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Contents - Continued

 However, I am going to focus on the issues that I 
think are the most common and most widely 
encountered. 

 Therefore, to make the presentation connected, 
meaningful, and not disjointed I am going to 
present sections of the chapter out of their 
chronological order. 

 To begin with, I am going to discuss the S 
corporation structure and related tax issues as 
this is the form that has the most questions.

S Corporations vs. Limited Liability 
Companies – Not In Book

 As we had discussed last year, an entity 
that is not a limited liability company is 
passé.

 In fact, we, as practitioners have a 
fiduciary duty to advise the clients of the 
need of a limited liability company format. 

 In particular, partnerships expose the 
client partners to large liability issues if it 
is not in a limited liability format.
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S Corporations vs. Limited Liability 
Companies – Not In Book

 Also, we, as practitioners should advise a client 
of the need to engage the services of a local 
attorney to form the limited liability company and 
NOT form it ourselves or have the client do so 
regardless of the availability on-line or through 
advertised national “legal providers.”

 State laws vary from state to state in the 
formation of a limited liability company and there 
are nuances in the laws of each state that need 
to be considered.  

S Corporations vs. Limited Liability 
Companies – Not In Book

 Additionally, the limited liability entity must be 
registered in each state that the client does 
business in as a foreign entity if other than the 
state that the LLC is formed in.

 There is currently litigation setting aside the LLC 
protection in states where the LLC is operating 
but did not register as a foreign limited liability 
company.

 Now, my question is, did you know this as an 
example of why you should engage a local 
attorney?
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S Corporations vs. Limited Liability 
Companies – Not In Book

 In the case of a formation of a limited liability 

company that is a partnership, we should advise 

the client to make certain that a partnership 

agreement is also drawn up.

 This is especially important in family limited 

liability companies.

 We, as practitioners, should work with the client 

and the attorney to see that a detailed agreement 

is completed. 

S Corporations vs. Limited Liability 
Companies – Not In Book

 The particular sections that require the 

most detail involve the existing of a 

partner from the partnership as to 

procedures, payment amounts, how the 

exist payments are to be made, etc. 

 As we had discussed before, find an 

attorney that you have a good and 

mutually respectful working relationship. 
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Considerations of a S Corporation vs. a 
Limited Liability Company – Not In The Book

 This discussion leads into the issues 

presented in the text. 

 Which is better? More restrictive in 

operational details and tax issues?

 Which affords better liability protection? 

 A S corporation that is a limited liability 

company or a LLC partnership?

Considerations of a S Corporation vs. a 
Limited Liability Company – Not In The Book

 In the last 15 years, S corporations have come 
under additional restrictions, scrutiny and 
rulings. 

 They are much less flexible in their operation and 
have more negative aspects, in general, than an 
LLC partnership.

 Especially, the treatment of shareholders as we 
will soon discuss.

 Legal counsel has advised me that an S 
corporation that is an LLC is a redundancy for 
liability purposes although others state that it is 
not. 
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Considerations of a S Corporation vs. a 
Limited Liability Company – Not In The Book

 S corporations do not exist in many states as a 
separate entity but exist primarily in federal tax 
law. 

 The single most important issue to weigh the 
restrictions of an S corporation vs. an LLC 
partnership is the self-employment tax (i.e., 
social security) payments that are based upon a 
limited wage amount in an S corporation versus 
the full taxation of the share of a partner’s net 
income for self-employment tax. 

 One can be controlled and one cannot. 

Self Employment Tax and LLC 
Partnerships Pg. 426 & 427

 But there is a significant provision that we will 

examine to lessen the negative consequences of 

a larger self-employment tax vs. the small social 

security obligations of a small wage in an S 

corporation. 

 This is in the form of Proposed Regulations 

1.1402.

 Let us look at this proposed regulation from a tax 

planning viewpoint. 



11/3/2016

8

Self Employment Tax and Partnerships 
Pg. 427 

 Under these proposed regulations a 

partner in an LLC partnership can own a 

limited partnership interest and, thus, not 

be subject to self-employment taxes. 

