Summary Comparison

Taxable income
After-tax income
Dividend

Note: C corporation
has better cash flow
until it distributes
approximately 50% of
earnings as a dividend.

PassThrough

C Corporation with 27%
Dividend

C Corporation with 36%
Dividend

C Corporation with 45%
Dividend

C Corporation with 50%
Dividend

Passthrough

C Corp

C Corp

C Corp

C Corp

Shareholders

Shareholders

Shareholders

$1,000

$1,000

$1,000

$1,000

$1,000

$644

$730

$730

$730

$730

($150)

($197)

Tax on dividend (20% + 3.8%)

$197

($262)

$262

($328)

$328

Shareholders

($365)

$365

($47)

($62)

($78)

($87)

$150

$200

$250

$278

After-tax dividend to shareholders

$150

Corporations after-tax cash

$494

$533

$468

$402

$365

Shareholders after-tax cash

$150

$150

$200

$260

$278

Total after-tax cash
Cash savings compared to passthrough

$644

$683

$667

$652

$643

$39

$23

$8

($1)
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Is a partial conversion possible to
maximize rate benefit?
•

•
•
•

Introduces complexities, but may provide for
even lower effective tax rates and greater
flexibility
Distributions from partnerships do not have to be
pro-rata
More flexibility to get back into pass-through
status should the need arise
Warning... many considerations needs to be
made prior to any restructuring:
• Sec. 351 business purpose?
• Sec. 269 tax avoidance?
• Sec. 7701 economic substance?
• And more…

S
Corporation

100%

C Corporation

??%

Legend

S Corporation
C Corporation
Partnership

??%

Partnership
(Operations)
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Qualified small business stock
Overview

• Enacted in 1993, section 1202 provides rules regarding “qualified small
business stock” (commonly referred to as “QSBS” or “QSB stock”).
• Primary benefit under current version of section 1202 is an exclusion of
up to 100% of the gain from the sale of QSB stock if all requirements
are satisfied.
• QSB stock must be stock in a C corporation when issued (and for
substantially all of taxpayer’s holding period; and when sold)
• Only non-C corporation taxpayers qualify for the gain exclusion on sale of
QSB stock
• Various corporate level and shareholder level requirements must be
met.

21

Qualified small business stock
Amount of Gain Exclusion
Exclusion percentage determined by date QSB stock was acquired:
• QSB Stock Acquired after September 27, 2010:
o 100% Exclusion in 2010, extended again in 2012 and 2014
o 100% exclusion of gain on QSB stock (made permanent on December 15, 2015 by the PATH
Act)
o Excluded amount not an AMT preference item under section 57(a)(7)
• QSB Stock Acquired from February 18, 2009 to September 27, 2010:
o 75% exclusion of gain on QSB stock
o Exclusion subject to section 57(a)(7) preference item add-back for AMT
• QSB Stock Acquired from August 11, 1993 to February 17, 2009:
o 50% exclusion of gain on QSB stock
o Exclusion subject to section 57(a)(7) preference item add-back for AMT
o Non-excluded gain subject to 28% capital gain rate

22

Qualified small business stock

Exclusion Limited to Non-C Corporation Taxpayers

• Only Non-C Corporation taxpayers
can qualify for section 1202
exclusion on gain from sale of QSB
stock.
• No requirement that other
shareholders sell their stock or be
eligible for section 1202 treatment.

Other
shareholders

Individual
(seller)
Buyer
Sale: cash for
stock

C
Corporation

23

Qualified small business stock
Original Issuance Requirement

• What is QSB stock?
• QSB stock is defined in section 1202(c) as stock in a C corporation
which was acquired in an original issuance for:
o money;
o property other than stock; or
o compensation for services provided to the corporation (other
than underwriting)
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Qualified small business stock
Qualified Small Business Requirement

• Qualified Small Business status determined when the stock is issued:
- Aggregate gross assets of the C corporation did not exceed
$50,000,000 before the issuance of the stock.
- Aggregate gross assets immediately after the issuance of the stock
did not exceed $50,000,000 (i.e., "post-money" assets).
- Corporation agrees to submit to the IRS and to its shareholders any
"reports" that the IRS may require (no guidance yet on this provision
under section 1202(d)(1)(C)).
- Consider potential application of step-transaction doctrine when
applying the test to certain transactions.
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Qualified small business stock
Active Business Requirement

