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Taxable Dividends
•• Distributions
Distributions from
from corporate
corporate earnings
earnings and
and
profits
profits (E
(E &
& P)
P) are
are treated
treated as
as aa dividend
dividend
distribution,
distribution, taxed
taxed as
as ordinary
ordinary income
income
•• Distributions
Distributions in
in excess
excess of
of EE &
& PP are
are
nontaxable
nontaxable to
to extent
extent of
of shareholder’s
shareholder’s basis
basis
(i.e.,
(i.e., aa return
return of
of capital)
capital)
•• Excess
Excess over
over basis
basis isis capital
capital gain
gain
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Earnings & Profits
(slide
(slide 11 of
of 2)
2)

••
••

No
No definition
definition of
of EE &
& PP in
in Code
Code
Similar
Similar to
to Retained
Retained Earnings
Earnings (financial
(financial
reporting),
reporting), but
but often
often not
not the
the same
same
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Earnings & Profits
(slide
(slide 22 of
of 2)
2)

•• EE &
& PP represents:
represents:
–– Upper
Upper limit
limit on
on amount
amount of
of dividend
dividend income
income
recognized
recognized on
on corporate
corporate distributions
distributions
–– Corporation's
Corporation's economic
economic ability
ability to
to pay
pay dividend
dividend
without
without impairing
impairing capital
capital

C18 - 4

Calculating Earnings & Profits
(slide
(slide 11 of
of 4)
4)

•• Calculation
Calculation generally
generally begins
begins with
with taxable
taxable
income,
income, plus
plus or
or minus
minus certain
certain adjustments
adjustments
–– Add
Add previously
previously excluded
excluded items
items back
back to
to taxable
taxable
income
income including:
including:
•• Muni
Munibond
bondinterest
interest
•• Excluded
Excludedlife
lifeinsurance
insuranceproceeds
proceeds
•• Federal
Federalincome
incometax
taxrefunds
refunds
•• Dividends
Dividendsreceived
receiveddeduction
deduction
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Calculating Earnings & Profits
(slide
(slide 22 of
of 4)
4)

•• Calculation
Calculation generally
generally begins
begins with
with taxable
taxable
income,
income, plus
plus or
or minus
minus certain
certain adjustments
adjustments
(cont’d)
(cont’d)
–– Subtract
Subtract certain
certain nondeductible
nondeductible items:
items:

•• Related-party
Related-partyand
andexcess
excesscapital
capitallosses
losses
•• Expenses
Expensesincurred
incurredto
toproduce
producetax-exempt
tax-exemptincome
income
•• Federal
Federalincome
incometaxes
taxespaid
paid
•• Key
Keyemployee
employeelife
lifeinsurance
insurancepremiums
premiums
•• Fines
Finesand
andpenalties
penalties
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Calculating Earnings & Profits
(slide
(slide 33 of
of 4)
4)

•• Certain
Certain EE &
& PP adjustments
adjustments shift
shift effect
effect of
of
transaction
transaction to
to year
year of
of economic
economic effect,
effect, such
such
as:
as:
–– Charitable
Charitable contribution
contribution carryovers
carryovers
–– NOL
NOL carryovers
carryovers
–– Capital
Capital loss
loss carryovers
carryovers
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Calculating Earnings & Profits
(slide
(slide 44 of
of 4)
4)

•• Other
Other adjustments
adjustments
–– Accounting
Accounting methods
methods for
for EE &
& PP are
are generally
generally
more
more conservative
conservative than
than for
for taxable
taxable income,
income, for
for
example:
example:
•• Installment
Installmentmethod
methodisisnot
notpermitted
permitted
•• Alternative
Alternativedepreciation
depreciationsystem
systemrequired
required
•• Percentage
Percentageof
ofcompletion
completionmust
mustbe
beused
used(no
(no
completed
completedcontract
contractmethod)
method)
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Summary of E & P Adjustments
Effect
Effecton
ontaxable
taxableincome
incomefor
forEE&
&P:
P:
Add
Transaction
Add
Transaction
Tax-exempt
XX
Tax-exemptincome
income
Life
XX
Lifeinsurance
insuranceproceeds
proceeds
Deferred
XX
Deferredinstallment
installmentgain
gain
Excess
Excesscharitable
charitablecontribution
contribution
Ded.
XX
Ded.of
ofprior
priorexcess
excesscontribution
contribution
Federal
Federalincome
incometaxes
taxes
Officer’s
Officer’slife
lifeinsurance
insurancepremium
premium
Accelerated
XX
Accelerateddepreciation
depreciation

Subtract
Subtract

XX
XX
XX
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Current vs Accumulated E & P
(slide
(slide 11 of
of 3)
3)

