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Reasonable CompReasonable Comp

77thth Circuit:Circuit:
““Independent InvestorIndependent Investor”” TestTest
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Reasonable CompReasonable Comp
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MultiMulti--Factor TestFactor Test
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ElliottsElliotts Inc. Factors:Inc. Factors:
•• Role of EmployeeRole of Employee

•• Comps from Other CompaniesComps from Other Companies

•• Condition of CompanyCondition of Company

•• Independent Investor TestIndependent Investor Test

•• Internal ConsistencyInternal Consistency
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Sec. 1374Sec. 1374

S CORP S CORP 
BUILTBUILT--IN IN 

GAINS TAXGAINS TAX
C CORPC CORP

S/HS/H C CORP C CORP 
SHAREHOLDER SHAREHOLDER 
FACES DOUBLE FACES DOUBLE 

TAXATION OF TAXATION OF 
GAIN ON GAIN ON 

CORPORATE CORPORATE 
ASSETSASSETS

STOCK STOCK 
BASIS   BASIS   
= $100= $100

FMV = $1,000FMV = $1,000
BASIS = $250BASIS = $250
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BASIS = $250BASIS = $250

STOCK STOCK 
BASIS   BASIS   
= $100= $100 $750K

C CORPC CORP
S CORPS CORP
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SEC. 1374:SEC. 1374:

IMPOSES C CORP IMPOSES C CORP 
TAX ON BTAX ON B--II--G G 
RECOGNIZED RECOGNIZED 

WITHIN WITHIN 10 YEARS10 YEARS
OF S ELECTIONOF S ELECTION

FMV = $1,000FMV = $1,000
BASIS = $250BASIS = $250 BB--II--G = $750G = $750

STOCK STOCK 
BASIS   BASIS   
= $100= $100

BuiltBuilt--In Gains TaxIn Gains Tax
Can be tougher than       Can be tougher than       

C corp taxation:C corp taxation:

ImmediateImmediate
double taxationdouble taxation

at theat the
highest tax ratehighest tax rate

S CORPS CORP

S/HS/H

ASSET SOLDASSET SOLD

Sec. 1374 Tax = Sec. 1374 Tax = 
$750 x .35 = $750 x .35 = 

$263$263

FMV = $1,000FMV = $1,000
BASIS = $250BASIS = $250

PASSTHRU PASSTHRU 
TO S/H =TO S/H =

$750 Gain    $750 Gain    
-- 263263 Loss Loss 

$ 487$ 487 Net   Net   

Sale of Sale of 
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S Corp BIG Tax S Corp BIG Tax 

Temporary Reduction Temporary Reduction 
of of 

Recognition PeriodRecognition Period
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ARRA:  ARRA:  
2009 & 20102009 & 2010

No BIG Tax OwedNo BIG Tax Owed
on Builton Built--In Gains In Gains 

RecognizedRecognized
afterafter Year 7 Year 7 ofof

Recognition PeriodRecognition Period
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2009 & 20102009 & 2010

No BIG Tax OwedNo BIG Tax Owed
on Builton Built--In Gains In Gains 

RecognizedRecognized
afterafter Year 7 Year 7 ofof

Recognition PeriodRecognition Period55--1010

CALIFORNIA   CALIFORNIA   
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Installment SaleInstallment Sale
in Year 8:in Year 8:
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Trigger BIG?Trigger BIG?
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Accounts Receivable:Accounts Receivable:

Big Problem Big Problem 
forfor

ElectingElecting
Cash MethodCash Method
CorporationsCorporations

S CORPS CORP

S/HS/H

SEC. 1374 & A/R:SEC. 1374 & A/R:
S election triggers C S election triggers C 
corp deferred gain corp deferred gain 
on cash basis A/Ron cash basis A/R

A/R = $1,000A/R = $1,000
BASIS = $0BASIS = $0

COLLECTIONCOLLECTION

Sec. 1374 Tax = Sec. 1374 Tax = 
$1,000 x .35 = $1,000 x .35 = 

$350$350

PASSTHRU PASSTHRU 
TO S/H =TO S/H =

$1,000 inc.   $1,000 inc.   

-- $350 loss $350 loss 
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Offsetting Offsetting 
BuiltBuilt--In GainsIn Gains

withwith
BuiltBuilt--InIn--LossesLosses
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When can When can 
accrued deductionsaccrued deductions

be taken into account be taken into account 
as as builtbuilt--inin--losseslosses

at the time of at the time of 
the S election?the S election?

