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Very special thanks to Don Overstreet, EA, for his technical review of 
the text and valuable suggestions in making it more readable. 

As always, thanks to my proofreaders Susan Anderson, EA Gayle 
Sheeley, Mary Sheeley EA, Marta Milczarek-McDonald, EA,  

Michelle McBride, EA, and Marie Zumwalt, EA 

AUTHOR’S NOTE: The purpose of this seminar is to present and discuss 
selected issues related to the operation of Corporations which elected taxation 
under sub-chapter S of the Internal Revenue Code.  Some of the issues 
presented deserve their own three-hour seminar.  Further, a course of this 
nature does not allow a comprehensive presentation covering all possible 
scenarios related to the subject matter presented.

SUPPLEMENTAL MATERIAL: Throughout this text I will reference external 
articles and miscellaneous documents.   In the past, the author needed to pick 
and choose what supplemental materials to provide, balancing education needs 
with reproduction costs and manageability of the handouts. 

In order to provide you with a maximum of supplemental materials and introduce 
you to the use of so-called client portals in your practice, I have made a portal 
available in our secure file room.  This portal contains all of today’s referenced 
hand outs and a copy of this presentation.  To access the portal, navigate to this 
webpage: 

https://johnsheeley.SecureFilePro.com 
(Click on "Documents from Preparer" folder on the left side panel) 

Your username is:  ScorpCE 
Your password is: Taxis#1 

Due to digital delivery of materials by the Michigan Society of Enrolled Agents, 
the portal material is also included on your USB drive.
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Refresher of the Basics 

Nolo’s Plain Law Dictionary defines a corporation as “A legal structure 
authorized by state law that allows a business to organize as a 
separate legal entity from its owners. A corporation is often referred to 
as an "artificial legal person," meaning that, like an individual, it can 
enter into contracts, sue and be sued, and do the many other things 
necessary to carry on a business. One advantage of incorporating is 
that a corporation's owners (shareholders) are legally shielded from 
personal liability for the corporation's liabilities and debts (unpaid taxes 
are often an exception) 1 

As tax professionals, we often refer to “C” Corporations and “S” 
Corporations as if these were two distinct forms of legal entity.  In 
reality, an “S” Corporation refers to a special election available to small 
corporations which allows them to be taxed under Subchapter “S” of 
the Internal Revenue Code.  But under the law, a corporation is a 
corporation is a corporation. 

Corporations which properly elect and are approved for taxation under 
Subchapter S pass corporate income, losses, deductions and credits 
through to their shareholders for federal tax purposes. Shareholders of 
S corporations report the flow-through of income and losses on their 
personal tax returns and are assessed tax at their individual income 
tax rates. 2 

Why choose an “S” Corp? 

An “S” Corp offers a single level of tax.  This is referred to as a “pass 
through” entity.  The corporation will generally3 not pay income tax, but 
rather the profit or loss and other attributes are included on the tax 
return(s) of the shareholders.  A “C” Corp may encounter double 
taxation, in that when it distributes earnings to shareholders in the form 
of a dividend, these payments are not deductible by the corporation 
while they are taxable to the shareholder. [Note that some states and 

1 http://www.nolo.com/dictionary/corporation-term.html 
2 http://www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/S-Corporations 
3 Internal Revenue Code Section 1379 
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certain localities, such as New York City, do not recognize “S” 
elections]. 

One might also elect S status if the corporation is a Personal Service 
Corporation (PSC).  A corporation is a personal service corporation if 
it meets all of these criteria4: 

1. The Corporation’s principal activity is performing personal
services in the fields of accounting, actuarial science,
architecture, consulting, engineering, health (including
veterinary services), law, and the performing arts.

2. Its employee-owners substantially perform the services
mentioned above. This requirement is met if more than 20% of
the corporation's compensation cost for its activities of
performing personal services during the year is for personal
services performed by employee-owners.

3. Its employee-owners own more than 10% of the fair market
value of its outstanding stock5.

A personal service corporation’s profits are subject to a flat 35% federal 
income tax. Of particular interest to enrolled agents is the tax court 
decision in Rainbow Tax Service, Inc. v. Commissioner of Internal 
Revenue6, which held that tax return preparation and bookkeeping 
services  constitute accounting services for purposes of IRC section 
448(d)(2). 

S-Corp losses are passed through to the shareholder(s) and are
treated as ordinary loss.  In the case of a “C” Corp these losses are
carried forward either until the corporation incurs taxable income or 20
years, whichever comes first.

4 Internal Revenue Code Section 269A(b) 
5 Internal Revenue Code Section 469(j)(2) 
6 Rainbow Tax Service, Inc,, 128 T.C. No. 5 (2007) 
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Some disadvantages to the “S” election include: 

1. The 50%/75%/100% exclusion of gain on the sale of “qualified
small business stock” under Internal Revenue Code section
1202 is not available to S-Corps.  The ultimate exit strategy of
the client needs to be considered here.

2. While not deeply addressed in this seminar, the deductibility of
fringe benefits of S-Corp shareholders owning more than 2% of
the stock of the corporation is  limited, while there are few
restrictions on the deductibility of fringe benefits for shareholder-
employees of “C” corps.

3. Uncertainty of the tax treatment of health insurance for greater
than 2% shareholders after December 31, 2015.7

4. Stock in an “S” Corp can only be transferred to eligible
shareholders (US resident individuals or Citizens, estates,
certain trusts, certain pension plans and certain charities).

5. The “S” corp. cannot have more than 100 shareholders, although
there are some approved holding company structures which can
circumvent this8 9.  These restrictions can limit the sources of
capital for the corporation.

6. In a “C” Corp, profits can be held, within some limits10, until the
shareholder is in a lower tax bracket. With an S-Corp, income is
passed through to the shareholder(s) each year regardless of
whether distributed or not.

7 Notice 2015-17, question 2 
8 Rev. Ruling 94-43 
9 Letter Ruling 8536017 (1985) 
10 Internal Revenue Code Section 531 
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To qualify for S corporation status, the corporation must meet the 
following requirements: 

1. Be a domestic corporation;

2. Have only allowable shareholders including individuals, certain
trusts and estates. They may not include partnerships,
corporations or non-resident alien shareholders;

3. Have no more than 100 shareholders;

4. Have one class of stock;

5. Not be an ineligible corporation i.e. certain financial institutions,
insurance companies, and domestic international sales
corporations.
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Error #1:  Failing to Properly Elect 

As practitioners we have all experienced the ‘your corporation does not 
have a valid ‘S’ election in effect’ letter.  When else would the election 
come under scrutiny by the Internal Revenue Service?   It is one of the 
first items an examiner should check.  Internal Revenue Manual 
Section 4.35.2.2.2.C states to the examiner: 

S corporation election -- The election should be reviewed to 
verify that (1) all shareholders at the date of the election signed 
the election and that the number of shareholders at the date of 
the election did not exceed the maximum number of 
shareholders, (2) all shareholders were individuals who were 
U.S. citizens or residents, estates, certain types of trusts, IRC 
section 501(c)(3) organizations or employee stock ownership 
plan (ESOP), (3) the corporation has only one class of stock and 
(4) the corporation is not an ineligible corporation as defined in
IRC section 1361(b)(2). 11

Failure to properly elect 

In order to elect S corporation treatment, the corporation must 
submit Form 2553, Election by a Small Business Corporation, signed 
by all the shareholders. This form is due by the 75th day of any 
subsequent year. 

A proper election made within the first 2 ½ months (actually 75 
calendar days) of the corporation’s tax year is effective from the first 
day of that year.   

An election made after the first 75 days of the corporation’s tax year 
will become effective the first day of the SUBSEQUENT tax year. 

The Form 2553 must be signed by all shareholders holding shares at 
the time of the election. 

11 http://www.irs.gov/irm/part4/irm_04-035-002.html or section 4.35.2.2.2.C of the Internal Revenue 
Manual as available on August 31, 2016
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Failure to timely elect 

Generally speaking, no new client will arrive at your office and 
announce, “Hi, I failed to file form 2553 three years ago.  Can you 
please read the relevant literature and resolve the matter for me before 
we file my tax returns?”  Rather, the new client arrives at your office 
and announces they need you to prepare their “S-Corp taxes”, or that 
“my attorney incorporated me”.  My current favorite statement is “I went 
to Legal Zoom…..” 