• Active Business Requirement
o
o

•

At least 80 percent (by value) of assets are used by the corporation in the active
conduct of 1 or more qualified trades or businesses
such corporation is an "eligible corporation" (as defined in section 1202(e)(4))

Additional rules
o

10 percent real estate limit – corporation fails the 80% active business requirement if
more than 10 percent of the total value of its assets consists of real property that is
not used in the active conduct of a qualified trade or business.
o For purposes of this test, the ownership of, dealing in, or renting of real property
is not treated as the active conduct of a trade or business.
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Qualified small business stock
Active Business Requirement (continued)

• Qualified Trade or Business means any trade or business except:
- services in the fields of health, law, engineering, architecture, accounting,
actuarial science, performing arts, consulting, athletics, financial
services, brokerage services, or any trade or business where the principal
asset is the reputation or skill of 1 or more employees;
- banking, insurance, financing, leasing, investing, or similar business;
- any farming business;
- businesses involving the production or extraction of products that qualify for
depletion under sections 613 or 613A (e.g., mining, drilling);
- operating a hotel, motel, restaurant, or similar business.
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Qualified small business stock
Active Business Requirement (continued)

• Clarifying rules:
- Special rules for start-up and research activities (section 1202(e)(2))
- Look-thru rule for subsidiaries: if corporation owns 50% of the vote or value in the stock
of a subsidiary, then the stock or debt in the subsidiary is disregarded and the
corporation is deemed to own its ratable share of that subsidiary's assets and activities
(section 1202(e)(5))
- Computer software rights treated as active conduct asset if produce "active business
computer software royalties" (under section 543(d)(1)) (section 1202(e)(8))
- Working capital rules (section 1202(e)(6))
- Limits on amount of certain real property and stock of non-subsidiary corporations
(section 1202(e))
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Qualified small business stock
Five Year Holding Period Requirement
• QSB stock must be held for more than 5 years from date of issuance to be
eligible for gain exclusion
• Holding period generally begins on the date QSB stock is issued (whether
received in a taxable or non-taxable transaction)
• Note special holding period tacking rules when:
o (i) conversion into stock of same corporation, (ii) acquired by gift, (iii)
acquired by inheritance, (iv) acquired by transfer from a partnership; or (v)
acquired in certain section 368 reorganizations or section 351 transactions
• Appears to tack when QSB stock acquired in a section 1045 rollover transaction
• Special rules apply when a shareholder holds an "offsetting short position" in QSB
stock (section 1202(j))
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Qualified Small Business Stock
Limit of Amount of Gain Eligible for Exclusion

• "Eligible gain" for the exclusion by a taxpayer is limited to the greater of:
o $10,000,000 less excluded gain from the sale of QSB stock of the
same corporation in prior tax years; or
o 10 times the aggregate adjusted basis of QSB stock issued by the
corporation that was disposed by the taxpayer (section 1202(b))

30

International incentives
•

Move to quasi-territorial system with 100% dividends received deduction

•

One-time tax on previously unrepatriated earnings
•

•

Did the S corporation elect to defer?

Very significant anti-base erosion provisions:
•

Minimum tax on "global intangible low-taxed income"

•

Base erosion payment minimum tax

•

Incentives for foreign derived intangible income

•

Significant changes in other areas of international tax law
This is all in addition to existing law that must be considered when evaluating a conversion!

© Grant Thornton LLP. All rights reserved.

32
32

What should you consider?

Do you operate overseas through foreign branches/disregarded entities, controlled foreign
corporations or a combination of both?

What would be the tax cost associated with converting the domestic parent? Would there
be a cost to change the foreign entities' tax classification? What would be the cash flow
impact on a go forward basis?

How would the change impact, either positively or negatively, your
organization's tax position in non-U.S. countries?

Do you generate income from export sales, services
provided to non-U.S. persons, or other non-U.S. sources?