 Under the proposed regulations, an LLC 

member is a limited partner and, thus, not 

subject to self-employment tax UNLESS 

the member:

Self Employment Tax and Partnerships 
Pg. 427 - Continued

1. Has personal liability for the debts or 
claims against the entity by reason of 
being a member and/or 

2. Has authority (under the law of the 
jurisdiction in which the entity is formed) 
to contract on behalf of the entity and/or

3. Participates in the entity’s trade or 
business for more than 500 hours during 
the entity’s tax year.
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Self Employment Tax and Partnerships 
Pg. 427 & 428 - Continued

 As noted in the chapter’s example any 

guaranteed payments are subject to self-

employment tax and, I believe, cloud the 

ability of the limited LLC partner to 

maintain that he or she is truly limited.

 Please note that proposed regulations 

provide a substance vs. form 

clarification.

Self Employment Tax and Partnerships 
Pg. 427 & 428 - Continued

 This clarification is that if substantially 
all of the activities of the entity involve 
the performance of personal services 
such as accounting, health, etc. then the 
individual cannot be a limited partner if 
he or she performs them. 

 However, this is common sense since 
this would violate the 500 or less rule 
noted in the proposed regulations.
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Self Employment Tax and Partnerships 
Pg. 427 & 428 - Continued

 Thus, how can one use the proposed 

regulations to obtain the flexibility of a 

partnership with the self-employment tax 

benefits of an S corporation?

 Only in certain situations would this be 

effective. 

 Those situations are……

S Corporation Fringe Benefits – Pgs. 
400 - 405 

 Now, let us discuss S corporation and their tax 
limitations as part of our overall examination of 
entities. 

 To begin, let us look at how the more than 2% 
shareholder has been carved out for special tax 
discrimination over the years regarding the 
taxation of fringe benefits.

 To begin with, a 2% shareholder is one who 
owns more than 2% of the stock of the S 
corporation on any day of the corporation’s tax 
year.
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S Corporation Fringe Benefits – Pgs. 
400 - 405 

 Let us clarify a misconception.

 That is, a more than 2% shareholder status can 
occurred through ownership that is directly or 
indirectly through attribution which is:

 A person is the owner of stock held by a 
spouse, children, parents, and grandchildren 
and

 A person is the owner of a portion of the stock 
held by an estate or trust  in proportion to that 
person’s percentage interest in the estate or 
actuarial interest in the trust.

 Does not apply to employees trusts - ESOPs.

S Corporation Fringe Benefits – Pgs. 
401- 403 

Fringe Benefits:

 Health and Accident Insurance – S corporations 
can deduct the cost and it must be included in 
the shareholder’s income

 No withholding, social security, or Medicare 
taxes are to be withheld if it is provided under a 
qualified plan. 

 Deduction for the health insurance costs but it 
is limited to shareholder/employee’s wage and 
salary income. 
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S Corporation Fringe Benefits – Pgs. 
401 - 403 

 The shareholder cannot claim the deduction for 
any calendar month in which the shareholder-
employee or his or her spouse is eligible to 
participate in another employer’s subsidized 
health care plan. 

 If a policy is purchased that has no connection 
with the S corporation, it does not qualify for 
the deduction. 

 The basic qualifications for the deduction are:

S Corporation Fringe Benefits – Pgs. 401 –
403

 The S corporation must make the payments 
directly and report the payments on the 
shareholder-employee’s form W-2 or 

 The shareholder-employee must pay the 
premiums and furnish proof of payment to the 
corporation and the corporation must 
reimburse the shareholder resulting in the 
amount reported on the form W-2.

 My thoughts are……
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S Corporation Fringe Benefits – Pgs. 
401- 403 

 The discrimination continues in that the 2% 
shareholder-employee is not considered an 
employee  for uninsured or self-insured medical 
reimbursement plans. 

 Such payments, if allowed under the ACA rules 
for 2% shareholders, are treated as 
compensation for withholding, FICA, and 
Medicare. 

 Thus, why not have a bonus plan to comply 
under the ACA rules as it is taxable? 

S Corporation Fringe Benefits – Pg. 
403 

2. Yet, more discrimination exits in that a 2% 
shareholder cannot exclude from income the 
contribution from gross income for a health 
savings account made by the corporation  
which is unlike non-shareholder-employees 
who can exclude the amount. 