Usually, the tax professional learns that the Corporation failed to timely 
file the “S” election either when the irate client comes into the office 
with a rejected income tax return filing and a letter entitled “Notice of 
Invalid S-Election”, or when the e-filed tax return or extension is 
rejected due to a ‘database mismatch”. 

At this point the client has two choices: 

1. Re-file the rejected tax return as a “C”-Corp.  In this case, the
client will likely also need to file the subsequent year as a C-Corp
too.  This is because assuming the rejected return is for tax year
2015 and was filed by March 15, 2016, the client learns of the
invalid S-Election too far into 2016 to elect for 2016.

2. Request relief from the Internal Revenue Service by requesting
so-called “late election”.   Prior to September, 2013, there were
FIVE revenue procedures to consider for relief when presented
with an invalid S-Election.  Effective with the release of Revenue
Procedure 2013-30, the IRS updated and consolidated the
procedures for requesting relief for a number of missed-deadline
elections related to sub-chapter S-Corporations.

Most paid research services contain a complete set of Revenue 
Rulings.  Alternatively, you can Google “Revenue Ruling 2013-30” for 
a copy of the Ruling.   A copy of the 30-page ruling is available in the 
portal.   Pages 12 and 13 contain useful flow-charts for understanding 
how Revenue Procedure 2013-30 can assist you. 
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If the Corporation does not qualify for any of the automatic relief 
provisions discussed in Revenue Procedure 2013-30, or if automatic 
relief is subsequently denied, the shareholders can pursue a private 
letter ruling.  A private letter ruling (PLR) is a written response by IRS 
Chief Counsel to a taxpayer providing interpretation of tax law to a 
specific set of facts provided by the taxpayer.  A PLR can also be a 
request for relief of a late election.  In either case, if the taxpayer fully 
and accurately describes the situation, the PLR is binding on the IRS 
for the taxpayer making application for the PLR.  The PLR is not a 
precedent and not binding on other taxpayers. 12These can be 
expensive both for the professional preparation of the case and the 
filing fee to the Internal Revenue Service.  (The fee for a Private 
Letter Ruling in this case is potentialy $28,300 for requests 
received after February 1, 2017.13)  Internal Revenue Bulletin 
2017-1 includes a sample format for a Private Letter Ruling 
and a checklist to help ensure completeness. The December 
2010 NATP Taxpro Monthly contains an excellent article on 
Private Letter Rulings (a copy can be found on the portal). 

12 NATP Tax Pro Monthly, December 2010, National Association of Tax Practitioners, Inc. 
13 Internal Revenue Bulletin 2017-1. These fees are subject to change each year, and the practitioner is 

advised to confirm the most recent fee prior to submitting the request for a Private Letter Ruling. 

Portal: We won’t spend time on the mechanics of preparing one of these letters.  A 
completed case is included in the portal for your reference. 

Portal: I placed a copy of Revenue Ruling 2013-30 in the portal for your convenience. 
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BEST PRACTICE:  Using the text of the applicable section of the Revenue Ruling, cut 
and paste the requirements into your letter requesting relief. The Service employee 
assigned to review your client’s request for relief case may not have the time to check 
every fact, or even to review the Revenue Ruling to refresh themselves on the facts.  The 
most successful letters: 

o First, outline the problem and explain the outcome you desire

o Identify the part of the Internal Revenue Manual or Revenue Ruling that
allows the relief

o Lists each of the requirements to obtain the relief, and explains how the
taxpayer has met that relief – don’t expect the Service employee to draw
the conclusion, you need to tell them! (This is what Adam Schiff always
told Jack McCoy about juries, anyway).

o Include a Power of Attorney

o Identify all attachments (Exhibit A, etc.) and reference the attachments
from your letter

o Close the letter with an offer that the agent can call you – sometimes a
fax or phone call can resolve a misunderstanding

o Send the letter Certified Mail, Electronic Return Receipt or through a
service from a Designated Private Delivery Service which qualifies as
proof of delivery.

o Contact Practitioner Priority Service (1-866-860-4259 option 3) in about
21 days to ensure the item is received and assigned to an examiner

o Contact Practitioner Priority Service 4 weeks after that call to obtain the
status of the case.  If you are not satisfied with the status, ask for a
‘referral ’.
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BEST PRACTICES FOR NEW CLIENTS:

 Your permanent file for an S-Corp client must include
copies of the S-Corp approval letters, or some similar
evidence.

 Do not prepare a tax return (or even prepare extensions!)
until you confirm if the Corporation possess valid S
Elections with the Internal Revenue Service and other
jurisdictions.

 You should not take the client’s word for what type of entity
they operate, or what elections are in effect.

 What protection does your S-Corp engagement letter
provide for in these matters?  Silence is not always golden.
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Error #2:  State Election Issues 

While state income tax issues are outside the scope of this course, the 
CE rules allow for small mentions of directly related State issues.   

Most states with a corporate income tax require a SEPARATE election 
be filed.  Some simply honor the federal election.  It is easy to forget 
these requirements when the practitioner lives in a jurisdiction with no 
personal income tax.  Further, some cities impose their own corporate 
income tax on corporations. 

The practitioner should have frank discussions with their clients, and 
educate them about potential tax issues when conducting business 
outside their home state.  Once the practitioner is aware of activity 
outside the home state, research should be conducted to assist the 
client in qualifying in the other jurisdiction, as well as filing the proper 
tax elections and tax returns.  Failure to do so could result in tax 
professional liability.  Your engagement letter should address the 
determination of where the client is conducting business. 

As an example, our current entity engagement letter includes the 
following clause: 

We will prepare the company’s 2016 federal tax return, and tax 
returns for the state and local taxing authorities in which the 
company is incorporated in (collectively, the “returns”) during 
2016.  This engagement pertains only to the 2016 tax year, and 
our responsibilities do not include preparation of any other tax return 
years that may be due to any taxing authority. Our services are not 
intended to determine whether you have filing requirements in other taxing jurisdictions than 
the one(s) you have informed us of. Our firm is available under the 
terms of a separate engagement letter to provide a nexus study that 
will enable us to determine whether any other state tax filings are 
required.  We are responsible for preparing only the returns referenced 
above.  The company is responsible for providing us with all 
information necessary to identify all states and localities in which it 
conducts business or derives income.  If the company has tax filing 
requirements in a given state or local municipality but does not file that 
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return, there could be possible adverse ramifications such as an 
unlimited statute of limitations, penalties, etc. 

Error #3 Engagement Letter? What Engagement Letter? 

The practitioner is well advised to have some sort of document 
memorializing the engagement of preparing the S-election  for a client. 
While beyond the scope of this course, the document might confirm 
any discussions you have with the client to arrive at why the S-Election 
was chosen.  The document should further outline who was mailing the 
election  documents and recommending the mailing methodology. 

The practitioner should CERTAINLY have a well-written engagement 
letter with respect to any work on a client’s late S-election.  That 
engagement letter should detail how the client arrived at their situation, 
and further, clearly outline the implications of the Internal Revenue 
Service’s failure to grant late election relief.  Although it goes without 
saying, the practitioner should never make representations that the 
relief will be successful.  Get a down payment, and receive payment in 
full before filing the documents. 
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Error #4- Violating the One-class of stock rule 

Internal Revenue Code Section 1361(b)(1) (D) prohibits an “S” 
Corporation from having more than one class of stock.  A corporation 
will not have more than one class of stock if all of the shares of stock 
confer identical rights of distribution and liquidation.  Note that unequal 
voting rights will not by themselves violate the one-class-of stock 
requirement.   

Here are some common elements of shareholder agreements which 
could cause the corporation to have two classes of stock, and 
inadvertently terminate their S-Election: 

1. Sale of shares for a price that is significantly above or below the
fair market value of the shares on the date of sale.

2. Placing restrictions on the distribution or liquidation rights of
some shareholders.

3. Put rights requiring the corporation to buy out some
shareholders, but not others.

4. Issuing options and warrants on the stock that do not meet the
guidelines of Rev. Rul. 67-269.

AUTHOR’S NOTE: Preparation of late S elections requires 
research, planning and extra effort.  You did not make this 
problem for the client, so you should not feel guilty being 
compensated for your work.  You should consider what your 
hourly rate will be for specialized work like this.   That rate 
should exceed what you earn for income tax preparation.
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Error #5 Ignoring the below-market rules on 
Corporation/Shareholder loans 

Internal Revenue Code Section 7872 states that with respect to related 
party loans, adequate interest needs to be charged, otherwise it must 
be imputed. 

