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S CORPORATIONS — AN INCREDIBLE PLANNING
TOOL

One of the most important of all business entitiesisthe S (a/k/a subchapter S)
corporation. This commentary, based on a chapter from my new book, Tools and
Techniques of Income Tax Planning (800-543-0874), will explain why this type of entity
is so popular and answer some of the more frequently asked questions about S
corporations.

S CORPORATION DEFINED

A mental picture of afunnel isagood way to think of an S corporation. At the most basic
level, the entity is formed as a corporation but makes a special election that allows
income it earns, deductionsto which it is entitled, as well asits capital gains, losses,
charitable contributions, and credits to be passed through to its sharehol ders and treated
astheirs.

For the most part, S corporations are taxed under partnership rules for federal income tax
purposes — but may be treated very differently under state tax law. Apart from the pass-
through treatment for federal (and some states) income tax purposes, S corporations
receive the same treatment and are entitled to the same creditor protections as any other
corporation.

The potential tax-savings aspect of a pass-through entity is a powerful incentive. Assume
Larry, Jayne, Jo-Ann, and Steve are four equal shareholders of the Nordhavn Corporation.
Suppose in 2004, the business earns a profit of $100,000.
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Tax On
Earnings at Amount Tax at
Corporate Remaining for | Shareholder Totd
Earnings Level Distribution Level Tax
C CORP $100,000 $22,250 $77,750 | $11,662.52* | $33,913
S CORP $100,000 $0 $100,000 $28,000 | $28,000

* Assume a 15% tax on dividend distribution.

If taxed as a C corporation, the Nordhavn Corporation and its shareholders will have a
total of $33,912.52 in federal corporate and individual tax liabilities. On the other hand,
if Nordhavn isan S corporation, the entire $100,000 in profits will be “passed through” to
the shareholders and taxed on their individual tax returns. Each of the four shareholders
will include $25,000 of the S corporation's income. Assuming a 28% tax bracket, each
shareholder potentially will owe about $7,000 in federal income taxes (atotal of $28,000
for al four). Formed as a C corporation, the total taxes approximate $34,000; formed as
an S corporation, about $28,000. The savings (using these assumptions which may or
may not be realistic or appropriate in a given case) is amost $6,000 a year!

WHY MAKE THE S ELECTION?

There are many reasons why tax counsel will suggest a client make and maintain an S
election. Theseinclude:

BEST OF ALL WORLDS - WELL, ALMOST

There are advantages and disadvantages to every form of entities established for business
and/or investment purposes. It isessential that planners explain to clients the costs and
downsides of each form, and present the client with sufficient information to make an
informed choice. Often, the optimal choiceisaform of entity that can, when appropriate,
be switched (at minimal cost and aggravation) to another form.

To obtain both corporate limited liability and the ability to pass through income, losses,
deductions, and credits, certainly the S corporation will do the job. The appeal of limited
liability is obvious (although perhaps sometimes overstated).

The pass-through tax treatment accorded S corporationsis appealing for several reasons:
Unlike aregular C corporation where the income is taxed twice, first to the corporation
when earned and then a second time when paid to shareholders; whereas, at afederal
level, income of an S corporation will be taxed only once when paid out or allocated to its
shareholders.
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By electing an S status, it aso allows the owners to deduct any losses that the corporation
may incur. This ability to deduct losses at the individual shareholder level is particularly
advantageous in the early (and quite often unprofitable) stages of abusiness. Rather than
entirely lose or have the loss deduction delayed, S corporation shareholders can apply
business losses immediately against their personal income. Of course, if the business
later becomes profitable (or for any other reason a C corporation is preferable) it is always
possible to terminate the S election.

A WEALTH SHIFTING AND INCOME SPLITTING TOOL

As presented in Tools and Techniques of Estate Planning (800-543-0874), the two
most important concepts of estate planning under the current tax environment are: (1)
wealth shifting and (2) income splitting. We stress the importance of “dividing and
conquering” theincome, estate, and gift tax systems by turning the progressive nature of
each of these taxes against themselves. S corporation isan excellent tool to do just that,
divide wealth and split income among afamily unit.

For example, a parent in a 50% combined state and federal tax bracket can both shift
wealth and split income — thereby utilize the unified credit equivalent as well as the lower
federal income tax brackets of younger family members, perhaps shifting the effective tax
on income down to aslow as 15 percent or less. (However, the “Kiddie Tax” requires
that certain income of individuals younger than age 14 will be taxed at their parent’ s tax
rate.)

