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In the 2019 fiscal year 
there were 5,186,557

S corporation returns 
filed. 

S corporation returns 
constituted 45.98% of 
the total returns filed 

by all C corporations, S 
corporations, and 

partnerships



ÁThis section reviews the classification of business entities 
and how an entity makes the S corporation election.



CHECK-THE-BOX 
REGULATIONSP. 

102

ÁUnincorpo rated domestic entity with 
more than one owner is, by default, a 
partnership. 

ÁHowever, it can elect to be treated 
as an association (a corporation) for 
federal tax purposes. 

ÁA single -member LLC (SMLLC) is, by 
default, a disregarded entity. 

ÁIt too can elect to be taxed as a 
corporation for fed eral tax 
purposes.



CHECK-THE-BOX 
REGULATIONS 

(CONTINUED)P. 
102

ÁTax Status v. Organization @ State Level

ÁHow to elect S Corp Status:

ÁForm 8832, Entity Classification 
Election, to be taxed as a 
C corporation

ÁForm 2553, Election by a Small 
Business Corporation, to be taxed as 
an Scorporation



FIGURE 4.1 
CLASSIFICATION OF 
BUSINESS ENTITIES

P. 103



Form 2553 is the form used to 
elect to be classified as an S 

Corporation?

True or False



ÁI.R.C. § 1361 and file the 
I.R.C. § 1362 election ð
eligibility requirements



It does not have more than 100 

shareholders.

All its owners are US citizens or resident 

alien individuals, estates, certain trusts, 

or certain tax -exempt organizations.

It does not have more than one class of 

stock.



FAMILY 
ATTRIBUTION 

RULESPP. 103-
104

ÁHusband & Wife = 1 shareholder

ÁAll Family members = 1 shareholder

ÁSix-Generation Rule:

ÁBegins with the common ancestor 
(shareholder)

ÁSix-Generation applied on the latest of

ÁThe effective date of the S election,

ÁThe earliest day that a member of the 
family acquires stock, or

ÁOctober 22, 2004



ELIGIBLE 
SHAREHOLDERS

PP. 104-105

ÁIndividuals who are US citizens or 
residents

ÁIf a spouse is a nonresident alien who 
has a current ownership interest (e.g., 
community property law), the 
corporation does not qualify

ÁDecedent and bankruptcy estates

ÁCertain trusts (described later)

ÁI.R.C. § 501(c)(3) tax -exempt entities

ÁI.R.C. § 401(a) qualified plans



TRUSTS
PP. 104-105

ÁSome trusts must make an election to 
qualify as an S corporation shareholder.

VGrantor Trusts (Including Deemed 
Grantor Trusts)

VTestamentary Trusts

VVoting Trusts

VElecting Small Business Trusts (need 
election)

VQualified Subchapter S Trusts (need 
election)



During the life of the Current Income Beneficiary 
there is only one income beneficiary who is a US 
citizen or resident. 

Distributions of trust principal are made to only the 
income beneficiary. 

The income interest terminates on the beneficiaryõs 
death or termination of the trust, whichever is 
earlier. 

If the trust terminates during the current income 
beneficiaryõs lifetime, the trust distributes all trust 
assets to that beneficiary. 

The trustee makes annual distributions of income if 
the trust instrument does not require all trust 
income to be distributed annually. 



The QSST election treats the 
trust as a grantor trust and the 
beneficiary as the owner of the 
part of the trust that consists of 
S corporation stock. 

The QSST and ESBT election 
deadlines are the same (2 
months + 16 days).



PRACTITIONER 
NOTE P. 105

Relief for Late Elections (RP 2013-30)

ÁThe taxpayer can make a late ESBT or QSST 
election within 3 years and 75 days after 
the date on which the trust election should 
have been effective. 

ÁIf that period has expired, the taxpayer can 
request a letter ruling. 



ÁAn LLC is generally not eligible to be a shareholder in an Scorporation

ÁHowever, the owner of an SMLLC that is disregarded as an entity separate from its owner
is treated as owning the LLCõsassetsdirectly, including its shares in an Scorporation .

ÁIf the LLCõssole owner is a UScitizen or resident or another eligible S corporation
shareholder, the LLC can be a shareholder in an Scorporation .

ÁHowever, if the LLC elects to be a C corporation or an S corporation for
federal income tax purposes, or if one or more additional persons acquires an
interest in the LLC, it is ineligible to own shares in an Scorporation .



ÁCertain tax-exempt organizations can be S corporation
shareholders .

ÁAn eligible shareholder is an organization described in

ÁI.R.C. § 501(c)( 3) (organizations organized and operated
for charitable, religious, educational, and other specified
purposes)

ÁI.R.C. § 401(a) (qualified pension, profit sharing, and stock
bonus plans)



ONE CLASS OF 
STOCKPP. 

105-106

ÁAn S corporation must have a single 
class of stock.

ÁThis rule applies only to outstanding 
shares. 

ÁDifferences in voting rights do not 
create multiple classes of stock.



The determination of whether all outstanding shares 
of stock confer identical rights to distribution and 

liquidation proceeds is made based on:

the corporate 
charter 

articles of 
incorporation 

Bylaws
applicable state 

law

binding 
agreements 
relating to 

distribution and 
liquidation 
proceeds 

Each share of stock must confer identical rights to 
all current and liquidating distributions. 