The good news is that the Sec. 7872 imputed interest rates do not 
apply to loans between an employer and an employee, or a corporation 
and a shareholder if the aggregate amount does not exceed $10,00014 

The bad news is that once these rules apply, they continue to apply 
once the balance falls below the $10,000 threshold 15 

This foul-up by itself could occupy a three-hour seminar.  Here are 
some points to consider: 

All loans to or from the shareholder require written proof of 
indebtedness.  Ideally, this is done contemporaneously to the loan. 

If the aggregate loans exceed $10,000, you must impute interest using 
the Applicable Federal Rate tables.   

Ideally, at the time the loan is written the Applicable Federal Rate 
should be determined, and at least that rate should be charged on the 
loan. 

A loan from a shareholder to an S-Corporation is not as detrimental as 
one would think.  While the shareholder needs to record interest 
income on their personal income tax return, the corporation will record 
an offsetting deduction for interest expense.  Assuming that the 
shareholder has sufficient basis in the shares, the net result to adjusted 
gross income could be $0. 

Loans to shareholders encounter complicated treatment.  The 
treatment is dictated by the percentage of stock the shareholder 
controls and the level of services the shareholder provides to the 

14 Internal Revenue Code Section 7872(c)(3)(A) 
15 Internal Revenue Code Section 7272(f)(10) 
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corporation.  Suffice it to say that if you have a below-interest loan to a 
shareholder, you need to  research the treatment of the loan.  However, 
if the written agreement provides for interest at the Applicable Federal 
Rate, these complexities are generally avoidable. 

Error # 6: Incorrectly Calculating Shareholder Basis 

Why calculate it at all? 

Each shareholder in a subchapter S-Corporation needs to keep 
detailed records of his or her investment in the corporation.  These 
investments of capital and loans are used in the calculation of the 
shareholder’s basis in their stock of the corporation.  I searched for an 
elegant definition of “basis” in the Internal Revenue Code and 
regulations, and came up empty.  I can offer this: “Value of an asset, 
used for computing gain or loss when the asset is sold.  It usually 
equals the asset’s purchase price, less accumulated depreciation.” 16  

Shareholders are permitted to deduct from their adjusted gross income 
certain losses and deductions passed through to them on Schedule 
K1.  These losses are limited to the extent of their stock and loan basis 
in the corporation. 17 

A non-dividend distribution paid from an S-Corporation is nontaxable 
to the extent of the shareholder’s stock basis.18 

If a shareholder disposes of their stock in the S-Corporation, the gain 
or loss on the disposition is calculated using the shareholder’s stock 
basis. 

16 www.businessdictionary.com September 25, 2012 
17 IRC 1366(d)(1) 
18 IRC 1366(b)(1) 
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Calculating Stock Basis 

The calculation of a stockholder’s basis begins with their initial 
contribution of capital, or in some cases their purchase price paid for 
the shares.  Each year, the shareholder will adjust their basis as of 
December 31 (or other year-end for the S-Corp).  The ordering rules 
for the basis calculations are as follows:19 

1. Increase basis by the shareholder’s proportionate share of 
income, including tax-exempt income.

2. Decrease the basis by property and cash distributions.

3. Decrease by the non-deductible expenses such as fines, 
penalties and the non-deductible portion of meals and 
entertainment.

4. Decrease by any other losses and deductions reported on 
schedule K1. 

It is important to note that stock basis can be reduced to zero, but it 
can never be reduced below zero.  Any non-dividend distribution in 
excess of stock basis is reported as a long-term capital gain in the year 
of distribution.20 

If the current year’s losses and deductions exceed the shareholder’s 
stock basis, they can still be deducted to the extent the shareholder 
has any loan basis.  Finally, losses and deductions in excess of both 
stock and loan basis are suspended and carried over to the 
subsequent year. 

Every transaction of an S-Corporation affects shareholder basis. 

19 Reg. Sec. 1.1367-1(f) 
20 IRC 1368(b)(2) 
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Election Under Reg. 1.1367-1(g) 

A shareholder can choose to make an election under Reg. 1.1367-1(g) 
to change the ordering of events in their basis calculation. 

This election allows the shareholder to reduce their stock basis first by 
the deductible losses and deductions before decreasing their basis by 
non-deductible expenses.21 

The effect of this election is that if non-deductible expenses exceed 
both the shareholder’s stock and loan basis, the excess retains its 
character and carries to the next tax year.  When the election is not 
made, any excess non-deductible expenses are not suspended or 
carried to the subsequent year but are lost instead. 

Calculating Loan Basis 

The calculation of a stockholder’s loan basis begins with a bona-fide 
loan from the shareholder to the S-Corporation.  As we already 
discussed, this involves a written note, hopefully carrying interest at a 
rate equal to or exceeding Applicable Federal Rate. 

Some important considerations with respect to loan basis: 

1. Once stock basis is reduced to zero, losses and deductions 
passed through on the Schedule K1 will reduce loan basis.

2. As with stock basis, loan basis cannot drop below zero.

3. If deductible losses exceed the shareholder’s loan and stock 
basis, the difference is carried over.

4. If loan basis has been reduced due to losses and deductions, 
any net increase on a future year K1 is allocated first to loan basis. 

21 Reg. 1.1367-1(g) 

Note that third party loans to the Corporation which the shareholder “personally 
guaranteed” DO NOT increase the shareholder’s stock or loan basis. 
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(increasing it) before the pass-through income increases the 
shareholder’s basis in stock. 22 

5. A net increase due to pass-through income is first allocated to
the loan basis BEFORE any repayment during the year is taken
into account. 23. These loan repayments will be allocated in part
of a return of basis, and partially to the receipt of income.  This
income is treated as a long-term capital gain.

22 Reg. 1.367-2(c) 
23 Reg. 1.367-2(d)(1) 

PRACTICE TIPS: It is incumbent upon the shareholder, and 
not the corporation, to calculate and maintain documentation to 
support both the shareholder’s stock basis and loan basis.  The 
tax practitioner cannot simply assume that all losses are 
deductible, and that all distributions are not taxable. 

Further, as outlined above, a return of capital, even for the 
face value of a notice, can result in taxable income. 

Be sure to obtain and retain in your permanent file a copy of 
all written loans agreements the client enters into.  
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A simple basis example 

In 2012, Don formed a New York State Corporation.  He timely files 
both the federal and New York State subchapter “S” elections. 

Don capitalizes the corporation by making a $5,000 payment in 
exchange for 100 shares of stock.  He quickly realizes that the 
Corporation is undercapitalized, and on July 1, 2012, he loans the 
Corporation $10,000.  Don evidences the loan by executing a note 
which carries the proper amount of interest for a related-party loan. 

When the 2012 corporate tax return is prepared, it shows an ordinary 
loss of $8,500 (box 1 of the Form K1).  After carefully computing the 
worksheets, Don decides he can deduct $8,500 on his 2012 form 1040: 

1. He reduced his stock basis from $5,000 to $0.
2. He reduced his loan basis from $10,000 to $6,500

During 2013, the Corporation passed the following through to Don on 
his Form K1: 

1. Ordinary income of $2,000, shown in box 1 of the Form K1

2. Interest income of $100 shown in box 4 of the Form K1

3. $200 of non-deductible expenses in box 16 C (his share of
penalties!)

4. Distribution of $500, shown in box 16, item D

5. Principal loan repayment of $1,000, also shown in box 16,
item E

At the end of 2013, Don’s stock basis is $0, and his loan basis is 
$7,250.  The distribution is not taxable. The loan repayment results in 
a $350 gain. 
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Error #7: Failure of Shareholders to take “Reasonable 
Compensation” 

Sole proprietors, partnerships, and limited liability companies are in the 
unenviable position that their entire flow-through income is subject to 
social security (FICA) and Medicare tax. For 2016, that tax totals 
15.3% of the first $118,50024.  The flow-through earnings of a 
subchapter S-corporation are not subject to social security and 
Medicare tax.  Rather, the earnings and other attributes are reported 
directly on the shareholder’s tax return25.  Potentially then, the taxpayer 
could save $18,130.50 of FICA tax, not to mention 2.9% of Medicare 
tax, if their earnings exceed $118,500.  The genesis of this valuable 
tax break for S-corps is found in Revenue Ruling 59-221, which held 
that a shareholder’s pass-through share of S corporation income is not 
treated as self-employment income. 26  Unfortunately, this is a section 
of tax law that ALL of our clients take advantage of.  

