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IMPORTANT INFORMATION
This program is approved for 2 CPE credit hours. To earn credit you must:
•

Participate in the program on your own computer connection and phone line (no sharing) – if you need to register
additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10). Strafford accepts American
Express, Visa, MasterCard, Discover.

•

Respond to verification codes presented throughout the seminar. If you have not printed out the “Official Record of
Attendance”, please print it now. (see “Handouts” tab in “Conference Materials” box on left-hand side of your computer
screen). To earn Continuing Education credits, you must write down the verification codes in the corresponding spaces found
on the Official Record of Attendance form.

•

Complete and submit the “Official Record of Attendance for Continuing Education Credits,” which is available on the
program page along with the presentation materials. Instructions on how to return it are included on the form.

•

To earn full credit, you must remain on the line for the entire program.

WHOM TO CONTACT
For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)
For Assistance During the Program:
- On the web, use the chat box at the bottom left of the screen
- On the phone, press *0 (“star” zero)
If you get disconnected during the program, you can simply call or log in using your original instructions and PIN.

Tips for Optimal Quality

FOR LIVE EVENT ONLY

Sound Quality
If you are listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, you may listen via the phone: dial
1-866-873-1442 and enter your PIN when prompted. Otherwise, please
send us a chat or e-mail sound@straffordpub.com immediately so we can address
the problem.
If you dialed in and have any difficulties during the call, press *0 for assistance.
Viewing Quality
To maximize your screen, press the F11 key on your keyboard. To exit full screen,
press the F11 key again.

Program Materials

FOR LIVE EVENT ONLY

If you have not printed the conference materials for this program, please
complete the following steps:
•

Click on the ^ symbol next to “Conference Materials” in the middle of the lefthand column on your screen.

•

Click on the tab labeled “Handouts” that appears, and there you will see a
PDF of the slides and the Official Record of Attendance for today's program.

•

Double-click on the PDF and a separate page will open.

•

Print the slides by clicking on the printer icon.
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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.
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FLOW THROUGH CONCEPT
AND BASIS OF STOCK AND
LOANS

Flow Through Concept and Basis of
Stock
I.

S Corporations are flow-through entities that are generally not
subject to income tax.

II. Elements of Income and Loss pass through to the shareholders on a
pro rata basis on the Schedules K-1
III. Many elements of income and loss are reported separately from the
business operations of the corporation
a. Interest Income
b. Dividend Income
c. Capital Gains and Losses – short-term and long-term
d. Charitable Contributions
IV. All expenses, including nondeductible expenses reduce basis; e.g.
50% of entertainment expense
8

Importance of S Corp Stock Basis
•

Equal shareholders may have different bases for their shares

•

Uses
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•

Calculate gain or loss on sale of a shareholder's stock

•

Limitation on each shareholder’s current deductions of
flow-through losses and deductions

•

Limit on tax free distributions to a shareholder

S Corp Stock Basis
How Computed

•
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•

Cost - cash + basis of property contributed

•

Received as gift - carryover from donor

•

Inherited – FMV on date of death or alternate valuation
date

•

Adjusted every year during S Status

Annual Adjustments to S Corp Stock
Basis
Increases
1. Additional capital contributions
2. Taxable income actually included in shareholder’s income
3. Nontaxable income (except for §108(a) discharge of
indebtedness income)
4. Excess of depletion deduction over depletable property
(other than oil or gas)
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Annual Adjustments to S Corp Stock
Basis
Decreases - generally in this order (but can never reduce basis
below zero)
1. S corp distributions that are not taxable to shareholder
2. Non-deductible (non capital) expenses and the oil and gas
depletion deduction
3. Deductible losses and deductions
Note: Deductible and non-deductible (categories 2 and 3) order
can be reversed if irrevocable deduction is made. But this results
in non-deductible item carryovers.
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Errors in Calculating Stock Basis –
Recent Cases
Barnes v. Commissioner, April 5, 2013
• DC Circuit affirmed Tax Court holding that losses reduce
basis even if not claimed by shareholder
Ball v. Commissioner, February 6, 2013
• Tax Court held that QSub election does not affect basis of S
corp stock
Tax Tip: Keep a running worksheet for your 1040 clients showing
basis and annual adjustments. A sample worksheet appears on
page 2 of the instructions for Schedule K-1 (Form 1120S).
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Basis of Stock
•

A shareholder is limited to recognizing pass-through losses by his or
her basis in the stock

•

Basis is determined by the shareholder’s investment in the stock,
increased by income elements, decreased by losses, increased by
capital contributions, decreased by withdrawals.

