2003 Workbook

Chapter 3: Entity Comparisons

[NErOUCLION ..o 17 TaXALION ..o 142
OWNEN SNIP o e e 117 Compensation and Payroll TaX .......c.cccccovveenneerennen. 152
Limited Liability ....ccouveeeeieenrsssssssesesceeseenns 119 Liquidation or Dissolution ...........ccceveveeeeeenninininnnns 155
Management and Control ............cccoeeenercennecneneens 121 APPENAIX oo 156
Forming the ENtity .....ccccceevvviivnvcccceeeeeeeines 124 ENANOLES ... 160
Basis Deter Mination ... 140

Corrections were made to this workbook through January of 2004. No subsequent modifications were made.

INTRODUCTION

Choosing and maintaining aform of business organization is one of the most essential elements of tax planning. New
tax laws and interpretations have a dramatic impact on the viability or advantages of one business entity over another.
Tax planning must be dynamic and requires continuous monitoring of recent developments. This chapter compares
and analyzes the different types of business entities.

The appendix at the end of the chapter lists the various factors of each entity to allow for easy comparison.

Before deciding which type of entity to chose, the ownership of the entity must be considered. Various entities have
different restrictions on who can own an interest in the entity.

Ownership

Sole Proprietorship Partnership C Corporation S Corporation LLC

Individuals. Same as
partnerships unless

some restriction

Any person may
be a partner,
e.g., individuals

Same as
partnership.

Individuals who
are U.S. citizens
or resident aliens,

(including applies under state estates, and certain
nonresident aliens), law for a type trusts that are
corporations of corporation, owned by a U.S.

(C or S), other
partnerships,

trusts, estates,

and tax-exempt
entities. (Number of
partners governed
by a state’s Uniform
Partnership Act)

e.g., professional
corporation.

(No limit on
shareholders)

citizen or resident.
(75 maximum
shareholders)
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SOLE PROPRIETORSHIP

Just as its name implies, a sole proprietorship is owned by a single individual. This unincorporated entity is the
simplest form of entity. The proprietor is directly responsible for all debts, and his personal assets are at risk since he
has unlimited liability. The owner of the entity is called a proprietor.

Thereis no requirement for the proprietor to keep business accounts separate from personal accounts. As long as the
proprietor can determine the income and expense of the business at year end, the IRS will be satisfied in the event of
an audit. If the proprietor wishes to operate his business in aname other than his own, he may do so. This may require
filing afictitious name report with the applicable local or state government. This name will be his*doing business as’
name or DBA.

One disadvantage of a sole proprietorship isthat there is no continuity of existence. If the proprietor dies, the business
terminates. While the assets of the business may transfer to the individual (s) named in the proprietor’swill, the inheri-
torswill need to form their own business.

Another disadvantage is that al of the profits of the business are subject to both income and self-employment taxes.
In some type of entities, it may be possible to split profits between those derived from the work of the owner and
those derived as a return on the owner’s investment in the business. Only the returns from labor are subject to self-
employment tax. Although some entities are able to take a deduction for fringe benefits, this deduction is not available
to sole proprietors.

For many individuals, asole proprietorship isthe perfect entity selection. If there are no employees and only moderate
profits, there may not be a need for some of the advantages that another entity type could bring to the business.

PARTNERSHIPS

A partnership consists of two or more individuals or entities working as co-owners of the business. The partners
personally share the risks and rewards of the business. Each partner is considered to own a share of the assets. An
owner of a partnership is called a partner.

Partnerships may be one of two types. One is a genera partnership and the other is a limited partnership. The
difference between the two types is the amount of liability the partnership can incur in the business. In a general
partnership, each partner is a general partner. As such, the partner has joint and several liability with each partner for
all except nonrecourse liabilities.

Inalimited partnership, there must be at least one general partner. The limited partners are treated as investorsin the
business. As such, they are not allowed to be involved in the management of the business. Therefore, their liahility is
limited to their investment in the limited partnership.

An advantage of a partnership is that it may be easier to secure financing, since the lender has more individuals as
potential guarantors. If apartnership changes 50% or more of its partnerswithin a 12-month period, it is dissolved and
anew partnership is formed.

C CORPORATIONS

C corporations are entities created under respective state law. They can hire employees, sign contracts, and build net
worth. They are not limited as to what type of entities own their stock or in the number of shareholders. Unlike a
proprietorship or partnership, thereis no change in the entity at the death of a shareholder. The owner of a corporation
owns stock rather than having title to a portion of the assets of the corporation. This continuity of life can be very
advantageous for some businesses. The owner of a corporation is called a shareholder.

The shareholders may own one or more types of stock. Any increase in equity of the corporation is reflected in the
value of the common stock. Some shareholders may desire preferred stock. If dividends are paid by the corporation,
they are paid to the preferred stock owners first.
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Corporations are managed by corporate officers who are elected by the shareholders. In a closely held corporation,
these may be the same people.

Finances of the corporation must be kept separate from the finances of the shareholders, even in aone person corpora-
tion. Failure to do so can result in adverse tax consequences.

S CORPORATIONS

An S corporation is a C corporation that has made an election to have it profits and losses flow through to the share-
holders for taxation purposes. They are similar to partnerships for tax purposes, but similar to C corporations for
ligbility purposes. S corporations are limited to 75 shareholders and the owners can only be individuals and certain
types of trusts. Non-resident aliens are not allowed to be S corporation shareholders. The owner of an S corporationis
also called a shareholder.

One difference from a general partnership is that the profits that pass to the shareholders are not liable for self-
employment tax. A difference from aC corporation isthat only one class of stock isalowed. Another differenceisthat
the S corporation is generally restricted to choosing a calendar yearend.

LIMITED LIABILITY COMPANIES

A limited ligbility company (LLC) is a hybrid entity in that it has features of many different types of entities. It is
important for the LL C to choose how it wishes to be taxed. Since the Internal Revenue Code does not cover LLCs as
a separate entity, the tax laws relate to the tax election made by the LLC. If atax election is not made, the IRS will
default the LLC to a partnership if there are two or more members and to a sole proprietorship if there is only one
member. However, by making a tax election, the LLC can chose to be taxed as either a C or an S corporation. The
owner of an LLC is called a member.

Once the tax election is made, the LL C becomes bound by the tax laws regulating that type of entity. For example, if
it chooses to be taxed as an S corporation, it can not have a C corporation as a member. Unlike alimited partnership,
the member of an LLC can maintain limited liability, even though they are active in the management of the entity.

Under the various states' laws, some types of occupations may not be allowed to be limited liability companies.

LIMITED LIABILITY

Liability isalwaysaconcern for business owners. Any time abusiness has employees, they are at risk for actionstheir
employees take on their behalf. Some forms of entities offer a greater protection to the business owners for these
actions.

Limited Liability

Sole Proprietorship Partnership C Corporation S Corporation LLC

None. General partners Shareholders Same as C None unless
are personally liable not generally corporation. member has
for obligations of personally liable personally
partnership, not for a corporation’s guaranteed
limited partners. obligations obligation of LLC.

unless personally
guaranteed and
payments are
required.
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Note. No form of entity should be considered as a replacement for a high-limit liability insurance policy.

SOLE PROPRIETORSHIPS

Proprietors have unlimited personal liability for debts and obligations associated with their business. Their personal
assets are also at risk. Married proprietors who co-own property with their spouses place their spouses’ assets at risk.

Proprietors must personally guarantee al the debts of their business. Proprietorships with employees have additional
risks and may want to consider converting to a different entity form. They should choose an entity form that protects
them from unlimited liability as proprietors and also from potential liability associated with employees. As defined by
the IRS, aproprietorship isa*“disregarded entity,” which does not provide liability protection to individual taxpayers.
While some sole proprietors may not need the tax savingsthat other forms of busi ness organization can provide, it may
be wise for them to form single member LLCs that provide limitations on persona liability.

PARTNERSHIPS

General partnerships have the same liability problems as proprietorships. All partners of general partnerships are
jointly and severally liable for the debts of their partnerships. Nonrecourse debts, which are defined as debts where the
lender only looks toward the partnership for payment of the debt, are an exception.

Since personal assets of all partners are at risk, general partnerships should avoid creating large amounts of non-
recourse debt. Thereis some protection if partnersare corporations or LLCs. While those types of entitiesareliable for
debts of the partnership, their owners and shareholders are protected by their individual limited liability status.

Creating alimited partnership can limit the risk of most of the partners. However, there must be one general partner
with unlimited liability in every limited partnership. Naming a corporation asthis general partner may limit liability to
the assets of the corporation.

Note. In some cases, the courts have deemed limited partners who materially participate in the overall opera-
tion of the business may be liable.

C CORPORATIONS

There are no differences in the liability protection offered by S and C corporations. State laws determine the liability
of corporations. In many situations, lenders will require the individual shareholders to guarantee the debt of
the corporation.

Caution. When corporations obtain financing and guarantors are required to consummate the transactions, a
large amount of specific language is placed in the contracts. This language typically states that guarantors
waive many of their rights by guaranteeing the debt. A financial institution may have the right to go directly
to the guarantors for payment of the debt whenever the debtor is delinquent. Guarantors should be cautioned
about the merits of guaranteeing corporations. They should realize the possible negative impact that such debt
could have on them if the corporation defaults.

S CORPORATIONS

The election to become an S corporation is primarily for income tax purposes. The election does not provide
liability protection.
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LIMITED LIABILITY COMPANIES

LLC members have limited liability protection similar to that held by the shareholders of corporations. In most
situations, members are not liable for the debts of the LLC. However, there are some instances where members may
be held liable. Usually these situations also apply to corporations. Examples of situations where members may be
liable follow:

*  Debts personaly guaranteed by individual members.
* Fraudulent or illegal acts committed by a member.
»  Assertions of malpractice in states that allow professional LLCs.

e Wrongful distributions. (If an LLC isinsolvent, any unauthorized distributions could be deemed the respon-
sibility of the culpable member.)

» Taxesare not remitted or there are IRS trust fund assertions on employment taxes.

In CCA 200235023, the IRS establishesits position that the members of LLCsmay beliablefor thetrust fund recovery
penalty under IRC 86672. The Opinion further states that an assessment made against a disregarded LLC isadso a
valid assessment against a single-member owner. It states that dueto the close rel ationship between adisregarded LLC
and its single-member owner, an assessment against the disregarded LL C is tantamount to an assessment against the
single-member owner. The legal memorandum cites specific examples and summarizes the government’s position
regarding trust fund penalties. LLCs do not protect their members from responsibility or payment of the pendltiesin
appropriate situations.

MANAGEMENT AND CONTROL

The management and control of the business is of great concern to individuals that are forming a business. Some
business owners wish to have complete control of the decision-making process, while others seek the advice of others
to help analyze the situation and offer suggestions. There may be considerable differences in the decision-making
process between the different entity types.

Management and Control

Sole Proprietorship Partnership C Corporation S Corporation LLC

No entity continuity General partnership Indefinite life; death Same as C May have a limited
if sold, abandoned, has limited life. or retirement does corporation. life or be perpetual.
or owner dies. Partnership not terminate.

dissolves when
majority of partners
withdraw or

die. Partnership
agreement can
keep business

in existence.
Limited partnership
interests easily
transferable.
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SOLE PROPRIETORSHIPS

Proprietorships give individual business owners the most control. If the proprietor wishes to obtain help in making a
decision, he will look to a consultant in the applicable field. Ultimately though, he has sole responsibility for the
decision.

Proprietorships have no continuity aslegal entities. When a proprietor dies or abandons the business, the entity ceases
to exist. If the business is sold to another individual or business entity, it assumes the identity of its new owner. The
physical assets of aproprietorship can be sold, but the businessitself isnot transferable. Since this entity type has only
one owner, a proprietorship may evolve into a different entity if its business grows.

PARTNERSHIPS

Thereisasubstantial amount of standardized language used in partnership agreements. It isimperative for partnersto
reach agreement when they are determining how their partnership will be formed and controlled. In ageneral partner-
ship, the genera partners are responsible for making the decisions. This management may be delegated to a specific
partner(s) or decisions may be made at ameeting of al of the partners. In alimited partnership, limited partners cannot
be a part of the decision-making process.

C CORPORATIONS

C corporations have indefinite life. They are perpetual in nature. Corporations have an advantage over other forms of
business organi zation, because they have more management resource opportunities.

Shareholders

C corporations may have one or thousands of shareholders since thereis no limit to the number of shareholders. The
shareholders of a corporation elect the corporate directors who in turn elect the corporate officers. The sameistrue for
a sole stockholder organization except there is only one shareholder who may be the only director and officer.

Transfer of ownership, death, retirement, or bankruptcy of individual shareholders does not dissolve C corporations.
There are some actions that may cause C corporations to be dissolved. If none of those specific actions is taken,
corporations can exist indefinitely.

Unlessthereisashareholder agreement limiting the transfer of closely held stock, such stock can be easily transferred
to others. Several negative factors make transfers of closely held stock difficult. For example, stock may be difficult to
sell because:

» Closely held stock is not available on the stock market for purchase.
»  Brokersdon't represent closely held corporationsin order to facilitate transfers of stock.
» Closdly held stock is difficult to vaue.
The assistance of atrained professional will be required to determine the closely held stock’s FMV.

S CORPORATIONS

Scorporation language is similar to that used for C corporations. However, thereisadifferencein who is qualified to
be a shareholder of S corporations. Nonresident aliens and corporations cannot be S corporation shareholders. It is
imperative that shareholders of S corporations develop some type of agreement that limits transferability of shares.

It may sometimes be wise to terminate an S election based upon decisions regarding management, control, and own-
ership. However, if an S corporation terminates its el ection and becomes a C corporation, it must wait five years before
it can elect to become an S corporation again. There is a relief provision under IRC §1362(g) where a former S
corporation can request permission from the IRS to reelect S corporation status within the 5-year period. The IRSwill
make a determination regarding the basis for the request. If the request seems purely tax motivated, the IRS may not
approveit.
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An S corporation may not have more than 75 shareholders. A husband and wife are treated as a single shareholder
under IRC §1361(c)(1). When a husbhand and wife divorce, they are no longer treated as a single shareholder.