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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Incongruity amongst taxpayers

C-Corp vs. Pass-through – Incongruity
Issue

C-Corp

Pass-through/Individual

Dividend received deduction (10%
or more owned foreign corps)

100% dividends received
N/A – Subject to statutory
deduction for most dividends rates*

Foreign branch income

Subject to 21% corporate rate Subject to statutory rates
(generally 37%)*

50% deduction allowed to offset
new global minimum tax

Available to C-Corp

N/A

37.5% deduction allowed to offset
"foreign-derived intangible income"

Available to C-Corp

N/A

* Pass-through deduction is only available for income that is effectively connected with a U.S. trade or business. The deduction is
not available for dividend income from CFCs

© Grant Thornton LLP. All rights reserved.
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C-Corp vs. Pass-through – Example 1
C-Corp vs. Pass-through – Global intangible low taxed income
C Corp

Pass-through

$1,000

$1,000

Sec. 78 Gross-up

$200

N/A

Less: 50% GILTI Deduction*

$600

N/A

Taxable Income

$600

$1,000

U.S. Tax (21% for C Corp, 37% for Pass-through
individual owner)

$126

$370

Less: Foreign Tax Credit (subject to 80%
limitation)

$160

N/A

$0

$370

20%

57%

GILTI Inclusion

Net U.S. Tax Due
Global Effective Tax Rate on Inclusion

Assumptions: $1,000 of tested income, 20% foreign tax rate, no foreign tax credit limitations, no distributions out of C-corp
* Deduction for GILTI is reduced to 37. 5% for taxable years beginning after Dec. 31, 2025

© Grant Thornton LLP. All rights reserved.
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GILTI – Is it a global minimum tax?

U.S.
ETR
Foreign
ETR
U.S.
ETR
Foreign
ETR

Pass-through

C-Corp

Yes and no…

0%

2.5%

13.125% ~10.3%

37%

37%

13.125% ~10.3%

6%

10.5%

~6.1%

0%

37%

37%

~6.1%

0%

© Grant Thornton LLP. All rights reserved.
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C-Corp vs. Pass-Through – Example 2
C-Corp vs. Pass-Through – Foreign derived intangible income deduction
C Corp

Pass-through

$1,000

$1,000

Less: 37.5% FDII Deduction*

$375

N/A

Less: Pass-through Deduction

N/A

$200

$625

$800

$131.25

$296

13.125%

29.6%

FDII Income

Taxable Income
U.S. Tax (21% for C Corp, 37% for Pass-through
individual owner)
Global Effective Tax Rate on Income

Assumptions: All income is eligible for the FDII deduction, all income is qualified business income eligible for the pass-through
deduction, no foreign tax imposed, no other limitations on the pass-through deduction (e.g., wages), no distributions out of C-Corp
* Deduction for FDII is reduced from 21.875% for taxable years beginning after Dec. 31, 2025

© Grant Thornton LLP. All rights reserved.
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Final thoughts on international
operations
S-Corps can defer the one-time tax

May need to consider Base Erosion Anti-abuse Tax

Global Impacts
&
Considerations

Section 367 and potential gain on incorporation of
foreign branches
Territorial system benefit to C-Corp, but also need to
consider discretionary distributions to understand
the real impact
Numerous other complex considerations when
foreign ops are involved!

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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Non-tax / administrative
considerations
•

Legal and regulatory considerations for changes in entity status

•

Obtaining future financing
•

Venture capital providers may desire C corporation to pass-through

•

Financial statement impact – C corporations with GAAP financials will require tax
provision and maintenance of deferred tax assets/liabilities

•

Costs associated with tax return preparation – changes in entity status or structure
may complicate or simplify tax compliance
•

Pass-through taxation typically complicates tax return compliance

© Grant Thornton LLP. All rights reserved.
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Continued…

Risk of future adjustment of rates / future legislation

Exit strategy / sale premium / small business stock excl.

Owner

Succession / perpetuation strategy

After tax liquidity needs

Availability of losses/tax basis in shares / asset step up

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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Continued…

Risk of future adjustment of rates / future legislation

Cost to convert back to PTE status

Entity

New capital investment

Equity compensation plans

Ability to capture growth opportunities with rate
reduction

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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State and local tax considerations

42

State and local tax considerations

State income tax rates

Apportionment

• Rates generally applied for a pass-through:
withholding v. composite v. direct on owner

• Factor-weighting differences exist (e.g., NJ,
NY and PA)

• In some cases, direct on pass-thorough
(e.g., NH, TN, TX, cities) or combination
(e.g. IL)

