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CHAPTER 3:
CHOICE OF ENTITY




Learning objectives
R0 ]

v |ssue 1 — Entity Classification

v Issue 2 — Entity Types

v |ssue 3 — Losses Limited by Basis

v |ssue 4 - Selt-Employment Tax

v |ssue 5 — Qualified Business Income
v Issue 6 — Fringe Benefits

v Issue 7 — Income Tax Filing
Obligations

v Issue 8 — Multiple Entfity Issues




TCJA of 2017 --- Corp Tax
Rate 21% flat

No QBl on C Corp
distributions

S Corp, Partnhership & LLC's —
NO Entity level tax

S Corp Shareholders — NO SE
Tax

Infroduction
P. 26}



Issue 1: entity
classification




|.R.C. 7701(a)(2): Partnership

|.R.C. 7701(a)(3): Corporation

Default Entity  Treas. Reg. 301.7701-3: Unincorporated,
classification Multiple Owner = Partnership

P. 20 Treas. Reg. 301.7701-3(b)(1): Elect
Corporate Status

.R.C. 1361 (a): C Corp unless S election
IS made

Single-Member LLC: Disregarded Entity



FIGURE 5.1

Classification of Domestic Business Entities

State Law

Federal Tax Default

Federal Tax Elections*

Sole proprietorship
Commercial corporation
Professional corporation

General partnership

Limited partnership

Limited liability partnership
Limited liability limited partnership
SMLLC

LLC—multimember

Income reported by owner
C corporation

C corporation

Partnership

Partnership

Partnership

Partnership

Disregarded entity
Partnership

None

S corporation

S corporation

C corporation or § corporation
C corporation or 5 corporation
C corporation or § corporation
C corporation or § corporation
C corporation or § corporation

C corporation or § corporation

*Treas. Req. § 301.7701-3

flgure 5.1 —
Classification
of Domestic
Business
Entities

B 202




Form 8832 (Enfity

. LLC Classification Election) —
Classification Electing C Corp status
Changes
P. 2058

Form 2553 (Election by @
Small Business Corporation)
— Electing S Corp status



> LLC Owner Contribution of Assets &

LLC 1o Liabilities = Corporate Stock
COFDOI’GTIOH > |.R.C. 351 — no gain or loss
recognized
203

»mmediately after exchange =
Control of Corp

»>Practitioner Note — Limit on election
>60-month limitation
»50% Ownership change




LLC
Ownership
changes

P. 203

> SMLLC to MMLLC = Partnership

> MMLLC to SMLLC = Disregarded
Entity

» Cross-Reference
> Spousal LLC
» SMLLC
> 2019 Tax Workbook



SMLLC 1o
MMLLC
03

. Sale of an interest

. Gift of an interest
. Death of a member & distribution of

the member’s interest to multiple
heirs

. Divorce of spouse (Rev. Proc. 2002-

69, 2002-2 C.B. 831)

. Relocation of spouses reporting

(Rev. Proc. 2002-69)

. Distribution of an interest from an

entity tfo multiple shareholders,
partners, memtbers or beneficiaries



MMLLC to
SMLLC
P. 204

. Sale of all LLC interests l

. Gift of all LLC interests
. Redemption of LLC interests

. Death of a member
. Relocation of spouses to a community

property state

Divorce award of an interest to one
spouse in non-community property
state

Merger of members of an LLC

Purchase of the interests of all but one
owner under |.R.C. 736 retirement of a
partner provision



Corporation
Classification
changes

P. 204

» Form 2553
> § 1362 — Revocation of S Election
> Cross-Reference: S Corp Eligibility
> .R.C. 1361 & 1362
» Domestic Corp

> 100 Shareholder limit (with
attribution)

> One class of stock
> Not an ineligible enfity



Polling Question #1

An LLC could be taxed as @
Disregarded Entity or
Partnership depending upon
the number of members.