If an LLC has one only owner, the S corporation election is possible. The owner must file Form 8832 with the S
election.

Proportionate Ownership

An S corporation may have only one class of stock. Common and preferred stock with differing rights for distribution
of profits and assets in liquidation constitutes multiple classes of stock. S corporations operate proportionately based
on individual shareholders' percentages of ownership in the company. Corporations secure their capital pro ratafrom
their shareholders. Distributions of profits and losses are also based on percentage of stock ownership. Upon liquida-
tion of a corporation, any proceeds are distributed to the shareholders based upon their stock ownership.

Shareholders may authorize disproportionate voting rights of the stock to specific shareholders through proxy
agreements or other shareholder agreements. It is permissible for the stockholder, president, or another designated
individual to control the day-to-day operations of the corporation.

Inadvertent Termination

There may be situations where an inadvertent action causes the termination of an S election. For example, if a share-
holder transfers his stock ownership to a nonresident alien, corporation, or nonqualifying trust, the corporation's S
status terminates. Therefore, it is very important for the corporate agreement to limit the transferability of shares.
Another example of an action that terminates an S election isif a corporation violates a passive income test.

The IRS has authority to waive the effect of aterminating event for any period provided the corporation corrects the
event and the shareholders agree to be treated as if the election had been in effect for the period involved.! The
taxpayer needsto request aprivate | etter ruling from the IRSto maintain its S corporation status. The IRS analyzesthe
situation to determine if the action was truly inadvertent and not merely to avoid tax.

LIMITED LIABILITY COMPANIES

Members

LLCshave member srather than partners or stockholders. LLCsare not included in the Internal Revenue Code per se.
Instead, the IRS treats them as a sole proprietorship, partnership, corporation, or S corporation depending on the
taxing election they make at the time of formation. If an election is not made, the default election isto be treated asa
partnership if there are two or more members. Owning amembership interest in an LLC is similar to owning stock in
acorporation.

Lawsin most states allow LLCsto have membership interestsin different classes of ownership. LLCsdo not have the
same limitations as S corporations. Individual s, corporations, trusts, partnerships, and other LL Cs may be members of
LLCs.

Articles of Organization

Articles of organization vary from state to state. Some states require specific provisions dealing with issues such as
who qualifies to be a member and the method to be used to add members.

Operating Agreements

Operating agreements are similar to partnership or shareholder agreements. They govern how an organization is
managed and list the responsibilities of various members. LLCs can delegate the responsibility for the day-to-day
management of their organization to specific members.
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LLC Existence

LLCsmay be perpetual or terminate after a definite period of time as specified in the LLC’s operating agreement. The
agreement spells out how members can dissolve an LLC. In some states the consent to dissolve an LLC must be
unanimous, and in other states the decision may be made by majority vote. Also, an LLC terminates if it fails to
maintain compliance with their respective state authority. An example of thismight include not paying the required fee
to the Secretary of State to keep the organization in existence.

Various states give LLC members certain rights. These rights can include the right to inspect records like financial
statements, hames and addresses of other members, and tax returns.

FORMING THE ENTITY

Care must be taken when an entity is formed. With the exception of a sole proprietorship, there are possible tax
consequences of formation. A major problem occurs if assets and liabilities are contributed to the new entity and the
basis of these assetsislessthan theliabilities. Although the FMV of the contributed assetsis higher than the liabilities,
this is considered a taxable transaction. Another possible taxable transaction at the time of formation occurs when
services are contributed in exchange for stock or an interest in a partnership or LLC.

Any expenses incurred prior to the commencement of the business are known as startup expenses. A business must
capitalize these costs. IRC §709 deals with these expenses for a partnership, as does IRC 8248 for a corporation. For
anindividual, IRC 8195 allows these expenses to be amortized over a 60-month period beginning with the month the
business commences. These expenses are considered ordinary and necessary expenses under IRC 8162, even though
they were incurred prior to the actual commencement of the business. Types of expenses may include advertising,
training, travel, investigation of franchises, and fees paid to attorneys, tax consultants, and other professionals.

Treas. Reg. §81.195-1 is harsh. If a taxpayer deducts start-up expenses as a current deduction, the start-up expenses
could be denied. The expenses then become capital expenses and are not deductible because the required election was
not made. A tax return that lists start-up expenses must contain a description of the types of expenses, amounts, dates
they were incurred, and the specific month in which the business activity commenced.

Example 2. James is starting a home inspection service. He incurs expenses traveling from lowa to New
Jersey to meet with a national franchiser. Since James must provide the franchiser with afinancial statement,
he hires an accountant to prepare the statement for him. After he submits the documents, he is approved as a
franchisee.

Question A. Are any of James's expenses deductible as ordinary and necessary business expenses under IRC
81627

Answer A. The expenses James incurred to explore the feasibility of acquiring a franchise and the expenses
that he paid to the accountant to prepare his financial statement are start-up costs and should be amortized
over 60 months. After the business commencesiits activity, any of the expenses James paid to the accountant
will be deductible as ordinary and necessary business expenses. James should segregate the amounts that
were paid for these start-up expenditures.

Forming the Entity

Sole Proprietorship Partnership C Corporation S Corporation LLC
No formal No formal Articles of Same as C Filing of Articles
registration, but registration required Incorporation and corporation, filing of Organization
establishing a for a general Bylaws required. Form 2553 also required, and
protected business partnership. required. other state-
trade name (DBA) is Exception may required forms.
advisable. apply for limited

partnership.
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Tax Impact of Forming Entity

Sole Proprietorship Partnership C Corporation S Corporation LLC

None. Assets transfer No recognized Same as C Same as
to partnership; no gain or loss if corporation. partnership,
recognition of gain stockholder has unless
unless liahilities control upon election
greater than transfer. Exception: as a
basis of property liabilities exceed corporation.
transferred. the basis of assets

transferred. May
not receive any
other consideration
besides stock.

SOLE PROPRIETORSHIPS

Itisrelatively easy to start a sole proprietorship. The proprietorship must be engaged in business activity that has an
expectation of making a profit. A three-part test was developed from a Supreme Court case, Pierre S. duPont,? to
determine if ataxpayer is engaged in atrade or business. All three of these tests must be met. The taxpayer must be:

1. Engaged in the activity for a profit,
2. Continuoudly involved in the operation of the business, and
3. Offering goods or service to the public.

In another Supreme Court case, Robert P. Groetzinger,® the court ruled the activity must be conducted regularly for the
intent of earning a profit. The Court further stated that a hobby does not qualify as a trade or business.

The cost of creating a sole proprietorship is minimal. Usualy, federal and state identification numbers are required
only if the business has employees or taxable sales. Otherwise, the proprietor uses his social security number.

Some states require the registration of assumed business names (DBA — Doing Business As). Unlike corporations
and LLCs, sole proprietorships do not have statewide recognition of their names. The proprietor usually registers the
businessnamein one county. Registering in one county does not give the proprietor unlimited use of the name throughout
the state. Therefore, the proprietor must register the name in each county in which he conducts business.

PARTNERSHIPS

In many states there is no formal registration for general partnerships. Limited partnerships that offer
prospectuses may have to register with applicable governmental authorities.

Every partnership should have a partnership agreement. It is highly recommended that this agreement be in writing.
The written partnership agreement should include the following elements:

* Name. Agreement on a name for the business and whether the business will operate under an assumed
business name.

» Term. A clause stating how long the partnership will exist. It can last through perpetuity or as long as the
partners are dive.

» Purpose. Agreement on the entity’s purpose so there is clear understanding of the rationale for the entity’s
creation.

e Capital Contributions. Stipulation of each partner’sinitial contribution in cash and property. It is possible
for partners to contribute services or tangible property in lieu of monetary contributions.
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Profits, Losses, and Drawings. Stipulation of how partners will be compensated. Language should be spe-
cific regarding periodic draws against a share of the profits. Provisions should be made for guaranteed pay-
ments and the payment of expenses.

Management Responsibilities. Stipulation of how the business will be managed and supervised. This will
include voting rights of the partners, whether delegated authority is given to a specific partner, and demarca-
tion between major and minor decisions allowing a designated partner to make minor decisions.

Partners Outside Business Activities. Stipulation that partners must have a covenant not to compete in
similar types of businesses, since such competition could negatively impact on the partnership’s success.

Termination of Partnership Interest. Stipulation of how to handle a partner who leaves voluntarily, be-
comes incapacitated, or dies. Planning for these potential situations is very important. Usually, if partners
terminate their interests due to an event, the remaining partners have the right to buy the interests of the
terminating partner beforeit is offered to an outside party. This stipulation acts as a protection for the remain-
ing partners.

The agreement al so stipulates how anew partner’s shareis computed. Computation methods can be based on:
*  Market value of the assets,

* Book vaue,

e Set dollar method (predetermined buyout price),

»  Post departure appraisal done by an independent appraiser, or

» The capitalization of earnings method.

The agreement stipul ates the terms of purchase for a departing partner’s interest, including whether it may be
financed over aperiod of time or is payable immediately.

Continuity of the Partnership. A provision stating that during the period of time when one partner has
terminated a relationship, the partnership will till exist.

Resolving Partner ship Disputes. Stipulation of how disagreements between partners are resolved.

Note. The use of mediation or arbitration is more cost effective than using the court system.

A partnership can usually be formed without any tax consequences. IRC 8721 covers the contribution of assets to a
partnership.

C CORPORATIONS

Formation

ToformaC corporation it is necessary to fileArticles of Incorporation with the appropriate state authority. Generally,
the Secretary of State’s Office has responsibility for approving new corporations. Articles of incorporation create an
entity. Illinois State Articles of Incorporation Form BCA-2.10 follow. The form is fairly simple to complete.
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rorm BCA=-2.10 | ARTICLES OF INCORPORATION

(Rev. Jan. 1999) This space for use by Secretary of State

Jesse White SUBMIT IN DUPLICATE!
Secretary of State

Department of Business Services

Springfield, IL 62756 This space for use by
http:/www.sos.state.l.us 5 Secretary of State
Payment must be made by certi- ate

fied check, cashier's check, llli- Franchise Tax $

nois attorney's check, lllinois Filing Fee $

C.P.A's check or money order,

payable to "Secretary of State." Approved:

1. CORPORATE NAME: _Dentum Auto Body Inc.

(The corporate name must contain the word "corporation”, "company," "incorporated," "limited" or an abbreviation thereof.)

2. Initial Registered Agent:  John A. Dentum
First Name Middle Initial Last name
Initial Registered Office: 101 Main Street
Number Street Suite #
Somewhere IL Any Co 66666
City County Zip Code

3.  Purpose or purposes for which the corporation is organized:
(If not sufficient space to cover this point, add one or more sheets of this size.)

Restoration of auto bodies.

4.  Paragraph 1: Authorized Shares, Issued Shares and Consideration Received:

Par Value Number of Shares Number of Shares Consideration to be
Class per Share Authorized Proposed to be Issued  Received Therefor
Common $ NONE 5,000 500 $ 1.000

TOTAL=$ 1,000

Paragraph 2: The preferences, qualifications, limitations, restrictions and special or relative rights in respect of the shares
of each class are:
(If not sufficient space to cover this point, add one or more sheets of this size.)

N/A

(over)
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5. OPTIONAL: (a) Number of directors constituting the initial board of directors of the corporation:
(b) Names and addresses of the persons who are to serve as directors until the first annual meeting of
shareholders or until their successors are elected and qualify:
Name Residential Address City, State, ZIP

6. OPTIONAL: (a) ltis estimated that the value of all property to be owned by the

corporation for the following year wherever located will be: $
(b) Itis estimated that the value of the property to be located within
the State of lllinois during the following year will be: $

(c) It is estimated that the gross amount of business that will be
transacted by the corporation during the following year will be: ~ $
(d) It is estimated that the gross amount of business that will be
transacted from places of business in the State of lllinois during
the following year will be: $

7. OPTIONAL: OTHER PROVISIONS
Attach a separate sheet of this size for any other provision to be included in the Articles of
Incorporation, e.g., authorizing preemptive rights, denying cumulative voting, regulating internal
affairs, voting majority requirements, fixing a duration other than perpetual, etc.

8. NAME(S) & ADDRESS(ES) OF INCORPORATOR(S)

The undersigned incorporator(s) hereby declare(s), under penalties of perjury, that the statements made in the foregoing
Articles of Incorporation are true.

Dateq July 15 2003
(Month & Day) Year
Signature and Name Address
1 1. 222 High Street
Signature Street
Sometown IL 66666
(Type or Print Name) City/Town State ZIP Code
2 2.
Signature Street
(Type or Print Name) City/Town State ZIP Code
3 3.
Signature Street
(Type or Print Name) City/Town State ZIP Code

(Signatures must be in BLACK INK on original document. Carbon copy, photocopy or rubber stamp signatures may only be
used on conformed copies.)

NOTE: If a corporation acts as incorporator, the name of the corporation and the state of incorporation shall be shown and the
execution shall be by its president or vice president and verified by him, and attested by its secretary or assistant secretary.

FEE SCHEDULE

¢ The initial franchise tax is assessed at the rate of 15/100 of 1 percent ($1.50 per $1,000) on the paid-in capital
represented in this state, with a minimum of $25.

¢ The filing fee is $75.

¢ The minimum total due (franchise tax + filing fee) is $100.
(Applies when the Consideration to be Received as set forth in Item 4 does not exceed $16,667)

¢ The Department of Business Services in Springfield will provide assistance in calculating the total fees if necessary.
lllinois Secretary of State Springfield, IL 62756
Department of Business Services Telephone (217) 782-9522 or 782-9523 C-162.20
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Prior to incorporating, it is essential to determine availability of the corporation name. In many statesit is possible to
complete a name search on-line.