ÁIf an LLC elects to be taxed as an S 
corporation, the operating agreement may 
need to be amended 
Áto remove special income allocations, and

Áprovide for equal distributions of 
liquidation proceeds, per unit (share) 



TRANSFER 
RESTRICTIONS

P. 106 

ÁBuy-sell agreements, shareholder 
agreements that restrict the transfer of 
stock, and redemption agreements are 
disregarded unless:

Áa principal purpose of the agreement is 
to circumvent the one class of stock 
requirement; and

Áthe agreement establishes a purchase 
price that, at the time the agreement is 
entered into, is significantly in excess of 
or below the FMV of the stock. 

ÁBona fide agreements to redeem or 
purchase stock at the time of death, divorce, 
disability, or termination of employment are 
disregarded.



EQUITY 
ARRANGEMENTS

P. 106 

ÁIf restricted stock is issued in connection 
with the performance of services and is 
substantially nonvested, the stock is 
generally not treated as outstanding 
unless the holder makes an I.R.C. § 83(b) 
election. 

ÁCertain call options, warrants, or similar 
instruments may be a second class of 
stock if 

Áthe exercise price is substantially 
below the FMV of the stock on the date 
of issue, and

Áthey are substantially certain to be 
exercised. 



However, if the call option is transferred without the transfer of a 
corresponding portion of the loan, the option must again be tested 

to determine if it constitutes a second class of stock.

Call options issued to a commercial lender in connection with a 
commercially reasonable loan are not treated as a second class of 

stock.

Call option issued to an employee or independent contractor in 
connection with services is not treated as stock if :

the option is 
nontransferable, and 

has no readily ascertainable 
FMV when it is issued.



S CORPORATION 
ELECTION
P. 106 

ÁA company electing S corporation status must 
file Form 2553, Election by a Small Business 
Corporation, with the IRS Service Center 
(Kansas City or Ogden) where the company files 
(or will file) its tax returns. 

ÁIf an unincorporated entity is electing S 
corporation status as of the first day it is 
seeking entity classification as a corporation, 
the entity can file only Form 2553 and does not 
have to also file Form 8832. 

ÁThe corporation can file Form 2553 by mail or 
by fax. 

ÁFigure 4.2 (P. 107) shows page 1 of Form 2553. 





Evidence of Filing

ÁWhen the IRSreceivesand processesForm 2553, it sends
CP261, Noticeof AcceptanceasanScorporation.

ÁIf the corporationdoesnot receivethis notice within 60 days
of filing the Scorporationelection,it shouldcontactthe IRS.



ÁForm 2553 is due on or before :

Áthe fifteenth day of the third month of the tax year for
which the election is to take effect ; or

ÁIf the company is in existence as a C corporation, it may
file this election in the tax year preceding the tax year the
status is to take effect .



TIME FOR FILING 
(CONTINUED)P. 

108 

ÁFor a new corporation, the tax year 
commences on the earliest of the 
following: 

1. Issuance of shares 

2. Acquisition of assets 

3. Commencement of business 



ÁIf the first tax year is less 
than 2 months and 15 days, 
the 2-month-and-15-day 
period may extend to the 
second tax year. 



Thornton Corporation is 
a calendar year taxpayer. 

ÅOn November 8, 2019, it 
issued its first shares. 

ÅOn December 9, 2019, the 
assets contributed by the 
shareholders were titled to the 
corporation. 

ÅThornton commenced doing 
business on January 10, 2020. 

Thornton must file 
Form 2553 on or 

before January 23, 
2020, (2 months + 

15 days from 
November 8, 2019. 



ÁEach shareholder who owns shares at the time of filing the S
corporation election must consent to the election .

ÁShareholders consent by signing Form 2553, or they can
attach a separate consent statement.

ÁFigure 4.3 shows the Form 2553 consent.

ÁFigure 4.4 shows who must consent to the S election (P.
109).







The IRS will accept a late 
consent if 

1. filed within a reasonable 
period

2. reasonable cause

3. the interests of the 
government would not be 
jeopardized



LATE ELECTION 
RELIEFP. 110

ÁI.R.C. § 1362(b)(5) instructs the IRS 
to treat late S corporation elections 
as timely filed if:

ÁReasonable cause for the 
delinquency. 



REV. PROC, 2013-30 
LATE ELECTION 
RELIEFP. 110

ÁService centers can grant relief if 

ÁThe corporation files Form 2553 no 
more than 3 years and 75 days after the 
day the election was intended to 
become effective. 

ÁThe corporation must explain the 
reasonable cause for failure to timely 
file the election and its diligent actions 
to correct the mistake upon discovery. 

ÁThis information can be provided on 
line I of Form 2553 or on an attached 
statement. 



PRACTITIONER 
NOTE P. 110

Letter Ruling Request

If the corporation does not meet the 
requirements for relief from a late 
election from the service center, the 
corporation may file a request for a 
letter ruling from the IRS National 
Office and pay a user fee (currently 
$30,000).



ÁA corporation can revoke its Selection at any time.
ÁRevocation terminates the election

ÁEntity becomes a C corporation (even if it is
unincorporated)

ÁTo revoke the election, the corporation files a statement with the IRS
service center where the S election was filed indicating the effective
date of the revocation .
ÁSigned by any person authorized to sign income tax returns

ÁA statement of consent must be attached

ÁConsent signed by the holders of more than 50% of the stock
(including nonvoting stock) on the date that the revocation is filed



ÁThere is a general prohibition against making a new S 
corporation election if the corporation terminated an S 
election within 5 years. 

ÁThus, if a corporation decides to terminate its S status and 
become a C corporation, it must remain a C corporation 
for at least 5 years. 

ÁIf the corporation then decides to reelect S status, it may 
be subject to tax at the entity level (such as the built -in 
gains tax), discussed in Issue 6.