True or False




Issue 2:
entity

Types




Issue 2: EHTITY > Liability Protection

Types
P 205

> Step-Up Basis
> Sale of Owner's Interest

> Allowable type & number of
owners

> Partnership Audit Regime




Practitioner > Liabllity Protection
Note — Other > Step-Up Basis

> Sale of Owner's Interest
> Allowable type & number of

P . 205 owners

> Partnership Audit Regime

Factors




Niglells
Member LLC
(SMLLC)

P. 205

> Disregarded Entity

> Assets, Liabilities, income &
deductions belong to owner

> Schedule C, E, F
» Subject to SE Tax
> §199A (QBI) Eligible
» Practitioner Note — practicing law
» Practitioner Note — EIN
> For Employment Taxes
> For Excise Tax
»State Sales/Use Tax



Partnerships
PP. 205-206

> MMLLC

» Economic Relationship

> |.R.C.761(a) —reporting & filing
requirements

> Includes:
» Syndicate group
> Pool
> Joint venture

» Not otherwise classified as
corporation, trust or estate



> Partner — member in syndicate, group, poal,
joint venture or organization

POrTﬂerShipS > Partnership -
PP 206 »>Common-law

»Broader scope
»Doesn’t have to organize at the State Level
»Cross-Reference — Electing out of SubchapterK
> Treas. Reg. 1.761-2

> Qualified Joint Venture — married members
& file MFJ

> 2017 Tax Workbook




> Pass Through to Partners/Member
> Income

Partnerships » Gain/Loss
PP. 206 > Deductions

> Credifs
» Taxed on Distributive Share
> SE Tax
> |.R.C. 704(b) — allocation of interest

> |.R.C. 704(c) — required to allocated built-
iIn gains/losses

> Treas. Reg. 69-184, 1969-1 C.B. 256 -
Partners DO NOT receive wages

» Partners receive Guaranteed Payments




C > 21% Flat Tax
> Qualified Dividends taxed at shareholder

Corporations level
0%, 15%, 20%
P . 206 3.8% NIIT (Net Investment Tax)

Cross-Reference: C Corp vs. Pass-through
Lower tax rate
Retained Earnings < Partnership or S Corp

Corp tax rate > shareholder or partners personal tax
rate




Mason Manufacturing

> |.R.C. 1363(a) —S CorgfPays no tax on
earnings

S Corporation

P. 207 > Pass Through items £income, loss,
deduycii |

»>No SE Tax
»Receive W-2
> Built-In Capital Gains (BIG) —if C Corp first




Figure 5.2

P. 208

FIGURE 5.2

Comparison of Business Entities

ltem

Partnerships

S Corporations

C Corporations

Disregarded Entity

Entity classification

Maximum number
of equity interests

Classes of equity
ETeEsts

it

Ineligible entities

Eligible owners

Foreign taxpayers

Tax-exempt
taxpayers

Trusts

Default status for
miuktirmember LLC

Mo maximum number

Mo Emitation

Generally, partmerships
with equity interests
that are publicly
traded; banks and
certain insurance
CcoMmpanies must use
the corporate form

All persons and entities
eligible to be partners

Efigibie to be a partner;
certain imcome subject
towithholding tax

Eligible to be a partner;
income subject to
generally applicable
unrelated business
income tax

Eligible to be a partner;
usual trust taxation
rules apply

Elective status for
multimember LLC or
SMLLC if qualified for
5 corporation status and

g Form 2553

mum 100 shareholders
{family members may
be treated as one
shareholder for this
purposa}

Ome class of stock (voting
rightis are disregarded
im making this
determination)

Foreign corporations;
financial institutions
using reserve method of
accounting; insurance
companies; domestic
intemational sales
corporations {(DISCs) and
former DISCs

Individuals, estates, certain
trusts, charities, and
gualified retirement plans

Ineligible to be a
shareholder

Tax-exempt taxpayers
{other than chartes
and gualified retirement
pians) ineligible to be
asharehoider; items
of income and foss of
charities and gualified
retirerment plans (othear
than ESOPs) included
im unrelated business
taxable income; itemns of
imcome and loss of ESOPs
not included in unreiated
business taxable income

Omly grantor trusts,
testamentary trusts,
qualified subchapter 5
trusts, and elect

as sharesholders; special
taxation rules apply

Elective status for
mukltimember
LLC or SMLLC
filing Form 8832

Mo fimitation

Mo limitation

Mona

All persons eligibls

Eligible to be a
shareholder;
dividends
subject to
withholding tax
with possible
reduced treaty
rate