•

If a loss exceeds a shareholder’s basis in the stock, the excess over
basis is not recognized on the shareholder’s current year tax return
and is carried over to the next tax year unless the shareholder has
basis in shareholder loans to the corp.

•

There are ordering rules in determining basis. All income and capital
contributions increase basis, no matter when made during the fiscal
year. All losses and distributions decrease basis, no matter when
made during the fiscal year.
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Basis of Shareholder Loans
I.

Shareholder Loans do not add to basis of stock, but they do allow
pass-through of losses and deductions.
a. Loan repayments when basis was reduced are taxable income

b. Different treatment if there is a written loan (CG) versus no
written loan (ordinary)
II. Loans from non-shareholders

a. A personal guarantee does not add to the basis until shareholder
makes payments to creditor.
b. Even if personal assets are collateral for the loan, it does not
add to basis.
c. Loans from third parties, even if related, do not count as
shareholder loans.
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Basis of Stock and Loans
1. When there is a loss, reduce stock basis first and then loan basis.
2. When there is income in the next year, restore the loan basis before
the stock basis.

3. Restructuring of loans from third parties. Rev Rul 75-144
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•

Bank loaned money to the corp

•

Shareholder substituted his note for the corp’s note

•

Bank marked corp’s note PAID

•

Shareholder was subrogated to bank’s rights

•

Corp owed money to shareholder

•

My suggested method – longcut instead of shortcut
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DISTRIBUTIONS

S Corp Distributions
Two sets of ordering rules
1. S corps with no earnings and profits (E&P)
2. S corps with earnings and profits
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Distributions from S Corps with No
E&P
Order
1. Tax basis of stock after current year’s income adjustments
is tax free and reduces the basis of the stock, but never
below zero.
2. Any excess over tax basis of stock is treated as from the
sale or exchange of S corp stock — CAPITAL GAIN
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Earnings and Profits (E&P)
I.

C corporation concept – Under current law, S corps cannot generate
E&P

II. Similar to, but NOT the same as Retained Earnings

III. An S corp may have E&P if:
a. It was formerly a C corp
b. Another corp that had E&P was merged into the S corp

IV. Consists of all C corp income (both taxable and nontaxable) reduced
by all losses and dividend payments
V. Sample worksheets for computing E&P appear in:

a. Rev. Proc. 75-17, 1975-1 CB 667
b. IRS Form 5452, Corporate Report of Nondividend Distributions
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Distributions from S Corps with
E&P
Deemed Order

Tax Treatment

1. Accumulated Adjustments Account
(AAA) up to tax basis of stock

1. Tax free (reduces basis of stock)

2. AAA in excess of tax basis for stock

2. Treated as sale or exchange of S corp
stock – Capital Gain to the extent of basis

3. Previously taxed income (PTI) from
years prior to 1/1/1983 (personal to each
shareholder, money distributions only)

3. Tax free (reduces basis of stock);
Amounts in excess of basis are capital
gain

4. Accumulated E&P

4. Ordinary dividend income (Form 1099DIV)

5. Basis of stock (if any remaining)

5. Tax free (reduces basis of stock)

6. Excess over tax basis of stock

6. Capital Gain

Note that special elections may be made to distribute E&P first and/or to forgo distributions of PTI
22
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AAA IN AN S CORPORATION

Accumulated Adjustments Account (AAA). This
Exists only for Tax Years Beginning After 1982
I.

Increased by:

II.

a.

Taxable Income

b.

Excess of Depletion Deductions over basis [except oil and gas property
whose basis was allocated to shareholders under §613A(c)(11)]

Decreased by:
a.

Deductible losses and deductions

b.