•• Current
Current EE &
& PP
–– Taxable
Taxable income
income as
as adjusted
adjusted
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Current vs Accumulated E & P
(slide
(slide 22 of
of 3)
3)

•• Accumulated
Accumulated EE &
& PP
–– Total
Total of
of all
all prior
prior years’
years’ current
current EE &
& PP as
as of
of first
first
day
day of
of tax
tax year,
year, reduced
reduced by
by distributions
distributions from
from
EE &
& PP

C18 - 11

Current vs Accumulated E & P
(slide
(slide 33 of
of 3)
3)

•• Distinction
Distinction between
between current
current and
and
accumulated
accumulated EE &
& PP isis important
important
–– Taxability
Taxability of
of corporate
corporate distributions
distributions depends
depends on
on
how
how current
current and
and accumulated
accumulated EE &
& PP are
are
allocated
allocated to
to each
each distribution
distribution made
made during
during year
year
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Allocating E & P to Distributions
(slide
(slide 11 of
of 3)
3)

•• IfIf positive
positive balance
balance in
in both
both current
current and
and
accumulated
accumulated EE &
& PP
–– Distributions
Distributions are
are deemed
deemed made
made first
first from
from
current
current EE &
& P,
P, then
then accumulated
accumulated EE &
& PP
–– IfIf distributions
distributions exceed
exceed current
current EE &
& P,
P, must
must
allocate
allocate current
current and
and accumulated
accumulated EE &
& PP to
to each
each
distribution
distribution
•• Allocate
Allocatecurrent
currentEE&
&PPpro
prorata
ratato
toeach
eachdistribution
distribution
•• Apply
Applyaccumulated
accumulatedEE&
&PPin
inchronological
chronologicalorder
order
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Allocating E & P to Distributions
(slide
(slide 22 of
of 3)
3)

•• IfIf current
current EE &
& PP isis positive
positive and
and accumulated
accumulated
EE &
& PP has
has aa deficit
deficit
–– Accumulated
Accumulated EE &
& PP IS
IS NOT
NOT netted
netted against
against
current
current EE &
& PP
•• Distribution
Distributionisisdeemed
deemedto
tobe
betaxable
taxabledividend
dividendto
to
extent
extentof
ofpositive
positivecurrent
currentEE&
&PPbalance
balance
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Allocating E & P to Distributions
(slide
(slide 33 of
of 3)
3)

•• IfIf accumulated
accumulated EE &
& PP isis positive
positive and
and current
current
EE &
& PP isis aa deficit,
deficit, net
net both
both at
at date
date of
of
distribution
distribution
–– IfIf balance
balance isis zero
zero or
or aa deficit,
deficit, distribution
distribution isis aa
return
return of
of capital
capital
–– IfIf balance
balance isis positive,
positive, distribution
distribution isis aa dividend
dividend
to
to the
the extent
extent of
of the
the balance
balance
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Cash Distribution Example
AA$20,000
$20,000cash
cashdistribution
distributionisismade
madein
ineach
eachindependent
independentsituation:
situation:
11
22
3*
3*
Accumulated
AccumulatedEE&
&P,
P,
beginning
100,000
beginningof
ofyear
year
100,000 (100,000)
(100,000) 15,000
15,000
Current
50,000
CurrentEE&
&PP
50,000 50,000
50,000 (10,000)
(10,000)
Dividend:
20,000
Dividend:
20,000 20,000
20,000 5,000
5,000
*Since
*Sincethere
thereisisaacurrent
currentdeficit,
deficit,current
currentand
andaccumulated
accumulated
EE&
&PPare
arenetted
nettedbefore
beforedetermining
determiningtreatment
treatmentof
ofdistribution.
distribution.
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Property Dividends
(slide
(slide 11 of
of 4)
4)

•• Effect
Effect on
on shareholder:
shareholder:
–– Amount
Amount distributed
distributed equals
equals FMV
FMV of
of property
property
•• Taxable
Taxableas
asdividend
dividendto
toextent
extentof
ofEE&
&PP
•• Excess
Excessisistreated
treatedas
asreturn
returnof
ofcapital
capitalto
toextent
extentof
of
basis
basisin
instock
stock
•• Any
Anyremaining
remainingamount
amountisiscapital
capitalgain
gain
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Property Dividends
(slide
(slide 22 of
of 4)
4)

•• Effect
Effect on
on shareholder
shareholder (cont’d):
(cont’d):
–– Reduce
Reduce amount
amount distributed
distributed by
by liabilities
liabilities
assumed
assumed by
by shareholder
shareholder
–– Basis
Basis of
of distributed
distributed property
property == fair
fair market
market
value
value
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Property Dividends
(slide
(slide 33 of
of 4)
4)