3. While the S corporation can deduct the cost of 
disability insurance and exclude the amount of 
such insurance from an employee’s income, the 
2% shareholder cannot exclude from income 
the premiums paid on his or her behalf nor can 
he or she deduct them. 
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S Corporation Fringe Benefits – Pgs. 
403 & 404

4. Life insurance premiums paid by the S 
corporation where the corporation is the 
beneficiary cannot deduct such payments and 
must report them on schedule M.

 Any life insurance paid through a group plan by 
the corporation where the shareholder-
employee owns the policy is compensation paid 
to the shareholder-employee.

5. Meals and lodging provided to a 2% 
shareholder-employee is income to the 
shareholder-employee. 

S Corporation Fringe Benefits – Pg.  
404

6. A 2% shareholder is not treated as an employee 
and, thus, cannot participate in a cafeteria plan. 

 Furthermore, if the 2% shareholder is 
participating in the cafeteria plan, then his or 
her qualification will cause the plan to be 
disqualified. 

7. A 2% shareholder-employee can exclude 
distributions from his or her income for 
educational assistance, although due to salary 
limitations, the plan could possibly be 
discriminatory. 
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S Corporation Fringe Benefits – Pg.  
405

8. A 2% shareholder-employee can exclude 
distributions from his or her income for 
dependent care assistance subject to the 
limitations involving shareholders who 
own more than 5% of the stock cannot 
have more than 25% of the total amounts 
paid.  

Additional Considerations of Making 
An S Election 

 Becoming an S corporation will not 

protect you from such code treatments as 

Section 183, substance vs. form doctrine, 

etc. 

 Additionally, as noted on page 591 in 

Williams, S corporations are subject to 

the self-rental rules of Section 469.
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Additional Considerations of Making 
An S Election - Continued 

 In this case, the taxpayers argued:

1. That Section 469 does not apply to S 

corporations and

2. The self-rental rules are not applicable to 

S corporations because the S 

corporation as the lessor did not 

participate in the trade or business of 

the C corporation as lessee. 

Additional Considerations of Making 
An S Election - Continued 

 The Court’s ruling was significant in that they 

narrowed previous rulings by stating that the 

income that was received was from a rental 

activity and, thus, the application of Section 469 

was appropriate.

 Also, that Section 469 applied to any pass 

through entity.  

 Thus, an S corporation structure will not afford 

any protection against application of the Code. 
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Additional Considerations of Making 
An S Election - Continued 

• Finally, in operating entities that are 

marginal in profit and prone to losses, 

one must remember the restrictions on 

deducting losses from a lack of basis. 

• These restrictions do not exist in such a 

strict manner with the partnership form.

• The basis issues in an S corporation 

are…

Built-In Gains Tax – The “Hidden 
Pitfall” – Pg . 405 

 This issue is extremely important and 
one that the practitioner must be very 
careful with in advising the client.

 It is an area of malpractice.

 Yet, in the last several years there have 
articles on why a client might consider 
converting a C corporation to an S 
corporation. 

 The built-in gains tax provisions 
effectively negate that option. 
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Built-In Gains Tax – The “Hidden 
Pitfall” – Pg . 405 - Continued

 The built-in gains tax impose the C 
corporate level tax on gains recognized 
by the S corporation on the sale of 
assets during the first five years as an S 
corporation.

 This is to prevent the single, flow 
through, lower tax rate of such gains 
from the S corporation to the individual 
shareholder’s personal tax return. 

Built-In Gains Tax – The “Hidden 
Pitfall” – Pg . 405 - Continued

 Applies if only the gains economically 
accrued while the corporation was still a 
C corporation.  

 The built-in gains tax rate is 35% on 
such gains in addition to the tax 
imposed on the same gain on the 
shareholder’s form 1040. 

 See the massive punitive nature.
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Built-In Gains Tax – The “Hidden 
Pitfall” – Pgs. 405 & 406 - Continued

 Does NOT apply if the S corporation has 
always been an S corporation. 

 See Practitioner’s Note on page 406: 

1. Thus, for 2016 and for all years not 
barred by the statute of limitations, the 
recognition period is 5 years and

2. The 5 year period applies to all 
corporations whose S election took 
effect in 2006 and later years. 

Built-In Gains Tax – Calculations –
Pgs. 406 - 410

 These pages detail the very technical 
calculations for this specialized situation 
and are an excellent, step by step 
reference. 