• Allocation of non-operational income for
pass-through, while apportionment for
corporation (e.g., PA)

• Applicable corporate rate may vary (greatly
in instance of FL)

• Special industry weightings (e.g.,
manufacturing, financial, retailing, etc.) may
only be applicable to corporations in some
states

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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State and local tax considerations

State tax attributes
• A pass-through entity generally does not
have state NOLs, while corporations do
• A pass-through entity may have tax credits
which have been passed through to its
owners for use

Conversion tax base issues
• Basis (depreciation) differences could exist
causing gain/loss amount to vary on
conversion/later dispositions and/or postconversion taxable income

• Existing pass-through attributes use may
have limited use by a corporate successor

• Separate state method change elections
could be required, and federal income
spread may be disallowed or be different for
state purposes

• Consider notice/recapture issues for
incentives

• Tax on post-conversion distributions may
vary

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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State and local tax considerations

Business asset considerations

Other state tax considerations

• Occasional sale/no substantial change
provisions may exempt from transfer taxes
(exception my apply to titled property –
realty and vehicles)

• SUTA successor applicability rules
(including notice and election
requirements), as well as wage-base
restart must be considered

• May become eligible for certain property
tax exemptions as a corporation (e.g., MA)

• State qualifications to do business may be
required (contact legal counsel), and
capital based tax and annual reports may
be applicable

• Consider whether real property revaluation
will be triggered

• Transfer of local business licenses and
impact on taxes imposed by the same
must be considered

© 2018 Grant Thornton LLP | All rights reserved | U.S. member firm of Grant Thornton International Ltd
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S to C Conversions: PostTermination Transition Period
(“PTTP”)
In general – Two opportunities to utilize benefits
• Distributions may be taken tax free to the extent of balance in the
accumulated adjustments account (“AAA”)
• Previously suspended losses can be taken to the extent basis established

© Grant Thornton LLP. All rights reserved.
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S to C Conversions: AAA Planning
Background:
In general, an S corporation's accumulated adjustments account (AAA) represents
previously taxed earnings not distributed by the S corporation
AAA distributions from an S corporation to its shareholders are generally tax free to the
recipient shareholders to the extent of stock basis
AAA distributions must otherwise qualify as section 301 distributions (i.e., not as section
302 redemptions or proceeds in a section 331 liquidation)
Note that distributions of appreciated property by an S corporation trigger section 311(b)
gain
Special rules when distributing AAA after an S to C conversion during post-termination
transaction period (PTTP) or during post-PTTP years under "new" section 1371(f)

© Grant Thornton LLP. All rights reserved.
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S to C Conversions: AAA Planning
Distributions when an S Corporation:
S Corporation with no subchapter C accumulated earnings & profits (AE&P)
• First, distribution against stock basis (tax free return of basis; reduces AAA)
• Second, distribution in excess of stock basis (capital gain)
S Corporation with subchapter C AE&P
• First, from AAA (tax free to extent of AAA and extent of stock basis; capital gain if
out of AAA but in excess of stock basis)
• Second, from AE&P (dividend to extent of AE&P)
• Third, distribution in excess AAA and AE&P (return of basis)
• Fourth, distribution in excess of stock basis (capital gain)

© Grant Thornton LLP. All rights reserved.
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S to C Conversions: AAA Planning
Three Separate Periods for Distributing AAA:
Consider timing of anticipated distributions from AAA
• Distribution of AAA before termination of S election (rules on previous slides)
• Distribution of AAA after termination of S election during the post-termination
transition period (PTTP)
• Distribution of AAA after termination and after the PTTP during post-PTTP years
("new" section 1371(f))

© Grant Thornton LLP. All rights reserved.
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S to C Conversions: What is the PTTP?