ÁThe IRS can reduce the reelection period to 1 year if the
corporation meets the following two criteria :

1. There was a change in ownership of more than 50% of 
the corporationõs shares since termination of the prior 
election. 
and

2. The prior termination was beyond the control of the 
current shareholders. 



This section reviews the classification of 
business entities and how an entity makes 
the S corporation election.



Liability protection 

Step-up in basis of 

appreciated property 

after the death of an 

owner or sale of an 

ownerõs interest

Allowable type and 

number of owners 

New partnership audit 

regime 

Tax rules that apply to 

entities with foreign 

income

Availability of 

employee benefits 



DISREGARDED 
ENTITY 

P. 111

By default, an 
SMLLC is 

classified as a 
disregarded entity. 

For tax purposes, 
the entityõs, assets, 
liabilities, income, 

and deductions 
are treated as 

belonging directly 
to the owner. 

If the sole owner is 
an individual, 

ordinary income 
or loss on 

Schedule C, E, or F

An SMLLCõs 
income is 

generally SE 
income 



Passes through its items of income, 
gain, losses, deductions, and credits to 

partners 

ÅThe partners are taxed on their 
distributive share of partnership 
income. 

ÅA partner (other than a limited 
partner) must also pay SE tax. 

ÅGuaranteed payments from a 
partnership are not wages; SE 
income. 

Have more flexibility in allocating 
income and loss to owners than S 

corporations. 

ÅS corporations generally must 
allocate all items on a per -share, 
per -day basis. 

ÅPartnership allocations may differ 
from capital ownership if they meet 
the requirements of I.R.C. § 704(b). 

ÅHowever, partnership must allocate 
built -in gains and losses on 
contributed property to the 
contributing partner. 



ÅTo the extent of the adjusted basis of the 
partnerõs interest in the partnership at the end 
of the partnership year in which the loss 
occurred. 

A partnerõs share of 
partnership loss is 

allowed only 

ÅThe risk of economic loss is enough to give a 
partner debt basis. 

ÅOnly economic outlay (discussed later) gives 
an S corporation shareholder debt basis. 

Basis is increased 
by a partnerõs share 
of the partnership 

liabilities. 



Guaranteed payments are not QBI and may reduce a partnerõs QBI 
deduction. 

A partnership can compensate its owners for their contributions 
of capital, labor, and/or management by:

allocation of profits or guaranteed payments. 

Partners do not receive wages from the partnership (self 
employed)

Contrast: If S corporation shareholders provide labor or management, 
the S corporation must pay them reasonable compensation . 



C corporations pay a flat 21% tax rate.

Distribution of earnings and profits is taxed to the 

shareholder. 

Qualified dividends are taxed at the reduced tax rate of 

0%, 15%, or 20%. 

C corporation income is not eligible for the QBI 

deduction. 

Dividends received from a C corporation are subject to 

the 3.8% NIIT. 



CROSS-
REFERENCE

P. 112 

C Corporations vs. Pass Through Entities

ÅCorporate level tax > shareholder or 
partner level tax

ÅSee pages 458ð480 in the 2018 National 
Income Tax Workbook for a comparison 
of C corporation taxation with the 
taxation of a disregarded entity, 
partnership, and S corporation. 



S CORPORATION 
P. 112 

Corporate liabilities (other than those owed 
to its shareholders) are not included in a 

shareholderõs basis. 

Losses that exceed the shareholderõs basis in 
the S corporation stock and basis in 
indebtedness to the S corporation 

shareholder are not currently deductible. 

Pass through Income, loss, deduction, and 
credits to the shareholders 



S CORPORATION 
P. 112 

An S corporation with C corporation history may 
pay tax on built -in gains and excess net passive 

investment income. 

Distributions are not subject to the NIIT if material 
participation. 

Distributions are not subject to employment taxes 
and may qualify as part of the W -2 wage base for 

QBI. 

Reasonable Compensation Rules Apply



VFigure 4.6 compares the 
attributes of partnerships, S 

corporations, C corporations, and 
disregarded entities. 



ISSUE 5: 
COMPENSATION OF 
SHAREHOLDERSP. 
135
This section explains the 
compensation of S corporation 
shareholder -employees.



A shareholder officer is required to take 
reasonable compensation especially if 

they perform services for the S 
Corporation?

True or False



Both S and C corporations 
deduct expenses for wages 
paid, even if those payments 

are made to shareholder -
employees. 

Because wages are 
deductible, but dividends 
paid are not, there is an 

incentive for a C 
corporation to disguise 

distributions to owners as 
wages to claim a deduction. 



COMPENSATION 
OF 

SHAREHOLDERS 
P. 135

ÁOn the contrary, S corporation wages are subject to 
employment taxes, which creates an incentive to 
characterize payments as a share of earnings instead of 
wages. 

ÁTo prevent the treatment of wages as earnings that are not 
subject to employment taxes, an S corporation must pay its 
shareholders reasonable compensation for services that 
they provide to the corporation. 

ÁIf the salary paid to an S corporation shareholder is 
not reasonable, the IRS can recharacterize a 
shareholder distribution as wages that are subject to 
employment taxes. 

ÁFor newly electing S corporations, the CP261 notice 
contains a statement that the corporation should 
compensate its shareholders, and that the IRS will be 
enforcing this rule. 



CROSS-REFERENCE 
QBI DEDUCTION

P. 135 

The I.R.C. § 199A qualified business 

income (QBI) deduction applies to 

qualified business income. 