A CORPORATE AMT ELIMINATOR

Since S corporations are not (generally) subject to tax at the corporate level, if the
alternative minimum tax is an important factor, the avoidance of this tax can be highly
advantageous.

AN ACCUMULATED EARNINGS TAX ELIMINATOR

If it isimportant to avoid an accumulated earnings tax, the use of an S corporation can be
highly desirable.

FREQUENTLY ASKED QUESTIONS
Q: What are the requirements which must be met for an entity to attain S status?

A: Therearefive “tests’ which must be met. First, the entity cannot have more than 75
shareholders. For purposes of this requirement, a husband and wife are considered
one shareholder. Second, the entity must be a domestic corporation organized under
U.S. or applicable state laws. Third, only individuals (citizens or residents of the
U.S.), estates, and certain trusts can be shareholders. This means nonresident aliens
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cannot hold S corporation stock. A trust can hold S stock safely, but only if itis: (1)
agrantor trust with aU.S. citizen or resident as grantor, (2) atrust that was a grantor
trust prior to the death of the grantor — but only for two years after grantor's death, (3)
avoting trust, (4) an ESBT (electing small businesstrust), and (5) atrust that has S
corporation stock transferred to it may be a shareholder for up to two years after the
transfer. Fourth, there can only be one class of stock and all shares must have equal
liquidation and distribution rights. (But it is permissible for shares to have different
voting rights.) Fifth, all shareholders must consent to the S election.

. Arethere types of entities which cannot make an S election?

A: Yes. Thefollowing may not become an S corporation: (1) afinancial institution that

uses the reserve method of accounting, (2) an insurance company, (3) corporations
that elect to have credits for certain income from non-U.S. sources, and (4) a current
or former domestic international sales corporation.

: What could trigger aloss of an S election?

. An Selection could be lost for numerous reasons. Some are deliberate and others are
involuntary. Theseinclude:

1 Shareholders holding more than 50% of the S corporation may decide to
terminate the S election.

2 An Selection will terminate if it no longer meets the requirementsto bean S
corporation, such as having more than 75 shareholders, or having an ineligible
shareholder. For example, if Sstock is gifted to anonresident alien, or sold to
a C corporation, the S status will be lost. Such atermination becomes
effective on the first day any of the S election requirements has failed.

3. An Selection will end if the entity has “excessive” passive income for three
years and it has earnings and profits from when it was a C corporation, or due
to acorporate acquisition. Excessive passive income is defined as passive
income that is more than 25% of the gross receipts of the business for three
consecutive years. Should an S election end for this reason, the termination
becomes effective the first day of the year following the three consecutive
years of excessive passive income.

. Can an S corporation whose election is terminated make another S election?

> Yes. But it generally must wait for some time before making another election and
achieving S status. Theruleisthat the corporation generally cannot elect S status
again for five years after atermination — unlessit obtains IRS consent. The Service
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generaly will waive inadvertent terminations if the corporation corrects the event that
caused the termination and agrees to treat the corporation as an S corporation during
the period of time the election was terminated.

. Are shareholdersin S corporations completely immune from the claims of creditors?

: No. Although S corporations afford much more protection from creditors than would
be available to partnersin a partnership and, in fact, the corporate “shield” does limit
shareholders’ liability to the extent that they are not automatically subject to the debts
and obligations of the business, they are not totally exempt from personal liability.
First, as a practical matter, the shareholders may have to co-sign for or guarantee
loans or other debts of the corporation.

Second, if a shareholder works as an employee of the S corporation, he or she will be
liable for actions taken or professional errors and omissions. For instance, suppose
Larry Kline, a pulmonary speciaist in San Diego, practicesin theform of an S
corporation. Larry will be personally liable for any medical malpractice he might
personaly commit (and his S corporation will probably be liable as his employer).

. Are owner/employees of an S corporation eligible for the same fringe benefits
available to their counterparts of a C corporation?

: No. Thisisapotential disadvantage of S status. If a person owns more than two
percent of the S corporation, which will often be the case, he or she will be treated as
partners for fringe benefit purposes. That will severely limit the tax-advantaged
fringe benefits generally available to owner/employees of C corporations. Thereis,
however, one important exception; S corporation owners are eligible for many of the
same qualified retirement benefits available to non-shareholder employees.

: How does the pass-through of earnings actually work in an S corporation?

. Unlike aregular C corporation where corporate profits are initially taxed at the
corporate level (at corporate tax rate) and again — at the distribution of that incomein
the form of dividends — to shareholders, in the case of an S corporation, its earnings
are taxed only once — at the shareholder level.