The corporation’s address should be registered. If later there is a change of address, it is essential to inform the
appropriate governmental authorities.

A corporation must have aregistered agent. This agent must reside in the state where the corporation isformed. Since
the agent can be served with process (contacted when legal action or other administrative reporting is required), the
agent must provide a street address rather than a post office box.

The corporation designates the number of shares of stock it authorizes to be issued. (Illinois aso requests that the
proposed number of shares be listed.) Authorization of stock is not the issuance of stock. If at some later date the
corporation wishes to authorize more shares, it must amend its articles of incorporation.

In order to conduct business, most states require an annual Board of Directors meeting. Minutes of these meetings are
recorded in the corporate minutes book. Other important documents included in the book are:

» Articlesof Incorporation and

e Bylaws.
The Board of Directors can decide to allow corporations to issue stock, dividends, or distributions and to manage the
overall operation of the corporation.

Tax Impact

As ageneral rule there is no recognition of gain or loss for property that is contributed to a corporation if the stock-
holder has control, or ispart of the control, of thetransfer of the property. IRC 8351 statesno gain or lossis recognized
when property istransferred in exchange for stock. The basis rules under IRC 88358 and 362 state that recognition of
gain will be deferred but may be recognized at alater date.

The three basic requirements relative to IRC §351 are:
1. Thetransfer must consist of property.
2. The property transaction must be made in exchange for stock.
3. The stockholder must be in control of the corporation.

Under IRC 8351 the definition of property is very broad. Property includes many types of assets including cash,
accounts receivable, inventories, furniture and fixtures, copyrights, and patents. IRC 8351 stipulates that only
corporate stock can be provided in exchange for the property. The transfer of other forms of securities such as notes
does not qualify. The receipt of other items besides corporate stock is considered “boot.” A small amount of boot may
not disqualify the entire transaction from IRC §351. Any gain, however, must be recognized to the extent of the lesser
of the realized gain or the FMV of the boot received.*

Note. Losses are never recognized under IRC 8§351.

Example 3. Robert transferred a building to Sunset Corporation in exchange for 100% of its stock and an
$80,000 10-year bond. The building hasan FMV of $1,000,000 and abasis of $600,000 at the time of transfer.
The transfer of this property qualifies for the IRC 8351, but Robert’s receipt of the bond constitutes “boot.”
Robert recognizes a gain of $80,000 at the time of the transfer.

There are instances when property transferred to a corporation is subject to liahility. Transfers to controlled corpora
tions often contain transfer of liability. IRC 8357 providesrelief by not treating the transfers of liabilities as boot, unless
the liability exceeds the adjusted basis of the property transferred. The entire transaction qualifies under IRC 8351.
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Another exception would be when the sum of all liabilities assumed by the corporation exceeds the adjusted basis of
the property transferred to the corporation by the transferor. IRC 8357(c) discusses situations where the transferor
must recognize the gain on these types of transfers. |f the gain is not recognized, the stockholder has a negative basis.
Since the transaction results in a taxable transaction, the transferor’s basis in the stock is zero.

Example 4. Larry transferred a building with an adjusted basis of $300,000 and an FMV of $3,000,000 to
Premier Property Corporation in return for 100% of the company’s stock. Premier assumed the building's
$500,000 mortgage. This stockholder must recognize a gain of $200,000, which is equal to the difference
between the mortgage and the adjusted basis of the building.

IRC 8357(c) identifies situationsrelating to cash basis taxpayers. If ashareholder incorporates a cash basis proprietor-
ship and transfers unrealized accounts receivables and unrealized accounts payables to the corporation, the action may
result in ataxable event. In this situation, the corporation has zero bases in the accounts receivable and the accounts
payable. The accounts receivable are not taxable to the individual because heis on a cash basis. When the corporation
pays the accounts payable, it has a deduction as a business expense.

Good tax planning dictates that cash basis taxpayers should not transfer zero basis receivables. When income is
received from receivables, it should beincluded asincome to the corporation. It islikely reimbursements will be paid
to the shareholder because the income was earned while it was a proprietorship. This creates double taxation. The
income istaxed at the corporate level and to the shareholder as a dividend when distributed.

Professional Corporations

Due to the nature of respective state law, specific entities must publicly present themselves as being measured by
different standards. Professional corporationsinclude entities such aslaw firms, accounting firms, architectural firms,
medical clinics, and other entities licensed by specific authorities. If these entities incorporate, they may use the
designation of “PC” (professional corporation) or “Ltd.” (Limited) instead of “Incorporated” or “Inc.” in their names.
This designation lets clients know that these entities are personally held to higher standards. Individuals who practice
in these areas can be sued for personal lighility.

When a professional corporation is formed, the incorporators must procure certifications of licensure from their
respective licensing authority. The certification is submitted with the articles of incorporation. The entity is then
designated as a professional corporation or a PC. The taxability of professional corporationswill be discussed later in
this text.

S CORPORATIONS

Formation procedures for S corporations are the same as those for C corporations. At the time its stock is issued, a
corporation must determine whether it will be a taxable entity (C corporation) or a small business corporation
(S corporation) which is a pass-through entity. When S corporation status is elected, the income flows through to
shareholders based upon their stock ownership. The corporation files an election Form 2553 with the IRS. This
election allows income from an S corporation to be taxed to the corporation’s shareholders rather than to the
corporation itself.

The election form must be filed in atimely manner. It is considered timely if it isfiled:

» Before the 16th day of the third month of the tax year, if filed during the tax year that the election is to take
effect, or

»  During the preceding tax year.

An election that is made no more than two months and 15 days after the beginning of atax year that islessthan two and
ahalf monthslong will betreated as being timely for that tax year. Any election that is made after the 15th day of the
third month but before the end of the tax year is effective for the next tax year. For example, if a calendar-year
corporation makes the election on April 21, 2003, the election will not be effective until the corporation’s 2004 tax
year. Form 2553 follows.
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fom 2993 Election by a Small Business Corporation
(Rev. December 2002) (Under section 1362 of the Internal Revenue Code) OMB No. 1545-0146
» See Parts Il and Ill on back and the separate instructions.

Department of the Treasury
Internal Revenue Service » The corporation may either send or fax this form to the IRS. See page 2 of the instructions.
Notes: 1. Do not file Form 1120S, U.S. Income Tax Return for an S Corporation, for any tax year before the year the election takes effect.

2. This election to be an S corporation can be accepted only if all the tests are met under Who May Elect on page 1 of the instructions; all
shareholders have signed the consent statement; and the exact name and address of the corporation and other required form information are
provided.

3. If the corporation was in existence before the effective date of this election, see Taxes an S Corporation May Owe on page 1 of the instructions.

Election Information

Name of corporation (see instructions) A Employer identification number
Dentum Auto Body, INC. 21 1111111

P#easee Number, street, and room or suite no. (If a P.O. box, see instructions.) B Date incorporated

Ype 101 Main St. 7-25-03

or Print
City or town, state, and ZIP code C State of incorporation
Somewhere IL 66666 IL

D Check the applicable box(es) if the corporation, after applying for the EIN shown in A above, changed its name ] or address []

E Election is to be effective for tax year beginning (month, day, year) . . . . . . . . . . . . . » 7 [ 25 |/ 03

F Name and title of officer or legal representative who the IRS may call for more information G Telephone number of officer

or legal representative
John A. Dentum ( 217 ) 555.5555

H If this election takes effect for the first tax year the corporation exists, enter month, day, and year of the earliest
of the following: (1) date the corporation first had shareholders, (2) date the corporation first had assets, or (3)
date the corporation began doing business . . . . . . . . . . . . . . . . . . . . & 7/ 25 / 03

| Selected tax year: Annual return will be filed for tax year ending (month and day) > 23

If the tax year ends on any date other than December 31, except for a 52-53-week tax year ending with reference to the month of December,
you must complete Part Il on the back. If the date you enter is the ending date of a 52-53-week tax year, write “52-53-week year” to the right

of the date.
K Shareholders’ Consent Statement.
J Name and address of each shareholder; | Under penalties of perjury, we declare that we consent L N
shareholder’s spouse having a community | to the election of the above-named corporation to be an Stock owned Share-
property interest in the corporation’s S corporation under section 1362(a) and that we have holder's
stock; and each tenant in common, joint examined this consent statement, including M Social security tax
tenant, and tenant by the entirety. (A accompanying schedules and statements, and to the number or employer year
husband and wife (and their estates) are best of our knowledge and belief, it is true, correct, and identification number ends
counted as one shareholder in complete. We understand our consent is binding and | Number Dates (see instructions) (month
determining the number of shareholders | may not be withdrawn after the corporation has made a | of shares acquired and
without regard to the manner in which the valid election. (Shareholders sign and date below.) day)

stock is owned.) -
Signature Date

John A. Dentum

222 High St. 500 7/25/03 111-22-3333 12/31
Sometown, IL 66666

Under penalties of perjury, | declare that | have examined this election, including accompanying schedules and statements, and to the best of my knowledge and belief,
it is true, correct, and complete.

Tite » PTES 7/25/03

Signature of officer » Date »

For Paperwork Reduction Act Notice, see page 4 of the instructions. Cat. No. 18629R Form 2553 (Rev. 12-2002)
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Form 2553 (Rev. 12-2002) Page 2

il Selection of Fiscal Tax Year (All corporations using this part must complete item O and item P, Q, or R.)

O Check the applicable box to indicate whether the corporation is:
1. M Anew corporation adopting the tax year entered in item |, Part I.
2. O An existing corporation retaining the tax year entered in item |, Part I.
3. [ An existing corporation changing to the tax year entered in item |, Part I.

P Complete item P if the corporation is using the automatic approval provisions of Rev. Proc. 2002-38, 2002-22 |.R.B. 1037, to request (1) a
natural business year (as defined in section 5.05 of Rev. Proc. 2002-38) or (2) a year that satisfies the ownership tax year test (as defined in
section 5.06 of Rev. Proc. 2002-38). Check the applicable box below to indicate the representation statement the corporation is making.

1. Natural Business Year » [] | represent that the corporation is adopting, retaining, or changing to a tax year that qualifies as its natural
business year as defined in section 5.05 of Rev. Proc. 2002-38 and has attached a statement verifying that it satisfies the 25% gross
receipts test (see instructions for content of statement). | also represent that the corporation is not precluded by section 4.02 of Rev. Proc.
2002-38 from obtaining automatic approval of such adoption, retention, or change in tax year.

2. Ownership Tax Year » O represent that shareholders (as described in section 5.06 of Rev. Proc. 2002-38) holding more than half of
the shares of the stock (as of the first day of the tax year to which the request relates) of the corporation have the same tax year or are
concurrently changing to the tax year that the corporation adopts, retains, or changes to per item |, Part |, and that such tax year satisfies
the requirement of section 4.01(3) of Rev. Proc. 2002-38. | also represent that the corporation is not precluded by section 4.02 of Rev. Proc.
2002-38 from obtaining automatic approval of such adoption, retention, or change in tax year.

Note: If you do not use item P and the corporation wants a fiscal tax year, complete either item Q or R below. Item Q is used to request a fiscal
tax year based on a business purpose and to make a back-up section 444 election. Iltem R is used to make a regular section 444 election.

Q Business Purpose—To request a fiscal tax year based on a business purpose, you must check box Q1. See instructions for details including
payment of a user fee. You may also check box Q2 and/or box Q3.

1. Check here » [ if the fiscal year entered in item |, Part |, is requested under the prior approval provisions of Rev. Proc. 2002-39,
2002-22 I.R.B. 1046. Attach to Form 2553 a statement describing the relevant facts and circumstances and, if applicable, the gross receipts
from sales and services necessary to establish a business purpose. See the instructions for details regarding the gross receipts from sales
and services. If the IRS proposes to disapprove the requested fiscal year, do you want a conference with the IRS National Office?

] Yes L No

2. Check here » [ to show that the corporation intends to make a back-up section 444 election in the event the corporation’s business
purpose request is not approved by the IRS. (See instructions for more information.)

3. Check here » [ to show that the corporation agrees to adopt or change to a tax year ending December 31 if necessary for the IRS
to accept this election for S corporation status in the event (1) the corporation’s business purpose request is not approved and the
corporation makes a back-up section 444 election, but is ultimately not qualified to make a section 444 election, or (2) the corporation’s
business purpose request is not approved and the corporation did not make a back-up section 444 election.

R Section 444 Election—To make a section 444 election, you must check box R1 and you may also check box R2.

1. Check here » [ to show the corporation will make, if qualified, a section 444 election to have the fiscal tax year shown in item I,
Part I. To make the election, you must complete Form 8716, Election To Have a Tax Year Other Than a Required Tax Year, and either
attach it to Form 2553 or file it separately.

2. Check here » [ to show that the corporation agrees to adopt or change to a tax year ending December 31 if necessary for the IRS
to accept this election for S corporation status in the event the corporation is ultimately not qualified to make a section 444 election.

Ul Qualified Subchapter S Trust (QSST) Election Under Section 1361(d)(2)*

Income beneficiary’s name and address Social security number
Trust’'s name and address Employer identification number
Date on which stock of the corporation was transferred to the trust (month, day, year) . . . . . . . . . P / /

In order for the trust named above to be a QSST and thus a qualifying shareholder of the S corporation for which this Form 2553 is filed, |
hereby make the election under section 1361(d)(2). Under penalties of perjury, | certify that the trust meets the definitional requirements of
section 1361(d)(3) and that all other information provided in Part Ill is true, correct, and complete.

Signature of income beneficiary or signature and title of legal representative or other qualified person making the election Date

*Use Part lll to make the QSST election only if stock of the corporation has been transferred to the trust on or before the date on which the
corporation makes its election to be an S corporation. The QSST election must be made and filed separately if stock of the corporation is
transferred to the trust after the date on which the corporation makes the S election.