Why must I take a salary at all? 

We as practitioners are faced with the conundrum that while the client 
seeks to minimize their tax liability, there is now a body of governing 
authority which not only supports the need for the shareholder 
providing services to the corporation to take a salary, the authority 
offers some guidance into the Service’s thinking in these calculations. 

The IRS began to look at reasonable compensation, or at least the 
failure to take any wage at all, in 1974.  In Revenue Ruling 74-4427, the 
Internal Revenue Service imputed the payment of “reasonable” 
salaries to the officers of an S-Corp which paid dividends (and no 
compensation) to the two shareholders who provided services to the 
corporation. 

There was no additional evolution in this area until 1989, when the IRS 
won the decision in Radtke28.  Radtke was the sole shareholder of a 

24 Sec 1402(a) 
25 Sec. 1366 
26 Rev. Rul. 59-221, 1959-1 C.B. 225 
27 Rev. Rul. 74-44, 1974-1, C.B. 287 
28 Joseph Radtke, S.C., 712 F. Supp. 143 (E.D. Wis 1989) 
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law firm which elected taxation under subchapter S.  All of the 
taxpayer’s professional services were performed for the corporation, 
but he took no compensation for the year under audit. He did withdraw 
$18,225 of dividends/S-earnings. 

The IRS argued that dividends represented disguised wages since 
they were paid for services.  The IRS further argued that these 
payments were subject to payroll taxes.  In affirming the IRS’ position, 
the district court added “where the corporation’s only director had the 
corporation pay himself, the only significant employee, no salary for 
substantial services…. [h]is dividends functioned as remuneration for 
employment.” 

The following year, the Ninth Circuit Court of Appeal took up the issue 
and broadened the line of reasoning in Radtke in the Spicer 29 decision. 
Spicer Accounting was a corporation with an “S” election in effect. 
Spicer, a CPA, and his wife were the corporation’s shareholders.  Mr. 
Spicer was the lone accountant of Spicer Accounting.  Conveniently, 
he was also the president, director and treasurer.  Spicer worked 
approximately 36 hours per week for Spicer Accounting. 

Spicer ‘donated’ his time to Spicer Accounting for no compensation.  In 
exchange, he withdrew all his earnings as “dividends” or “distributions”. 
In overturning this arrangement, the Ninth Circuit looked at these 
factors: 

1. Section 3121(d), which defines an employee for payroll tax
purposes as “any officer of a Corporation”.  Regulations
31.3121(d)-1(b) narrows this a bit by adding an exception for an
officer who “…does not provide any services, or performs only
minor services”.

2. The Court held that Spicer’s services were substantial since he
was the Corporation’s only CPA.  Only he could sign tax returns
and perform attest functions.

29 Spicer Accounting Inc, 918 F.2d 90 (9th Cir. 1990) 
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3. Finally, the court concluded the distributions were wages since 
“...a corporation’s sole full-time worker must be treated as an 
employee”.30 

 
Armed with these wins, the IRS looked to attack the “independent 
contractor” argument.  You likely see this in your practice: the 
shareholder who “1099s himself”. 
 
In Joseph M. Grey Public Accountant, P.C.31, Grey was a CPA and 
sole-shareholder of the accounting firm.  As in other cases, he took no 
salary even though he rendered “significant services”.  Unlike the other 
cases, he chose to report the payments on a form 1099-MISC.  The 
Tax Court found for the IRS and ruled that the corporation owed payroll 
taxes on the amounts paid to Grey. 
 
It should be noted here the significant contributions that Joseph Grey 
made to the Internal Revenue Service’s body of substantial authority 
in the area of reasonable compensation.  It seems Mr. Grey was an 
expert of sorts in helping his clients minimize their federal income tax 
liability by organizing their businesses as S-Corps.  After Mr. Grey's 
defeat in the Tax Court, the IRS took issue with many of his clients.  In 
the end, six of his clients,32 representing various industries, ended up 
at the Tax Court.  In all of these decisions, the basic fact pattern was 
the same:  S-Corporations having shareholders who provided 
substantial services to their corporations and received no 
compensation. 
 
In the cases above, the fact patterns have been clear cut, with no 
compensation being taken by the shareholder providing substantial 
services.  If you take nothing else from this seminar, please remember 
there is substantial authority in place supporting the Internal Revenue 
Service’s contention that officers providing services to corporations in 
which they provide substantial services must receive compensation in 
the form of W-2 wages. 

                                                 
30 Spicer Accounting Inc, 918 F.2d 90 (9th Cir. 1990) 
31 Joseph M. Grey Public Accountant, P.C. 119 T.C. 121 (2002) 
32 See Veterinary Surgical Consultants, P.C., 117 T.C. 141 (2001), Mike J. Graham Trucking, Inc. T.C. 
Memo 2003-49, Superior Proside, Inc., T.C. Memo 2003-50; Specialty Transport & Delivery Services, Inc, 
T.C. Memo 2003-51;l Nu-Look Design, Inc., T.C. Memo 2003-52, aff’d, 356 F.3d 290 (3d Cir. 2004); 
Water-Pure Systems, Inc., T.C. Memo 2003-53 
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There are two more important tax court cases which contribute to the 
substantial authority the Internal Revenue Service relies on when 
seeking to treat payments to shareholdersas compensation 

In these cases, the corporations were already paying some wages to 
the affected shareholders.  Therefore, the Internal Revenue Service’s 
burden of proving the shareholders were employees under IRC 3121 
and the related regulations was already met. 

Jeffrey Dahl was a CPA with twenty years’ experience.  Dahl was the 
shareholder of JD & Associates,33 an accounting firm taxed as an S-
Corporation. 

Dahl was responsible for the business functions you would expect: 
hiring and firing of staff, payment of bills, preparation of the Firm’s 
income tax returns; review of the tax returns prepared for clients by his 
staff and maintaining the company’s records.  Dahl drew a salary of 
$19,000 in 1997; $30,000 in 1998; and $30,000 in 1999.  During those 
same years, Dahl took distributions from the S-Corp of $47,000, 
$50,000 and $50,000, respectively. 

The methodology employed by the IRS and its expert witness could fill 
a three-hour course by itself.  The core take-away is that in JD & 
Associates' case, the Court arrived at three factors by which 
reasonable compensation could be calculated: 

1. Employee performance (meaning the shareholder)
2. Salary comparisons (within the industry and local market)

33 JD & Associates, Ltd, 3:04-cv-59 (D.N.D 2006). 

PRACTICE TIP:  After discussing these matters with your clients, 
be sure to ‘memorialize’ the conversation with an e-mail or better a 
letter.  While none of us are comfortable confronting our clients (they 
do pay the bills after all), you need to protect your practice and your 
assets.  Surely if the client found himself with a $100,000 liability for 
unpaid payroll tax, interest and penalty s/he would confront you. 

www.taxpracticepro.com 
© 2017 Tax Practice Pro, Inc.

28 August 29, 2017 
Michigan Society of Enrolled Agents 



 

  

3. Company conditions (profitably compared to its local peer group 
etc.) 
 
In the end, Mr. Dahl’s distributions we re-classified as follows: 
 

Year Original Distribution Reclassified to Wages 
 

1997  $47,000  $42,817 
1998  $50,000  $33,072 
1999  $50,000  $35,582 
 

After the findings in JD & Associates, the Internal Revenue Service 
released Fact Sheet 2008-25, reproduced at the end of this text.  The 
service also updated the Notice CP-575, which notifies an entity of its 
Federal Employer Identification Number or FEIN. The revised wording 
strongly reminds officers of corporations that if they provide services, 
they must take compensation. 
 
The last case we’ll discuss is also a CPA who also took some salary.  
The matter of Watson was one of the more publicized and discussed 
tax cases in recent memory.  It is important to note that this decision 
was rendered in 2010, although the years at issue were 2002 and 
2003. 
 