Wages reduce qualified business 

income, which may reduce the QBI 

deduction. 

However, for taxpayers who are 

above the QBI phase-in range, the 

deduction may be limited if the 

corporation does not pay enough W -

2 wages. 

For purposes of the QBI deduction, 

reasonable compensation of an S 

corporation shareholder includes 

any amounts (including 

distributions) paid by the S 

corporation to the shareholder, up to 

the amount that would constitute 

reasonable compensation. 

See the òQualified Business Income 

Deduction Issuesó chapter in this 

book for a discussion of calculation 

of the QBI deduction, and limitations 

on that deduction. 



Reasonable compensation is 
determined by facts and 

circumstances and the burden 
of proof is on the taxpayer to 

substantiate that the 
compensation is reasonable. 



POLLING QUESTION 
3

Reasonable Compensation of 
a shareholder officer is 
determined by:

ÅWhatever the taxpayer says it is

ÅSalary comparisons of others in the 
industry performing similar 
occupations

ÅComparison of salaries paid with 
distributions made to shareholder 
officer

ÅBoth a and c

ÅBoth b and c



JUDICIAL 
FACTORSP. 136 

ÁMayson Manufacturing factors : 

ÁThe employeeõs qualifications 

ÁThe nature, extent, and scope of the employeeõs 
work 

ÁThe size of the business 

ÁThe complexities of the business 

ÁComparison of the salaries paid/ERõs gross and net 
income 

ÁThe prevailing general condition of the economy 

ÁComparison of the salaries paid/distributions to 
the SH 

ÁSalaries paid for similar positions in similar 
businesses 

ÁSalary policy of the corporation

ÁCompensation paid to EE in previous years 

ÁApproval by the board of directors 



JUDICIAL 
FACTORSP. 136 

ÁHerold Marketing factors: 

ÁWhether the employer and the 
employee dealt at armõs length 

ÁWhether the employee guaranteed the 
employerõs debt 

ÁWhether the employer offered a 
pension plan or profit -sharing plan to 
its employees 

ÁWhether the employer reimbursed the 
employee for business expenses that 
the employee paid personally 



JUDICIAL 
FACTORSP. 136

ÁNo single factor is decisive of the 
question, and courts consider and weigh 
the totality of the facts and circumstances 
in determining reasonable compensation.

ÁFor example, prior -year compensation 
may not be indicative if the corporation 
paid the shareholder -employee a lower 
salary during years when the business 
was not profitable, or if the employee took 
on increased duties or responsibilities. 



The IRS Reasonable Compensation Job Aid for IRS 
Valuation Professionals describes three valuation 
methods for IRS agents and field personnel to determine 
reasonable compensation: 

1. market approach 

2. income approach

3. cost approach 

ÁAlthough standard appraisal practice requires the 
consideration of all 3 approaches, the Job Aid states 
that reasonable compensation will generally rest 
heavily on the market approach (comparison to 
compensation for similar positions in similar 
companies). 

ÁThe income and cost approaches are then used to 
refine the reasonable compensation amount. 



MARKET 
APPROACH 

P. 136

The market approach compares the 
shareholder -employeeõs compensation 
with typical compensation in the industry. 

It asks how much compensation would be 
paid for the same position, held by a non -
owner in an arms -length employment 
relationship, at a similar company. 

List of sources of information for the market 
approach





The Job Aid directs agents and other IRS 
personnel to use the income approach only 
when the FMV of the company is available for 
each year that compensation is being 
examined. 

The income approach is based on an 
independent investor test that seeks to 
determine whether an independent investor 
would be satisfied with his or her return on 
investment. 

The independent investor test creates a 
rebuttable presumption that an employeeõs 
compensation is reasonable if investors obtain 
a far higher return than they had any reason to 
expect. 



A high rate of return indicates that 
the assetsõ value increased, and that 
the employee provided valuable 
services. 

Thus, if investors obtain returns 
above what they should reasonably 
expect, an employeeõs salary is 
presumptively reasonable. 

The presumption is rebutted if the 
high rate of return is attributable to 
an extraneous event rather than the 
employeeõs efforts. 



The cost approach breaks the duties of the employee 
into components such as company administration, 
accounting, finance, marketing, advertising, 
engineering, and purchasing. 

It apportions the total hours worked by the employee 
to the job functions, uses salary surveys to determine 
the cost of each job duty that the employee performs, 
and compares the employeeõs salary to market 
compensation for comparable positions. 

The Job Aid notes that a weakness of the cost 
approach is that an employee might perform many 
tasks to some degree. 



Are economic and debt 
servicing taken into 
consideration when 

determining reasonable 
compensation of a 

shareholder officer?

True or False



RECLASSIFICATION 
OF PAYMENTS AS 
WAGES PP. 137-

138

ÁIf an S corporation distributes profits and fails to 
pay its shareholder -employees reasonable 
compensation, the excess distributions are 
disguised compensation and the corporation is 
responsible for FICA, FUTA, and income tax 
withholding on that compensation.

ÁThe IRS may also assess interest and penalties. 

ÁRadtke v. U.S.

Ápaid its sole shareholder dividends

Áno salary for the services that he provided to the 
corporation. 

ÁThe court reclassified the payments as wages, 
which were subject to FICA and FUTA. 



ÁLucy Granger is an interior decorator who operated her business as a sole
proprietorship .

ÁIn 2019, Lucy earned $120,000, and she paid approximately $17,000 SEtax on that
income .

ÁIn 2020, Lucy incorporated her business and elected Scorporation status.

ÁShe is the sole shareholder and president of the corporation .