The PTTP generally is the period beginning on the date after the corporation's last taxable
year as an S corporation and ending on the later of, (i) one year after such last day or, (ii)
the due date for filing the final return as an S corporation (including extensions).
• Rule under (i) generally applies when January 1 revocation of S status
• Rule under (ii) generally applies when mid-year revocation of S status (because of
statutory rule that provides that the final short year S return due date is determined
by reference to the short C return due date)
The PTTP can also be
• the 120-day period after a determination that the S election had been terminated
for a previous year; or
• the 120-day period beginning on the date of any determination under an IRS audit
occurring after the termination of the S election, if an S corporation item of income,
loss, or deduction is adjusted
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S to C Conversions: PTTP
Distributions during the PTTP:
During the PTTP, distributions of cash (but not of property or corporate notes) made by the
C corporation to its shareholders are tax free to the extent of AAA and reduce basis.
If distribution exceeds the AAA, excess distribution taxed as a dividend (current E&P and
accumulated E&P from previous C existence)
Where a corporation redeems stock during the PTTP and the redemption is treated as a
distribution under Code Sec. 301, the redemption reduces the AAA before being treated
as a dividend distribution
•

A, an individual, owns all the shares X. When X's S corporation election terminated, X's AAA was
$1,200 and its accumulated E&P was $800. During X's PTTP, X redeems 50 of A's 100 shares of
X stock for $1,000 and makes no other distributions. For the tax period that includes the
redemption, X has current E&P of $400. The redemption, which is treated as a Code Sec. 301
distribution, reduces the AAA by $1,000 and the remaining $200 is treated as a dividend
distribution
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Example – Distribution during the
PTTP
King, Inc., an S corporation, terminates its S election on December 31, 2019, and
becomes a C corporation on the following day. The corporation has balances of
$21,000 in AAA, and $12,000 in AE&P at December 31, 2019. John, the sole
shareholder, has stock basis of $30,000 at the date the S election terminates.
Nontaxable cash distributions up to the amount of the AAA ending balance
($21,000) can be made to John during the PTTP. In this case, the PTTP is the
2020 calendar year, i.e., the one-year period following revocation of the
S election. (This is true even though the corporation is now in C status and
distributions would normally be distributions of AE&P.) The distributions reduce
the corporation's AAA balance and reduce John's stock basis.
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Example - PTTP following an IRS
audit
John is the sole shareholder in King, Inc., an S corporation. The corporation
voluntarily revokes its S election on December 31, 2019 when the AAA balance
is $25,000 and John's stock basis is $32,000. John withdraws $25,000 in cash
from the corporation on March 15, 2020. Since the withdrawal is made during the
PTTP, it is a distribution of AAA and reduces the AAA to zero.
On February 1, 2021, the IRS begins an audit of King Inc.'s 2019 return. The
auditor finds that the S corporation's depreciation deduction was overstated by
$5,000. On March 20, 2021, John signs a closing agreement showing an
assessment of additional tax on her 2019 Form 1040 because of the error on
King Inc.'s return. John's stock basis and the AAA will increase by the additional
income, $5,000, and John can withdraw the AAA in cash tax-free if the
withdrawal is made by July 17, 2021 (i.e., the end of the 120-day PTTP that
begins on March 20).
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S to C Conversions: PTTP
Election under IRC 1371(e)(2)
•

•
•

Election can be made to treat distributions of money during the PTTP under the normal C corporation
rule of IRC 301, and thus as taxable dividends to shareholders, or, if in excess of E&P, reduction in
basis.
All shareholders must consent and election must clearly indicate IRC 1371(e)(1) will not apply.
When would this be beneficial?
•
•
•

S corporation has large AE&P balance and faces risk of imposition of the accumulated earnings tax of
IRC Sec. 531 upon termination of S status
Use an expiring NOL carryover
SH needs to generate investment income

© Grant Thornton LLP. All rights reserved.