@ Form 2553 (Rev. 12-2002)
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Relief Provision

An election that is made after the due date will be accepted as being filed timely if the corporation can show that its
failureto file on time was due to reasonabl e cause. According to Part 20, Penalties Handbook, of the Internal Revenue
Manual, reasonable cause can be described as, but not limited to, the following examples:

» Hedth situation of a shareholder causing a delay

» Ignorance of the law
e Catastrophic event causing inaccessibility to records

Usually, the IRS is receptive to requests for late filing. If an election is filed within 24 months of its due date and the
original due date for filing the corporation’sinitial Form 1120-S return has not passed, the IRS can make the approval
very informally.

Note. When filing the election late, the taxpayer must write at the top of page one of Form 2553: “Filed
pursuant to Rev. Proc. 2003-43.” The taxpayer must also attach a statement explaining the reasons for failing
to file the election on time.

Thereisfurther relief available to taxpayers who fail to make atimely election. The corporation may request a private
letter ruling and pay a user fee in accordance with Rev. Proc. 2002-1. The IRS generally allows the effective date to
become retroactive based upon the taxpayer’s assertion of reasonable cause.

The Service Center notifies the corporation if its election is accepted and the date the election takes effect. The IRS
also natifies the corporation if it does not accept the election. Instructions on Form 2553 state the corporation will
usually receive a determination within 60 days of filing the form.

Note. The corporation must ensure the IRS receives the election. Mailing the election as “certified” or
“registered” with areturn receipt requested will verify that the IRS has received it.

Where to File

Form 2553 must be filed with the Service Center according to the corporation’slocation. Service Center addresses are
provided in Form 2553 instructions.

Instructions for Filing Form 2553

Form 2553 requires an effective date for its election. It is very important that the election date is the beginning date
of the tax year of its first year of operation. The tax year of a new corporation starts on the date it has shareholders,
acquires assets, or begins doing business, whichever occurs first. The effective date shown on the form will be
determined by when the election was filed and whether it was filed timely.

Each shareholder who owns or is deemed to own stock at the time the election is made must consent to the election.
Every person who owns stock during the corporation’s first tax year is required to consent to the election.

Note. Once the election is made, new shareholders are not required to consent to the election, and the
corporation does not need to file a new Form 2553.

Before the corporation is formed, it requests authorization to issue shares from its state authority. After itsfirst Board
of Directors meeting, the corporation is authorized to issue shares. The el ection on Form 2553 is made simultaneously,
or in close proximity to, the actual first issuance of stock.
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Form 2553 requires all shareholders to sign the election form indicating the number of shares each owns and the date
acquired. The president, or another authorized corporate officer, must also sign the Form 2553 for the corporation.

Election on a Fiscal Year — Part 2 of Form 2553

Part 2 of Form 2553 is completed when an election is made to have the tax year end on any date other than December 31
(other than a 52-53 week tax year ending with reference to the month of December). Some corporations may have
operating cycles that necessitate having a fiscal year for good accountability. The IRS requires taxpayers to include
substantial detail with their election forms to justify their need for afiscal year end.

Note. Rev. Proc. 2002-39 describes information that is necessary to establish the business purpose.

Form 2553 contains several teststo justify the election. If the corporation is making its election based on what the IRS
perceives to be a business purpose, the corporation will be directed to pay afee of $600 for aruling. The form also
includes an IRC 8444 election and explains the need to prepare a Form 8716, Election to Have a Tax Year Other Than
a Required Tax Year, and attach it to the Form 2553.

The IRC 8444 election for fiscal year reporting is generally available to S corporations with fiscal years ending on
September 30, October 31, or November 30. Form 8716 must be filed by the earlier of the:

» 15th day of the fifth month following the month that includes the first day of the fiscal year for which the
election will be effective, or

»  Due date determined without regard for extensions for the S corporation income tax return for the short tax
year resulting from the IRC 8444 election.®

IRC §7519 requires adeposit to be made with Form 8752, Required Payment of Refund Under §75109. It also requires
theform to befiled each year the IRC 8444 election is effective, even if no payment is due for aparticular year. These
deposit payments approximate the tax deferral benefit gained by shareholders from the use of the alternative year end.
The computation is based on the highest individual rate plus 1% applied to an approximation of the deferred taxable
income. The deposit isrequired every year the IRC 8444 election isin effect except for first-year S corporations. New
corporations making this election are not required to make the IRC §7519 payment for their first taxable year if the
first tax year ends prior to December 31. The election itself is till required on Form 8716.

There are penalties if a corporation fails to make IRC §7519 payments. If the corporation fails to make the required
payments, a penalty equal to 10% of the difference between the required payments already made and the amount of
required payments that should have been made may beimposed. The corporation may also beliablefor other penalties
including those for negligence or, in extreme situations, for fraud.

Note. Corporations wishing to elect afiscal year must understand the position the IRS usually takes?®

Form 8716, Electionto Have a Tax Year Other Than a Required Tax Year and Form 8752, Required Payment or Refund
Under Section 7519 follow.
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8716

(Rev. October 2000)

Department of the Treasury
Internal Revenue Service

Form

Required Tax Year

Election To Have a Tax Year Other Than a

OMB No. 1545-1036

Name

Employer identification number

Sweet's Sweet Shop, Inc. 21 | 2222222
TyPe or Number, street, and room or suite no. (or P.O. box number if mail is not delivered to street address)
Print | 709 Town st.

City or town, state, and ZIP code

Sometown IL 66666

1 Check applicable box to show type of entity:

[ Partnership

S corporation (or C corporation electing to be

an S corporation)

[ ] Personal service corporation (PSC)

be called for information:

Sally Sweet
(217) 555-5555

2 Name and telephone number (including area code) of person who may

3 Enter ending date of the tax year for the entity’s last filed return. A new entity should enter the Month Day Year
ending date of the tax year it is adopting. .. e, 03 31 04
Month Day
4  Enter ending date of required tax year determined under section 441(i), 706(b), or 1378 .
Section 444(a) Election. Check the applicable box and enter the ending date of the first tax year Month Day Year
for which the election will be effective that the entity is (see instructions):
Adopting [ ] Retaining [ ] Changing to 03 31 04

Under penalties of perjury, | declare that the entity named above has authorized me to make this election under section 444(a), and that the statements made are, to
the best of my knowledge and belief, true, correct, and complete.

>

»  7-25-03

Signature and title (see instructions)

Date

General Instructions

Section references are to the Internal
Revenue Code unless otherwise noted.

Purpose of Form

Form 8716 is filed by partnerships,

S corporations, and personal service
corporations (as defined in section
441(i)(2)) to elect under section 444 to
have a tax year other than a required tax
year.

Attach a copy of the Form 8716 you
file to Form 1065 or a Form 1120 series
form (1120, 1120-A, 1120S, etc.),
whichever is applicable, for the first tax
year for which the election is made.

When To File
Form 8716 must be filed by the earlier
of:

1. The 15th day of the 5th month
following the month that includes the 1st
day of the tax year the election will be
effective or

2. The due date (not including
extensions) of the income tax return for
the tax year resulting from the section
444 election.

Items 1 and 2 relate to the tax year, or
the return for the tax year, for which the
ending date is entered on line 5 above.

Under Regulations section
301.9100-2, the entity is automatically
granted a 12-month extension to make
an election on Form 8716. To obtain an

extension, type or legibly print “Filed
Pursuant To Section 301.9100-2” at the
top of a properly prepared Form 8716,
and file the form within 12 months of the
original due date.

Where To File

File the election with the Internal
Revenue Service Center where the entity
will file its return. See the instructions for
Form 1065 or a Form 1120 series form
for service center addresses. For a
foreign entity, file Form 8716 with the
Internal Revenue Service Center,
Philadelphia, PA 19255.

Effect of Section 444
Election

Partnerships and S corporations. An
electing partnership or S corporation
must file Form 8752, Required Payment
or Refund Under Section 7519, for each
year the election is in effect. Form 8752
is used to figure and make the payment
required under section 7519 or to obtain
a refund of net prior year payments.
Form 8752 must be filed by May 15
following the calendar year in which
each applicable election year begins.

The section 444 election will end if the
partnership or S corporation is penalized
for willfully failing to make the required
payments.

Personal service corporations. An
electing personal service corporation
(PSC) should not file Form 8752.
Instead, it must comply with the

minimum distribution requirements of
section 280H for each year the election
is in effect. If the PSC does not meet
these requirements, the applicable
amounts it may deduct for payments
made to its employee-owners may be
limited.

Use Schedule H (Form 1120), Section
280H Limitations for a Personal Service
Corporation (PSC), to figure the required
minimum distribution and the maximum
deductible amount. Attach Schedule H
to the income tax return of the PSC for
each tax year the PSC does not meet
the minimum distribution requirements.

The section 444 election will end if the
PSC is penalized for willfully failing to
comply with the requirements of section
280H.

Members of Certain Tiered
Structures May Not Make
Election

No election may be made under section
444(a) by an entity that is part of a tiered
structure other than a tiered structure
that consists entirely of partnerships
and/or S corporations all of which have
the same tax year. An election previously
made will be terminated if an entity later
becomes part of a tiered structure that
is not allowed to make the election. See
Temporary Regulations section 1.444-2T
for other details.

For Paperwork Reduction Act Notice, see back of form.

Cat. No. 64725S

Form 8716 (Rev. 10-2000)

Chapter 3: Entity Comparisons 135

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



2003 Workbook

- 8752 Required Payment or Refund Under Section 7519 OMB No. 1545-1181

» Do not attach this form to Form 1065, Form 1065-B, or Form 1120S; file it separately.
Department of the Treasury . . o i 2 @03
Internal Revenue Service For the applicable election year beginning , 2003, and ending , 20
Name of partnership or S corporation Employer identification number
Sweet's Sweet Shop, Inc. 21: 2222222
Number, street, and room or suite no. If a P.O. box, see instructions.

709 Town St.
City or town, state, and ZIP code

Sometown, IL 66666

A Check applicable box to show how entity is classified for Federal income tax purposes: (1) [] Partnership
(2) ¥l S Corporation

Type or print

B If this is the entity’s first tax year, skip lines 1 through 10, enter.<0- on line 11, and.check thisbox, . . . . . . »
C If this form is being filed to claim a full refund ‘of the net required payment balance because.of a terminating event, skip
lines 1 through 9a, enter -0- on line 9b, complete the rest of the form, and check this box . . . A
D If the entity had a short base year (a base year of less than 12 months), check this box. See the I|ne 1 instructions for
the definition of “base year” . . .o . . . . . A0 oo
1 Net income for base year. If.the entity had a short base year, increase the net income for the
short base year-by the applicable payments made during the base year (line 2 below), and
multiply the result by the ratio of 12 over the number of months in the short base year. Carry
out the ratio to at least '3 decimal places. If zero orless, enter -0- . . . . . . . . . 1
2 Applicable payments made during base year . . . 2
3 Deferral ratio. Divide the number of months in_the deferral penod by 12 and enter the result
as a percentage. Carry out your answer to at least the nearest tenth of a percent . . . . 3 : %
4 Line 1 deferred amount. Multiply line 1 by line3 . . . . . 4
Caution: If the entity had a short base year, skip lines 5 and 6 and go to Ilne 7
5 Line 2 deferred amount. Multiply line 2 by line3 . . . . 5
6 Applicable payments made during the deferral period of the base 5
year . . . .

7 If the entity had a 12-month base year, subtract line 6 from line 5. If zero or less, enter -0-. If
the entity had a short base year, enter the applicable payments made during the deferral period

of the applicable election year . . . 7
8 Net base year income. If the entity had a 12 month base year, add I|nes 4 and 7. If the entlty
had a short base year, subtract line 7 from line 4. If zero or less, enter -0-. . . . . . . 8
9a Multiplyline8by36% . . . . . . . . . . . . .» |9a|
9b If line 9a is more than $500 or the required payment for any prior tax year was more than
$500, enter the amount from line 9a here. Otherwise, enter -0- . . . . A 9b
10 Net required payment balance. Enter the excess of the required payments made for all prior
years over the refunds of any required payments received for all prior years by the entity . 10

11 Required payment due. If line 9b is larger than line 10, subtract line 10 from line 9b. Enclose
check or money order for full amount payable to “United States Treasury.” Write the entity’s
employer identification number and “Form 8752” onit . . . . . . . . . . . . . 11

12 Refund of net prior year payments. If line 10 is larger than line 9b, subtract line 9b from line 10 12

. Under penalties of perjury, | declare that | have examined this return, including accompanying schedules and statements, and to the best of my
S|gn knowledge and belief, it is true, correct, and complete.
Here
Keep a copy of
this form for - - ————— -
your records. Signature of officer, general partner, or limited liability company member Date Title

For Paperwork Reduction Act Notice, see back of form. Cat. No. 64988D Form 8752 (2003)
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LIMITED LIABILITY COMPANIES

Articles of Organization

An LLC isformed under state law by filing articles of organization with the respective Secretary of State. Laws for
each state vary considerably regarding information required to beincluded with their articles of organization. A sample
of Illinois's articles of organization follows.

Form LLC'5-5

March 2002

Jesse White

Secretary of State

Department of Business Services
Limited Liability Company Division
Room 351, Howlett Building
Springfield, IL 62756
http://www.ilsos.net

lllinois
Limited Liability Company Act

Articles of Organization

This space for use by
Secretary of State

SUBMIT IN DUPLICATE

Must be typewritten

This space for use by Secretary of State

Payment must be made by certified Date

ctf:eck, 'CahShilfrlllls' ghgc:,A ,”IiEOii Assigned File #

attorney's check, lllinois C.P.A.'s chec .

or money order, payable to "Secretary Filing Fee $400.00
of State." Approved:

1. Limited Liability Company Name: Tiny's Big Men's Shop LLC

(The LLC name must contain the words limited liability company, L.L.C. or LLC and cannot contain the terms corporation, corp., incorporated,
inc., Itd., co., limited partnership, or L.P.)