ÁLucy works full -time in her decorating business.

ÁIn 2020, the corporation earned $125,000 and distributed $100,000 to Lucy.

ÁThe corporation did not pay Lucy a salary for the year.

ÁLucy reported her income from the Scorporation on Schedule E

ÁThe IRSdetermined that a comparable decorator would be paid a $75,000 salary.

ÁThe IRS reclassified $75,000 of the distributions as wage income, and the
corporation was responsible for FICA, FUTA, and income tax withholding on that
income .



DAVID E. 
WATSON V. U.S.

P. 138

ÁDavid Watson was a practicing CPA with 
considerable experience in business 
taxation. 

ÁHe formed a professional corporation (PC) 
that elected to be taxed as an S 
corporation. 

ÁHe was the sole shareholder in his PC and 
its sole employee. 

ÁIn both 2002 and 2003, Mr. Watsonõs salary 
was $24,000 per year. 

ÁThe PC distributed approximately $200,000 
to him in 2002 and $175,000 in 2003.



DAVID E. 
WATSON V. U.S. 
(CONTINUED) 

P. 138

ÁThe IRS determined that the PC 
underpaid employment taxes, and 
assessed tax, penalties, and interest. 

ÁAt trial, the IRS expert testified that the 
value of the services that Mr. Watson 
provided to the PC was $91,044 per year, 
for the years at issue. 

ÁThe court ruled that $67,044 ($91,044 ð
$24,000 salary paid) should be 
recharacterized and subject to 
employment tax. 



Compensation Study

An S corporation that is 
trying to establish 

reasonable compensation for 
its shareholder -employees 

may consider hiring a 
consulting firm to conduct a 

compensation study.



An S corporation must file Form W -2 to report the compensation 
of its employees, including shareholder -employees. 

S corporations report the deduction for officer compensation 
on Form 1120-S, line 7. 

A corporation determines who is an officer under the laws of 
the state where it is incorporated. 

Figure 4.24 shows the reporting of officer compensation on 
Form 1120-S. 





REPORTING ON 
FORM 1125-E P. 

139

Figure 4.25 shows Form 1125-E. 

In addition, if the corporation has gross 
receipts of $500,000 or more and deducts 
compensation of officers, it must list the 
compensation of each of its officers on 

Form 1125-E, Compensation of Officers. 



Å Total gross receipts include the
following amounts:

Å Form 1120-S, page 1, line 1a, gross 
receipts or sales 

Å Form 1120-S, page 1, line 4, net gain 
(loss) from Form 4797 

Å Form 1120-S, page 1, line 5, other 
income (loss) 

Å Schedule K, line 3a, gross rental income 
(loss) 

Å Schedule K, line 4, interest income 

Å Schedule K, line 5a, ordinary dividends

Å Schedule K, line 6, royalties 

Å Schedule K, line 7, net short -term capital 
gain (loss) 

Å Schedule K, line 8a, net long -term capital 
gain (loss) 

Å Schedule K, line 9, net section 1231 gain 
(loss) 

Å Schedule K, line 10, other income (loss) 

Å Form 8825, line 2, gross rents 

Å Form 8825, line 19, net gain (loss) from 
the disposition of rental real estate 
property 

Å Form 8825, line 20a





Officers

Many of the cases 
involving 

undercompensation of S 
corporation shareholders 
involve compensation of 

officers. 

In general, an officer of the 
corporation is an employee 

for FICA tax purposes 
unless the officer performs 

no more than minor 
services and is not entitled 

to any compensation.

A director of a corporation 
in his or her capacity as a 

director is not an employee 
of the corporation. 



The IRS used which of the following as statistical comparisons in determining 
reasonable compensation of a shareholder officer?

a. Bureau of Labor and Statistics

b. Trade-organization, trade journals or analystõs studies

c. Private company compensation information that has been disclosed to obtain 
loans, financing, grants, etc.

d. All of the above



This section explains how to 
determine, adjust, and report 
shareholder stock and debt basis.

This Photo by Unknown Author is lcensed under CC BY-NC

http://www.compliancebuilding.com/2014/09/29/why-i-think-the-accredited-investor-standard-should-not-change/
https://creativecommons.org/licenses/by-nc/3.0/


ÁProperly report Basis

ÁStock Basis

ÁDebt Basis

ÁTechnical Content guide 
for agents

ÁLetter 5969: Soft-audit 
letter to Voluntarily self -
correct



INITIAL STOCK 
BASIS P. 117

Distributions (other than dividends from 
accumulated earnings and profits) also reduce 

basis. 

The shareholder then increases basis each year for 
his or her share of the corporationõs income and 
decreases basis for the shareholderõs share of 

deductions and losses. 

The shareholder has an initial basis in his or her 
stock at the time of acquisition.



Recordkeeping 

An S corporation 
shareholder must 
maintain adequate 

books and records to 
substantiate his or her 

basis. 

IRS can impose 
penalties for a failure to 

maintain books and 
records to substantiate 

basis. 



Å How Acquired

Á§351 Incorporation

ÁPurchase

ÁDecedent

ÁExcept imputed IRD

ÁImputed IRD

ÁGift

ÁBefore 1977

ÁAfter 1976

ÁAny if FMV < donor basis

ÁCompensation

Å Beginning Basis

ÁBasis in property contributed to 
corporation 

ÁCost

ÁFMV or zero

ÁFMV on date of death or alternate 
valuation date

ÁZero

ÁGenerally donor basis

ÁAdd gift tax ( < FMV)

ÁAdd gift tax on appreciation

ÁLimit to FMV for loss

ÁGross income on receipt



EXAMPLE 4.3 
INCOME IN RESPECT 

OF A DECEDENT
P. 118 

ÁIn 2020, Jeannie Bird inherited all the stock in 
Jayco. 