55
55

S to C Conversions: Section 1371(f)
Distributions during post-PTTP years under new Section 1371(f):
Section 1371(f) extends the period during which a corporation can benefit from the AAA generated which the
corporation was an S corporation
For a distribution of money by an eligible terminated S corporation after the post-termination transition period
AAA is allocated to such distribution and the distribution is chargeable to AE&P in the same ratio as the AAA
bears to the AE&P.
Eligible terminated S corporation means a C corporation which (i) is an S corporation on December 21, 2017, (ii)
during the two year period beginning on December 22, 2017 revokes its S election, and (iii) all owners on the
date of revocation are the same owners (and in identical proportions) as the owners on December 22, 2017.
Important to note: The benefits of these rules apply only if the S corporation election is terminated by a
revocation, not by a termination.
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Section 1371 Proposed Regulations
Proposed regulations identify five categories of stock transfers that do not result
in an ownership change
• Transfers of stock between a shareholder and that shareholder’s trust
treated as wholly owned by that shareholder for federal tax purposes;
• Transfers of stock between a shareholder and an entity owned by the
shareholder that is disregarded as separate from its owner;
• An election by a shareholder trust to be treated as part of a decedent’s
estate or the termination of that election;
• A change in the status of a shareholder trust from one type of eligible S
corporation shareholder trust to another; or
• A transaction that includes more than one of the four events (listed in the
bullets above
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Section 1371 Proposed Regulations
IRC 1371 proposed regulations provide rules for implementation and amends
Reg 1.1377-2(b) – “no newcomer rule”
Corporation ETSC period is any taxable year, or portion thereof, beginning on the
first day after the corporation’s PTTP and ending on the date on which the
ETSC’s AAA balance is zero.
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Section 1371 Proposed Regulations
Regulations adopt the “snapshot approach”
• ETSC determines AAA ratio and AE&P ratio only once and all
distributions will be allocated to AAA and AE&P based on these ratios
until either corporation as no remaining AAA or no AE&P
• AAA ratio – ratio of historical AAA to the sum of historical AAA and
historical AE&P
• AE&P ratio – ratio of historical E&P to the sum of historical AAA and
historical AE&P
Under approach, ratios are determined on day it revokes its S election
Therefore, if corporation has always been an S corporation prior to becoming C
corporation, AAA ratio will be 100%.
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Section 1371 Proposed Regulations –
(cont.)
Under current regulations“[t]he special treatment under Section 1371(e)(1) of
distributions of money by a corporation with respect to its stock during the posttermination transition period is available only to those shareholders who were
shareholders in the S corporation at the time of the termination” (the nonewcomer rule)
Proposed regulations note in the preamble that a no-newcomer rule was not
going to be added to the regs under Section 1371(f) and proposes to amend
Treas. Reg. Sec. 1.1377-2(b) to remove the no-newcomer rule for Section
1371(e) distributions.
If finalized, the proposed amendment would extend Section 1371(e) treatment of
distributions to all shareholders and not just shareholders that were shareholders
at the time the S election was terminated.
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Section 1371 Proposed Regulations –
(cont.)
The effective date of the new rule would be for tax years beginning after the date
the proposed regulations are finalized.
However, a corporation could elect to apply the new rule to distributions in any
prior years that are not closed by the statute of limitation when the final
regulations become effective.
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Example – 1371(f) “Snapshot”
approach – Historical AE&P
King, Inc. revokes its S corporation status effective January 1, 2018. King, Inc., a calendar-year
taxpayer, is an eligible terminated S corporation. At the beginning of January 1, 2018, King, Inc.
has an accumulated adjustments account of $9,000 and accumulated earnings and profits of
$1,000. King, Inc. makes no distributions and has no current earnings and profits in 2018. King,
Inc.’s post-termination transition period ends on December 31, 2018. In 2019, King, Inc.
distributes $1,000 in cash to its sole shareholder, whose adjusted basis in X stock is $10,000. For
the year 2019, King, Inc. has current earnings and profits of $5,000.
Of the $1,000 distribution, the proposed regulations would treat $900 ($1,000 × $9,000 / $10,000)
as sourced from King Inc.’s accumulated adjustments account. The $900 is received tax-free by
the shareholder and reduces the shareholder’s adjusted stock basis by $900 to $9,100. The other
$100 is sourced from King Inc.’s accumulated earnings and profits, and is a dividend to the
shareholder. Thereafter 90% of all distributions made will be treated as coming out of AAA until it
is exhausted.
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Example 2 – 1371(f) “Snapshot”
approach – Historical AE&P is zero
King, Inc. revokes its S corporation status effective January 1, 2018. King, Inc., a calendar-year
taxpayer, is an eligible terminated S corporation. At the beginning of January 1, 2018, King, Inc.
has an accumulated adjustments account of $9,000 and accumulated earnings and profits of $0
as a result of King, Inc. never having been a C corporation previously . King, Inc. makes no
distributions and has no current earnings and profits in 2018. King, Inc.’s post-termination
transition period ends on December 31, 2018. In 2019, King, Inc. distributes $1,000 in cash to its
sole shareholder, whose adjusted basis in X stock is $10,000. For the year 2019, King, Inc. has
current earnings and profits of $5,000.
Of the $1,000 distribution, the proposed regulations would treat $1,000 ($1,000 × $9,000 /
$9,000) as sourced from King Inc.’s accumulated adjustments account. The entire $1,000 is
received tax-free by the shareholder and reduces the shareholder’s adjusted stock basis by
$1,000 to $9,000. As a result of the AAA ratio of 1, all distributions will be treated as coming out
of AAA until it is exhausted.
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S to C Conversions: AAA Planning
AAA Timing Issues:
Distribution of AAA as a C corporation during the PTTP (greater of one year or until due
date of last S return)
• Distribution must be cash
• Consider third party loans
Consider distributions of AAA as a C corporation post-PTTP (indefinite)
• Consider whether C corporation is eligible for new rules
• Does the terminated S corporation have AE&P from pre-S corporation years
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S to C Conversions: Suspended
losses within PTTP
Suspended Losses at Date of Termination
•