2. If transacting business under an assumed name, complete and attach Form LLC-1.20.

3. The address of its principal place of business: (Post office box alone and c/o are unacceptable.)
555 River Road

Sometown IL 66666

4. The Articles of Organization are effective on: (Check one)

a) v another date later than but not more than 60 days subsequent

to the filing date:

the filing date, or b)

(month, day, year)

5. The registered agent's name and registered office address is:

Registered agent: Sam Smith
First Name Middlle Initial Last Name
Registered Office: 777 High St.
(P.O. Box and Number Street Suite #
c/o are unacceptable) _Sometown IL 66666
City ZIP Code County

6. Purpose or purposes for which the LLC is organized: Include the business code # (IRS Form 1065).
(If not sufficient space to cover this point, add one or more sheets of this size.)

"The transaction of any or all lawful business for which limited liability companies may be organized under
this Act."

Retail clothing sales

N/A

(month, day, year)

7. The latest date, if any, upon which the company is to dissolve

Any other events of dissolution enumerated on an attachment. (Optional)

LLC-4.7

.
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LLC-5.5
8.  Other provisions for the regulation of the internal affairs of the LLC per Section 5-5 (a) (8) included as attachment:
If yes, state the provisions(s) from the ILLCA. [_] Yes No
9. a) Management is by manager(s): [] Yes No

If yes, list names and business addresses.

b) Management is vested in the member(s): Yes [] No
If yes, list names and addresses.
Sam Smith
777 High St.
Sometown IL 66666
10. | affirm, under penalties of perjury, having authority to sign hereto, that these articles of organization are to the best
of my knowledge and belief, true, correct and complete.
Dated 1/2 s 03
(Month/Day) (Year)
Signature(s) and Name(s) of Organizer(s) Business Address(es)
Signature Number Street
Sam Smith Sometown IL 66666
(Type or print name and title) City/Town
(Name if a corporation or other entity) State ZIP Code
2 2.
Signature Number Street
(Type or print name and title) City/Town
(Name if a corporation or other entity) State ZIP Coae

State laws generaly allow LLCs to conduct business that is a legal activity. State law may prohibit some types of
businesses from being an LLC, including banking, accounting, legal, and other professional services.

Unlessthe LLC makes an entity election, by filing Form 8832, the IRS will assign a default classification. For domes-
tic LLCswith at least two members, the IRS will classify it as a partnership. If the entity has a single member, it will
be disregarded for federal tax purposes. In this case it will be a sole proprietorship.

Entity Classification Election

AnLLC may elect to be taxed asa corporation. The LLC may then choose to have itsincome flow through by electing
Scorporation status. For thissituation, the LL C needsto file Form 8832, Entity Classification Election, in conjunction
with its election Form 2553. By filing Form 8832, the entity is declaring its wishes to be classified as an association
that is taxable as a corporation. Form 8832 follows.
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- 8832

(Rev. September 2002) Entity Classification Election OMB No. 1545-1516

Department of the Treasury
Internal Revenue Service

Name of entity

Tiny's Big Men's Shop LLC EIN>  21:3333333
Type Number, street, and room or suite no. If a P.O. box, see instructions.
prne | 555 River Rd.

City or town, state, and ZIP code. If a foreign address, enter city, province or state, postal code and country.
Sometown IL 66666

1 Type of election (see instructions):
a M Initial classification by a newly-formed entity.
b [ Change in current classification.
2 Form of entity (see instructions):
a [ A domestic eligible entity electing to be classified as an association taxable as a corporation.
b [ A domestic eligible entity electing to be classified as a partnership.
c A domestic eligible entity with a single owner electing to be disregarded as a separate entity.
d [ A foreign eligible entity electing to be classified as an association taxable as a corporation.
e [ A foreign eligible entity electing to be classified as a partnership.

f [ A foreign eligible entity with a single owner electing to be disregarded as a separate entity.

3 Disregarded entity information (see instructions):
a Name of owner p Sam Smith

4 Election is to be effective beginning (month, day, year) (see instructions) . . . . . . . . . . .w»_ 111/ 03

5 Name and title of person whom the IRS may call for more information 6 That person’s telephone number

Sam Smith ( 217 )555-5555

Consent Statement and Signature(s) (see instructions)

Under penalties of perjury, | (we) declare that | (we) consent to the election of the above-named entity to be classified as indicated above, and that
| (we) have examined this consent statement, and to the best of my (our) knowledge and belief, it is true, correct, and complete. If | am an officer,
manager, or member signing for all members of the entity, | further declare that | am authorized to execute this consent statement on their behalf.

Signature(s) Date Title

1/1/03 Members

For Paperwork Reduction Act Notice, see page 4. Cat. No. 22598R Form 8832 (Rev. 9-2002)
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LLCs have considerable flexihility in ownership opportunities. However, there is a question of whether an LLC that
has a member who normally does not qualify for S corporation ownership could be disqualified for S corporation
status. Such an election would appear to require that the entity follow the specific guidelines for S corporations.
Having disqualified shareholders could terminate the S corporation election.

Note. It appears the IRS has not clarified this dilemma.

Form 8832 is filed with the IRS at: Internal Revenue Service Center, Philadelphia, Pennsylvania 19255. The LLC
must also attach a copy of Form 8832 to its federal income tax return for the tax year of election.

BASIS DETERMINATION

Basis rules differ considerably between the various forms of business. For some taxpayers the ssimple payment of a
personal |oan to the entity can trigger tax consequences.

Basis Determination

Sole Proprietorship Partnership C Corporation S Corporation LLC
Individual basis Basis adjusted by No impact on Basis in stock Same as
rules apply. income, losses, basis to reflect adjusted to reflect partnership.

and distributions income, losses, and income, losses,

by partnership. distributions from and distribution.

Election available retained earnings. Basis of assets

to adjust basis to Basis of assets not impacted by

reflect transferred not impacted by change in basis of

assets in sale or change in basis of transferred stock.

death situations. transferred stock.
SOLE PROPRIETORSHIPS

For a sole proprietor just beginning a business, the basis in the assets transferred into the proprietorship is the lower
of cost or market. For example, assume Tina uses a computer in her business that she purchased three years ago
for persona use. Her depreciable basis will be the current value of the computer, assuming it is lower than her
origina cost.

PARTNERSHIPS

The basis of a partnership interest is adjusted by the income, losses, and distributions of the partnership. Additional
basisin a partnership is acquired when debt isincurred. Theindividual partners' shares of the debt are treated as cash
contributions for basis determination. Partnership recourse debt is allocated to general partners but not to limited
partners, because limited partners are not liable for the debts of a partnership.

Note. Nonrecourse debt is very rare in proprietorships, partnerships, and other entities.

Since partners are allowed to increase their basis based on recourse debt, they generally can deduct their losses in
excess of their actual cash investments. This possibility usually helps the partners since new partnerships generally
have larger tax losses in the early years of operation.
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Example 5. Bob and Tom each contribute $30,000 to start adry cleaning company. These partners also obtain
a $100,000 loan, which they use to purchase equipment. Since Bob and Tom are genera partners, each of
them has a basis of $80,000.

Example 6. Sue contributes assets with an FMV of $100,000, abasis of $60,000, and aliability of $20,000 to
a partnership with Jane, who contributes assets with an FMV of $120,000, a basis of $55,000, and aliability
of $40,000. They are each 50% partners as each has a net value of $80,000 for their contributed assets.
However, their basis in the new partnership differs.

Sue’s Basis

Adjusted basis of assets contributed $60,000
Sue’s liabilities assumed by partnership (20,000)
Sue’s share of partnership liabilities 30,000
Basis of Sue’s partnership interest $70,000
Jane's Basis

Adjusted basis of assets contributed $55,000
Jane’s liabilities assumed by partnership (40,000)
Jane's share of partnership liahilities 30,000
Basis of Jane's partnership interest $45,000

If the partnership borrows money to carry on its operations, the partners can increase their basis for claiming losses by
their share of the new debt.

When a partnership is formed, contributions of property exchanged for a partnership interest are transferred with no
gain or loss being recognized by the partnership or the partners. IRC §721 states that such transfers may apply to either
anew or an existing partnership. The transfer of property to a partnership is merely a change in the legal form of
ownership, and no taxable transaction occurs.’

“Stepped Up” Basis

When a partnership is formed, the partners may make a specia election in their original partnership agreement. This
election, which is described in IRC 8754, deals with “ stepped up basis’ of pro rata shares of partnership assets. If the
€lection exists, new acquiring partnersmay determinetheir basisontheir higher cost basis rather than on the partnership’s
historical basis. The acquiring partners also benefit from this stepped up basisif property such as depreciable assetsis
sold. The allocation of gain to the partners is smaller because they use the higher basis acquired during the time of
acquisition and not the original basis of the partnership.

Note. Unlike a corporation where the shareholder owns stock, the partnersin a partnership own ashare of the
assets. Consequently, they are entitled to the IRC 8754 allocation if the proper €lection has been made.

IRC 8754 states that partnerships can el ect to adjust the basis of partnership property inthe event of asale or exchange
of a partnership interest or upon the death of a partner. This adjustment of the basis only applies to the transferring
partner and not to any other partner. The election is available to the transferring partner for similar transactionsin the
future.® While this type of election is defined in the Code, it can be revoked with the consent of the IRS. A request for
aruling needs to be made to the IRS.

Inside and Outside Basis

The partnership’s basis in its assets is referred to as the “inside basis.” Each partner’s individua basis in the total
partnership interest isreferred to asthe “outside basis.” When a partnership isformed, theinside basisis usually equal
to the outside basis. As the activity of the entity progresses, the inside and outside bases may differ. Some situations
that cause differencesin the bases include:
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» Partners sell an interest at a price different than the adjusted basis. In such cases, the acquiring member will
have an adjusted basis equal to the purchase price, rather than the percentage interest in the adjusted basis of the
partnership’s assets. The partnership may consider an IRC 8754 adjustment on behalf of the incoming partner.

»  The partnership makes a cash distribution to a partner in excess of the partner’s basis in the partnership.

»  The partnership distributes property to a partner when the partnership basisisin excess of the partner’s basis
in his partnership interest. The basis of the property will be reduced to the partner’s basis in the partnership
interest rather than the carryover basis.

C CORPORATIONS

A C corporation’s basisin property is equal to the transferor’s adjusted basisin that property and isincreased by any
gain recognized by the transferor. IRC §362 discussesthisissue. Liabilities assumed by a corporation do not impact on
the basis of the assets received from shareholders in IRC 8351 transfers.

C corporations do not experience the same kinds of impact on basis that partnerships or S corporations do. Thereisno
impact on basis to reflect income, losses, and distributions from retained earnings. C corporations are taxpayers that
pay taxes at their own rates. There are limitations on net operating losses, but the ramifications on basis are different
for thistype of entity.

S CORPORATIONS

The basisin stock of S corporationsis adjusted to reflect income, losses, and distributions. The basis of assetsis not
impacted by changes in the basis of transferred stock. Unlike a partnership, a shareholder can only increase his basis
for deducting losses by directly loaning money to the S corporation. In most cases, a guarantee of a loan will not
increase the loss basis. If the corporation sustains losses which reduce the shareholders’ loss basis to zero, any
repayment of the loan will be treated as taxable income to the sharehol der.

LIMITED LIABILITY COMPANIES

Basis and Capital Account

The basis determination for LLCs follows that of the entity form for which they elected taxation. An LLC member’s
basisis egqual to the amount of money and the adjusted basis of any property he contributed to the LLC. The LLC's
basis in the assets contributed equals the member’s adjusted basis in the assets at the time of the contribution.

The capital account isequal to the value of contributed properties. A member’s basis can be different than amember’s
capital account.

TAXATION

No one form of entity is superior to the others. Selection should be based on the facts and circumstances for the
particular client involved. Each entity hasis own peculiar tax aspects.

Allocation of Income and Deductions Among Owners

Sole Proprietorship Partnership C Corporation S Corporation LLC
Must report all Partners may Preferences as to No allocation of in- Same as for
business items on allocate income dividends can be come and losses al- partnership.
individual tax return. and deductions given by issuing lowed since only dif-

by agreement if preferred stock ference allowed in

the agreement but losses are classes of stock re-

has substantial deductible only at lates to voting rights.

economic effect. corporate level.
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SOLE PROPRIETORSHIPS

A proprietorship reportsitsincome on Schedule C of theindividual’'s federal tax return. Thisincomeis combined with
the taxpayer’s (and his spouse’s) other income to calculate taxable income. If the proprietorship has a loss and the
proprietorship is not restricted by IRC 8469 passive activity limitations, the loss is combined with other income to
reduce the taxpayer’s overall tax liability.

All income is reported on the proprietor’s individual tax return. Taxpayers must include income to the extent it is
earned. Proprietorships have limitations on deductible business losses under IRC 8465 and are only allowed to take
lossesto the extent they are at risk. The purpose of the at-risk rulesisto limit the amount of trade or business lossesto
those that the proprietors are actually liable for as recourse debt. The taxpayers are personaly liable for the debts of
their proprietorships. Losses are also limited by the passive activity rules. A passive activity is any businessin which
the taxpayer does not materially participate. IRC 8469 discusses passive activities in detail and defines material
participation as regular and substantial expenditures of time. If one spouse materially participates, the other spouse
will also be deemed to materially participate.® Material participation also occurs if an individual participates in the
activity more than 500 hours during the year.®®

When property is converted from personal use to business use, the property’s basis for depreciation is the lesser of its
FMV or its adjusted basis at the time of its conversion.™

PARTNERSHIPS

Partnerships are pass-through entities. Partners use Form 1065 Schedule K-1 to report their share of income.
Therefore, taxation follows the rules for individuals. There are over 125 different income items, deductions, and
credits that can pass through from a partnership.