Eligible to be a
sharehoider;
dividend
generally
not subject
o unrelated
business income
tax

Eligible to be a
sharehoider;
usual trust
tawation rules
appiy

Default status for
SMILLC

COme

WA,

A

Indiidual

Eligible

Eligible to be an owner;
income subject to
generally applicable
unreiated business
income tax

Eligible



Figure 5.2

P. 209

FIGURE 5.2 (continued)

Comparison of Business Entities

Item

Partnerships

S Corporations

C Corporations

Disregarded Entity

Allocation of
income and lossas

Limitation on losses

Contributions of
uniencumbered
property to entity

Distributions
of property
[liguidating or
othenwvise)

Transfer of equity
interests

Termination of
entity

Allocation in accordance

with partnership
agreement if
allocation isin
accordance with each
partmer's interest in
the partnership, or
the allocation has
substantial economic
effect

Losses limited to basis in
partnership interest,
wehich includes
partmer's share of
partnership debt;
subject to amount at
risk, passive activity
foss, and excess
business loss limits

Tax-free: built-in gain
ar loss allocated to
contributing partner

Generally tax-free;
CEITYOVWET OF
substituted basis to
partner; partnarship
may elect to make
basis adjustment in
parnership property
to reflect adjustments
to distributee partner

Gain treated as
ordinary incomea to
axtent of ordinany
iNCoOme on asseis
held by partnership;
partnership may elect
to adjust basis of its
assets with respect to
transfersa partner to
reflect purchase price

Termination if not more
than one owner, or
ceases to camy on any

business or investment

Pro rata among shares on a
daily basis

Losses limited to basis in
stock and indebtedness
of corporation to
shareholder; no inclusson
of corporate debt in
shareholder basis; subject
to amount at risk, passive
activity loss, and excess
business loss limits

Tax-free if contributors
are in control of the
corporaticn after the
exchange; no special rules
allocating built-in gaimn or
foss to contributor

Any gain in distributad
property is recognized
by the corporation
and allocated to the
shareholders; FMV basis to
the sharehoider

Gain treated as capital; no
adjustments to basis of
corporate property

Mo prowvision

Mot applicable
(fncome and
losses dionot
pass through)

Losses deductible
against
corporate
imcome; MOLs
generafly can be
carried forward;
capital lossas
generally can
be carmied back
3 years and
forward 5 years

Tax-free if
contributors are
in control of
the corporation
after the
exchange

Amy gain in
distributed
property
taxable o the
corporation;
shareholder
taxed if amount
of distnbution
exceeds stock
basis

Gain treated as
capital

No prowvision

All to ownar

Subject to amount at
risk, passive activity
koss, and excess
business loss limits

M

All business property
treated as property
of ;eener

Fully taxabie as
asset sale, unless
contributed
to partnership
or controlied
corporaticn

Generally, nontaxable
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FIGURE 5.2 (continued)
Comparison of Business Entities

Item

Partnerships

5 Corporations

C Corporations

Disregarded Entity

Treatment of
C corporation
comeerting to
partnership or
5 corporation

Treatment of
disregarded
entity or
partnership
Comeerting to
C corporation or
5 corporation

Mergers and other
renrganizations
with corporations

Corporate tax rules
of subchapter C

Wholly cwmned
Corporate
subsidiary

Federal income tax
rates

Application of
employment and
5E taxes

Corporation must
liguidate and gain
or loss is recognized
to corporation and
shareholders

Tax-free if transferors
are in controd of the
corporation after the
exchange; possible
excaption where
contributed property is
subject to debt

Mot eligible to
engage in tax-fres
recrganization with
corporation

Rules inapplicabla

Corporation treated as
saparate entity

Al income is allocated to
owners and taned at
theirrates

Exceptin cartain cases
imvalving a imited
partner, each partmer’s
share of net businass
imcome s net eamings
from 5E