Nondeductible (non-capitalizable) expenses, except for:

c.

1.

Federal income tax for attributed to C corp years

2.

Expenses related to tax exempt income

Shareholder’s deductions for oil and gas depletion under §613A(c)(13)(B)

III. These may result in a negative AAA amount. If it is a positive number, then it
is further reduced by distributions, but not below zero.
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Accumulated Adjustments Account
(AAA)
•

This is a corporate account and is not personal to each
shareholder.

•

The AAA account is the cumulative total of undistributed net
income items for years after 1982.

•

Losses and deductions can make the AAA negative, but
distributions cannot make the AAA negative or increase a
negative balance.

•

The AAA account is unique to an S Corporation. It is used to
determine the nature of corporate distributions to a
shareholder if the corporation has E&P. If the corporation has
no E&P, then AAA is irrelevant, except in the case of posttermination-transition-period (PTTP) distributions
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Adjustments are made to the AAA
in a Specified Order
+ Schedule K taxable items (not including tax-exempt income)
+ Non-separately stated income
+ Depletion in excess of basis in the property
- Adjustments other than distributions (e.g. losses, deductions)
- Tax-free distributions (not below zero)

- Redemption distributions
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Other Adjustments Account (OAA)
•

Federal taxes attributable to a C corp year.

•

Tax-exempt income and expenses related to that income are
reported in the OAA.

•

Can be reduced by distributions
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Previously Taxed Income (PTI)
•

This account is personal to each shareholder.

•

PTI is income a S corporation earned prior to January 1, 1983
that was previously taxed to the shareholder.

•

When distributed to the shareholder(s), it is not subject to
tax, up to the extent of stock basis.

•

It may only be distributed with money distributions, not
property distributions.
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Disproportionate Distributions
I.

May be treated as second class of stock causing loss of S corp status

II. Regs §1.1361-1(l)(2)
a. Identical rights to distributions and liquidation proceeds are
required
b. Look to governing provisions for this determination
c. Differences in voting rights are permitted

d. Differences in timing of distributions may be okay so long as
distributions are given appropriate tax consequences (interest?)
e. Principal purpose tests

III. Private Letter Rulings - recent
a. PLR 201322036 corp paid state income tax liability of
shareholders
29

S Corp Pays Shareholders’ Taxes
I. Treated as distributions
II. Avoid problems with minority shareholders who would balk at
paying tax on corp earnings when no distributions are made
III. Bankruptcy Trustees challenge as fraudulent conveyances
IV. Bankruptcy cases holding there is consideration for tax
payments
a. In Re: Kenrob Technology Solutions, Inc. – Bankruptcy
Court, E.D. Virginia (2012)
b. In Re: Northlake Foods, Inc. – 4th Circuit (May 6, 2013)
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COMPENSATION AND FRINGE
BENEFITS

Compensation and Fringe Benefits
• Distributions may be recharacterized as salaries if the salaries are
unreasonably low.
• What is reasonable?

• Using state unemployment insurance maximum contribution levels as a
guideline
I.

Varies from state to state
a. New York State

$8,500

b. New Jersey

in excess of $21,000

State Department of Labor/Unemployment Audit issue – Distributions
and no compensation

•
33

Advantages and Disadvantages of
Salary Compensation
I. Advantages of Compensation:
a. Ability to consider retirement planning options
b. The benefits of Social Security tax and other benefits in
the program
c. Avoid audit exposure – IRS and State Unemployment
II. Disadvantages of Compensation:
a. Subject to Social Security and Medicare Tax

b. Subject to Unemployment Tax
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Compensation- IRS Basis for adjusting
Compensation
•

If a shareholder or member of the family of one or more
shareholders of the corporation renders services or furnishes
capital to the corporation for which reasonable compensation
is not paid, the IRS may make adjustments in the items taken
into account by such individuals to reflect the value of such
services or capital.

•

Section 1366(e).

•

Applying rules of attribution

•

Shareholder compensation is not required if there are no
direct or indirect shareholder distributions - IRS Fact Sheet
(FS-2008-25)
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Distributions Recharacterized as
Salaries
I.

