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Recent S Corporation Legislative Activity 
• Stop the Student Loan Interest Rate Hike Act of 2012 (S.2343)—SE tax 

applied to certain S corporation shareholders and LLC members 

- Sen. Harry Reid (D-Nev.) introduced S. 2343 on April 24, 2012 

- Purpose:  Revenue raiser ($6.9 billion over 10 years) to offset costs for lower 
student loan interest rates 

- Apply SE tax to K-1 income of  S corp shareholders who earn at least $200,000 
($250,000 for joint filers) in S corporations that provide professional-services 
and that either 

◦ Attribute 75% of gross income to three or fewer shareholders, or 

◦ The S corporations are partners in personal service partnerships 

- Apply SE tax to partners in partnerships in professional-services businesses, e.g., 
LLC and LLP members 

- Professional service:  health, law, lobbying, engineering, architecture, 
accounting, actuarial science, performing arts, consulting, athletics, investment 
advice, or brokerage services 

- Current status: The Senate defeated the bill on May 24, 2012. 

- Outlook:  SE tax on S corporations is in play; not clear when it will come up 
again as a revenue raiser as another off-set. 
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Recent S Corporation Legislative Activity 

• Small Business Election Simplification Act (S.2271) 
- Sen. Al Franken (D-Minn.) introduced S. 2271 on March 29, 2012 

- Proposes to extend period available for making S corporation elections to allow an 
election for a new entity any time from the first day of the election year to the 
deadline for filing the first S corporation return (including extensions) 

- Retain current rules for existing C corporation’s wanting to elect  S corporation 
status; generally within the first 2 and one-half months of the election year, e.g., 
March 15th 
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Expiring Provisions 
• 5-year built-in gains tax under sec. 1374(d)(7)(B)(ii) 

- For tax years that began in 2009 and 2010, IRC Sec. 1374(d)(7)(B)(ii) taxed net 
recognized built-in gains during the first seven years of S corporation existence.  

- For tax years that begin in 2011, the period is effectively five years.  Technically, 
there is no tax imposed on the NRBIG of an S corporation in the case of any 
taxable year beginning in 2011, if the 5th year in the recognition period preceded 
such taxable year.  Note the ABA recommends retaining the 5-year rule. 

- For tax years that begin in 2012 or later,  the BIG tax would be assessed against 
gains recognized during the 10-year recognition period 

• Adjustments to stock basis for charitable contributions of appreciated 
property by S corporations 
- For tax years beginning between 2005 and 2011, S corporation shareholders may 

decrease their stock basis by their pro rata share of the S corporation’s basis in 
contributed property.  IRC Sec. 1367(a) 

- This rule will not apply for tax years that begin in 2012 or later.  This means that 
the non-recognized gain in contributed property will be recognized if the 
shareholders dispose of their stock. 
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ABA Proposals for Tax Reform 
• Repeal S corporation excess passive income terminating event 

- Repeal IRC Sec. 1362(d)(3)(A)(i), the rule that terminates S corp status whenever, 
at the end of three consecutive tax years, an S corp with accumulated E&P, has 
more than 25% passive investment income each year. 

- Reason:  Simplify administration of S corporations 

• Repeal the tax on excess net passive income 
- IRC Sec. 1375(a) taxes S corporations’, with Acc. E&P, excess net passive income.  

- Reason:  The tax on excess net passive income is incompatible with the S 
corporation election’s purpose of avoiding corporate-level tax. 

• Decrease built-in gain recognition period from 10 to five years 
- Reason:  Reduce the disincentive to sell assets that the entity no longer needs. 

• Allow S corporation election via federal tax return for the first election 
year (new or existing corporations). See Small Business Election Simplification Act. 

- Reason:   Simplification and efficiency to taxpayers and the IRS. 

• Allow basis increase for back-to-back loans from any source 
- Basis increase for loans would be allowed even  if funds come from related or 

unrelated parties. 

- Reason:  Certainty for taxpayers and remove traps for unwary taxpayers. 
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New Net Investment Income Tax (IRC Sec. 1411) 

• IRC Sec. 1411 will impose a 3.8% tax (starting on 1/1/2013) on the lesser of either an 
individual’s: 

 

◦ Net investment income, which includes (and is limited to) 

› Gross income from interest, dividends, annuities, royalties and rents, 
other than income derived in the ordinary course of a trade or business. 

› Gross income derived from a trade or business, including a passive activity 
under IRC Sec. 469, or a trade or business of trading in financial 
investments  or commodities. 

› Net gain attributable to the disposition of property other than property 
held in a trade or business of the kind described above. 

› Deductions that are properly allocable to the above-described gross 
income or net gain. 

◦ The excess of modified adjusted gross income over threshold amount 
($200,000 for singles and  $250,000 for joint filers). 