A partnership is allowed to make disproportionate tax allocations of income, gains or losses, deductions, and credits
among its partners. During a partnership’s early years of operation when losses often occur, the allocations allow
partners to receive larger tax benefits. However, the IRS has established Partnership Allocation Rules under Treas.
Reg. §1.704-1(b)(2) to ensure the allocations are not made in an abusive manner. The basic premise is that partners
cannot receive allocated tax losses or deductions unless they aretruly at risk for the economic losses. Partners' capital
accounts must be kept current and properly reflect these special tax allocations. When a partnership is liquidated, the
partners receive proceeds according to their respective positive or negative capital accounts. Partners with negative
capital accounts may make a contribution of capital that brings their accountsto at least zero.

C CORPORATIONS

The net taxable income of corporationsis taxed at the corporate level. Corporations, like individual taxpayers, have a
graduated rate system.

With changes made in the Jobs and Growth Tax Relief Reconciliation Act of 2003 (HR2), there will be an immense
need for practitioners to help clients determine the proper form of entity. The new dividend tax rates have reduced the
double taxation of corporate earnings, but double taxation is still an issue and can have a substantial impact on the
viability of one type of entity over another.

Additionally, the maximum individual tax rate is reduced to 35%, which is the same as the corporate tax rate. In the
past, high-income taxpayers lacked any incentive to be flow-through entities, because the corporate rates were less
than the individual rates. Thisis no longer the case.

Practitioners must continuously compare the tax ramifications of various entity ownershipsto help clients determineif
they are still using the right form of entity.

Chapter 3: Entity Comparisons 143

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



2003 Workbook

Example 7. Steven and Mary asked their accountant to analyze the impact of the 2003 tax changes on their
personal tax computation. Steven and Mary own 100% of the shares of an S corporation. They expect their
corporate income, salaries, adjusted grossincome, and individual taxableincomewill be the same asin 2002.
(An exception will be the increase in persona exemptions.) They are considering changing their S corpora
tion to a C corporation if the tax benefits warrant it.

Steven and Mary's Facts

S corporationincome $48,000
Salaries received from S corporation 30,000
Distributions/dividends 20,000
Itemized deductions 22,000
Exemptions 2 @ $3050 (2003) 6,100

Tax Comparison as S Corporation
Individual Tax Computation (No corporate tax)

Year Adj. Gross Income Taxable Income Tax

2002 $78,000 $50,000 $7,303
2003 78,000 49,900 6,785
Tax Savings $518

Tax Comparison as C Corporation
Corporate Tax Computation

Year Taxable Income Tax Rate Tax
2002 $48,000 15% $7,200
2003 43,000 15% 7,200
Individual Tax Computation

Year Adj. Gross Income Taxable Income Tax
2002 $50,000% $22,000 $2,704
2003 50,000* 21,900 1,185
Tax Savings $1,519

*$30,000 salaries + $20,000 dividends

Total Tax Computation

Year Corporate Tax Individual Tax Total
2002 $7,200 $2,704 $9,904
2003 7,200 1,185 8,385
Comparison of C Corporation and S Corporation Tax Consequence
Year S Corporation C Corporation Difference
2002 $7,303 $9,904 $2,601
2003 6,785 8,385 1,600
Reduction in Income Tax Consequence $1,001

Based on these facts, Steven and Mary had a 2002 tax liability of $7,303. By remaining an S corporation in
2003, using the provisions in the 2003 tax bill, their 2003 tax liability is $6,785. If they became a C corpora-
tion in 2002, the combined 2002 corporation and individual taxes are $9,904 and their 2003 combined tax hill
is $8,385.
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While the 2003 tax hill reduces the difference between the S and C corporations, in this scenario it is not
enough to warrant achange in entity. However, Steven and Mary should evaluate whether there are any other
tax advantagesfor a C corporation, like fringe benefits, that may justify achange. Another factor weighing on
a decision to change entity forms is whether the taxpayers plan to withdraw the $28,000 remaining cash. If
Steven and Mary withdraw the cash as a C corporation, they will pay tax onit either asadividend or saary.

C corporations report their income or losses on Form 1120. Dividends are distributed based upon percentages of stock
ownership.

C corporations with two classes of stock, common and preferred, are more flexible with their distribution of income.
Common stockholders receive dividends on the basis of their ownership. Although preferred stockholders also receive
income based on their ownership percentages, a corporation has flexibility in the distribution of its earnings by limit-
ing its number of preferred stockholders.

Accumulated Earnings Tax

TheAccumulated Earnings Tax was created to ensure that corporations do not use their retained earnings asa strategy
to intentionally avoid paying federal income taxes when distributions are made in liquidations. Liquidations generally
create capital gains, which are taxed at lower rates than dividends. The Accumulated Earnings Tax is based on accu-
mulated earnings beyond the reasonable business needs of a corporation. Shareholders often try to avoid double
taxation by not distributing dividends.

Note. There may be more of an incentive for corporations to distribute their earnings now that dividends are
being taxed at capital gains rates.

Reasonable Needs of Business

Thetax law allows corporations to accumul ate income for reasonable needs. Treas. Reg. 81.537-2 givesthe following
reasons for accumulating income:

*  Product liability loss reserves

» Distributions in redemption of stock

»  Business expansion or facility replacement

» Acquisition of anew business

o Debt retirement

»  Working capital needs

* Investments or loans to suppliers to maintain corporate business

A business could have other reasons for accumulating earnings including a need for self-insurance and pending law-
suits. The need for accumulation should be based on reality. There should be sufficient reasons for accumulating the
earnings other than the tax avoidance. Corporations should have evidence of plans or documentation to justify their
accumulations. For example, if a corporation is contemplating the purchase of anew business, it should document the
need for accumulation with evidence of proposalsin its corporate minutes.

If acorporation establishes areserve for self-insurance, it should have some reasonable basis showing its need for this
type of insurance. Evidence of previous claims that were paid by the corporation could be justification for accumula-
tion of reserves. Future product liability claims could be another justification.
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Various formulas have been devel oped to determine the amount of accumulated earnings that are necessary for work-
ing capital. One very old formula, the Bardahl Formula, is still used today. This formula came from the Bardahl
Manufacturing Cor poration Case'? and the subsequent Bardahl International Corporation Case.’® Under IRC 8§533A,
corporations bear the burden of proof that their accumulated earnings are not beyond the reasonable needs of the
business.

The IRS could also justify the penalty tax by determining that the business made expenditures unrelated to its
business purpose. Some of the factors that the IRS considers to be unreasonable accumulations or ploys to avoid the
penalty tax are:

e Loansto shareholders,

» Loans, which have no business purpose, made to relatives or friends of shareholders,
» Loansto corporationsin unrelated businesses, and

» Unrelated investments.

Note. The Accumulated Earnings Tax is based on an annual determination. The fact that a corporation has
paid dividends in the past is not paramount in the determination of whether the accumulation in the current
year exceeds reasonable business needs.

Accumulated Earnings Credit

The minimum credit amount that a corporation may accumulate is $250,000 ($150,000 for personal service corpora-
tions) before the tax can be asserted. The earnings and profits that had accumulated at the end of the previous year
reduce this statutory minimum.

Example 8. Hoosier, Inc., afarm supply company, had accumulated earnings of $170,000 at the end of 2002.
Hoosier, Inc.’s 2003 current earnings after income taxes are $140,000. If there is no justification for addi-
tional accumulation, its credit will equal $80,000 ($250,000 — 170,000). The penalty tax would be computed
on $60,000 ($140,000 — 80,000).

Dividends Paid Deduction

When determining their accumulated earnings tax, corporations are permitted to take a deduction for various types of
dividends. These dividends include the following:

» Dividends paid to the stockholders as ordinary income during the year

» Dividends taxed as ordinary income but distributed within 2'/2 months after the end of the taxable year (de-
scribed in IRC 8563A)

»  Consent dividends, which are amounts that shareholders agreed to be taxed on even though the actual cash
had not been distributed

Example 9. If Hoosier, Inc. distributed $20,000 in dividends, its penalty tax base would be reduced to $40,000
and be subject to the penalty tax rate. For tax years beginning after 2002 and before January 1, 2009, the penalty
tax rateis 15%. Prior to 2002 and after 2008 the penalty rateisthe highest tax rateimposed on singleindividuals.

Tax Avoidance Purpose

The accumulated earningstax will beimposed if the corporation cannot prove that its accumul ations are needed for the
operation of the business. The Donruss Company** case ruled that accumulations, even those that were well inten-
tioned, that exist beyond a reasonable business need are sufficient reason to assert the tax. The court held that while
this corporation had some plans, its underlying motivation for the accumulation was to avoid taxes.
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Charitable Contributions

The contributions made by C corporations are deductible subject to a specific percentage limit. The maximum amount
that a corporation may deduct for charitable contributions is 10% of its adjusted taxable income. Deductions, there-
fore, are limited to 10% of adjusted taxable income or the total contributions made during the year, whichever isless.
The contributions must be given to charities that qualify for deductions under IRC §170. A corporation’s unused
contributions may be carried forward for five years.

Note. Adjusted taxable income is taxable income before the charitable contribution deduction, the dividend
received deduction, net operating loss carryback, and the capital loss carryback .

A very significant tax-planning tool is available to C corporations under IRC §170(e)(3). Corporations may contribute
inventory or tangible property to a charity that uses them to care for theill, the needy, or infants. The charity may not
receive any money, property, or consideration for the transfer or use of the qualified inventory. However, the charity is
permitted to secure auser feeto help underwriteits costs of distributing the materials. The corporate donor’s deduction
can be the adjusted basis of the property plus one-half of the appreciation not to exceed twice the amount of the
adjusted basis. The ability to obtain an enhanced deduction also qualifies for the donation of depreciable property that
has an FMV greater than its adjusted basis.

Example 10. Superior Clothing Store, Inc. donates clothes to a charity that provides free clothing to needy
individuals. The store wishesto take an enhanced deduction under IRC §170(e)(3). Superior’s computation of
its allowable deduction is shown below:

Donation of Inventory

Facts
Fair Market Value (FMV) $1000
Basis (cost) $ 200

Step 1 — Ordinary Income
$1000 (FMV) - $200 (Basis) = $800 (Ordinary Income (Appreciation))

Step 2 — '/ Appreciation
$800 (LTG) x 50% = $400

Step 3 — Fair Market Value - '/ Appreciation
$1000 (FMV) - $400 (/2 LTG) = $600

Step 4 — Charitable Contribution Limitation
$600 (Step 3) - [2 x $200 (Basis)] = $200

Step 5 — Allowable Deduction
$1000 (FMV) - ($400 [Step 2] + $200 [Step 4]) = $400 or $1000 - $600 = $400 Deduction

Charities must keep the record of donations of this type of property separate from the records of other donations. A
corporation that is considering the markdown of some of its inventory could receive an enhanced deduction by
donating the inventory to a charity that usesit for the care of theill, needy, or infants. Not only are the materials used
by those who desperately in need of them, but the tax advantages to the corporation are also significant.

S CORPORATIONS

Income, deductions, and credits are distributed based on the percentage of stock ownership. Unlike a partnership, the
only flexibility that S corporations have relates to voting rights where specific shareholders can be given decision-
making authority.
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A corporation’s election to be an S corporation will, with some exceptions, result in it paying no taxes at the corporate
level. The most significant tax advantage of an S corporation over aC corporation isthe S corporation’s lack of double
taxation. However, as discussed in a previous example, this benefit may not be as significant or even exist due to
recent changes in the tax law. S corporations are flow-through entities that allow long-term capital gains, corporate
losses, and IRC 8179 deductions to pass through to shareholders for reporting on individual tax returns.

S corporations are not subject to the Personal Holding Company Tax or the Accumulated Earnings Tax. These penalty
taxes are asserted only on C corporations.

Passive Investment Income

S corporations also may have to pay tax on net passive income, which may be subject to taxation at the S corporation
level. However, thistax does not apply unlessthe S corporation previously was a C corporation that had accumulated
earnings and profits at the time the S corporation was created. For it to be taxable, the passive investment income must
be more than 25% of the corporation’s gross receipts for the taxabl e year.'® Passive investment income includes items
such asinterest, dividends, rents, royalties, annuities, and gains from the sale of stocks or other securities.

Real estate rental income does not generally constitute passive investment income if the S corporation requires mate-
rial participation fromits shareholders and employees and incurs a substantial amount of costsinitsoperation. Inthese
situations, renting property is considered an active trade or business.”

When tax is asserted on excess net passive income, the tax will be at the maximum corporate tax rate, which is
currently 35%. The pass through of net passive income for the shareholders' returnsis reduced by the amount of tax
imposed and is similar to the built-in gains tax situation. S corporations that pay tax on excess net passive income or
built-in gains are generally required to make estimated tax payments.

Basis Adjustments

A shareholder’s basis has an impact on the amount of loss that can be allocated and deducted by the shareholder.
Unlike a partnership, the borrowing of funds by the corporation does not impact on the basis of its shareholders.
The only loans of an S corporation that can increase basis are loans made directly by the individual shareholder to the
corporation.

IRC 81367 stipulates how stock basisis adjusted. The code section defines the priority of adjustmentsto basisin this
order:

» Increased for pass-through items of income,
»  Decreased by distributions, and
» Decreased by pass-through items of loss and deduction.

Shareholders often do not know how much they should withdraw as distributions until early in the next year. By
following the above order, S corporation shareholders may withdraw from the ending tax basis without creating the
risk of not being able to deduct a current year loss. This could occur if the distribution reduced the basis to an amount
where the current year 10ss became nondeductible.