 The steps are:

1. Calculating the net unrealized built-in 
gain.

2. Calculating the net recognized built-in 
gain. 
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Built-In Gains Tax – Calculations –
Pgs. 406 – 410 - Continued

3. Calculation and determination of the 
taxable income limitation.

4. Application of net unrealized built-in 
gain limitation.

5. Calculating the built-in gains tax. 

Death of An S Corporation Shareholder 
– Pg. 411

 When a shareholder passes away, often 
the stock passes to his or her estate.

 As noted on page 411, while a 
partnership automatically dissolves 
upon the death of a partner, an S 
corporation does not.  

 The practitioner must exercise care in 
passing the stock to successor 
shareholders or the S corporation 
receives the “kiss of death” and 
becomes a C corporation. 
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Death of An S Corporation Shareholder 
- Continued – Pg. 411 

 This is what happens when an S 
corporation loses its election and 
becomes a C corporation……

Tax Treatment/Status of Various Entities as 
An S Corporation:

1. Estate – Is an eligible shareholder in an 
S corporation without any effect on the S 
election as long as the estate is the 
actual shareholder. 

Death of An S Corporation Shareholder 
- Continued – Pg. 412 

2. Individuals – As long as the S corporation stock 

is distributed to US citizens or residents, the S 

corporation election is not affected. 

3. Partnerships cannot own S corporation stock.

4. The question of trusts is much more 

complicated and requires extra caution in 

estate planning. The trusts that qualify to 

become S corporation shareholders are:
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Death of An S Corporation Shareholder 
- Continued – Pg. 412 

 Grantor Trusts – A trust where the 
grantor retains certain powers to control 
trust property.

 It is acceptable as long as the grantor is 
a shareholder or US citizen or resident.

 Beneficiary Controlled Trusts – The 
beneficiary (deemed grantor) has certain 
powers to bypass the fiduciary.

 If the deemed grantor is a US citizen or a 
resident it is acceptable. 

Death of An S Corporation Shareholder 
- Continued – Pg. 412 

 Grantor Trust After the Death of Grantor 
– It is eligible for only 2 years after the 
decedent’s death unless it meets one of 
the other trust qualifications. 

 Testamentary Trust – is eligible for only 
2 years with the ability to qualify as an 
eligible subchapter S trust (QSST) or 
electing small business trust (ESBT).
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Death of An S Corporation Shareholder 
- Continued – Pg. 413 

 Qualified Subchapter S Trusts (QSST) –
this is a trust with certain unique 
features and must meet all six, very 
technical features identified on page 413.

 Please note that the IRS is very strict in 
requiring the trust to meet all of this 
features. 

 Electing Small Business Trusts (ESBT) –
This trust, too, also, requires strict 
adherence to the requirements listed on 
page 413.

Ten Ways That A Trust Can Trigger the 
Loss of An S Election – Not In Book

1. Trusts that are owned by more than one 

individual.

2. Foreign trusts.

3. Nonresident aliens  or US citizen renounces his 

or her citizenship. 

4. Nonresident aliens are beneficiaries of an ESBT 

or QSST entities. 

5. Charitable remainder trusts are not eligible 

shareholders. 
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Ten Ways That A Trust Can Trigger the Loss 
of An S Election – Not In Book - Continued

6. Even though IRAs are structured as trusts, an 

IRA is not an eligible S corporation shareholder.

7. Trusts that contain language in the trust 

document that may inadvertently make a trust 

ineligible. 

8. Defective elections in electing a QSST or EBST 

resulting from not following the strict 

requirements that I had previously mentioned. 

Ten Ways That A Trust Can Trigger the Loss 
of An S Election – Not In Book - Continued

9. “Decanting” of a trust and in doing so 

did not follow the strict requirements to 

make elections or follow the rules for a 

new trust.

10. Failure to make timely elections!!!
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Allocation of Income or Loss in Year of 
Death – Pg. 414

 A decedent’s share of income to the date 

of death must be reported on the 

decedent’s final tax return. 

 A pro rata allocation is used on a per-

share per-day basis.

 In general, an S corporation must allocate 

all items in identical proportions to each 

shareholder.