◦ Note: if there is no excess over these threshold amounts, then there is no net 
investment income tax. 
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New Net Investment Income Tax (IRC Sec. 1411) 

• Exemptions from investment income tax: 

- SE income (but note that the 2.9% health insurance premium tax will be increased 
by .8%, a new rate 0f 3.8% beginning in 2013) 

- Nonresident aliens 

- Distributions from qualified plans 

- A trust, all of whose unexpired interests are devoted to purposes described in IRC 
Sec. 170(c)(2)(B) 
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Recent Cases 

• Taproot Administrative Services Inc. v. Comm’r, __F. 3d__(9th Cir. 
2012), aff’g 133 T.C. 202 (2009).  See 2012-1 USTC p50256. 
- Subject: whether Roth IRAs are eligible S corporation shareholders 

- Holding: Roth IRAs are ineligible S corporation shareholders 

- Broader implications: 

◦ Purpose of S corp status is to favorably treat a corporation if it has a few direct 
individual shareholders who are the direct beneficiaries of their ownership.  
“Individual,” in this context, means “a single human being.” (the 9th Circuit  
citing Webster’s Ninth New Collegiate Dictionary 615 (1987)). 

◦ …“the legislative history of the S corporation statute favors limited eligibility.” 

◦ The S corporation statute’s original drafters assumed “that all income of the S 
corporation . . . would be subject to a shareholder-level income tax.” 
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Recent Cases 

• Barnes v. Comm’r, T.C. Memo 2012-80 
• Subject: whether S corporation shareholders must reduce their bases—thereby 

decreasing their ability to deduct losses that pass through from the corporation—
by their pro rata share of the corporation’s losses 

• Holding: S corporation shareholders must reduce their  stock basis by their pro 
rata share of the corporation’s losses; they cannot use “phantom” gains to increase 
basis to absorb losses 

• Broader implications 

• Do not increase stockholders’ basis “for amounts that are erroneously 
reported . . . as pass-through income”  (P. 8-9) 

• The evidentiary standard for gross receipts is that the party asserting the 
receipts must submit evidence of the receipts (P. 12) 

• Misinterpretations of the tax code and regs, especially without good faith 
effort to correctly interpret them, are not substantial authority.  Relying on a 
professional tax adviser can be evidence of—but does not necessarily 
constitute—a good faith effort to correctly interpret ( P. 13). 
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• Nathel v. Comm’r, 131 T.C. 262 (2008), aff’d, 615 F.3d 83 (2d Cir. 2010), 
cert. denied 131 S. Ct. 2151 (U.S. Apr. 25, 2011)  
- Subject 

◦ Whether capital contributions to S corporations are income 

◦ Whether such income increases basis in stock in the corporation 

◦ Whether ordinary losses can be absorbed by any increase in stock or loan 
basis by such income 

- Holding 

◦ Capital contributions to an S corporation are not income that is passed 
through from the S corporation to the shareholders . 

◦ Therefore, such capital contributions cannot restore shareholders’ previously 
reduced bases in loans made by shareholders to the corporation. 

- Broader implications 

◦ To  absorb losses, there must be income at the S corporation level that flows 
through to the shareholders to increase either stock or loan basis; otherwise, 
losses could be suspended. 
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• Watson, P.C. v. U.S., 714 F. Supp. 2d 954 (S.D. Iowa 2010), 757 F. Supp. 2d 

877 (S.D. lowa 2010), aff’d 668 F.3d 1008 (8th Cir. 2012). 
- Subject: How to characterize dividends that a professional S corporation distributes to its sole shareholder 

and employee 

- Holding: Characterize such dividends as wages subject to employment taxes.  Wages are “remuneration for 
services performed.” Radtke, 895 F.2d at 1197.” 

◦ Case does not state whether this is the only factor (P. 963–64). 

◦ The court looks to the totality of the circumstances, as opposed to looking only to parties’ self-serving 
labels or statements (P. 934). 

◦ The court reviewed several factors including employee qualifications, nature of duties, and comparable 
compensation for similar duties by similar entities. 

- Broader implications 

◦ “’wages’ is defined broadly by FICA as ‘all remuneration for employment.’ FN5 26 U.S.C. § 3121(a).” (P. 
958–59) 

› The definition of “wages” contains certain exceptions 

◦ “an employer, such as DEWPC, is required to pay FICA tax on all wages paid to its employees. See HB & 
R, Inc. v. United States, 229 F.3d 688, 690 (8th Cir.2000). (P. 958). 

◦ “An employer is not, however, obligated to pay FICA tax on “other types of employee income, such as 
dividends.” Id.”  (P. 958). 

◦ IRS has the authority to reclassify dividends to a shareholder/employee if the IRS deems compensation 
to be inadequate or unreasonable. 