Generally, no taxation upon
election; corporate tax
is imposed on built-in
gain if assets sofd
during S-year pariod
after election effective;
distribution of subchapter
C eamings and profits
taxable 2= & dividend;
special rules applicabla
1o 8 corporation with
accumuiated earnings
and excess net passive
imeestment income

PN

Eligibie party to a tax-free
corporate reorganization

Rules genarally applicable,
with certain exceptions

Parent corporation may elect
to treatwholly owned
subsidiary as disregarded
entity

All income that exceeds
reasonable compensation
to e employees is
allocated to owmmers and
taxed at their ratas

Amounts paid s reasonable
compensation to a
shareholder-employes
ars wages subject ta
employment tax no
amount of sharsholder's
share of 5 corporation
inCome s net eamings
Ffrom SE

hAA

Eligible party
to.a tan-free
corporate
rearganization

Rules applicable

Not subject to tax
on dividends
or liguidating
distributions
paid betwaen
wholly owned
subsidiaries; may
be efigible to
file consolidatad
returns

All imcome
that exceeds
reasonable
Compensation
to CWVUTHET
employees is
tasoed at a flat
21% rate

Amounts paid as
COMpPEnsation
are Wages
sulbject to
employment
tam; Mo amounts
are net earnings
from S5E

A

Tax-free if transferor
iz im control of the
corporation after the
exchange; possible
excaption where
contributed property
is subject to debt
Mot eligible to
engage in tax-free
rearganization with
corporation

Rules imapplicable

Corporation treated as
separate entity

Alf income is taxed to
the individual owner

Met business income is
met earnirngs from 5E
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FIGURE 5.2 (continued)

Comparison of Business Entities

Item Partnarships 5 Corporations CCorporations  Disragarded Entity
Treatment of Business income of Busingss income of Onndends paid Subject to NIIT unless
Bamings & limited partners wha shareholders not active toindniduals section 1231 gain or
investment are not active in the in the business & treated are treated income subject to
income for business and that a5 investment income for a5 Imvestment 5E tan
purposes of the it not net earnings the MIT income for the
net investment from 5E is treated as NIT
income tax (NITY  investment income for
the NIT

Qualified business ORI, 'W-2 wages, and
income (C81) qualified property
passed through to

eligible partners

OBl W-2 wages, and
qualified property passed
through to shareholdars

Not eligible for
081 deduction

8l W-2 wages, and
qualified property
used to caloulate
the cwner's Gl
deduction




Polling Question #2

When considering the
choice of entity hon-tax
considerations, like liability
protection, are important.

True or False




Issue 3:
Losses
Limited by

BAsIs




Par’mership > Qutside Basis = Member’s
Interest
|OSS€S > Inside Basis = Asset Basis of the
P.212 Partnership/LLC
> Loss limitation = Qutside Basis
|.R.C. 704(d)

Losses up to Adjusted Basis
Carry Over of unused losses




> Increase by
> Additional conftributions

CC”CUlOTl ﬂg »Partner’s share of partnership liabilities
bqgig (§ 705) >The partner’s distributive share of
taxable & nontaxable partnership
P. 2] 2 iIncome

»Decrease by
»Adjusted basis of distributions
>Losses

»Nondeductible expenses (not capital
expenditures




|.R.C. 752(q)
& |.R.C.
/21(a)

P.212

» Readllocation of Partnership Liabilities

YV V V V

> Increase = cash contributions

Practitioner Note: COVID RELIEF LOANS
AND/OR GRANTS

PPP Forgiven amounts = Tax Exempt
Income

EIDL Advance = Tax Exempt Income
RRG = Tax Exempt Income

State/Local Grants = Tax Exempt Income
Increase Basis



> Basis at the Shareholder Level ONLY

. > |.R.C. 1366(d)(1)
S COrpOrOTIOﬂ > Losses > stock basis + loan basis =

| Osses DISALLOWED

P . 2 ] 2 » Stock Basis @ fime of acquisition
> Increase

> Income
> Decrease

» Deductions

> Losses

» Distributions




> Annual Event
> Immediately before Disposition

AdeSTme NTs > Ordering Rules

: > Income items —income, tax-exempt,
TO BOSIS & separately stated, excess deplefion =
Orderl ng increase