Allocation of Income or Loss in Year of 
Death – Continued - Pg. 415

 To accomplish this, a weighted average 
allocation formula is utilized to calculate the 
average percentage ownership of each 
shareholder for the year. 

 This formula does not change even if shares 
have been transferred during the year. 

 Instead a new weighted average calculation is 
computed. 

 See some excellent illustrations on pages 415 
and 416.
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Closing of the Books – Pg. 414

 The regulations allow an S corporation to elect to 

close its books when a shareholder completely 

terminates his or her shareholder interest. 

 This provision is ELECTIVE and requires the 

consent of all shareholders.

 The consent must be attached to the form 1120S.

 Pg. 414 illustrates the fact that the books can be 

closed upon the occurrence of five different 

events. 

Basis and Fair Market Value at Date of 
Death – Pgs. 416 & 417

 Since there is no termination of the 

existence of the corporation as a result of 

death, there is no transfer of property 

inside the corporation and, therefore, no 

change of basis or holding period. 

 The successor to the shareholder’s 

shares typically receives a date of death 

fair market value basis in the shares. 



11/3/2016

27

Basis and Fair Market Value at Date of 
Death – Pgs. 416 & 417

 Please note that a partnership unlike an S 

corporation allows an election to step up 

basis of its assets for the new partner. 

 The successor shareholder must reduce 

his or her stepped up basis to the 

inherited stock to the extent that the value 

of the stock is attributable to items in 

respect of a decedent (IDR).

S Corporation Election – Pg. 417

 We know this, but, an election MUST BE 

MADE.

 This is an area of high malpractice 

because….

 There is confusion that anyone can elect 

to be an S corporation.

 Not true.

 One must first form a limited liability 

company or a separate corporation. 
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S Corporation Election – Continued -
Pg. 417

 A partnership or a limited liability 

company can elect to be taxed as a S 

corporation by filing form 8832 with the 

first 75 days for the year in which the 

entity wishes to have the S corporation 

status. 

 To file the form 8832 a federal 

identification number is needed.

 However…..

S Corporation Election – Continued -
Pg. 418

 A practice of law such as filing the 

corporate documentation or limited 

liability company documentation by a  

non-attorney is essentially malpractice.

 To even assist a client to do it themselves 

is malpractice. 

 As practitioners we have a fiduciary duty 

to strongly advise the client not to do it 

themselves because………..
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S Corporation Election – Continued -
Pg. 418 and Not In Book

Some Common Pitfalls and Remedies

1. Partnerships that elect S status must 

immediately review and revise all 

agreements to prevent provisions that  

exist when they become a S corporation 

from terminating the election. 

2. The form 8832 is appropriate but has 

potential unforeseen problems, thus, use 

the form 2553

S Corporation Election – Continued -
Pg. 418 and Not In Book

3. If an limited liability company or 

partnership elects S status and causes 

the election to be terminated such as 

what we will discuss next, the entity does 

not revert back to a sole proprietorship 

or partnership but to a C corporation with 

all the extreme, negative tax 

consequences for the year of the 

violation. 
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S Corporation Election – Continued -
Pg. 418 and Not In Book

4. Thus, again, review all agreements so 

that a de facto (does not have to be 

actual) second class of stock is not 

inadvertently created with the resulting 

termination of S status.

5. A second class of stock is not 

necessarily a direct creation of a 

separate stock but can be anything that 

favors one shareholder over another 

such as…

S Corporation Election – Continued -
Pg. 418 and Not In Book

6. The form 2553, which is the preferable 

means of making the election, must be 

complete (review multiple times before 

submission) and timely received.

7. The form can be filed by either mail or by 

fax or BOTH because…and make sure 

you have proof.
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S Corporation Election – Continued -
Pg. 418 and Not In Book

8. IRS instructions for form 2553 provide 

that if you have not heard from the IRS 

after a certain period of time in the 

instructions, you are to contact them. 

 If this is the case, do so and keep a 

detailed activity record of what you did!

9. There are relief provisions as detailed on 

pages 418 through 421 but do not count 

on them unless you have to because..

Relief for Late or Defective S Elections 
– Pgs. 418 - 420

 The best way to invoke the relief provisions for 
late or defective S elections is to not to have to 
apply for them.