Like Grey and Dahl, David Watson was a CPA.  He was the sole 
shareholder of DEW PC, a subchapter S-Corporation which in turn was 
a shareholder in LWBJ, a successful regional accounting firm.  During 
2002 and 2003, the Iowa firm of LWBJ exceeded $2,000,000 in 
revenue. Watson worked basically full-time for DEW PC. 
 
As the sole shareholder of DEW PC, Watson set his salary at $24,000 
per year.  For 2002 DEW PC received $203,651 from LWBJ.  In 2003, 
DEWPC received $ 175,470 from LWBJ.  In the end, the Court sided 
with the IRS’ expert, who arrived at a salary of $91,044 for both 2002 
and 2003. 
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The Important Lessons from the Reasonable Compensation 
Cases 

Service Business vs. Capital Intensive 

Most of the reasonable compensation cases to date have centered on 
professional service firms with a small number of shareholders. 
Clearly, the so-called tax-gap is most abused by small, closely held 
companies.  More importantly, with these service companies it’s clear 
that the skilled professionals are the drivers of the income and profits. 
Capital intensive companies, companies which produce items for sale, 
and companies with more diverse ownership may be able to support 
lower officer salaries.  I hope you agree though that $0 is not defensible 
in nearly any situation where the shareholder is drawing money from 
the corporation. 

Employee Qualifications, Responsibilities and Time Working in the 
Business 

The current authority in these reasonable compensation cases has not 
addressed issues such as: 

1. The semi-retired owner
2. The shareholder who serves as an advisor, for example a board

member who provides no services

Of course, more industry knowledge and experience may require a 
higher salary than the industry average. 

Compensation as Compared to non-Shareholder employees 

Even though Dahl was in North Dakota and Watson in Iowa, these 
CPAs with twenty years’ experience, working full time at their firms, 
were taking salaries at less than what they were likely paying recent 
college graduates. 

www.taxpracticepro.com 
© 2017 Tax Practice Pro, Inc.

30 August 29, 2017 
Michigan Society of Enrolled Agents 



What Comparable Businesses are paying for the same Services? 

Many websites, including the Bureau of Labor Statistics, offer tools to 
offer average salaries for many occupations.  While this can’t be the 
end-all determinant, it can certainly help with “reality checks” for your 
clients. 

The website www.reasonablecompensation.com claims that “for tax 
advisors, our accessible tool delivers defensible, high-quality 
reasonable compensation opinions that factor in all variables related to 
tax—like distributions, non-owner compensation, and bonus 
depreciation. All formulas are based in court cases and tax code. Each 
opinion is verified by an expert CPA to render the most accurate 
opinion possible, unlike the uncorroborated output of online 
salary calculators”. For $85 they will issue a reasonable 
compensation opinion in writing. It does not seem reasonable to 
fail toassist your client in obtaining such a report. 

Compensation compared to Distributions 

It’s interesting to note that in Watson, even after the IRS adjustment, 
more than half of his compensation was not through wages.  There 
isn’t a one-rule-fits-all-formula, despite what you read on LinkedIn. 

PRACTICE TIP:  Document, document, document.  Not everyone 
who comes in the door is fit to be your client.  Review the prior year 
returns.  Ask about officer compensation.  If the company is 
profitable, the officers are taking distributions, but not salary, discuss 
it with the owners.  If the shareholders don’t plan to ever take 
compensation, seriously consider whether you will accept them as 
clients. 
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2016 Report for Vernon Hightower - Bluebonnet Tavern

Your estimated annual base salary: $116,115

Thank you for entrusting Sam Miller of Miller & Associates, PC with your Reasonable Compensation analysis.
This report provides a reasonable estimate of the value of services rendered to your business based on the
duties and responsibilities that you perform annually. Reasonable Compensation is defined as "The value that
would ordinarily be paid for like services by like enterprises under like circumstances".

The calculated salary of $116,115 was determined to be reasonable compensation based on the type of work
performed, the skill level of the work performed and the number of hours the work is performed annually. You
told us that you work 3900 hours per year in Talbot County, MD. Our analysis indicates the annual salary of
$116,115 would be a reasonable cost to hire employee(s) to perform the duties and responsibilities that you
currently perform.

Miller & Associates, PC recommends completing a reasonable compensation report annually.

Your Time Advertising - Sales - Marketing

Accounting - Finance - Bookkeeping

Human Resources -  Compensation - Training

Purchasing - Inventory - Shipping - Receiving

Management -  Supervision

My Business

Your Salary Advertising - Sales - Marketing
Accounting - Finance - Bookkeeping

Human Resources -  Compensation - Training

Purchasing - Inventory - Shipping - Receiving

Management -  Supervision

My Business

Annual Salary and Reasonable Compensation are used interchangeably in this report.
All salary and reasonable compensation figures are expressed annually and in U.S. dollars.

Reasonable Compensation Reports is powered by RCReports.com.
Page 1/5

SAMPLE
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2016 Report for Vernon Hightower - Bluebonnet Tavern

Advertising - Sales - Marketing 7% of your
time

273 hours/year 2.16% of
comp.

Task Proficiency Category Overall Hours Wage Annual

Cashiers Average 100% 7% 273.0 $ 9.19 $ 2,509

Accounting - Finance - Bookkeeping 11% of your
time

429 hours/year 5.4% of comp.

Task Proficiency Category Overall Hours Wage Annual

Bookkeeper Below Avg. 62% 6.82% 266.0 $ 14.13 $ 3,759

Payroll and Time
Clerks

Below Avg. 38% 4.18% 163.0 $ 15.41 $ 2,512

Human Resources - Compensation - Training 13% of your
time

507 hours/year 11.86% of
comp.

Task Proficiency Category Overall Hours Wage Annual

Human Resources
Clerk

Low 31% 4.03% 157.2 $ 10.41 $ 1,636

Employee Training
and Development

Above Avg. 69% 8.97% 349.8 $ 34.68 $ 12,131

Purchasing - Inventory - Shipping - Receiving 5% of your
time

195 hours/year 3.2% of comp.

Task Proficiency Category Overall Hours Wage Annual

Purchasing Clerk Above Avg. 100% 5% 195.0 $ 19.07 $ 3,719

Management - Supervision 16% of your
time

624 hours/year 20.57% of
comp.

Task Proficiency Category Overall Hours Wage Annual

Business Office
Manager

Average 100% 16% 624.0 $ 38.27 $ 23,880

My Business 48% of your
time

1,872
hours/year

56.81% of
comp.

Task Proficiency Category Overall Hours Wage Annual

Executive Chef High 100% 48% 1,872.0 $ 35.24 $ 65,969

Annual Salary and Reasonable Compensation are used interchangeably in this report.
All salary and reasonable compensation figures are expressed annually and in U.S. dollars.

Reasonable Compensation Reports is powered by RCReports.com.
Page 2/5
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2016 Report for Vernon Hightower - Bluebonnet Tavern

Business Summary:

Calculated for: Vernon Hightower

Company: Bluebonnet Tavern

Interview completed: 2016-04-04 13:46:18

Report calendar year: 2016

Location: Talbot County, MD

Hours worked: 3900

Education level: Some College - No Degree

Entity type:  Sole Proprietorship

Shareholders: 1

Employees: 11-15

Annual revenue:  Under $100k

Business assets:  Under $100k

NAICS industry: 722511 - Full-Service Restaurants

Annual Salary and Reasonable Compensation are used interchangeably in this report.
All salary and reasonable compensation figures are expressed annually and in U.S. dollars.

Reasonable Compensation Reports is powered by RCReports.com.
Page 3/5

SAMPLE
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2016 Report for Vernon Hightower - Bluebonnet Tavern

How was my "Annual Salary" or "Reasonable Compensation" calculated?

Miller & Associates, PC relies on data provided by RCReports, Inc., Bureau of Labor Statistics and U.S. Census
data to calculate a concise, unbiased, justifiable Reasonable Compensation figure.

This report blends and weights the duties and responsibilities you perform annually in eight common categories
with the duties and responsibilities you perform specific to your business, generating an annual salary that
would be reasonable to "replace" yourself within your company.