Each individual shareholder is responsible for determining his stock basis. The corporation annually prepares an
analysis with its Form 1120S that includes the accumulated adjustment account (AAA), other adjustments account
(OAA), and previously taxed income (PTI). These accounts are summarized on Schedule M-2 of the tax return. One
additional account that is not tracked on the M-2 is the accumulated earnings and profit account (AEP). The AEP will
only occur in C corporations that had undistributed AEP prior to making an S corporation election. If the corporation
hasAEP, it may beliable for tax imposed on excess net passive income. Basis can usually be determined from internal
transactions. However, if one shareholder purchased stock from another shareholder, the transaction can have an
impact on the acquiring shareholder’s outside basis.
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TheAAA isan S corporation account that generally reflects the accumulated, undistributed net income of the corpora-
tion for post-1982 years. S corporations must maintain this account to determine the tax effects of distributions during
their yearsas an S corporation and the post-termination transition period. An S corporation without AEP does not need
to maintain the AAA in order to determine the tax effects of distributions.

The AAA starts at zero. It is adjusted in future years by the addition of income and decreased by the following:

» Losses and expenses
*  Nondeductible expenses

*  Property distributions (other than dividend distributions from AEP unless the corporation elects to reduce
AEPfirst)

Note. The AAA may have a negative balance at year's end.*®

The PTI account applies to S corporations that were in existence prior to the Subchapter S Revision Act of 1982.
PTI isan S corporation’s taxable income that was earned prior to January 1, 1983, but was never distributed to the
corporation’s shareholders. PTI increases the basis of stock held by the shareholders.

Distributions from the various S corporation accounts are handled in a hierarchical order, which is listed in the
instructions to Form 1120S. There are general rules and elections that can be made. One election is meant to
distribute AEPfirst, only if aprior C corporation earned the earnings and profits. Another election isto make adeemed
dividend, which isadividend payable to specific affected sharehol ders who have consented to the action. Still another
election isto forego distributions from PTI, which also requires the consent of all the affected shareholders.’®

If any of the above el ections are made, the corporation must attach a statement to itstax return for the year in which the
electionismade. It must state that each shareholder consentsto the election and a corporate officer must sign on behalf
of the corporation.

Example 11. Thomas Food Store, Inc. was formed on January 1, 1995, and its S corporation election was
made effective on the same date. The corporation has one shareholder who devotes 100% of his time to the
business.

At the beginning of the 2002 tax year the corporation has $65,000 of retained earnings. On January 1, 2002,
the balance in itsAAA is $60,000.

Thomas Food Store has ordinary income (line 21 on Form 1120S) of $26,000 and net income, per its books,
of $27,000. The corporation has $1,000 of tax-exempt interest. During the year, it contributes $1,500 to a
public charity and makes a cash distribution of $25,000 to its shareholders.

The Schedule M-1, Reconciliation of Income (Loss) per Books with Income (Loss) per Return, and the
Schedule M-2, Analysis of Accumulated Adjustments Account, Other Adjustments Account, and Share-
holders’ Undistributed Taxable Income Previously Taxed, for this Thomas Food Store, Inc. follows.
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For Example 11

A g - ; -y
27 Total liabilies-amarsresholders” vy T Bt

Sl VRN  Reconciliation of Income (Loss) per Books With Income (Loss) per Return

1 Netincome (loss) per books. . . . . 27,000 |5 |ncome recorded on hooks this year not included
2 Income included on Schedule K, lines 1 through on Schedule K, lines 1 through 6 (itemize):
6, not recorded on books this year (itemize): a Tax-exempt interest $ ... _. 1000 1.000
3 Expenses recorded on books this year not 6 Deductions included on Schedule K, lines
included on Schedule K, lines 1 through 1 through 11a, 15g, and 16b, not charged
11a, 159, and 16b (itemize): against book income this year (itemize):
a Depreciation $ ... a Depreciation $ ...
b Travel and entertainment $ ______.._..____ | |
,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, 7 Addliness5and6. . . . . . . |
4 Add lines 1 through3. . . . 27,000 |8 Income (loss) (Schedule K, line 23). Line 4 less line 7 26,000

Analysis of Accumulated Adjustments Account, Other Adjustments Account, and Shareholders’

Schedule M-2 Undistributed Taxable Income Previously Taxed (see page 26 of the instructions)
(a) Accumulated (b) Other adjustments (c) Shareholders’ undistributed
adjustments account account taxable income previously taxed
1 Balance at beginning of tax year . . . 60,000 5,000 0
2 Ordinary income from page 1, line 21, 26,000
3 Other additions. . . . . . . . . 0 1,000
4 Loss from page 1, line21 . . . . . ( )
5 Other reductions . . . . . . . . ( 1,500) |( )
6 Combine lines 1 through5 . . . . . 84,500 6,000
7 Distributions other than dividend distributions. 25,000
8  Balance at end of tax year. Subtract line 7 from line 6 59,500 6,000 0
@ Form 1120S (2002

Loss Limitations

While a shareholder with insufficient basis cannot deduct aloss in a current year, he may not lose the benefit of the
loss. Losses can be carried forward indefinitely to be utilized when stock or debt basisisincreased. Stock or debt bases
can increase when the corporation has profits, if the shareholder adds additional capital, or if the shareholder makes
direct loans to the corporation. Shareholders may lose their ability to deduct carryover lossesif one of the following
three situations occurs®:

1. S corporation election is terminated — Shareholders could, however, increase their bases to take the
suspended |osses.

2. Shareholder disposes of dl his stock.
3. Shareholder dies.

Built-In Gains Tax

A major issue that impacts S corporations is the built-in gains tax. The built-in gains tax appliesto S corporations that
were formerly C corporations and whose S el ections were made after 1986. This built-in gainstax does not apply to S
corporations that have always been S corporations. The built-in gains provisions apply for aperiod of 10 yearsor 120
months commencing with the S election.

A corporation is subject to the built-in gainstax if there was a disposition of assetsthat were on hand at the timethe S
election became effective. The tax can apply to the collection of accounts receivable and the sale of inventory.
Additionally, the sale of transferred appreciated assets to a shareholder can be subject to the built-in gains tax. The
assets are subject to tax if, at the time the S election is made, the assets have an FMV in excess of their basis. Assets
that did not exist at the time of the election are not impacted by this provision.
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When a C corporation elects to become an S corporation, it should determine the value of its assets at the time of the
election. Items such as accounts receivables and goodwill must be appraised. A formal appraisal will protect the
taxpayer from unexpected increases in value that could give the appearance that built-in gains were present.

For a built-in gain to be subject to the built-in gains tax, the gain must be realized during the 10-year recognition
period. The amount of gain that is subject to tax in any year islimited to the smallest of:

*  Net unrealized built-in gain less amounts previously recognized during the 10-year recognition period for
those assets,

»  The amount that will be the corporation’s taxable income for the year if only recognized built-in gains and
losses are taken into account, or

»  The corporation’s taxable income computed asiif it isa C corporation.?

The maximum built-in gain is the net unrealized built-in gain, which equals the excess of the FMV over the adjusted
basis of the assets on hand at the time the S election is made. Built-in losses are applied against the built-in gains to
calculate net built-in gains.

Thebuilt-in gainstax istreated as being sustained by the S corporation during the tax year.? Thisresultsin each built-
in gain item being reduced by the proportionate share of the built-in gains tax. The net amount is reflected on the
shareholders' Schedule K-1 for the year.

Example 12. After operating for 10 years as a C corporation, Wyse Corporation made an election for S
corporation status. The S election is made at the beginning of 2003. At the time the election is made, Wyse
owns land with a basis of $80,000 and an FMV of $100,000. During 2003 the land is sold for $125,000. The
recognized gain for this land is $45,000, and $20,000 is subject to the built-in gains tax. The tax will be
applied at the highest corporate tax rate imposed by IRC 811, currently 35%. Wyse Corporation will incur a
$7,000 built-in gains tax ($20,000 x 35%). The shareholders will report $38,000 ($45,000 — $7000) built-in
gains tax. The built-in gains tax can be avoided by holding the appreciated property for a minimum of ten

years.
FMV $100,000
Basis (80,000)
Built-in gain 20,000
Sale price $125,000
Basis (80,000)
Gain recognized 45,000
Amount subject to built-in gains $ 20,000
Tax rate 35%
Built-in gain tax $ 7,000
Gain recognized $ 45,000
Built-in gain tax (7,000)
Gain reported to shareholder (subject to individual tax rate) $38,000

Observation. Upon audit, the IRS may question why the FMV was only $100,000 at the time of the S
election, but was worth $125,000 at the time of sale, less than one year later.

LIMITED LIABILITY COMPANIES
The taxation issues for the LLC will depend on the election it made when it filed Form 8832.
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COMPENSATION AND PAYROLL TAX

Compensation issues for the various entities range from concerns about inadequate compensation to concerns about
excess compensation. For some entities, compensation is not an issue.

Compensation and Payroll Tax Issues

Sole Proprietorship Partnership C Corporation S Corporation LLC
Self-employment Generally Reasonable Reasonable compen- Same as
tax payable on net self-employment tax nonexcessive sation for services partnership.
business income. payable on general compensation rendered. Distribu-

partners’ share of for services tions in lieu of salaries

trade or business rendered. Payroll for shareholder-

income. taxes incurred on employees. Payroll

salaries. taxes could be in-
curred.

SOLE PROPRIETORSHIPS

The income of a proprietorship is taxable to the proprietor for both regular income tax and self-employment tax.
Self-employment tax is asserted on the net income derived from the business. Net self-employment income less than
$400 is not subject to self-employment tax. If a proprietor also has wages subject to FICA tax, only the self-
employment income in excess of FICA wages limited by the income ceiling is taxed. The ceiling is $87,000 in 2003
and applies to ataxpayer’s combined wages and other self-employment income.

Employing Spouses and Dependent Children

Proprietors can benefit by employing their dependent children and paying them wages, because the proprietorship
may not incur any FICA or Unemployment (FUTA) payroll tax liability. A proprietor’s children under age 18 are
exempt from FICA, and those under age 21 are exempt from FUTA.

A proprietor may employ his spouse aslong as the spouse performs services and is paid reasonable compensation. The
spouse could have a health insurance policy in her name that also covers the proprietor under a family plan.?
The taxpayer deducts the expense on the Schedule C or F which reduces self-employment tax.

Note. The self-employed health insurance deduction was increased to 100% in 2003. Consequently this
strategy is not as advantageous asin prior years.

PARTNERSHIPS

All ordinary income from partnership activities is allocable to the partners. Guaranteed payments for services
rendered are subject to self-employment tax on the individual partners’ returns. There are exceptions, however, and
certain types of income are not taxed as self-employment taxes. Real estate partnerships, investment clubs, and other
passive activities are generally not subject to self-employment taxes.

Limited Partners

Limited partners are not subject to self-employment tax on partnership income. Guaranteed payments made to limited
partners for specific services rendered are an exception.®
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Individuals are deemed to be limited partners and not subject to self-employment tax unless one of the following
applies:

»  Partner has personal liability for the debts.

» Limited partner has authority to contract under state law on behalf of the partnership.

» Individual participated in the partnership trade or business for more than 500 hours during the partnership’s
tax year.

Limited partners are subject to self-employment if the following apply:
»  Guaranteed payments to limited partners are for services subject to self-employment tax.
o Partner in a service type business, e.g., law and accounting, is treated as a general partner

o If alimited partner, who participates more than 500 hours, owns more than one class of interest in the
partnership, i.e., both a limited partner and a general partner, he will not be subject to self-employment
tax on the limited partner class of interest.

Note. Treas. Reg. §81.1402A-2(g) through 1.1402A-2(j) are proposed regul ations. Therefore, they should not
be cited alone as precedent by taxpayers or the IRS. At thistime, it appears to be the best authority available
regarding limited partners and the applicability of self-employment tax.

C CORPORATIONS

Excessive compensation isan issue that may beraised in an examination of aC corporation. The IRS can claim that an
excess amount of salary (an amount that is not ordinary and necessary) is a nondeductible constructive or preferential
dividend. This can create an assessment of additional corporate tax.?2 Compensation will be considered reasonable
if the amount of the compensation is what like businesses pay under like circumstances. The reasonableness of
compensation depends on the facts in the individua situation. The tax court case Mortex Manufacturing Company?
determined that five factor s congtitute the basis for reasonable compensation. These five factors are:

1. Financia status of corporation,
Work performed by officer-employee shareholders,

Analysis of compensation to the respective taxpayer,

el

External compensation levels for similar types of business, and
5. Conflicts of interest in setting salaries.

The reasonableness of compensation will often be based on the return of equity. The IRS uses the following questions
to determine reasonableness of compensation:

»  Would an independent investor be satisfied with the compensation levels paid to an employee shareholder?
* |Isthere money left for distribution to the other shareholders?

When corporations pay excessive salaries in a current year, they sometimes use the argument that employees were
under-compensated for services in past years. The case of Alpha Medical, Inc.® ruled that a corporation may deduct
current compensation payments if they also represent payment for prior years' services. The total cost of prior and
current salaries must be reasonable based on the factors shown previously in this text.
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Note. For arecent court case, see Chapter 15, Rulings and Cases for information on the Devine Brothers.

When corporations pay compensation for prior service, their decisions should be based upon a consensus of the
directors that the payments are reasonable. Such decisions should be documented in the corporate minutes.

S CORPORATIONS

The shareholder-employees of S corporations have a dilemma. Since the income of S corporations is taxed only to
their shareholders, the excessive compensation issue of C corporations does not apply. The aternative issue that S
corporations face is that the IRS believes that they pay unreasonably low compensation to their shareholder-
employees. The IRS can determine distributions paid to the sharehol der-employeesin lieu of salaries are an attempt to
eliminate the payment of payroll taxes.

S corporations and its employees pay payroll taxes on wage income. Distributions, however, are not subject to payroll
tax. In recent years the RS has taken the position that distributions made to S corporation sharehol der-employees can
be reclassified as wages, making them subject to payroll taxesif the distributions are later deemed to be compensation
for services rendered by employees.