•• Effect
Effect on
on corporation:
corporation:
–– Corp.
Corp. isis treated
treated as
as ifif itit sold
sold the
the property
property for
for fair
fair
market
market value
value
•• Corp.
Corp.recognizes
recognizesgain,
gain,but
butnot
notloss
loss

–– IfIf distributed
distributed property
property isis subject
subject to
to aa liability
liability in
in
excess
excess of
of basis
basis
•• Fair
Fairmarket
marketvalue
valueisistreated
treatedas
asnot
notbeing
beingless
lessthan
than
the
theamount
amountof
ofthe
theliability
liability
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Property Dividends
(slide
(slide 44 of
of 4)
4)

•• Effect
Effect on
on corporation’s
corporation’s EE &
& P:
P:
–– Increases
IncreasesEE&
&PPfor
forexcess
excessof
ofFMV
FMVover
overbasis
basisof
of
property
propertydistributed
distributed
–– Reduces
ReducesEE&
&PPby
byFMV
FMVof
ofproperty
propertydistributed
distributed(or
(or
basis,
basis,ififgreater)
greater)less
lessliabilities
liabilitieson
onthe
theproperty
property
–– Distributions
Distributionsof
ofcash
cashor
orproperty
propertycannot
cannotgenerate
generateor
oradd
add
to
toaadeficit
deficitin
inEE&
&PP
•• Deficits
DeficitsininEE&&PPcan
canarise
ariseonly
onlythrough
throughcorporate
corporatelosses
losses

C18 - 20

Property Distribution Example
Property
Propertyisisdistributed
distributed(corporation’s
(corporation’sbasis
basis==$20,000)
$20,000)in
ineach
each
of
ofthe
thefollowing
followingindependent
independentsituations.
situations. Assume
AssumeCurrent
Current
and
andAccumulated
AccumulatedEE&
&PPare
areboth
both$100,000
$100,000in
ineach
eachcase:
case:
11
22
33
Fair
Fairmarket
marketvalue
value
of
60,000
ofdistributed
distributedproperty
property
60,000 10,000
10,000 40,000
40,000
Liability
-0-015,000
Liabilityon
onproperty
property
-0-015,000
Gain(loss)
40,000
20,000
Gain(loss)recognized
recognized
40,000 -0-020,000
E&P
40,000
20,000
E&Pincreased
increasedby
bygain
gain
40,000 -0-020,000
EE&
60,000
&PPdecrease
decreaseon
ondist.
dist.
60,000 20,000
20,000 25,000
25,000
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Constructive Dividend
(slide
(slide 11 of
of 2)
2)

•• Any
Any economic
economic benefit
benefit conveyed
conveyed to
to aa
shareholder
shareholder may
may be
be treated
treated as
as dividend
dividend for
for
tax
tax purposes,
purposes, even
even though
though not
not formally
formally
declared
declared
–– Need
Need not
not be
be pro
pro rata
rata
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Constructive Dividend
(slide
(slide 22 of
of 2)
2)

•• Usually
Usually arises
arises with
with closely
closely held
held
corporations
corporations
•• Payment
Payment may
may be
be in
in lieu
lieu of
of actual
actual dividend
dividend
and
and isis presumed
presumed to
to take
take form
form for
for tax
tax
avoidance
avoidance purposes
purposes
•• Payment
Payment isis recharacterized
recharacterized as
as aa dividend
dividend for
for
all
all tax
tax purposes
purposes
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Examples of Constructive
Dividends (slide
(slide 11 of
of 3)
3)
•• Shareholder
Shareholder use
use of
of corporate
corporate property
property (e.g.,
(e.g.,
company
company car
car to
to non-employee
non-employee shareholder)
shareholder)
•• Bargain
Bargain sale
sale of
of property
property to
to shareholder
shareholder
(e.g.,
(e.g., sale
sale for
for $1,000
$1,000 of
of property
property worth
worth
$10,000)
$10,000)
•• Bargain
Bargain rental
rental of
of corporate
corporate property
property
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Examples of Constructive
Dividends (slide
(slide 22 of
of 3)
3)
•• Payments
Payments on
on behalf
behalf of
of shareholder
shareholder (e.g.,
(e.g.,
corporation
corporation makes
makes estimated
estimated tax
tax payments
payments
for
for shareholders)
shareholders)
•• Unreasonable
Unreasonable compensation
compensation
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Examples of Constructive
Dividends (slide
(slide 33 of
of 3)
3)
•• Below
Below market
market interest
interest rate
rate loans
loans to
to
shareholders
shareholders
•• High
High rate
rate interest
interest on
on loans
loans from
from shareholder
shareholder
to
to corporation
corporation
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Avoiding Unreasonable
Compensation
•• Documentation
Documentation of
of the
the following
following attributes
attributes will
will help
help
support
support payments
payments made
made to
to an
an employee-shareholder:
employee-shareholder:
–– Employee’s
Employee’s qualifications
qualifications
–– Comparison
Comparison of
of salaries
salaries with
with dividends
dividends made
made in
in past
past
–– Comparable
Comparable salaries
salaries for
for similar
similar positions
positions in
in same
same
industry
industry
–– Nature
Nature and
and scope
scope of
of employee’s
employee’s work
work
–– Size
Size and
and complexity
complexity of
of business
business
–– Corporation’s
Corporation’s salary
salary policy
policy for
for other
other employees
employees
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Stock Dividends (slide
(slide 11 of
of 2)
2)
•• Excluded
Excluded from
from income
income ifif pro
pro rata
rata distribution
distribution of
of
stock,
stock, or
or stock
stock rights,
rights, paid
paid on
on common
common stock
stock
–– Five
Fiveexceptions
exceptionsto
tonontaxable
nontaxabletreatment
treatmentdeal
dealwith
with
various
variousdisproportionate
disproportionatedistribution
distributionsituations
situations