Deduction is Deduction is BB--II--LL::
““. . .if the item . . .if the item would have would have 
been properly allowedbeen properly allowed as a as a 
deduction against gross deduction against gross 
income before the beginning income before the beginning 
of the recognition period to of the recognition period to 
an an accrual method taxpayeraccrual method taxpayer..””

Reg. Reg. §§1.13741.1374--4(c)4(c)
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25%25% 25%25% 25%25% 25%25%

Would anWould an
accrualaccrual--methodmethod

C corp C corp 
be allowedbe allowed
a deductiona deduction

for the for the 
salary accrual?salary accrual?

Sec. 267(a)(2)Sec. 267(a)(2)
AllAll shareholders of a shareholders of a 

personal service corporation personal service corporation 
(under sec. 441)            (under sec. 441)            
are considered             are considered             
related partiesrelated parties::

No deduction for yearNo deduction for year--end end 
salary accrualssalary accruals



Sec. 441:  Sec. 441:  
PERSONAL SERVICE CORPORATION:PERSONAL SERVICE CORPORATION:

(1)  The (1)  The principal activityprincipal activity is the is the 
performance of personal services;performance of personal services;

(2)  Those services are substantially (2)  Those services are substantially 
performed performed (20%) by employee(20%) by employee--
ownersowners; ; 

(3)  Employee(3)  Employee--owners own more than owners own more than 
10% of the FMV of the stock10% of the FMV of the stock..

Reg. Reg. §§1.13741.1374--4(c)4(c)
BuiltBuilt--In Loss Treatment for In Loss Treatment for 

Related Party Accruals:Related Party Accruals:
-- Liability must be Liability must be fixed and knownfixed and known

at start of first S year,   at start of first S year,   andand

-- Must be paid in first Must be paid in first 22½½ monthsmonths, , 
oror
-- Must be to Must be to less than 5% ownerless than 5% owner

Sec. 404(a)(5)Sec. 404(a)(5)
YearYear--end salary accruals end salary accruals 

that are part of a that are part of a 
deferred compensation plan:deferred compensation plan:

No deduction allowed No deduction allowed 
until salaries paid.until salaries paid.

Reg. Reg. §§1.13741.1374--4(c)(2)4(c)(2)
BuiltBuilt--In Loss Treatment for In Loss Treatment for 

Deferred CompensationDeferred Compensation::
-- Liability must be Liability must be fixed and fixed and 

knownknown at start of first S at start of first S 
year,   year,   andand

-- Must Must not not be paid to a sec.  be paid to a sec.  
267(a)(2) 267(a)(2) related partyrelated party



PLR 200925005PLR 200925005
•• Salaries to ownersSalaries to owners
•• Salaries to nonSalaries to non--ownersowners
•• Associated P/R taxesAssociated P/R taxes
Related toRelated to A/RA/R
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Other BIGOther BIG
Income/Deduction Income/Deduction 

Items:Items:
•• Cancellation of DebtCancellation of Debt
•• Bad Debt ExpenseBad Debt Expense
•• Completed ContractsCompleted Contracts
•• Sec. 481(a) AdjustmentsSec. 481(a) Adjustments

MMC Corp v. CommMMC Corp v. Comm’’r.r.

Sec. 481(a) Sec. 481(a) 
AdjustmentsAdjustments

as as 
BuiltBuilt--In GainsIn Gains
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KerznerKerzner v. Commv. Comm’’r.r.
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Sec. 351(d)(2)Sec. 351(d)(2)
Indebtedness of the Indebtedness of the 
transferee corporation transferee corporation 
which is not evidenced which is not evidenced 
by a by a security . . .security . . .
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What about a What about a 
contribution  contribution  

to capital     to capital     
for no stock?for no stock?

§§118118:: Cap Cap ContribsContribs not Incomenot Income

§§108(e)(6): 108(e)(6): No 118 for Debt No 118 for Debt ContribsContribs
••Debt seemed satisfied for Debt seemed satisfied for 

S/HS/H’’s basiss basis

§§108(d)(7)(c):  108(d)(7)(c):  S/HS/H’’s loan basis s loan basis 
determined w/o regard determined w/o regard 
to S corp loss to S corp loss passthruspassthrus
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Sec. 351 Sec. 351 
contribution contribution  

of note of note 
receivable receivable 
from Sub to from Sub to 
capital of capital of 
Parent.Parent.
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Reg. Reg. §§1.15021.1502--13(g)(3)(i)(B)(1)13(g)(3)(i)(B)(1)
Intercompany Transfer?Intercompany Transfer?