Your annual salary or reasonable compensation represents an estimate of the amount it would cost to "replace"
you, based on:

Your answers to our interview
Bureau of Labor Statistics data
Census data
RCReports, Inc. data base of wages

Your actual replacement salary could vary considerably from our estimate, particularly if the information you
provided differs from your actual duties and responsibilities.

Methodology

This report uses the Replacement Cost Approach to determine a Reasonable Compensation figure. The
Replacement Cost Approach takes into consideration all the tasks a business owner provides to their company,
such as administration, accounting, marketing, purchasing etc. (also referred to as the Cost Approach).

The Replacement Cost Approach breaks down,the time spent by the owner into the various tasks performed;
wage levels are assigned for each task based on the owner’s proficiency, and then added back together to
obtain a hypothetical Replacement Cost for the owner.

The Replacement Cost approach is most accurate when used to determine Reasonable Compensation for
owners and key management of a Small Businesses. A business is generally considered Small if it has:

Under $10 million in Assets (IRS)
Under $7.5 million in Revenue (SBA)
Under 250 Employees (SBA)

For more information on Methodologies:

Job Aid for IRS Valuation Professionals
RCReports, Inc. Methodology Report (available upon request)

Annual Salary and Reasonable Compensation are used interchangeably in this report.
All salary and reasonable compensation figures are expressed annually and in U.S. dollars.

Reasonable Compensation Reports is powered by RCReports.com.
Page 4/5
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2016 Report for Vernon Hightower - Bluebonnet Tavern

Other considerations before deciding on a final Reasonable Compensation figure

For the majority of businesses owners and key managers, the Reasonable Compensation figure calculated in
this report should not require adjustments. However there are circumstances, rules and situations Miller &
Associates, PC may take into consideration before recommending a final reasonable compensation figure. The
list below is not exhaustive and Miller & Associates, PC may make adjustments for circumstances and
situations not listed.

Compensation of Non-Owner Employees
Past Salary History
Industry Formulas
Travel Requirements
Personal Guarantee of Debt
Key Relationships and/or Contracts
Financial Condition of your Company
Distribution History

The courts have used a variety of factors to "Stress Test" Reasonable Compensation figures. Three well
recognized lists of factors are below. Miller & Associates, PC may stress test your Reasonable Compensation
figure against some or all of the factors used by the courts and the IRS and recommend adjustments.

1. The IRS Nine Factors Considered by Tax Courts: IRS Fact Sheet 2008-25
2. The Tax Court’s Five–Factor Test: LabelGraphics, Inc. v. Commissioner, T.C. Memo 1998–343 (Sept.

28, 1998)
3. The Tax Court’s Ten–Factor Test: Brewer Quality Homes, Inc. v. Commissioner, T.C. Memo 2003-200

(July 10, 2003)
4. Summary of Court Factors used to "Stress Test" Reasonable Compensation Figures: Summary

Additional Resources:

Job Aid for IRS Valuation Professionals
Reasonable Compensation: Application and Analysis for Appraisal, Tax and Management Purposes. By
Ronald L. Seigneur and Kevin R. Yeanoplos

Powered by TCPDF (www.tcpdf.org)

Annual Salary and Reasonable Compensation are used interchangeably in this report.
All salary and reasonable compensation figures are expressed annually and in U.S. dollars.

Reasonable Compensation Reports is powered by RCReports.com.
Page 5/5
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www.taxpracticepro.com 
© 2017 Tax Practice Pro, Inc.

36 August 29, 2017 
Michigan Society of Enrolled Agents 

http://www.rcreports.com/pro/docs/irs.fs.2008.25.pdf
http://www.rcreports.com/pro/docs/label.graphics.v.commissioner.pdf
http://www.rcreports.com/pro/docs/label.graphics.v.commissioner.pdf
http://www.rcreports.com/pro/docs/brewer.quality.homes.v.commissioner.pdf
http://www.rcreports.com/pro/docs/brewer.quality.homes.v.commissioner.pdf
http://www.rcreports.com/pro/docs/summary.court.factors.stress.test.pdf
http://www.rcreports.com/pro/docs/rc.job.aid.pdf
http://www.bvresources.com/bvstore/selectbook.asp?pid=PUB248
http://www.tcpdf.org


How to deal with the past 

Generally speaking, if I had not prepared a “no compensation” Form 
1120S for a corporation, I would not open myself up to any liability by 
amending that return.  To be blunt, correcting these situations is time 
consuming in that it generates many notices (one per quarter) and has 
far-reaching implications.  Specifically, you need to consider the state 
level tax returns and penalties.  For example, in the case of a 
corporation that has never registered as an employer and never filed a 
tax return with NY State, the potential penalty for each late filed form 
NYS-45 is $1,000. 

However, if you find a client under examination, the IRS issued 
guidance to its territory managers in July of 2009 on provisions which 
allow for reduced rates of payroll taxes if the corporation did not issue 
a W2 to the shareholder. Internal Revenue Manual 4.23.8.5.1 
34explains this relief, which is found in Internal Revenue Code section 
3509.   

To be clear, I don’t recommend you involve yourself in problems 
created by another practitioner.  You DO have an obligation under 
section 10.21 of Circular 230 to promptly inform the client of the error 
and advice of the potential consequences.  This does not obligate you 
to involve yourself in resolving those errors.  Of course, you should 
memorialize the communication in order to insulate yourself from 
potential liability. 

34 http://www.irs.gov/irm/part4/irm_04-023-008.html#d0e593 accessed August 31, 2016 

PORTAL: For your reference, the portal includes a copy of the 
Territorial Manager Memo and a 2010 article from NATP TaxPro 
Monthly explaining the program in greater detail. 

www.taxpracticepro.com 
© 2017 Tax Practice Pro, Inc.

37 August 29, 2017 
Michigan Society of Enrolled Agents 



Moving Forward 

What should you as a practitioner do when confronted with a client who 
has a profitable corporation (with an “S” election) but does not draw a 
salary? It is important to weigh the value of the client with your personal 
liability in the event of a reasonable compensation examination.  It is 
paramount that the practitioner diligently document conversations with 
the client. Certainly, the practitioner should be wary in engaging a new 
client who is not taking a reasonable wage.  

One should also take into account the corporation which has no 
employees at all.  This taxpayer is not registered as an employer with 
the State and lacks the necessary employment insurances required by 
the State.  In the event the Internal Revenue Service were to win a 
reasonable compensation examination against the employer, there 
would be federal accuracy related penalties, as well as State level 
penalties.  (Possibly a State level examination as well).  I would likely 
choose not to accept a new client whose officers were taking 
distributions from the Corporation but were not on payroll unless the 
officers committed to a plan to get into compliance immediately. 
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CHECKLIST C302  
Factors Indicating Employee-shareholder Reasonable Compensation 

 

Name/ID:      Year:   

Preparer's Initials and Date:                          Reviewer's Initials and Date:   

Items 1 through 4 should be answered affirmatively in order to deduct compensation. 

   Yes   No   N/A 

1.  Is the compensation an ordinary and necessary business expense?                                         

2.  Was the compensation paid or incurred during the tax year?   
 

            
 

            
 

            

3.  Is the compensation for the rendering of personal services?   
 

            
 

            
 

            

4.  Is the compensation reasonable?  (A determination of reasonableness is generally based on all 
facts and circumstances. This list is provided to remind the practitioner of some factors that have 
been accepted by the courts as indications of the reasonableness of compensation paid to 
shareholder/employees.  This list is not all-inclusive; the courts and the IRS might consider other 
factors in determining whether compensation is reasonable. Not all questions must be answered 
affirmatively for the compensation to be considered reasonable. The practitioner should include in 
the files with this checklist all documentation available to support the answers given.) 

 

            

 

            

 

            

a.  Character and Condition of Corporation: 
      

 (1)  Are financial ratios favorable? 
 

            
 

            
 

            

(2)  Are sales and profits stable or growing? 
 

            
 

            
 

            

(3)  Does the company prosper in a highly competitive industry? 
 

            
 

            
 

            

(4)  Does the company prosper in poor economic or industry conditions? 
 

            
 

            
 

            

(5)  Is the business complex or highly specialized? 
 

            
 

            
 

            

(6)  Have significant investments been made in company assets during the year(s) in question? 
 

            
 

            
 

            

(7)  Would an inactive, independent investor be satisfied with the company's performance based 
on the above factors? 