ÁJayco is a cash method S corporation. 

ÁFMV of the stock on the date of death was 
$1,000,000 

ÁAccounts receivable on the date of death
$450,000 

ÁJeannieõs initial basis in the Jayco stock is 

ÁFMV
$1,000,000

ÁLess cash method receivable
(   450,000)

ÁBasis
$  550,000

ÁJeannie includes the accounts receivable in 
income when Jayco collects the receivables, 
and Jeannieõs basis increases to $1,000,000 
[$550,000 + $450,000]. 



If there is more than one shareholder, the corporation 
must generally allocate each income and loss item on a 

per -day, per -share basis. 

A shareholderõs basis is adjusted annually for the 
shareholderõs allocable portion of the S corporationõs 

income and loss, and for distributions. 

An income item 
increases stock basis. 

A loss, deduction, or 
distribution decreases 

stock basis. 



ÁAn exception applies if a shareholderõs entire 
interest in the S corporation terminates and the 
corporation elects to treat the tax year as two 
short tax years. 

ÁAn election to terminate the year may also be 
allowed if there is a substantial disposition or 
issuance of stock.

ÁThe first tax year ends at the end of the day on 
which the shareholderõs entire interest 
terminates. 



BASIS 
ADJUSTMENTS 
(CONTINUED) P. 

118

Adjustments to basis are 
made annually on the last day 

of the year (or immediately 
before the disposition of S 

corporation stock). 

Under the general rules, 
adjustments are made in the 

following order: 

Income items, including tax -
exempt income and 

separately stated income, and 
excess depletion increase 

basis. 

Distributions (other than 
dividends from the 

corporationõs accumulated 
earnings and profits) 

decrease basis, but not below 
zero. 

Nondeductible, noncapital 
expenses and depletion 

decrease basis, but not below 
zero. 

Items of loss and deduction 
decrease basis, but not below 

zero. 



EXAMPLE 4.4 
ADJUSTING 
SHAREHOLDER BASIS

PP. 118-119 

ÁCheryl Sims is the sole shareholder of Sims 
Corporation. 

ÁOn January 1, 2020, Cherylõs basis in the 
corporation was $15,000 

ÁIn 2020, the corporation had: 

ÁOrdinary loss 
$20,000 

ÁNet section 1231 gain
$4,000 

ÁCash contribution to a charity
$5,000 

ÁNondeductible expenses
$1,000 

ÁDistributed to Cheryl 
$12,000 





Å Beginning stock basis $15,000 

Å Increase for income items 4,000 

Å Basis before distribution $19,000 

Å Distribution (12,000) 

Å Basis before loss items $ 7,000 

Å Decrease for nondeductible expenses (1,000) 

Å Basis before loss and deduction items $ 6,000 

Å Allowable ordinary business loss* (4,800) 

Å Allowable cash contributions* (1,200)

Å Ending stock basis $           0

Å * The $6,000 allowed loss items must be 
allocated between the $5,000 charitable 
contribution deduction and the $20,000 
ordinary loss. 

Å Of the total $25,000 loss items, 
Á80% ($20,000 ÷ $25,000) is the ordinary loss 

Á20% ($5,000 ÷ $25,000) is the charitable 
contribution deduction. 

Å $4,800 ($6,000 × 80%) of the allowed loss is 
ordinary

Å $1,200 ($6,000 × 20%) is charitable 
contribution 



Cherylõs 2020 loss is 
limited to $4,800. 

She can carry over the 
suspended $15,200 ($20,000 ī
$4,800) loss to 2021, which may 
again be limited by Cherylõs 
basis in the corporation. 

Cheryl can claim a $1,200 cash 
contribution on Schedule A (Form 1040), 
subject to the contribution limitations. 

If she does not itemize deductions, she can 
claim a $300 above -the-line charitable 
contribution deduction. 

She can carry over the remaining $3,800 
($5,000 ī$1,200) to 2021. 



Other Loss Limitations 
ÁIn additionto the basislimitations,aǎƘŀǊŜƘƻƭŘŜǊΩǎlossmaybe limited by the at-riskrulesand

the passiveactivity losslimitations.

ÁSeepages85ς107in the 2017NationalIncomeTaxWorkbookfor a discussionof theserules.



Under the general ordering rule:

1. Nondeductible expense items, such 
as the 50% disallowed meal 
expense, reduce basis before other 
items of loss and deduction. 

2. If the nondeductible items exceed 
available basis, the shareholderõs 
basis is reduced to zero. 

3. There is no carryforward of excess 
nondeductible items. 



Å At the beginning of 2020, Joannaõs
basis in her stock was $5,000.

Å In 2020, LTBhad

Á $4,500 ordinary loss,

Á $1,500 disallowed meals

Å The corporation had no income items,
and Joannareceived no distributions .

Å Under the general rule, 

Å Beginning basis $5,000

Å Disallowed meal expenses (1,500)

Å Joannaõs basis before loss$3,500

Å She can deduct $3,500 of the 
corporationõs ordinary loss. 

Å The $1,000 loss ($4,500 loss less 
$3,500 deduction) that exceeds her 
basis is carried forward. 



ÁA shareholder can elect to decrease basis by items of loss 
or deduction before the nondeductible expenses. 