Reg. Reg. §§1.15021.1502--13(g)(5)(ii)(B)13(g)(5)(ii)(B)
Deemed SatisfactionDeemed Satisfaction

& Reissuance?& Reissuance?
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Deemed Deemed 
ReissuanceReissuance Reg. Reg. §§1.1081.108--7(d)7(d)

S Corp S Corp 
Attribute ReductionAttribute Reduction

FollowingFollowing
Cancellation of DebtCancellation of Debt

55--1919

Attribute ReductionAttribute Reduction
C CorpC Corp

NOL CarryoversNOL Carryovers
to S Yearsto S Years

are notare not
Tax AttributesTax Attributes

that getthat get
Reduced by COD Reduced by COD 55--1919

Sec. 108(d)(7)(b)Sec. 108(d)(7)(b)
Suspended shareholder Suspended shareholder 
S corp losses are S corp losses are 
““deemed NOLsdeemed NOLs”” subject subject 
to attribute reduction.to attribute reduction.

55--2020



Sec. 108(d)(7)(b)Sec. 108(d)(7)(b)
““Deemed NOLsDeemed NOLs”” include include 
only suspended only suspended 
deductible lossesdeductible losses..

55--2020

Reg. Reg. §§1.1081.108--7(d)7(d)
Reduction of S/H Reduction of S/H 

suspended losses is suspended losses is 
not proportional to not proportional to 
stock ownership.stock ownership.

55--2020

““Excess Deemed NOLsExcess Deemed NOLs””

Determine Determine suspended suspended 
losses in excess of losses in excess of 
the COD incomethe COD income, and , and 
allocate this excess allocate this excess 
amount among the amount among the 
shareholdersshareholders

55--2020

55--2121 AA B B CC
2009 Loss:   $(10)2009 Loss:   $(10) $(10)$(10) $(10) $(10) 

Prior Prior SuspndSuspnd:      :      -- (10) (10) (20)(20)

COD Income:    COD Income:    1515 1515 1515
Excess Excess SuspSusp’’dd:: -- $(5)$(5) $(15) $(15) 

COD Income =    $45,000COD Income =    $45,000

Share of Excess Share of Excess SuspSusp’’dd:: 25%25% 75% 75% 

Total Total SuspSusp’’dd:    $(10)    $(20):    $(10)    $(20) $(30) $(30) 

Deemed NOL = Deemed NOL = $(60,000)$(60,000)
$(15,000)$(15,000) Excess Excess 

Deemed NOLDeemed NOL



55--2121 AA B B CC
2009 Loss:   $(10)2009 Loss:   $(10) $(10)$(10) $(10) $(10) 

Prior Prior SuspndSuspnd:      :      -- (10) (10) (20)(20)

COD Income:    COD Income:    1515 1515 1515
Excess Excess SuspSusp’’dd:: -- $(5)$(5) $(15) $(15) 

Share of Excess Share of Excess SuspSusp’’dd:: 25%25% 75% 75% 

Total Total SuspSusp’’dd:    $(10)    $(20):    $(10)    $(20) $(30) $(30) 

$(3.75)  $(11.25)$(3.75)  $(11.25)Excess Deemed NOL:Excess Deemed NOL:

Taproot Admin ServicesTaproot Admin Services

Roth IRARoth IRA
IneligibleIneligible

S Corp ShareholderS Corp Shareholder
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Reg. Reg. §§1.15631.1563

S Corps S Corps 
& & 

Controlled GroupControlled Group
LimitationsLimitations
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C CORPC CORP
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S CORPS CORP

““Component MemberComponent Member””
of a Controlled Groupof a Controlled Group



S Corp is S Corp is anan““excludedexcluded
membermember”” of a controlled of a controlled 
group only for purposes group only for purposes 
of any of any taxtax benefit benefit 
described in described in §§1561(a)1561(a) to to 
which it is not subject.which it is not subject.

55--2424

S CORPS CORP
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S CORPS CORP

““Controlled GroupControlled Group””

S CORPS CORP

Rev. Proc. 2009Rev. Proc. 2009--4141

Relief forRelief for
LateLate

Entity Classification Entity Classification 
ElectionsElections

55--2525

““CHECKCHECK--THE BOXTHE BOX”” FORMFORM

75 75 daysdays



Rev Proc 2009Rev Proc 2009--4141

3 yrs &3 yrs & 75 days75 days

Rev. Rul. 2009Rev. Rul. 2009--1515

PartnershipPartnership
to to 

S Corp S Corp 
ConversionsConversions

55--2727