> Distributions (NOT C Corp AE&P) =
decrease (not below zero)

rules

P 2] 3 » Non-deductible, non-capital expense,
. depletion = decrease (not below zero)

> Loss & deduction = decrease (not
below zero)

> Cross-Reference

» Treas. Reg. 1.1367-1(Q)




Example 5.1
— Losses
Greater

than Basis
P.213

S Corporation

One Shareholder

Stock Basis = $ 30,000

$ 40,000 Loss

Loss Limitation = 30,000

Carry Over Loss = $ 10,000




Shareholder

Treas. Reg. 1.1366-2 - Guaranteeing Loan -

LOO NS elaloRilels NOT bona fide

P. 213

indebtedness indebtedness

Treas. Reg. 1.1366-
2(a)(2) (i) =
shareholder payment
of corporate debt

* Increase loan debt




Example 5.2 —
Shareholder
Guarantee
P.213

Sole Shareholder, Claire

Guaranteed $ 100,000 bank loan to Glacier

Claire paid $ 20,000 (principle) to bank for
loan to Glacier

Claire INCREASES loan basis by
$ 20,000

Treas. Reg. 1.1366-2(a)(2)(iii), Example 4




o 7203 S Corporation Shareholder Stock and P
Doocanbior 202 T} Debt Basis Limitations -
Cepartment of the Treasury b Altach fo your tax return. Attachement

irtermal Roverue Sansicn B Go bo sk irs. gow Form 7203 Ter nstroctions and the latest infarmation. Soquence Mo, 203
Namsis) shown on rebam Idantitying namber

Narma af & sorporation Empioyer Idantioation member

Stock biock (sas instructions) »

IEEIl Sharsholder Stock Basis

1 Stock basis atthe beginning of the corporation’s tax year . - ¥ . . Tl 1
2 Basis from any capital contributions made or additional stock al::l:mlred during the taxyear . . . . 2
8a Ordinary business income (enter losses in Part HI) T e 3a
° ° b Met rental real estate income (anter logsas in Pact I} B - AR A 3b
e Other net rantal income [enter lossesin Partil - . = . . . o 3c
d Inigect pecons. o B WL B B O_SNEL  _  B8 . 3d _ " =
e Ordmerydnadesds . & 0 U0 o o TN O T o LTI Se -
f Royaltes . . » e S i i e ame af
g Met capital galns{enter Iaases in F'ar‘ III| - H. g SRS . ¢ 8g
h Met saction 1231 gainjenter lossesin Padtlly © ..~ . = . . _ . o 3h
i Other income fenterJossas inPartiny . - 00 L 0 O L [ ] | B |
j Excess depleionf@diestrrendil="" _ . 0 _ TN L ThmaeT . . . L & 3j
O e [r— rO k Tax-exempt income . R T R T P 3k
I Recapiume of business credlts . - CRE L e Y G 3
m  Other iterms that increase stock bas.ls S IR A B oRE mns B ofEw ZFm
4 Add lines 3a throwgh 3m _ . PN e PN Spen . B e B 4 i
5 Stock basis before dlstnbmmns EM:I-:I lines 1 2 and iz Ers s = S8 Es i S ogEs ik 5
& Distributions {swcluding dividend disiributions) I - T R L]
O r m Miote: I ine & i larger than fine 5. subtract line 5 from line & and report the result as a capital gain on
Form 8949 and Schedule D. See instructions.
T Stock basis after distributiona. Subtract line & from fine 5. i the result is 2ero or less, enter -0-, sklp
lines 8 through 14, and enter -0-onlinet5 . . . . _ . . o - _ . . o . o o . ) T