Once S status terminates, suspended losses are treated as incurred by the shareholders on the last day of the PTTP

•

Opportunity exist to utilize suspended losses by contributing capital

•

Loan advances and CODI does will not increase stock basis

•

Must remain shareholders at the close of the period

•

Suspended losses are not available to individual shareholders who terminate their interest in the
corporation during the PTTP

•

Unused losses cannot be deducted after the end of the PTTP
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Example – Carryover of At-Risk Loss
to the PTTP
John is the sole shareholder of King, Inc., a calendar-year S corporation. On
February 14, 2019, he transfers a portion of his stock to a partnership (an
ineligible shareholder), causing termination of S status. As of the beginning of the
year, John had $3,000 of adjusted basis in his S corporation stock. However, his
pass-through loss for the final short-period S corporation return from January 1
through February 13, 2019 is $10,000, resulting in a $7,000 excess loss due to
insufficient basis.
John has until March 15, 2020 (the due date of the final S corporation tax return)
to contribute additional capital, which will generate stock basis that will allow
John to utilize the $7,000 suspended loss. If the corporate tax return is extended,
John will have until the extended due date to inject the capital. The loss is
treated as incurred on the last day of the PTTP. The loss cannot be deducted
before the end of the PTTP, so John could not claim the $7,000 loss in 2019,
even if he increased his stock basis by such amount on or before December 31,
2019.
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Section 481(a) - Modification of
Treatment of S to C Corporation
Conversions
Section 481(a)
• Effective December 22, 2017
• Normally such adjustments would be taken into account over four years. Any accounting
adjustment under Section 481(a) of an eligible terminated S Corporation attributable to the
revocation of the S election is taken into account ratably during the six taxable year period
beginning with the year of change.
• Eligible terminated S corporation means a C corporation which (i) is an S corporation on
December 21, 2017, (ii) during the two year period beginning on December 22, 2017
revokes its S election, and (iii) all owners on the date of revocation are the same owners
(and in identical proportions) as the owners on December 22, 2017.
• In certain instances, an S corporation may use the overall cash method of accounting, but upon
conversion from S corporation to C corporation might change to an overall accrual method of
accounting.
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Sections 481(a) - Modifications of
Treatment of
S to C Corporation Conversions (cont.)
Under Section 448, as amended by the Tax Cuts and Jobs Act, a C corporation or a partnership which
has a C corporation as a partner must use the accrual method of accounting unless it’s in the farming
business, it’s a qualified personal service corporation or meets the new gross receipt test
A corporation or partnership meets the gross receipts test if for any taxable year its average annual
gross receipts for the three taxable year period which precedes such taxable year does not exceed
$26,000,000
A personal service corporation is one in which substantially all activities involve the performance of
services in the fields of health, law, engineering, architecture, accounting, actuarial science, performing
arts, or consulting.
So when a cash basis S corporation converts to a C corporation and the C corporation does not qualify
for an exemption it is required to change to an accrual basis.
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Example – Taking 481(a) adjustment
into account over six years
King, Inc. revoked its S election effective January 1, 2019. The corporation meet
the definition of an eligible terminated S corporation. The corporations gross
receipts exceed the Section 448(c) limitation ($26 million in 2019); therefore,
King, Inc. is required to change to the accrual method while in C status. The
change qualifies as an automatic accounting method change. The corporation’s
Section 481(a) adjustment caused by the change an be taken into income over a
six year period.
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S Election Revocation Practical
Considerations
70