◦ If a shareholder/ employee provides services to the S corporation, the shareholder/ employee should 
receive reasonable compensation for such services. If compensation is unreasonably low, there is a risk 
the IRS will challenge the compensation. 

http://tax.westlaw.com/find/default.wl?mt=TaxSearch&db=350&tc=-1&rp=/find/default.wl&findtype=Y&ordoc=2022159116&serialnum=1990040172&vr=2.0&fn=_top&sv=Split&tf=-1&referencepositiontype=S&referenceposition=1197&rs=WTAX12.04
http://tax.westlaw.com/find/default.wl?mt=TaxSearch&db=506&tc=-1&rp=/find/default.wl&findtype=Y&ordoc=2022159116&serialnum=2000569054&vr=2.0&fn=_top&sv=Split&tf=-1&referencepositiontype=S&referenceposition=690&rs=WTAX12.04
http://tax.westlaw.com/find/default.wl?mt=TaxSearch&db=506&tc=-1&rp=/find/default.wl&findtype=Y&ordoc=2022159116&serialnum=2000569054&vr=2.0&fn=_top&sv=Split&tf=-1&referencepositiontype=S&referenceposition=690&rs=WTAX12.04
http://tax.westlaw.com/find/default.wl?ordoc=2022159116&rs=WTAX12.04&vr=2.0&rp=/find/default.wl&sv=Split&fn=_top&tf=-1&findtype=Y&mt=TaxSearch&serialnum=2000569054&tc=-1
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Recent Cases 

• Santa Clara Valley Housing Group v. U.S., 2011-2 Case No. 5: 08-CV-
05097-WHA (N.D. Calif.) 
- Subject: what constitutes multiple classes of stock for purposes of the definition of 

S corporation? 

- Holding: If a tax-exempt entity acts as a stockholder, then the corporation could 
have multiple classes of stock if other owners have deep in the money options. 

- Broader implications 

◦ Deep-in-the-money options are  “having a strike price lower than the lowest 
qualified bench mark” and are certain to be exercised.   Can be treated as stock 
and possible second class of stock. 

◦ S corporation status should follow substance as opposed to form, i.e. attempts 
to issue multiple classes of stock while maintaining S corporation status result 
in losing S corporation status. 

› The criterion for whether a party is a stockholder is that a party’s 
“beneficial ownership” of the stock makes him or her a stockholder . 
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S Corporation Items in FY 2012 IRS Priority 
Guidance Plan 
• IRC Sec. 1362 guidance regarding Subchapter S elections 

- This project will consolidate several late election revenue procedures into one 
document and make other conforming changes. 

 

• IRC Sec. 1366 guidance 

- This project is in early stages of development. 

 

• IRC Sec. 1367 guidance regarding S corporations and related party back-to-back loans 

- This project will address shareholder loans to S corporations facilitated by 
borrowing from a related entity. 

- The IRS announced that this project will be published in the near future. 

 



PwC 21 
S Corps/LLCs Spring 2012 

AICPA Proposals for IRS Guidance 



PwC 22 
Spring 2012 S Corps/LLCs 

AICPA  Proposals for IRS Guidance 

• Allow use of IRC Sec. 469 suspended losses on redemption of S corporation stock;   

- current rules may lead to a conclusion that these losses may not be used at “disposition” 
because the S corp would be a related party under IRC Sec. 267(b). 

- Under the related party exceptions, the loss is deferred until the party acquiring the stock 
disposes of the stock (the “second disposition”). The second disposition is not achieved in the 
case of redemption of S corporation stock. 

• Confirm by issuing a revenue ruling that, under  the Treas. Reg. Sec. 1.1361-1(l)(ii) varying interest 
rule, simultaneous pro rata distributions under current stock ownership and prior ownership are  
permissible and would not create a second class of stock. 

• Clarification regarding the ordering rule for adjustments to AAA when ordinary and redemption 
distributions are made in the same year, and an ordinary distribution occurs after a redemption 
distribution. 

• Update Treas. Reg. Sec. 1.1361-5 for recent IRC Sec. 1361(b)(3)(C) relating to the termination of a 
Qsub by reason of the sale of Qsub stock. 

• AMT guidance specific to S corporations. 

- Whether an S corporation has an AMT AAA which would differ by virtue of the adjustments of 
IRC Sections 56,57, and 58 from the AAA for regular tax purposes. 

• Clarification under Treas. Reg. Sec. 1.1563-1(a)(1) to determine if S corporations are component 
members of a controlled group for IRC Sec. 179(d)(6), (7), and (8).  



This document was not intended or written to be used, and it cannot be used, for the purpose of 
avoiding tax penalties that may be imposed on the taxpayer. 

© 2012 PricewaterhouseCoopers LLP. All rights reserved. In this document, “PwC” refers to 
PricewaterhouseCoopers LLP, which is a member firm of PricewaterhouseCoopers 
International Limited, each member firm of which is a separate legal entity. 
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