ÁIf a shareholder makes this election, any amount of 
nondeductible expenses that exceeds the shareholderõs 
basis in stock and indebtedness is treated, 

for purposes of calculating basis, as nondeductible   

expenses in the next tax year. 



Å At the beginning of 2020, Joannaõs
basis in her stock was $5,000.

Å In 2020, LTBhad

Á$4,500 ordinary loss,

Á$1,500 disallowed meals

Å The corporation had no income items,
and Joannareceived no distributions .

Å Under the elective rule, 

Å Beginning basis $5,000

Å Ordinary loss
(4,500)

Å Joannaõs basis before ND$  500

Å Less ND expense (   500)

Å Basis $       0

Å She can deduct all the ordinary loss. 

Å The remaining $1,000 nondeductible 
expense  ($1,500 - $500) is carried 
forward. 



The facts are the same as in 
Example 4.6 except that 

the 2020 nondeductible expense was a $50,000 
fine 

fine was nondeductible and the ordinary loss 
was still $4,500 

Figure 4.9 compares Joannaõs basis calculations with the 
general rule and the elective ordering rule. 



General Rule 
Å Beginning basis $ 5,000 
Å Nondeductible expense (50,000) 
Å Adjusted basis $          0 
Å Allowable ordinary business loss (           0) 
Å Ending basis $          0

Å Carryforward to next year 
Å Nondeductible expense $        0 
Å Ordinary loss $ 4,500 

Elective Ordering Rule 
Å Beginning basis $ 5,000 
Å Allowable ordinary business loss (4,500) 
Å Adjusted basis $    500 
Å Allowable nondeductible expense (     500) 
Å Ending basis $         0 

Å Carryforward to next year 
Å Nondeductible expense $49,500 
Å Ordinary loss $          0 



S CORPORATION 
DEBT BASIS P. 

121

A shareholder obtains 
debt basis by loaning the 
S corporation money or 
property in which the 
shareholder has basis. 

There must be bona fide 
indebtedness from the 
corporation to the 
shareholder. 



LOAN GUARANTEES 
P. 121

When a shareholder makes a payment on 
bona fide indebtedness of the S 

corporation the shareholder may increase 
the basis of his or her indebtedness to the 

extent of that payment. 

A shareholder does not obtain basis of 
indebtedness in the S corporation merely 

by

guaranteeing a 
loan 

acting as a 
surety, 

accommodation 
party 

acting in a 
similar capacity 

relating to a 
loan 



EXAMPLE 4.8 
SHAREHOLDER 
GUARANTEEP. 

121 

Her $20,000 principal payment increases her basis by 
$20,000 in 2020.

The loan guarantee does not affect Claireõs basis in 2018. 

Claire Conrad is the sole shareholder of Glacier, Inc., an S 
corporation.

In 2018, Claire guaranteed a $100,000 bank 
loan made to Glacier. 

In 2020, Glacier was unable to make the loan 
payments, 

ÅClaire used her personal funds to pay $20,000 of loan 
principal on Glacierõs behalf. 



LOAN 
RESTRUCTURING 
REV. RUL. 75-144

PP. 121-122

ÁThe IRS ruled that the shareholderõs 
execution of a promissory and 
bankõs acceptance of the note 
caused the indebtedness of the 
corporation to accrue to the 
shareholder .

ÁCreated a basis in the indebtedness





Ltr. Rul. 8747013 

S corporation pledged its assets to the lender as security for a loan. 

ÅThe shareholders guaranteed the loan. 

The shareholders then borrowed money from the lender and loaned 
the funds to the corporation so that it could pay the loan. 

The S corporationõs assets secured the loan to the shareholders. 

The IRS ruled that the shareholders had debt basis in their loan to the 
corporation. 



S CORPORATION 
DEBT BASIS 

(CONTINUED)P. 
122 

ÁIn Gilday v. Commissioner , the 
shareholders initially guaranteed a loan to 
an S corporation. 

ÁThe shareholders later gave the bank a 
promissory note in satisfaction of the 
corporationõs indebtedness. 

ÁThe corporation gave the shareholders a 
promissory note for the amount owed to 
the bank. 

ÁThe court found that the shareholders 
moved from the position of guarantors to 
primary obligors on the loan from the 
bank.



RELATED PARTY 
LOANS P. 123

ÁMost courts have held that the there is 
no attributed basis for loans made by 
related parties.

ÁSee Prashker v. Commissioner

ÁRev. Rul. 69-125

ÁLoan from a Partnership to an S 
Corporation where the partners and S 
corporation shareholders were the 
same persons did not constitute 
indebtedness of the corporation to the 
shareholders. 



RELATED PARTY LOANS 
(CONTINUED)P. 123

In Culnen v. Commissioner,  a shareholder owned controlling interests in two S 

corporations. 

One corporation advanced funds to 

another, so that the shareholder could 

claim basis in the recipient corporation. 

The corporation advancing the funds 

recorded the advances as distributions to the 

shareholder.

The recipient corporation recorded the funds 

as loans from the shareholder.

Both corporations recorded and reported the transactions consistently. 

The court found that the shareholder had debt basis in the recipient corporation.

See also Yates v. Commissioner.



RELATED PARTY LOANS 
(CONTINUED)P. 123

ÁTreas. Reg. § 1.1366-2(a)(2)(iii)

ÁShareholder can make a loan to 
an S corporation through an 
entity that is disregarded as 
separate from the shareholder. 

ÁExample: SLLC to the S 
corporation is treated as a loan 
from the LLCõs sole member to 
the S corporation

Á= debt basis. 



Under Treas. Reg. § 1.1366-2, 
back -to-back loans create 
basis. 