How to Terminate S Elections
No specific form is required
File a statement titled "Revocation of S Corporation Status"
File with the IRS Service Center where the S Corporation’s original election was filed
Statement must:
Identify the name of the S Corp, the tax identification number, and the number of
outstanding shares
Be signed by the person authorized to sign the corporation's tax returns
Must contain consent signed by shareholders owning more than 50% of the S Corp
stock, including the nonvoting shares
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Is a reorganization possible to
maximize rate benefit?
•

IRC Sec. 368(a)(1)(E) allows for a tax-free
recapitalization

•

IRC Sec. 355 allows for a tax-free corporate
division

S
Corporation

100%

C Corporation

•

Warning... many considerations needs to be
made prior to any restructuring:
• Sec. 351 business purpose?
• Sec. 269 tax avoidance?
• Sec. 7701 economic substance?
• And more…

??%

Legend

S Corporation
C Corporation
Partnership

??%

Partnership
(Operations)
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Involuntary Terminations
The IRS can terminate the S Corp election for violating one or more of the eligibility requirements
•
•
•

Having more than 100 shareholders,
Having 1 or more ineligible shareholders, or
Having more than one class of stock

Also: An S Corp can be terminated if it has:
•
•

Accumulated earnings & profits (from C Corp years), and
Passive investment income exceeding 25% of gross income for the prior 3 consecutive years.

Terminations are generally effective on the date of the termination event
TCJA provides relief for “voluntary” terminations
Could “inadvertently terminated” S Corp obtain private letter ruling “fixing” the termination so it
can then voluntarily terminate?
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Effect of Converting to C Corp.
No immediate gain or loss is realized upon conversion to C Corp.
Possible increased state and local taxes
Change in accounting method may be required
Post-conversion distribution treatment
Termination could require two tax returns for a year.
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Conclusion

• Multiple data points to review when considering conversion
• The analysis involves both tax and non-tax issues
• Don't go it alone
Thank you!
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Questions?
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Disclaimer
•

This Grant Thornton LLP presentation is not a comprehensive
analysis of the subject matters covered and may include proposed
guidance that is subject to change before it is issued in final form. All
relevant facts and circumstances, including the pertinent
authoritative literature, need to be considered to arrive at conclusions
that comply with matters addressed in this presentation. The views
and interpretations expressed in the presentation are those of the
presenters and the presentation is not intended to provide
accounting or other advice or guidance with respect to the matters
covered
For additional information on matters covered in this presentation,
contact your Grant Thornton LLP adviser

Disclaimer
**********************
IRS Circular 230 disclosure: To ensure compliance with requirements imposed by the U.S. Internal
Revenue Service, we inform you that any U.S. federal tax advice contained in this PowerPoint is not intended or written
to be used, and cannot be used, for the purpose of (a) avoiding penalties under the U.S. Internal Revenue Code or (b)
promoting, marketing or recommending to another party any transaction or matter addressed herein.
*********************
The foregoing slides and any materials accompanying them are educational materials prepared by Grant Thornton LLP and are not intended as advice directed
at any particular party or to a client-specific fact pattern. The information contained in this presentation provides background information about certain legal and
accounting issues and should not be regarded as rendering legal or accounting advice to any person or entity. As such, the information is not privileged and
does not create an attorney-client relationship or accountant-client relationship with you. You should not act, or refrain from acting, based upon any information
so provided. In addition, the information contained in this presentation is not specific to any particular case or situation and may not reflect the most current legal
developments, verdicts or settlements.
You may contact us or an independent tax advisor to discuss the potential application of these issues to your particular situation. In the event that you have
questions about and want to seek legal or professional advice concerning your particular situation in light of the matters discussed in the presentation, please
contact us so that we can discuss the necessary steps to form a professional-client relationship if that is warranted. Nothing herein shall be construed as
imposing a limitation on any person from disclosing the tax treatment or tax structure of any matter addressed herein.
© 2017 Grant Thornton LLP, the U.S. member firm of Grant Thornton International Ltd. All rights reserved. Printed in the U.S. This material is the work of Grant
Thornton LLP, the U.S. member firm of Grant Thornton International Ltd.