As noted above, income of an S corporation is essentially treated asif “passed
through” directly to the owners. That pass-through allocation of income (whether or
not actually paid out) to S corporation shareholders occurs on apro-ratabasis. In
other words, allocation of income is according to the shareholder’ s ownership
percentage (as well ason a per diem basis). For instance, assume an S corporation
has two shareholders, one owns 80% of the shares, and the other 20%. If the
corporation has a profit of $1,000 in a particular tax year, the 80% owner must report
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$800 of grossincome and the 20% shareholder will have to report $200 — regardless
asto whether or not the income is actually distributed.

. If incomeis not actually paid out to a shareholder, is he or she taxable on it?

A: Yes. Regardless of whether or not the S corporation’s profits are actually paid out by

the business, S corporation shareholders are taxed on their share of the entity's taxable
income. An owner's share of income, loss, deductions, and credit are allocated and
treated for tax purposes as distributed — whether or not they actually are — on a per-
share, per-day basis. So a 30 percent owner — even a non-working owner —will pay
tax on 30 percent of the S corporation's income.

. Doesincome change its character when passed through from the entity to the
individual owners?

: No. When S corporation income is passed through, it retainsits character. The
shareholder takes it with the same character it had when it was received. The same
applies to losses and deductions.

: How is ashareholder's basis determined?

. A shareholder'sinitial basisis carried over from the basis he/she/it had in the assets
contributed.

Basisisthen increased by: (1) the owner's share of income (including tax-exempt
income), and (2) any excess of deductions for depreciation over the basis of property
subject to depreciation.

A shareholder's basis is decreased (but not below zero) by: (1) the appropriate share
of any corporate loss, (2) any expense of the corporation that is not deductible and is
not a capital expense, and (3) depreciation deductions (but only to the extent the
deduction does not exceed the shareholder’ s share of the basis in the property subject
to depreciation).

In a situation where the basis of a shareholder would be reduced to less than zero,
excess reductions reduce basis in corporate debt. No deductions are allowed that
exceed an owner's basisin the S corporation’s stock and debt.

These disallowed deductions are not necessarily lost. Disallowed deductions and
losses may be carried forward indefinitely to future tax years. But a shareholder may
not currently deduct any more than he has “at risk” with the S corporation. Basisina
shareholder’s stock is also reduced by distributions that are not included in the
income of a shareholder.

Copyright © 2004 Stephan R. Leimberg (610) 924-0515
Reproduction or E-mailing Prohibited Without Express Permission
www.leimberg.com
www.leimbergservices.com




: What is the tax implication of receipt of income from an S corporation up to a
shareholder's basis?

. If ashareholder receives a distribution that is not from corporate earnings and does
not exceed his basis, that amount will be considered areturn of capital and will be
recovered income-tax free.

. What is the tax implication of receipt of income that (a) is not from corporate
earnings, and (b) isin excess of a shareholder’ sbasisin his stock?

. A distribution that is not from earnings and profits and that exceeds a shareholder's
basisin his stock will be treated as a capital gain.

: What's AAA and what are its implications?

. If an S corporation has E& P, distributions to shareholders are treated as a distribution
by an S corporation without earnings and profits, to the extent of an account called the
accumulated adjustment account (AAA).

AAA isan account that essentially isarecord of (a) income already taxed to
shareholders minus (b) any amounts aready distributed to shareholders. The purpose
of AAA isto ensure that shareholders of an S corporation are not taxed twiceon S
corporation income. Distributions from S corporations that have earnings and profits
that are in excess of the AAA will be treated as a distribution under the normal tax
rules. If an S corporation was previously a successful C corporation, it will probably
have earnings and profits.

Theresult? S corporation ownerswill report amounts received as adividend — up to
their share of corporate earnings and profits. Any excesswill lower their basis. At
the point where a shareholder’ s basisis recovered, any excess will be taxed as capital
gain.

. Arethere any situationsin which tax islevied on an S corporation at the corporate
level?

. Yes. Although typically, income is passed through in a manner similar to partnership
income and the entity isignored for all but informational purposes, there are instances
where there may be ataxable event at the corporate level on certain gains.

The most common example is where an S election was made after 1986 and the
corporation had previously been a C corporation. |If the business sells or otherwise
disposes of property within 10 years after an S election has been made, it may haveto
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pay tax on part of the gain. Only gain attributable to pre-election appreciation will be
taxed at the corporate level and it will be taxed only to the extent that gain does not
exceed the amount of taxable income imposed on the corporation if it were not an S
corporation.