In a back -to-back loan, 

Åshareholder borrows money 
(possibly from a related entity) 

Åshareholder lends the money to the S 
corporation 

The arrangement must 
constitute bona fide 
indebtedness from the S 
corporation to the shareholder.



ÁAndy Bennett owns all the stock of two S 
corporations

ÁAndy Co. 

ÁBennett Co. 

ÁAndy borrowed $50,000 from Andy Co. and 
loaned the $50,000 to Bennett Co. 

ÁIf the loan from Andy to Bennett Co. 
constitutes bona fide indebtedness from 
Bennett Co. to Andy, Andyõs back-to-back 
loan increases his basis of indebtedness in 
Bennett Co. by $50,000.



BACK-TO-BACK LOANS 
P. 123

ÁSeven Sixty Ranch Co. --
shareholder personally borrowed 
money from banks for the S 
corporation business operations. 

ÁS corporation gave the 
shareholder promissory notes 
for the amounts that the 
shareholder borrowed from the 
banks. 

ÁCourt rulled bona fide debts. 

ÁThus the shareholder had basis.



Shareholder

Borrowed from 
controlled entity #1

Loaned those funds 
to controlled entity 

#2

Controlled #2 
loaned funds to 

controlled entity #1



The court found that the circular 
lending arrangement between a 
shareholder and his wholly owned 
corporations had no actual 
economic outlays or amounts at risk. 



The court found that the various disbursements 
between the taxpayer and his S corporations were the 
equivalent of offsetting bookkeeping entries, and the 

shareholder made no economic outlay. 

Similarly, in Kaplan v. Commissioner, the court found 
that loans to the S corporation lacked economic 

substance. 

S corporation 
shareholder 

borrowed money 
from a bank. 

The shareholder 
pledged bank 
accounts of two 
wholly owned S 
corporations as 

security for the loan. 

The shareholder 
loaned the borrowed 

funds to the two S 
corporations and 

deposited the funds 
in the pledged bank 

accounts. 

The corporations 
returned the funds to 

the shareholder

He repaid the bank 
loan 11 days after the 

original loan. 



If, however, the shareholderõs portion of losses exceeds the stock basis, 
debt basis must be adjusted as follows: 

In the year of the loss, after the stock basis is reduced to 
zero, the shareholder reduces debt basis. 

In a subsequent year when the corporation reports income, 
the shareholder will restore debt basis before increasing 

stock basis. 

If a shareholderõs portion of an S corporationõs losses does not exceed his 
or her stock basis, there will never be an adjustment to debt basis. 



Å Bigtime, Inc. is an S corporation. 

Å 2019, Bigtime $100,000 ordinary 
loss 

ÁBeginning of 2019, stock basis of 
$60,000 and debt basis of $50,000

ÁThe 2019 loss reduced Jimmyõs stock 
basis to $0 and his debt basis to 
$10,000

Å In 2020, Bigtime $140,000 ordinary 
income 

ÁRestores Jimmyõs debt basis to $50,000

ÁIncreases Jimmyõs stock basis to 
$100,000

2019

Stock Basis Debt 
Basis

$60,000 $50,000

1. (60,000)

2. (40,000)

End $         0 10,000

2020

1. 40,000

2. 100,000

End $100,000 $50,000



The IRS LB&I Division 
compliance campaign is 

focusing on S corporation 
basis reporting, and S 

corporation shareholders may 
be required to file basis 

calculations with their tax 
returns. 

There is a box on Schedule E 
(Form 1040), Supplemental 

Income and Loss, to indicate 
whether basis reporting is 

required. 













This section explains the tax treatment of distributions from 
S corporations to their shareholders.



S corporations may distribute cash to 
their shareholders. 

The tax treatment of those distributions 
depends on the taxpayerõs basis in his 
or her S corporation stock, and whether 
the S corporation has accumulated 
earnings and profits (AE&P) from a 
prior year when it was a C corporation. 

An S corporation may also distribute 
noncash assets to its shareholders. 



ÁThe IRS LB&I Division has undertaken a 
campaign to educate S corporations and 
their shareholders about the following 
distribution issues: 

1. Failure to report tax on nondividend 
distributions that exceed stock basis 

2. Failure to determine that a distribution, 
whether in cash or in property, is 
taxable as a dividend 

3. Failure to report gain on the distribution 
of appreciated property to a 
shareholder 

4. Computation of distributions from S 
corporations with accumulated 
earnings and profits



NONDIVIDEND 
DISTRIBUTIONS

P. 129 

If the S corporation 
does not have AE&P, the 

tax treatment of cash 
distributions depends 
on the shareholderõs 

stock basis. 

If the distributions do 
not exceed adjusted 

stock basis, the 
shareholder receives 

the distribution tax -free 
and reduces basis by 

the amount of the 
distribution.

The calculation is made 
at the end of the year, 
and the shareholderõs 
pro rata share of the 
corporationõs income 
items increases basis 
before basis is reduced 
by distributions. 

ÅSee the earlier discussion of 
basis adjustments, PP. 118-122.

Debt basis is not 
considered when 
determining the 

taxability of a 
distribution. 



Dividend distributions (discussed later) are reported on Form 1099 -DIV. 

Nondividend distributions are reported on

Schedule K-1 (Form 1120-S box 16 with code òD.ó 

Distributions from an S corporation that exceed the shareholderõs basis are treated as a gain from a deemed sale of 
the stock. 

Stock is a capital asset for most taxpayers, and 
the gain is a capital gain. 

It is a long -term capital gain if the stock has 
been held for longer than one year. 