 

            

 

            

 

            

b.  Roles of Shareholder/Employees in Corporation: 
      

 (1)  Do they possess unique technical, marketing, or innovation skills, etc. that would be difficult to 
replace? 

 

            

 

            

 

            

(2)  Have they made identifiable contributions to the success of the company? 

 

 

            

 

            

 

            

(3)  Would the business flounder without them? 
 

            
 

            
 

            

(4)  Do they have heavy experience in the industry? 
 

            
 

            
 

            

(5)  Do they work long hours and have heavy workloads? 
 

            
 

            
 

            

(6)  Do they have high levels of education or specialized training? 
 

            
 

            
 

            

(7)  Do they handle diverse aspects of the business? 
 

            
 

            
 

            

(8)  Do they have excellent decision-making and strategic planning skills? 
 

            
 

            
 

            

(9)  Do they have long lengths of service which demonstrate loyalty and commitment? 
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CHECKLIST C302  
Factors Indicating Employee-shareholder Reasonable Compensation 

 

 
 

Yes 
 

No 
 

N/A 

(10)  Do they operate with low levels of staff support? 
 

            
 

            
 

            

(11)  Do they have low levels of other fringe benefits? 
 

            
 

            
 

            

(12)  Do they specialize in complex projects for the corporation? 
 

            
 

            
 

            

(13)  Do they have a professional reputation outside of the corporation? 
 

            
 

            
 

            

c.  Internal Consistency in Establishing Compensation Levels (Internal Comparison): 
      

 (1)  Does the company have a compensation policy that can be documented and has been 
followed consistently over the years? 

 

            

 

            

 

            

(2)  Are there some similarities to how compensation or bonuses of other employees are 
determined? 

 

            

 

            

 

            

(3)  Is compensation clearly related to company results and not just enough to "zero out" taxable 
income? 

 

            

 

            

 

            

(4)  Was it the corporation's intent to pay compensation? d  
 

            
 

            
 

            

d.  Comparative Compensation Levels for Other Businesses (External Comparison): 
      

 (1)  Are compensation levels reasonable in comparison to what employees of similar businesses 
receive for like duties? 

 

            

 

            

 

            

(2)  Does the shareholder/employee in effect perform the duties of several positions (CFO, 
marketing director, personnel manager, etc.) for one salary? 

 

 

            

 

            

 

            

(3)  Is the business itself or the role of the individual so unique that comparisons with other 
companies are difficult or impossible? 

 

            

 

            

 

            

(4)  Are the quality and/or quantity of services provided by the shareholder/employee clearly 
exceptional-as evidenced by the performance of the company as a whole? 

 

            

 

            

 

            

e.  Conflicts of Interest in Setting Compensation Levels: 
      

 (1)  Is it clear that compensation levels are not simply tied to stock ownership? 
 
 

            

 

            

 

            

(2)  Have dividends been paid in the years in question (although the absence of dividends is not in 
itself evidence of excessive compensation)? 

 

            

 

            

 

            

(3)  If dividends alone do not provide a significant return on investment, would an outside investor 
be satisfied with the return on equity or growth in value of the company? 

 

            

 

            

 

            

f.  Other: 
      

 (1)  If the current compensation includes payments for services rendered in past years, was the 
employee underpaid in those years?  

 

            

 

            

 

            

(2)  If a payback agreement was in existence, was it executed for reasons other than a perception 
that compensation was unreasonable?  
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Error#8: Deducting Auto Expenses 

First, I highly recommend you read Bob Trinz’s article “Why the 
Company Car Is Still a Valued Fringe Benefit” in the July/August 
2008 edition of EA Journal. Eight years later I still use this article 
as a template when imputing my taxable income for personal use 
of the corporation’s automobile. 

Trinz’ article is aptly titled.  When correctly structured and documented, 
a company car provides a maximum tax deduction to the corporation, 
with little out-of-pocket cost to the shareholder-employee. 

1. Who owns the vehicle?  Keep in mind that a corporation and a
person are two legally distinct entities.

2. If the shareholder owns the vehicle, he has two choices for the
corporation to capture the expenses:

a. He routinely submits expense reports to the corporation
and is reimbursed at the then-current standard mileage
rate or

b. He records all expenses, including depreciation, and is
reimbursed by the corporation for the business-use
percentage of “actual expenses”

c. In both cases, the shareholder needs to keep excellent
records and only be reimbursed for work miles. In both
cases the expenses are recorded as “Auto Expense” or
“Employee Auto Expense” on the form 1120S.

PORTAL: A copy of Trinz’s article, downloaded from the 
NAEA website is uploaded to the portal for your convenience. 
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3. If the corporation owns the car:

a. The corporation will deduct ALL costs of the automobile.
If the shareholder pays some of these expenses
personally, he should be reimbursed for these costs

i. The fair-market value or what the individual would
need to pay to lease a comparable vehicle for a
comparable time35.

ii. Instead of the fair-market value method, the
company has three alternative methods to choose
from:36

1. The table value method, also known as the
annual lease value method

2. The cents-per-mile method

3. Commuting value method

35 Treasury Regulation Sec. 1.61-21(b)(4) 
36 Treasury Regulation Sec. 1.61-21(b) 
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Error #9: Treatment of Health Insurance of Greater than 2% 
Shareholders 

Treatment of a greater than 2% shareholder’s health insurance 
premiums likely represents the most common incorrect tax treatment 
in S-Corp preparation.  The author frequently sees shareholder’s 
health insurance lumped in with the deduction for “employee benefit 
programs” on line 18 of form 1120S, or deducted. 

The release of the Marketplace Reforms under the Affordable Care Act 
(ACA) caused confusion for many tax professionals during late 2014 
and early 2015.   

The traditional problem, before the enactment of the ACA: 

With respect to a more than 2% shareholder, the health insurance 
premiums are supposed to be paid by (or reimbursed by) the 
corporation and included in box 1 (but not box 3 or box 5) of the 
shareholders’ forms W2.  Note that if the shareholder is not receiving 
wages from the corporation, s/he probably should not be eligible for 
any fringe benefits, such as employer provided health insurance. 

Specifically, IRS Notice 2008-1 provides that if an S corporation pays 
for or reimburses health insurance premiums covering a 2-percent-or-
greater shareholder [as defined in Code Section 1372(b)(2)], that 
payment or reimbursement is included in the wages of the shareholder-
employee.  The shareholder-employee may deduct the amount of the 
premiums included in box 1 wages under Code Section 162(I) (the so-
called "self-employed health insurance deduction”) as an adjustment 
to income, provided that all other eligibility criteria for deductibility 
under Code Section 162(I) are satisfied.  (This arrangement is referred 
to in this document as a 2-percent shareholder-employee healthcare 
arrangement.)  

Notice 2008-1 allows for the greater than 2% shareholder to pay 
premiums out of their own pocket, provided that s/he furnished proof 
of premium payment and is reimbursed by the corporation within the 
current tax year.  This is an acknowledgement by the Service that in 
some states, a “group of one” cannot purchase health insurance in a 
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business name.  In other states, such as New York, a group policy 
must include at least two contracts.  A company with four employees, 
but only one purchasing coverage, is not eligible for group coverage.  

The Form 1120S instructions37 clearly state that health insurance 
premium amounts must be reported on the form W2 for the affected 
greater-than-2%-shareholder. Publication 53538 states that in order to 
qualify as deductible premiums for self-employed health insurance 
purposes, the premiums must be shown as wages on the 
shareholders’ Forms W-2.  

Note that in all cases, these rules apply if the shareholder-employee 
owned 2% of the corporation’s stock at ANY TIME during the year in 
question. 

For those who do not believe that reporting the health insurance 
premiums of the greater-than-2% shareholders on form W-2 matters, 
note that Internal Revenue Manual Section 4.19.15.3339 paragraph 9 
(11-29-2011)  states: 

For employee-shareholders, the health insurance premiums must be 
paid in the current year by the corporation and included in the wages 
(generally shown in Box 14 of the Form W-2) of the employee-
shareholder. The amount may include payments for insurance 
covering the taxpayer, his/her spouse, and dependents. If the 
premiums were not included in the employee-shareholder’s wages, the 
employee-shareholder may not deduct them (emphasis added). 