In J. Radtke,® the court determined a sharehol der-employee must take wages, as well as distributions from the earn-
ings of an S corporation, and the salaries must be reasonable for services rendered. In another case, Wiley L. Barron,®
the court ruled that the RS has the authority to use statistical datato determine reasonabl eness of compensation. Since
the corporation treated Mr. Barron as an employeein aprevious year, the taxpayer was denied relief under 8530 of the
Revenue Act of 1978 (Safe Harbor Provisions).

Instill another case, Judith W. Davisv. Comnr.,* [oans that were not fully documented were deemed to be the basisfor
compensation to a controlling shareholder. The taxpayer claimed the payments were made on a loan but had no
documents to evidence the loan. The court ruled that these payments were actually disguised salary.

After it studies the facts and circumstances of a case, the IRS makes a subjective determination. In most cases when
the IRS recategorized distributions as wages, no salaries were paid. Also, the shareholder-employee was the only
person providing service to the corporation. When an S corporation is profitable, it should pay reasonable salaries.
Otherwise the corporation can potentially be subject to scrutiny by the IRS and areclassification of its distributions as
wages. Such areclassification can result in sizable tax, penalties, and interest.

LIMITED LIABILITY COMPANIES

LLCsfile Form 8832, Entity Classification Election, to determine their tax status. If an LLC elects to be taxed as a
proprietorship or partnership, its members may be subject to self-employment tax. If the LLC electsto be taxed asaC
corporation, the language cited previously relating to excessive compensation will apply. However, if the LLC elects
to be acorporation by filing Form 8832 and later filesfor the S corporation el ection on Form 2553, Election by a Small
Business Corporation, the law and issues stated for S corporations apply.

An LLC's decision to make itself taxable as an S corporation with flow-through income and losses can subject the
entity to IRS scrutiny. An LLC can be formed with members who do not meet S corporation guidelines. LLCs with
corporations or nonresident aliens as members are not eligible to be S corporations. If an LLC does not maintain the
specific requirements of S corporations set by the Internal Revenue Code, the IRS can question the validity of the
entity’s S corporation election. LLCs should consider this issue before they make the S election.
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LIQUIDATION OR DISSOLUTION

SOLE PROPRIETORSHIP

A sole proprietorship can sell or transfer the assets of the business to someone else. However, it cannot transfer the
business itself. The new owner must establish her own sole proprietorship and file her own Schedule C or F To
terminate the business, the proprietor will file afinal schedule with her Form 1040. This will report the income and
expense of the business that occurred during the year prior to transfer. If the assets are sold, any gain or loss will be
reported on Forms 4797 and or Schedule D. If the assets are given away, a gift tax return may be required.

It the proprietor dies while running the business, any income and expense from the date of death until the transfer of
the assets will be reported by the estate on its Form 1041. If the proprietor chooses to stop doing business, there are no
tax consequences until the disposal of the assets.

PARTNERSHIP

The termination of apartnership is called a dissolution of the partnership. Termination of apartnership isregulated by
IRC §708. Dissolution can occur by choice of the partners or it will automatically occur if thereis a change of 50% or
more of the ownersin a twelve month period.*

Example 13. Craig, Chris, Rachel, and Jamie each own 25% of CCH Partnership. Craig decides to sell his
partnership interest to Stan on September 10, 2002. On May 5, 2003, Rachel decides to sell her partnership
interest to Susan. Since 50% or more of the partnership interests transferred within twelve months, the part-
nership is dissolved and a new partnership is formed.

Example 14. Use the same facts as Example 13, except Stan chooses to sell his partnership interest and
Rachel doesn’t sell her interest. Thiswill not result in the dissolution of the partnership since only 25% of the
partnership interests have transferred.

Note. IRC §708 distinguishes between general and limited partnerships. The interests of alimited partnership
can be transferred without the limitation of the 50% rule.

The dissolution of a partnership does not generally result in tax to the partners provided the assets are proportionately
distributed to the partners. The assetswill take on the basis the partner hasin her capital account, adjusted by any debt
relief received or debts assumed.

If the assets are distributed in a manner where each partner does not receive her proportionate share of assets that
would result in ordinary income upon sale, the IRS will treat the distribution as a deemed sale® This will cause the
partnership to recognize gain which will flow-through to the partners.

C CORPORATION

Theliquidation of aC corporation will result in double taxation. Theliquidation istreated asif the corporation sold its
assets at FMV to the shareholders for their stock. Simultaneously, the shareholders are treated as if they sold their
stock to the corporation for the fair market value of the assets received.

The corporation will recognize gain based upon the difference between the FMV of the assets and their remaining
basis in the corporation. The shareholder recognizes gain based on the difference between the FMV of the assets
received and their basisin their stock.
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Example 15. Joe is the sole shareholder of JoeCo, a C corporation. He decides to cease operating as a
corporation and liquidates JoeCo. The assets of JoeCo are valued at $500,000 and have a basis of $200,000.
There areno liabilitiesin the corporation. Joe originally paid $100,000 for his stock in JoeCo. The tax conse-
quences of the liquidation are as follows:

JoeCo

FMV assets $500,000
Basis of assets (200,000)
Gain recognized by corporation $300,000
Joe

FMV assets $500,000
Basis of stock (100,000)
Gain recognized by shareholder $400,000

This gain must be reported on the returns of JoeCo and Joe, even though no cash is transferred or received.

Observation. This double taxation feature makes it important to give thought to the assets transferred to a
corporation upon formation or the assets purchased by a corporation.

S CORPORATION

The liquidation of an S corporation is similar to a C corporation. Since the S corporation is a pass-through entity, the
tax conseguences will be reported on the tax return of the shareholder. The pass-through increases the basis of the
shareholders stock, leaving less gain to be reported from the transfer of the stock. As a result, the S corporation
effectively has only asingle tax.

Note. This can lead the shareholders of a C corporation to consider making an S corporation election. How-
ever, as discussed previously, thisresultsin a built-in gain that must be recognized on any assets disposed of
within 10 years of the S election date.

LIMITED LIABILITY COMPANY

The liquidation/dissolution of a limited liability company will have the same tax consequences reported above,
depending on the tax election made. For example, if the LL C elected to betaxed asa partnership, it would use the same
process for a partnership dissolution.

APPENDIX

Federal Taxation of Business Income

Sole Proprietorship Partnership C Corporation S Corporation LLC

Income and No tax imposed Income is taxed No tax imposed No tax imposed on
expenses of on partnership — first at corporate on S corporation LLC — income is
business are income is passed level and then (except for excess passed through to
reported on through to partners. to shareholders net passive income members or taxed
individual tax return. when distributed as and built-in gains as a corporation.

dividends. on certain assets)
— income is

passed through to
shareholders.
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Comparison of Business Entities*

Sole
Factor Proprietorship Partnership C Corporation S Corporation LLC
Forming the Entity ~ No formal No formal Articles of Same as C Filing of Articles

Ownership

Management and
Control

Limited Liability

Tax Impact of
Forming Entity

registration, but
establishing a
protected business
trade name (DBA)
is advisable

Individuals

No continuity as
an entity if sold,
abandoned, or
owner dies

None

None

registration
required for a
general partnership

Any person may be
a partner, e.g.,
individuals
(including
nonresident aliens),
corporations

(C or S), other
partnerships,
trusts, estates,

and tax-exempt
entities. (Number
of partners
governed by a
state’s Uniform
Partnership Act)

General partnership
has limited life.
Partnership
dissolves when
majority of partners
withdraw or

die. Partnership
agreement can
keep business

in existence.
Limited partnership
interests easily
transferrable

General partners
are personally
liable for
obligations of
partnership; limited
partners are not

Assets transfer

to partnership; no
recognition of gain
unless liabilities
greater than basis
of property
transferred

Incorporation and
Bylaws required

Same as for
partnerships unless
some restriction
applies under State
law for a type

of corporation,

e.g., professional
corporation.

(No limit on
shareholders)

Indefinite life;
death or retirement
does not terminate

Shareholders not
generally liable
personally for

a corporation’s
obligations unless
they require
guaranteed
payments.

No recognized
gain or loss

if stockholder

has control

upon transfer.
Exception:
liabilities exceed
the basis of assets
transferred

*This chart is provided by and printed with the permission of Stuart P. Sobel of Stuart Sobel Consulting, Inc.

corporation, filing
of Form 2553 also
required

Generally any
individuals who
are U.S. citizens
or resident aliens,
estates, and
certain trusts
that are owned
by a U.S. citizen
or resident.

(75 maximum
shareholders)

Same as C
corporation.

Same as C
corporation.

Same as C
corporation.

of Organization
required

Same as for
partnership.

May have a limited
life or be perpetual

None unless
member has
personally
guaranteed
obligation of LLC.

Same as for
partnership.
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Comparison of Business Entities (continued)

Sole
Factor Proprietorship Partnership C Corporation S Corporation LLC
Basis Individual basis Basis adjusted by No impact on basis  Basis in stock Same as for
Determination rules apply. income, losses, to reflect income, adjusted to reflect partnership.
and distributions losses, and income, losses,
by partnership. distributions from and distribution.
Election available retained earnings. Basis of assets
to adjust basis to Basis of assets not impacted by
reflect tranferred not impacted by change of basis of
assets in sale or change in basis of  transferred stock.
death situations. transferred stock.
Federal Taxation of Income and No tax imposed Income is taxed No tax imposed on
Business Income expenses of the on partnership first at corporate LLC — income is
business are — income is level and then passed through to
reported on the passed through to to shareholders members or taxed
individual income partners. when distributed as a corporation.
tax return. as dividends. No
tax imposed on S
corporation (except
for excess net
passive income
and built-in gains
on certain assets)
— income is
passed through to
shareholders.
Compensation and Self-employment Generally Reasonable Reasonable Same as for
Payroll Tax Issues tax payable on net  self-employment non-excessive compensation for partnership.
business income. tax payable on compensation services rendered.
general partners’ for services Distributions in lieu
share of trade or rendered. Payroll of salaries for
business income. taxes incurred on shareholder-
salaries. employees. Payroll
taxes could be
incurred.
Allocation of Must report all Partners may Preferences as to No allocation of Same as for
Income and business items allocate income dividends can be income and losses  partnership.
Deductions Among  on individual tax and deductions given by issuing allowed since only
Owners return. by agreement if preferred stock difference allowed
the agreement but losses are in classes of stock
has substantial deductible only at is in voting rights.
economic effect. corporate level.
Income-Splitting Sole Family partnership Income can If stock is given to ~ Same as for
Among Family proprietorships rules limit ability to  generally be split family members, partnership.
Members may employ family  split income. by gifts of stock. adjustments
members, but may be made

otherwise there is
no income-splitting
potential.

to corporation
income to reflect
reasonable
compensation for
services rendered.
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Comparison of Business Entities (continued)

Sole
Factor Proprietorship Partnership C Corporation S Corporation LLC
Deductibility of Losses are fully Losses are passed  Losses for a tax Generally same as Same as for

Business Losses

Related Party
Losses and
Deductions

Changing to
Another Type of
Entity

Accumulated
Earnings Tax

Statute of
Limitations

deductible for

up to five years.
Losses beyond
this period are
deductible only
to the extent of
business income.

Losses not allowed
between individual
and stipulated
parties listed in
IRC §267.

Generally can
change to another
entity type without
tax effect.

Not applicable

3-year normal
statute of
limitation; 6-year
statute for 25%
omission of
income.

through to, and

are deductible by,
partners to the
extent of basis in
partnership interest
limited by at risk
rules.

Same as sole
proprietorship.

May incorporate
and transfer
assetsto C or S
corporation without
tax effect unless
liabilities assumed
are greater than
total basis of
transferred assets.

Not applicable

3-year statute
from when partner
files return. Tax
Matter Partner
Rules apply to
large partnership.

year are not
deductible by
owners but may
only be carried
back or forward.

Losses and
deductions
between
incorporation
and parties
listed in IRC §267
not allowed.
Attribution rules
apply for stock
ownership.

Gain/loss will be
recognized upon
liquidation and
assets transferred
to partnership or
LLC. No gain/loss
recognized if

S election is

made except

if LIFO is used.
Built-in gains tax if
appreciated assets
are sold after S
election is made.

Imposed at

15% rate on
accumulated
taxable income if
corporation has tax
avoidance purpose
and earnings
exceed statutory
provisions.

Same as sole
proprietorship.

partnership, but
amount of basis
and at risk is often
less favorable for
S shareholders
than for partners.

Same as

C corporation
except limitations
of 2% shareholder-
employees.

May change to
C corporation
without recognition
of gain/loss.
Generally
conversion to
partnership or
LLC is tax free.
Gain could result
if value of assets
exceeds basis of
stock.

Not applicable

3-year statute

of limitation for
shareholders from
when shareholders
file tax return.

partnership or C
corporation based
on election.

Same as for
partnership.

Same as for
partnership.

Not applicable

Same as for
partnership.
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Comparison of Business Entities (continued)

Sole
Factor Proprietorship Partnership C Corporation S Corporation LLC
Contributions Deductible as Not deductible Deductions Not deductible Same as for
itemized deduction  to partnership. generally limited to corporation. partnership.
Partner allowed to 10% of taxable Shareholder
distributive share income. Allowed allowed
of contributions IRC 170(e)(3) distributive share
subject to deduction for of contributions
limitations qualified inventory subject to
and tangible limitations
property donations
Taxable Years Sole proprietorship  Any year ending Generally Same as for
must use the same  on last day of a restricted to a partnership or C
tax year as the month and a 52-53 calendar year corporation based
proprietor. Must week year may be unless IRS on election.
conform to that used. consents: 444
of the principal allows certain uses
partners’ calendar of a year other
year unless IRS than a calendar
consents. year.
Fringe Benefits for ~ N/A Fringe benefits for Fringe benefits for Shareholder Same as for

Owner-Employees

partners generally
not deductible

in computing
taxable income

of partnership (or
partners).

shareholder-
employees
generally
deductible by

C Corporation and
not includable

in income of
shareholder-
employees.

employees with
more than 2% of
stock are treated
as partners.

partnership or C
corporation based
on election.
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