Ba MNondeductibleexpenses . _ . . . _ _ . . . _ . . . . . . . 8a
b
c

Depletion for oil and gas . . E2nE RIS = BhE R = s 8b
Business credits [sections ..:l}!c:_ﬂh and 1'511 e IS T eSiG Mitam S seE _g:::
a Add lines Ba throwgh B~ . . - - - 9
° 10 Stock basis before loss and deduction items, Subtract line 8 from line 7. If the result is zero or kess,
4 10

enter -0-, skip fines 11 through 14, and enter -0- on line 15 . CoS e EeES mp oS

11 Allowsabide loss and deduction items. Enter the amount from line d-.'-' culumn [c,l SiE YR Eoeiy  Bio3 B 11
12 Debt basis restoration {see net increass in instructions forine 23y . . . . . - . . L L - . 12
13 Other tems that decrease siock basis . . . . . . . . . . . . . . . . . . . . . 13
14  Addlines 11,12, and i3 . . . . - - - H 14
15 Stock basis at the end of the coﬂ:lnratmn ‘s tax year. Subtram |II'IE 4 frum Ilne ICI If lhe rasult is

zerno or less, entar -0- £ 15

XY Sharehoider Debt Basis

Section A—Amount of Debt (If more than three debis, see instructions.}

Debt 1 Debt 2 Debt 3
Description ] Formal note [ Formal note  |[CJ Formal note Total
] QOpen accourd O Dpen account I open account
debt diabi debt

16 Loan balance at the I:lEglnnin-g of the corporation’s tax

7 A:ﬁdltrclna: luans fse-e instruc uons] -

18 Loan balance before repayment. Combine ||"|E'S ‘IE a.nd 1?

18 Principal portion of debt repayment (this ne doesn't
include interesth) . . - - I | B i ] ]

20 Loan balance at the End of the corporation’s tax year.
Combine lines 18 and 19 - e :
For Paperwork Reduction Act Notice, see seuamte instructions. Sal o, SE39EY Farm T208 (12-2021)




Form 7203 [12-2027) Pagn 2
Sharsholder Debt Basls jconfinued)
Section B —Adjustments to Debt Basis
Description Debt 1 Debt 2 Debt 3 Total
21 Debt basis at the beginning of the corporation’s tax year
22 Enter the amount, if any, from line 17
23 [Debt basis restoration [(see instructions)
24 Dabt basis baforerrspayment: Gombinadnes 21; 2& aI:I 23
25 Divide line 24by lin@ 18, _ <
26 Montaxable debt repayment. 'Multlp!y I.|r|e 25 by I'Ine 19
27 Debt basis before nondeductible expenses and losses.
Subtract line 26 from [ine 24 Z
° ° 28 Mondeductible expenses and oil and gas neplatlnn
| > deductinnsin excass of stock basis . | & . -
28 [Oebt basis before Iosses and deductions. Sunlmﬂt |IJ'IE
rO CTI TI O I l ( 3 r 28 fram Ine-27. [i the redult is zero'or less, enter-0- .
30 Allowable losses In excess of stock basis. Enter the
amount from line 47, column (d) .

3| Dehthasaamﬂnuﬂofﬂwmporsumsmmr

Subtract ine 30 from fing 29 If the result’is zero or

Note — Draft
Section C—Gain on Loan Repayment

32 Repayment. Enter the amount from line 18
33 Mont=xable repayments. Enter the amount from |II'IE 2E

34 Reporiable gain. Subtract fine 33 from line 32 .
IEII]I Shareholder Allowable Loss and Daduction ltems
(a) Current | (b} Carryover | (o) Allowable | {(d} Allowable | (e) Carmyover

wear hosses amouris loas from lo=s from amounts
Description ard deductions| (column {a)) stock basis debt basis

from the
previous year
35 Ordinary business losa . . . . . . _ .
([ ] t 5

36 Msof rental real estate boss .

37 Othernetrentalloss . . . .

38 Metcapitalboss . . . . .

29 Met zection 1231joss . . .

40 Otherloss . . . z =

41 Section 179 dEdL.crlnns ..

42 Chariteble contributions  ©

43 Imvestment interest expenss .

44 Section 52 expenditures .

45 Other deductions . . . =

46 Foreign taxes paid or acor ued -

47 Total loss. Combine lines 35 through 46 for
each column. Enter the total loss in column {c)
on line 11 and enter the total loss in column
[djonine3d . . . . . .