Another example of when ataxable event occurs at the entity level isif thereis excess
“net passive income.” If the corporation, at the end of the tax year, has accumulated
earnings and profits and if its passive investment income exceeds 25 percent of gross
receipts, a 35 percent rate will be imposed (technically, it is the highest corporate
rate).

Passive investment income is defined as rents, royalties, dividends, interest, annuities,
and proceeds from sales or exchanges of stock or securities.

The definition excludes:

Rents for the use of corporate property if the corporation also provides
substantial services in connection with the property (such as maid service
in ahotel),

Interest derived in the ordinary course of any trade or business,

Interest on obligations acquired in the ordinary course of business, such as
interest earned on accounts receivable,

Gross receipts derived in the ordinary course of atrade or business of
lending or financing, dealing in property; purchasing or discounting
accounts receivable, notes, or installment obligations; or servicing
mortgages.

Certain dividends from C corporations where the S corporation owns 80%
or more of the C corporation.

Q: What isaqualified subchapter Strust (QSST)?

A: A QSST is, asits nameimplies, atrust to hold S corporation stock. To qualify asa
QSST, the following requirements must be met:

1 A QSST may have no more than one current income beneficiary (and that
person must be a U.S. citizen or resident);

2. A QSST must distribute all incomein the year it is earned;

3. A QSST's assets may not be distributed to anyone else during the income
beneficiary's life.
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4, A QSST'sincome interest must end upon the earlier of (@) the income
beneficiary's death, or (b) the termination of the trust, and if the trust
terminates during the income beneficiary's lifetime, the entire corpus of the
trust must be distributed to that beneficiary.

5. The sole QSST income beneficiary must make an election for the trust to be
treated asa QSST.

Q: What isan electing small business trust (ESBT) and how does it differ from a QSST?

A: AnESBT isatrust in which all of the beneficiaries are individuals, estates, or certain
charitable organizations. ESBTs are taxed currently at a 35 percent rate (technically,
they are taxed at the highest income tax rate). Each potential current beneficiary of an
ESBT istreated as a shareholder for purposes of the 75-shareholder limitation.

A potential current beneficiary is generally someone who is entitled to, or in the
discretion of any person may, receive adistribution of principal or interest of the trust.
Aninterest in an ESBT may not be obtained by purchase.

Q: Aretheretrusts which can not qualify as ESBTS?
A: Yes. Thefollowing may not be ESBTs:

1 Trusts that are exempt from income tax,
2. QSSTs,

3. Charitable remainder annuity trusts, and
4 Charitable remainder unitrusts.

REFERENCES

See Tools and Techniques of Income Tax Planning, National Underwriter Co., (800-543-
0874). For in-depth sources of information about S Corporations, please see:

Boris Bittker and James S. Eustice's Federal Income Taxation of Corporations and
Shareholders, 7" ed., Warren, Gorham & Lamont, (800-950-1216); and Dennis C.
Reardon's Working with S Corporations, 3 ed., National Underwriter Co., (800-543-
0874).
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Leimberg Associates, Inc.
144 West Eagle Road
Havertown, PA 19083
Telephone: (610) 924-0515
Fax: (610) 924-0514

Thought you' d like a detailed rundown on our 6 client-oriented marketing brochures.
These are great for keeping your name in front of clients and key prospects and proving
that you are willing and able to provide continuing practical readable information on a
wide variety of financial servicestopics. You will also find they are perfect pass outs at
seminars. Make it impossible to forget your name - and number - by sending a different
one each month! Space provided on the back of each brochure for your name,
company information, telephone, fax number and e-mail address to send to
prospective or current clients.

The Ten Most Common Estate Planning Mistakes! Thisisour most
popular piece - and it’s no wonder: Jointly-held Property, Improperly Arranged Life
Insurance, Lack of Liquidity, Choice of Executor, Will Errors, Poor Marital Deduction
Choices, Improper Disposition of Assets, Lack of Adequate Records, and Lack of Master
Game Plan Are among the Many Topics. A superb overview of easily-solved but key
problems. Available bothin 8 72 x 11 Glossy-copyright 2003-2004 and a pre-folded
$100 bill version (fitsinto a#10 envelope)-copyright 2002-2003

The Ten Most Common Retirement Planning Mistakes! Thisisour
newest addition. You don’'t need to look at AARP enrollment figures to know why
retirement planning is the number one financial planning issue on the minds of most 45 to
60 year olds. Topics covered include Why Y ou Can't Count on Anyone Elseto Do It, the
Difference Between Dreams and Goals, How to Save, When to Start, Insuring Y our Plan,
Beating Both Taxes and Inflation, Doing Y our Own Thinking, Keeping Y our Planning
Going, and Being Brutally Realistic. Thisisareal attention grabber. Available only in
8 ¥x 11 version-copyright 2004