Payroll tax issues – reasonable compensation

II.

Recent cases
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a.

David E. Watson, PC v. US, 8th Cir. Aff'd Tax Court and on Oct. 1, 2013 U.S. Supreme
Court denied certiorari. $24,000 salary and $200,000 distributions. Court
determined that $91,041 was reasonable.

b.

Bobby D. Perry v. Comm, TC, 8/16/12. Rental payments recharacterized as
salaries.

c.

Herbert v. Comm, TC Summary Opinion, 12/26/12. $60,000 cash intended to pay
corp bills. Lack of substantiation caused some of this to be treated as
compensation.

d.

Glass Blocks Unlimited v. Comm, TC Summary Opinion 2013-180 (8/7/13). Loan
repayments treated as distributions were recharacterized as salary.

e.

McAlary Ltd, Inc v. Commissioner, TC Summary Opinion 2013-62 (Aug. 12, 2013).
$240,000 distributions and no salary paid. Brd of Dir authorized $24,000 salary
plus bonuses. Court said $83,200 was reasonable. Court imposed penalites for
failure to file Forms 940 and 941 and failure to make payroll deposits.

Fringe Benefits
I.

Concerned with any shareholder that has more than a 2% ownership
interest in the corporation on any day during the tax year or through
attribution rules such that a shareholder possesses more than 2% of the
combined voting power of all stock of the corporation. IRC §1372 says
that for employee fringe benefit purposes only, the S corp is treated as a
partnership and the more than 2% shareholders are treated as partners.

II. The fringe benefit is deductible by the corporation, but income to the
shareholder who receives the benefit
III. What fringe benefits are we usually concerned with?
a. Group Term Life Insurance (up to $50,000)

b. Medical and Dental Insurance
c. Meals and Lodging furnished for the convenience of the employer
IV. Use Box 14 on the Form W-2
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Fringe Benefits: IRS Publication 15-B
•

Not wages for Social Security and Medicare purposes

•

Considered Wages for income tax withholdings for S corp more than 2%
shareholders (treated as partners in partnership)

•

Compensation subject to income tax must be grossed up to include fringe
benefits
Example:

•

Medical Insurance for a 5% shareholder is $16,000 annually.

•

$16,000 must be added to the W-2 for the shareholder in Federal taxable
wages and State taxable wages

•

Then the shareholder can deduct 100% of the health insurance fringe
benefit on page 1 of Form 1040 as an adjustment to income since the
shareholder is considered to be self-employed as a partner in a
partnership.

See Table 2-1 (next slide)
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Source: IRS Publication 15-B

Slide Intentionally Left Blank

Sydney S. Traum, Law Offices of Sydney S. Traum P.A

Dennis Mowrey, Schneider Downs & Co.

COMMON MISTAKES

Common Mistakes
I.

Calculation of shareholder stock and loan basis from year to year
•

II.

Cannot emphasize enough the need to maintain a workpaper calculating
basis annually

Compensation
•

Not including the fringe benefits in the taxable income of the
shareholder

III. Loans from Shareholder

•

Not recognizing the character of a loan repayment to ordinary income or
capital gains, depending on whether the loan is evidenced by a written
instrument.

IV. Payroll Tax Issues

•
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Not advising client that failure to take salary in years in which
distributions are made often results in penalties for failure to file and/or
pay payroll taxes.

Common Mistakes
V.

Late elections
•

Late S corporation elections.

•

Late corp classification elections that were intended to be effective on
the same date that the S election should be effective

•

Late Qualified Subchapter S Subsidiary (QSub) elections.

•

Late Qualified Subchapter S Trust (QSST) elections.

•

Late Electing Small Business Trust (ESBT) elections.

VI. Remedies for late elections
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•

Reasonable cause

•

Private Letter Ruling – Rev. Proc. 2014-1

•

Automatic Relief – Rev. Proc. 2013-30
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PLANNING IDEAS

Planning Ideas
•

Avoiding QSST requirement to distribute all S corporation distributions to
current income beneficiary

•

Avoiding second class of stock prohibition when S corporation wants to get
cash to only one of its shareholders
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