Form T203 (22021




Self-
Employment
Tax

P.214

SMLLC & General Partners

Some MMLLC members

Disguised Distributions

e Avoid SE Tax
e Avoid Payroll Taxes

Example: $ 10,000 SE Income

e 34.6% tax rate
e 22% marginal tax rate
e QBI Deduction



Polling Question #3

Losses limited by Basis are
unimportant and have no
relevance to taxes.

True or False




Issue 3
Q¥lelllil=Ye

Business iIncome
deduction




QBI Defined

P. 215

» Choice of Entity —increase or decrease QBI
» C Corp —NO QBI
» Sole Proprietor, SMLLC, Partnership or S Corp

> DOES NOT INCLUDE - wages, salaries or guaranteed payments for
services

» Taxable Income Thresholds:
> $ 164,900 S & HOH
> $ 329,800 MFJ
> $ 164,925 MFS



QBI Defined

P. 215

» S Corp Shareholder Salary
» Reasonable Compensation
> Includes distributions
» IRS Reclassify Distributions to Compensation



Guaranteed Payments

P.216

> Reduce QBI

> Higher pass-
through/distributive
share of income =
Higher QBI

> Example 5.3

» J&J Construction Partnership

> $ 550,000 income

» $ 250,000 guaranteed payments
» $ 300,000 pass through income
> Partners share of QBI = $ 150,000



Profit Allocation Example 5.4
P.216

J&J Construction Partnhership

No Guaranteed Payment




Issue 6: Fringe
Benefits

P 217




|.R.C.
3401 (a),
Treas. Reg.

31.3101(a),
& |.R.C. 1372

P. 217

> Fringe benefits —included in
Income

> unless specifically excluded ©

> 2% Shareholder of S Corporation
> freat as General Partner
> treat as Self-Employed

> Practitioner Note — attribution
rules



Tax
treatment of
Health &
Accident
Insurance

Pp. 217-218

> S Corp 2% Shareholder
» Corp deducts premium payment
» No reduction in distributions

» Partnership
> Treated as guaranteed payment
» Reduction of distributions

> SE Health Insurance Deduction
> 2% shareholder —if included in Wages
> Limited to Earned Income



Tax
frearment
HSA

P.218

» Contributions — adjustments to AGI
> NOT included in gross income
» High-deductible health plan participant
» $ 1,400 self-only coverage
» $ 2,800 family coverage
» Qut-of-pocket expenses limitation
» $ 7,000 self-only
> $ 14,000 family
» Conftribution Limits
» $ 3,600 self-only
» $ 7,200 family



> S Corp 2% Shareholder
Tax » cannot exceed gross income

treatment of > not subject to FICA or FUTA

HS A > Partnership
>»Not contributions by employer

»>Conftributions = Distributions 1o

PP. 218 -219 Sarner

» Report on K-1 as Distribution
» Deduct on Partner’s return




Tax
Treatment of
Group Term

Life

P.219

» $ 50,000 excluded from wages

> Excess of $ 50,000 included in
wages

> 2% shareholder or partner = NO
exclusion

> 2% shareholder
» Included in wages
» Subject to FICA only



Tax
Treatment of
Meals &

Lodging

P.219

> Excluded from gross income
> Meals served on premises
> Lodging -
On employer’s premises
Condition of employment



Tax
Treatment of
Cafeterio

Plans

P.219

> Not available to —
> Self-Employed
> 2% Shareholders
> Partners

> Planning Pointer —

> 2% shareholder may disqualify the
plan

» Consider before converting C to S
Corp



Tax
Treatment of
Educational

Assistance

P. 220

> Non-taxable fringe benefit
> 5% S Corp Shareholder
» Compensation <$ 130,000

> Not Highly compensated
employee

> Practitioner Note - student loan
inferest payments

>March 27, 2020 thru December 21,
2025



Tax
Treatment of
Dependent

Care
Assistance

P. 220

> Maximum Exclusion
» $ 10,500 per year
> $ 5,250 MJS

> 5% S Corp Shareholders




Issue /:
Income Tax

alligle
Obligations




Filing Requirements
PP 221 - 228

» SMLLC or Disregarded Entity — 15" Day of 4
month following close of tax/fiscal year end