The Ten Most Common Life Insurance Planning Mistakes! No nonsense
here: Clients will find out: What’'s Wrong with Naming Y our Estate as Beneficiary, the
“Rule of 2,” the “Every Three Y ears” Checkup Rule, Matching the Product to the Problem
Concept, Survivor’s Shock Absorber, What’s Wrong with an Outright Payout, How to
Save Federal Estate Tax by Proper Policy Ownership. Every life insurance agent - or any
professional advising clients on life insurance - should consider this required reading -
before passing it on to clients. Available only in 8 2 x 11 version-copyright 2002-2003

Keeping the Family Business in the Family. This solves the problem of
trying to explain: What's the Problem, Does A Family-Owned Business Need a Buy-Sell,
How Doesthe IRS Value a Business for Estate Planning Purposes, What Happens when a



Shareholder Becomes Disabled, What’s the Solution? How is the Buy-Sell Funded, What
are the Alternatives to a Funded Buy-Sell. Recommended for the business planner.
Available only in 8 12 x 11 version-copyright 2000-2001.

It’s Your Choice! Here'safrank discussion of Living Wills, Health Care
Proxies, Durable Powers of Attorney, Medicaid Trusts, and Revocable Trusts. Thisisa
“must” for every practitioner concerned about safeguarding client’s personal interests and
dignity. Available only in 8 2 x 11 version-copyright 1997.

Long-Term Care: The Ten Most Commonly Asked Questions. Loaded
with facts and figures that explain the following: Why is Long Term Care on Everyone's
Mind, What Is It and What is Long Term Care Insurance, Why Medicare Is not The
Answer, What’'s Wrong with Medicaid, The (now) 36 month Look Back, Alternatives to
Nursing Homes, Design and Analysis of LTC policies, Who Should Consider LTC
Policies, IsLong Term Care Right for Everyone. We can hardly keep this one in stock.
Availably only in 8 2 x 11 version-copyright 2004

The brochures are sold in packages of 100 brochures for a cost of $70.00 per hundred + $7.00
shipping and handling for first item; $3.00 each additional item.

I'm ordering packages of broChures..........ccccevveve e, $
Shipping and Handling ($7.00; $3.00 each additional item; overnight $25.00) $
PA Residents please add 6% SAlES TaX.....c.ccuveeieririieriene e $
TOTAL ORDER ... .ottt st e e b e e sss e e e snseesnsaeeenneeens $

I'm enclosing a check payable to Leimberg Associates, Inc., 144 West Eagle Road,
Havertown, PA 19083

Charge my Card # Exp.Date

Name:

Company:

Address:

City: State: Zip Code:

Telephone: Fax:

Signature:

Mail to: Leimberg Associates, Inc. 144 West Eagle Road, Havertown, PA 19083 or for
fastest services, FAX this page to: (610) 924-0514 or visit our website at http://www.leimberg.com



Want to GIVE SOMEONE a Personal Subscription
to Think About It?

What a Great Way to say: THANKS: Give agift of apersonal copy of Think About It. Y our
recipient will think of you 12 months a year.

To Order: Send a Check for $160 (hard copy only) or $210 (hard copy with audio CD) to:
Leimberg Associates, Inc., 144 West Eagle Road, Havertown, PA 19083

Include your:

Name:

Company:

Address;

Suite:

City:

State:

Zip Code:

Telephone:

Fax:

Signature:

Send a stamped ($2.90 in postage) self-addressed large envelope (“9 x 127) to the above
address for a catalogue of Steve Leimberg’ s books, client-oriented brochures, software
packages and a FREE copy of Golden Bullets, his $160-a-year client-oriented monthly
newsletter.

Five Video Tapes Available: We now have five video tapes complete with outlines
covering Family Limited partnerships, Irrevocable Life Insurance Trusts, Data Gathering,
Buy-Sell Planning, Creative Uses of Life Insurance in Estate Planning and Basic Estate
Planning Concepts. To receive the press release on these one-hour personal
presentations, fax your request to (610) 924-0515 today!

The Six Magic Steps to Marketing audio tapes are now available: Thiswas Steve's
amazing AICPA/Heckerling/MDRT How to Get the Fish to Chase The Hook talk. Order
your copy of these two audio tapes and outline(610) 924-0515.