 They are not automatic except in one instances 
and, even then, taxpayers have had to often 
correspond at length with the IRS to obtain it.

 Note the reliance on inadvertence and 
reasonable cause on page 419. 

 There is an extreme burden on the taxpayer to 
prove these points and considering the mood of 
the IRS in its current, narrow interpretations of 
reasonable cause…..
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Relief for Late or Defective S Elections 
– Pgs. 418 – 420 - Continued

 The provisions apply to:

1. Failure to meet the eligibility requirements 
when the corporation filed form 2553 or

2. Late QSST elections or

3. Late EBST elections.

 A critical point is that the IRS cannot grant a 
relief if the election is more than 3 years and 75 
days late. 

 Note the two narrow areas for relief classified 
as late election, return not filed, and late 
election, return filed on page 420.

Partnerships – Proposed Regulations –
Pgs. 420 - 422

 Pages 420 through 422 detailed the new and 
important, proposed regulations under Section 
751(b).

 This is an excellent presentation. 

 These are critical and apply anytime a 
partnership distributes what are termed “hot 
assets” which are unrealized receivables and 
substantially appreciated inventory. 

 This includes what are termed disproportionate 
distributions on page 421.
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New Partnership Audit Rules – Pgs. 
424 - 426

 This is an excellent presentation that is 
briefly covered in my presentation of New 
Legislation. 

 This presentation gives a very detailed 
but understandable presentation of the 
new law which essentially eliminates the 
complex TEFRA rules after 12-31-17 and 
allows the adjustments to be made at the 
partnership level. 

Partnerships That Own a Disregarded 
Entity – Pg. 429

 Except for a single member limited 

liability company, which if has elected to 

be a corporation, any disregarded entity 

owned by a partnership subjects the 

partners to having their earnings from the 

disregarded entity subject to self-

employment tax. 

 This is a major change!
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Section 754 Election – Stepped Up 
Basis – Pages 430 - 437

 This is an excellent tax planning 
procedure which allows the partnership to 
essentially step up the basis of the assets 
of the partnership to conform with the 
outside basis of the partners. 

 This is an election and, accordingly, does 
not have to be made.

 However, the practitioner should be aware 
and consider the advantages. 

Tax-Exempt Update – Form 1023-
EZ – Pgs. 437 - 438

 Streamlined Application for 

Recognition of Exemption Under 

Section § 501(c)(3).

 Eligibility Worksheet – Figure 12.24

 Electronic Submission only

 Average processing time 13 days.

68
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Form 1023-EZ – Processing 
Issues – Pgs. 438 - 439

 Additional Review

– Errors in completion

– Name match List of Terrorist Groups

 Rejections

– Not eligible to use Form 1023-EZ

– Retroactive requirements not met

– EIN was not valid

69

Form 1023-EZ – NTA Criticism –
Pg. 439

 Articles of incorporation not required 

to be submitted

– No determination that the entity 

was organized for an exempt 

purpose

 No narrative of activities, no financial 

data, no substantiating documents, 

or any explanatory material.70



11/3/2016

36

Form 1023-EZ   - Pg. 440

 Post-determination compliance of EZ

– Random sampling of 990 filings

– Correspondence audit

 Future changes

– Additional information

– Enhance instructions

 5/26/16 – User fee reduced to $27571

Form 1023-EZ – Rev. Proc. 2016-5
Pgs. 440 -441

 Incomplete applications

– Return form and fee – can resubmit

– May request additional information

 Requests for additional information

– No response – close without fee refund

– IRS no longer suspending cases

– 7-step process – page 441

72
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Form 1023-EZ – Rev. Proc. 2016-5
Pgs. 441 - 442

 Revocation/modification of determination 

letters issued in error.

 Retroactive revocation/modification

– Change in law

– Omitted or misstated material fact

– Operated differently than represented

– Engaged in a prohibited transaction

73

Revocation/Modification of 
Determination – Pg. 442

 § 7805(b) relief from retroactive action

– Rev. Proc. 2016-1 procedures.

– If reversed, effective date as if no 

revocation/modification.

– Appeal procedures Rev. Proc 2016-5.

 If revoked for failure to file return/notice for 

3 consecutive years, cannot appeal.