» Partnership -- 15" Day of 3@ month
following close of tax/fiscal year end

» C Corporafion — 15" DG Ae RN
following close of tax/fiscal year end

» S Corp - 15t Day of 3@ month following
close of tax/fiscal year end

»Reverting back to C Corp - S Corp has
short year return by C Corp Due Date

> Extensions available to all the above

AL

N

18



Issue 8: Multiple Entity
ISsues




Controlled Groups

P. 228

» |.R.C. 1563 — two or more entities > §179 Depreciation
» common ownership
> benefit plans — all employees of » Types of Controlled Groups
all enfities > Parent - Subsidiary

> Brother - Sister
> Practitioner Note — Other
Aggregations

> Certain Credits
> Cafeteria Plans



Parent — Subsidiary

P. 228

» One or More “chains” — connected » 80% of the total combined voting
through stock ownership power of all classes of stock

> Parent Tests - common parent enfifled to vote OR

> 80% of the total combined voting power of > at least 80% of the fotal value of
all classes of stock OR shares of all classes of stock of at
> at least 80% of the total value of shares of all least one of the other
classes of stock of each of the corporations, corporations, EXCLUDING
EXCEPT

> voting power or value, stock

»the common parent corporation, is owned owned directly by such other
by one or more of the other corporations .
corporation.



Brother — Sister
P. 228€

5 or fewer “persons” — individuals, estates/trusts

e  OWN TWO or more entities

Total combined voting power > 50%

s Directly owned stock

mmmm CONstructive ownership




Constructive ownership

P. 224

Stock options owned by a person are treated as stock owned by such person.

Directly or indirectly 5% or more capital or profits interest in the partnership.

Directly or indirectly by an estate or trust [other than an I.R.C. §401(a) employees’ trust] is deemed
owned by any beneficiary who has a 5% or more actuarial interest, to the extent of the actuarial
interest.

Stock owned directly or indirectly by a trust (other than an employee’s trust) in which a person is
considered the owner (grantors and others treated as substantial owners) is deemed owned by such
owner.



Constructive ownership

P. 224

Stock owned directly or indirectly by a corporation is deemed proportionately owned by
any shareholder who owns 5% or more in value of its stock.

Stock owed directly or indirectly
by a spouse (other than a spouse
who is legally separated from the
individual under a decree of
divorce or decree of separate
maintenance) is deemed owned
by the individual, unless all of the
following criteria are met:

The individual does not directly own any stock in the corporation during
the year.

The individual is not a director or employee and does not participate in the
management of the corporation during the year.

Not more than 50% of the corporation’s gross income for the tax year is
derived from royalties, rents, dividends, interest, and annuities.

The stock is not subject to conditions that limit the spouse’s right to dispose
of the stock and run in favor of the individual or the individual’s children
who have not attained age 21.



Constructive ownership

P. 224

Stock owned directly or indirectly by an individual’s children under the age of 21 is deemed
owned by the individual.

Stock owned directly or indirectly by an individual is deemed owned by the individual’s
children under the age of 21.

An individual who owns more than 50% of the total combined voting power or total value of
a corporation’s stock is deemed to own the stock held directly or indirectly by his or her
parents, grand parents, grandchildren, and children who have attained age 21.



Practitioner Note & Cross Reference
224

Practitioner Note — Affiliated Service Group

Considered employee of single employer

A 4

Cross-Reference — QBl Aggregation

All employees of all members

Multiple tfrade/business No SSTB




Applicable Large Employers Be05

Minimum Essential Coverage (MEC)
Affordable & Minimum Value (MV)

Full-time employees

Employer Shared Responsibility Payment (ESRP)

Premium Tax Credit (PTC) available to employee if:

* Did not officer MEC to at least 95% of full-time employees, or

» Offered coverage that was not affordable or that did not provide MV or did not
offer such coverage to the full-time employee receiving the PTC.



Applicable Large Employers Be05

mm Aggregating Employees

e Controlled Groups
e Common Conftrol
e Full-time employees 50 or more (prior year) = ALE
 Each employer of group
e Responsible for their own ESRP
e Cross-Reference — Common Control




Polling Question #4

S Corporation Shareholders
may be limited with Fringe
Benefits.

True or False




Questions?