Implications of the Affordable Care Act on Greater than 2% 
Shareholders of S-Corps 

A great deal of practitioner confusion occurred during 2014 with 
respect to the correct treatment of health insurance for greater than 2% 
shareholders of subchapter S corporations. 

37 http://www.irs.gov/pub/irs-pdf/i1120s.pdf for 2015, page 16 accessed August 31, 2016 
38 http://www.irs.gov/pub/irs-pdf/p535.pdf for 2015, page 18 accessed August 31, 2016 
39 http://www.irs.gov/irm/part4/irm_04-019-015r-cont02.html#d0e9703 
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One of the challenges of the Marketplace Reforms is that rulemaking 
comes through THREE federal agencies: The Internal Revenue 
Service, the US Department of Labor (DOL) and,The Department of 
Health and Human Services (HHS) (jointly, “the agencies”). 

The penalty: Section 4980D of the Internal Revenue code was added 
by the Affordable Care Act.  This section imposes an excise tax of $100 
per affected individual, per day that will be imposed on any employer 
– regardless of the size of its workforce – that offers a group health
plan that fails to comply with a list of coverage requirements and
restrictions (e.g., maximum waiting period, maximum out-of-pocket
expense limits for covered participants, mandatory and free provision
of contraceptive devices, essentially the minimum essential coverage
rules).  If the deficiency in the employer’s plan persists for an entire
year, the price tag would be $36,500 per affected individual.

Most small businesses will rely on their health insurance broker to 
provide them with a qualifying policy, thus avoiding the penalty. 

The problem: The agencies issued a number of Frequently Asked 
Questions (FAQs) in 2013 and 2014.  Part XXII40 of the FAQs creates 
concerns for the greater than 2% S-Corp Shareholder.  

The FAQS define employer payment plans as group health plans that 
typically consist of a promise by an employer to reimburse medical 
expenses up to a certain amount.  The Agency guidance clarifies that 
such arrangements are subject to the group market reform provisions 
of the Affordable Care Act.   The Departments' guidance further 
clarifies that such employer health care arrangements will not violate 
these market reform provisions when integrated with a group health 
plan that complies with Minimum Essential Coverage. Of course, if the 
employer is reimbursing for the health care premiums, there is 
therefore not an employer health care arrangement to integrate with. 
Consequently, employer payment plans may be subject to penalties, 
including excise taxes under section 4980D of the Internal Revenue 
Code (Code).   

40 http://www.dol.gov/ebsa/faqs/faq-aca22.html 
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Conclusion: Reimbursements of health insurance and payments for 
greater-than-2% shareholders are classified as “Employer Payment 
Plans” under the Affordable Care Act.  

The FAQs in Part XXII state that Employer Payment Plans are subject 
to penalty UNLESS they integrate with a group health plan. 

In contemplation of avoiding these penalties, during December 2014, 
many enrolled agents chose to roll health insurance premium 
payments into their client’s forms W2 payroll, paying withholding tax 
and employment taxes on the premiums, despite no change in the 
standing IRS guidance provided under Notice 2008-1. 

Relief:  On February 18, 2015, the Internal Revenue Service issued 
Notice 2015-17 (a copy of which is in the portal), to provide temporary 
relief from the so-called $100-per-day penalty under IRC 4980D for 
employer payment plans that reimburse employees for the cost of 
health insurance coverage purchased through individual markets 
(including those purchased through an Exchange).  The Notice also 
provides some limited relief to health care arrangements covering 2-
percent or greater shareholder-employees. 

The Agencies are contemplating publication of additional guidance on 
the application of the market reforms relative to 2-percent shareholder-
employee health care arrangements.  Until such guidance is issued, 
and at least through the end of 2015, the excise tax under Code 
Section 4980D will not be asserted for any failure to satisfy the market 
reforms by a 2-percent shareholder-employee healthcare 
arrangement. 

 Further, unless and until additional guidance provides otherwise, 
an S-corporation with a 2-percent shareholder-employee healthcare 
arrangement will not be required to file IRS Form 8928 (regarding 
failure to satisfy requirements for group health plans under chapter 100 
for the Code, including the market reforms) solely as a result of having 
a 2-percent shareholder-employee healthcare arrangement. 

The guidance provided does not apply to reimbursements of individual 
health insurance coverage with respect to employees of an S-
corporation who are not 2-percent shareholders. 
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Error# 10: Home Office Expenses and the S-Corp Shareholder 

Assuming that the corporation is paying reasonable compensation to 
the shareholder, it could pay rent for the use of the home office.   The 
rental payment needs to be at “fair market value”.  However, simply 
labeling a payment as “rent” does not mean it receives tax treatment 
as rent.   

Note that the shareholder must then report the rent on his personal 
income tax return since there is no ‘free lunch’.  The normal business-
use-of-the-home requirements of regular and exclusive use do not 
apply with respect to the corporation’s deduction.  However, they will 
apply with respect to the individual deducting expenses against the 
income on her personal income tax return.  Under IRC section 280A, 
the taxpayer is only allowed to deduct those expenses which are 
otherwise deductible without regard to business use of the home, such 
as their mortgage interest, real estate taxes and personal casualty 
losses.  Other deductions normally allowed on a rental such as 
insurance, utilities, repairs and depreciation are not deductible. 41 

In reading various literature, it is mentioned that in lieu of renting space 
to your own s-corp., one might set up an accountable plan (example 
provided below) for the home office expenses.  One could then submit 
these expenses to the employer and receive a non-taxable 
reimbursement of expenses.   

The IRC does not discuss the reimbursement of a home office by a 
shareholder of an S Corp.  The author cannot locate a completely on-
point Tax Court Case involving such a reimbursement arrangement. 

41 IRC Sec. 280A(c)(6) 
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In the author’s opinion, to make the expense reimbursement of a home 
office work, the shareholder must keep copious records and take 
actual reimbursement payments, not journal entries of shareholder 
loans. Following are items to be kept in a file used to determine amount 
of reimbursement: 

● Ensure that the officer has signed an accountable plan and that
it is in your permanent file

● Use form 8829 as a worksheet to calculate the reimbursement
for business use of the home.  This form is NOT filed with the
return, but retained in the client work papers

● Form 2106, or your software’s ‘auto’ worksheet, can be used to
determine the amount of the automobile mileage (assuming this
is a reimbursed expense)

● As the regulations mention the reimbursement being done
timely, this should be done monthly or quarterly.  A check
should be issued to the shareholder for the exact amount of the
reimbursement. Advise the shareholder to cash the check
promptly

● A copy of all of the paperwork should be retained by the tax
professional
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PART I: ACCOUNTABLE PLAN 

G&S Billboard, Inc. desires to establish an expense 
reimbursement policy pursuant to Reg. 1.62-2, upon the 
following terms and conditions: 

1. Except as otherwise noted in Part II below, any person now
or hereafter employed by shall be reimbursed for any ordinary
and necessary business and professional expenses incurred
on behalf of G&S billboard, Inc. only if the expenses are
adequately substantiated as required by the Company policy
on expense reimbursements. (See policy memo.)

2. Under no circumstances will reimbursed employees for
business or professional expenses incurred on behalf of G&S
Billboard, Inc. that are not properly substantiated and
employees understand that this requirement is necessary to
prevent our expense reimbursement plan from being
classified as a “non-accountable” plan.

3. All expenses must be substantiated within a reasonable
period of time.1 See our Company policy statement of
substantiation for what constitutes a reasonable period of
time.

4. All charges to company credit cards must be substantiated
in the same manner as the above mentioned reimbursements.

5. Advances that are not substantiated within a reasonable
period of time must be returned (paid back) within a
reasonable period of time.2
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PART II: EXCEPTIONS TO ACCOUNTABLE PLAN 

Notwithstanding any term or condition in Part I of this document, 
the following persons, expenses, or arrangements are not 
considered to be covered under this accountable plan and are 
subject to terms and conditions of a separate expense 
reimbursement policy: 

1. 

2. 

3. 

_________________________________________       

Signature – Company Officer
 

___________________________

Date
 

1 Must be 60 days or less after the expense is paid or incurred if 
the company wants to qualify for the “fixed date” safe harbor 
substantiation rule. 

2 Must be 120 days or less after the expense is paid or incurred if 
the company wants to qualify for the “fixed date” safe harbor 
substantiation rule.   
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