74
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Revocation Procedures & PATH Act
Pgs. 442 - 443

 Expanded declaratory judgment rights

 Revocation if no longer qualifies

 Revocation process  

1. Letter 3618 – propose revocation

2. Form 6018 – Consent

3. Prepared admin record folder

4. Division Counsel review if unagreed

5. 90-day final adverse determination letter75

New Procedures - § 501(c)(4) 
Formations  Pgs. 443 - 444

 Notice of formation - 60 days of start

– Form 8976 – electronic only

 Create online account

 User fee of $50 thru pay.gov

– Name, date organized, state, purpose

– IRS must acknowledge receipt

– Non-filing penalty $20/day (to $5,000)

72
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Compensation vs. Dividends 
Pg. 585

Brinks Gilson & Lione a Professional Corporation

 Speaking of the pitfalls of a C corporation.

 Taxpayer paid its entire book income to 
compensation to its shareholder attorneys.

 During an audit, the IRS re-characterized some of 
the book income on the basis that amounts 
earned by non-shareholders and through capital 
is dividend income. 

 The Court agreed.

 My thoughts are…..

Corporate Officers Are Responsible 
Persons – Pgs. 585 & 586

Richard Schiffmann 

 The shareholder-officers of the corporation were 

personally responsible for the unpaid corporate 

taxes. 

 The reason was that the officer-shareholders 

held day to day management authority, check 

writing authority, and were aware of the unpaid 

taxes. 

 Thus, these reasons reflected that ……
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Nonprofit – Unincorporated 
Association – Pg. 587

Letter Ruling 2016-23-013

 Taxpayer was an unincorporated 

association that was formed to maintain a 

private road that is the common driveway 

to four homes.

 The home owners are required to 

maintain the private road because the 

local governmental unit will not. 

Nonprofit – Unincorporated Association –
Pg. 587 & 588 - Continued

 The organization formed the association because 
they must have a “single bill, single payer” 
system to a service provider who will maintain 
the road.

 The taxpayers requested a Section 501(c)(4) 
exemption as a social welfare organization. 

 The request was denied as the IRS ruled that the 
organization was formed to benefit only the 
members and there was little, if any, incidental 
benefit to the community. 

 Thus, the denial. 
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Guaranteed Payments – Partnerships –
Pgs. 588 - 590

CCA 2016-06-027

 The Chief Counsel has ruled that 
guaranteed partnership debt would be 
treated as recourse financing for 
purposes of applying the basis allocation 
rules. 

 This is a major ruling!

 It gives guidance on various scenarios. 

Working Interest – Oil & Gas – Self-
Employment Taxes – Pgs. 590 &591

Methvin

 Taxpayer tried an unique technique to avoid self-
employment tax on his 2 to 3% interests in 
various oil & gas investments. 

 Taxpayer made an election to exclude the oil and 
gas venture income from the subchapter K 
(partnership treatment).

 He did not receive a form K-1 but received the 
form 1099-MISC which is typical of reporting of a 
the results of a working interest. 



11/3/2016

42

Working Interest – Oil & Gas – Self-Employment 
Taxes – Pgs. 590 &591 - Continued

 The taxpayer argued that by making his 
election out of a partnership treatment for 
his oil and gas venture, the income was 
not subject to self-employment tax. 

 The Court said “nice try” but that the 
election out of partnership treatment did 
not affect the nature of the investment 
and, thus, is subject to self-employment 
tax. 

Shareholder Loans – Pgs. 591 & 592

Aleamoni 

 This case shows a recklessness by the 

taxpayers.

 Taxpayers created a family corporation. 

 Through attribution the corporation was 100% 

owned by all parties. 

 For many years the taxpayers loaned funds to 

the corporation and deducted the same amounts 

on their schedule C.
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Shareholder Loans – Pgs. 591 & 592 -
Continued

 The taxpayers argued that the C 

corporation was actually an alter ego of 

one of the spouses and that the payments 

to the corporation were actually expenses 

of the husband individually. 

 They also argued that the IRS could not 

challenge the deductions since they were 

not challenged earlier.

Shareholder Loans – Pgs. 591 & 592 -
Continued

 Both arguments are lame to say the least 

and the Court soundly rejected both 

arguments.

 Let us remember what the Indopco case 

stated when…….and its application to this 

case. 