•• Effect
Effect on
on EE &
& PP

–– IfIfnontaxable,
nontaxable,EE&
&PPisisnot
notreduced
reduced
–– IfIftaxable,
taxable,treat
treatas
asany
anyother
othertaxable
taxableproperty
property
distribution
distribution
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Stock Dividends (slide
(slide 22 of
of 2)
2)
•• Basis
Basis of
of stock
stock received
received
–– IfIfnontaxable
nontaxable

•• IfIfshares
sharesreceived
receivedare
areidentical
identicaltotoshares
sharespreviously
previouslyowned,
owned,
basis
basis==(cost
(costof
ofold
oldshares/total
shares/totalnumber
numberof
ofshares)
shares)
•• IfIfshares
sharesreceived
receivedare
arenot
notidentical,
identical,allocate
allocatebasis
basisof
ofold
oldstock
stock
between
betweenold
oldand
andnew
newshares
sharesbased
basedon
onrelative
relativefair
fairmarket
marketvalue
value
•• Holding
Holdingperiod
periodincludes
includesholding
holdingperiod
periodof
offormerly
formerlyheld
heldstock
stock

–– IfIftaxable,
taxable,basis
basisof
ofnew
newshares
sharesreceived
receivedisisfair
fairmarket
market
value
value
•• Holding
Holdingperiod
periodstarts
startson
ondate
dateof
ofreceipt
receipt
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Stock Rights (slide
(slide 11 of
of 2)
2)
•• Tax
Tax treatment
treatment of
of stock
stock rights
rights isis same
same as
as for
for
stock
stock dividends
dividends
–– IfIf stock
stock rights
rights are
are taxable
taxable

•• Income
Incomerecognized
recognized==fair
fairmarket
marketvalue
valueof
ofstock
stock
rights
rightsreceived
received
•• Basis
Basis ==fair
fairmarket
marketvalue
valueof
ofstock
stockrights
rights
•• IfIfexercised,
exercised,holding
holdingperiod
periodbegins
beginson
ondate
daterights
rightsare
are
exercised
exercised
•• Basis
Basisof
ofnew
newstock
stock==basis
basisof
ofrights
rightsplus
plusany
anyother
other
consideration
considerationgiven
given
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Stock Rights (slide
(slide 22 of
of 2)
2)
•• IfIf stock
stock rights
rights are
are nontaxable
nontaxable
–– IfIf value
value of
of rights
rights received
received << 15%
15% of
of value
value of
of
old
old stock,
stock, basis
basis in
in rights
rights == 00
•• Election
Electionisisavailable
availablewhich
whichallows
allowsallocation
allocationof
of
some
someof
ofbasis
basisof
offormerly
formerlyheld
heldstock
stockto
torights
rights

–– IfIf value
value of
of rights
rights isis 15%
15% or
or more
more of
of value
value of
of old
old
stock,
stock, and
and rights
rights are
are exercised
exercised or
or sold,
sold, must
must
allocate
allocate some
some of
of basis
basis in
in formerly
formerly held
held stock
stock to
to
rights
rights
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Corporate Distribution Planning
(slide
(slide 11 of
of 2)
2)

•• Maintain
Maintain ongoing
ongoing records
records of
of EE &
& P:
P:
–– Ensures
Ensures return
return of
of capital
capital isis not
not taxed
taxed as
as
dividend
dividend
–– No
No statute
statute of
of limitations
limitations on
on EE &
& P,
P, so
so IRS
IRS can
can
redetermine
redetermine at
at any
any time
time
•• Accurate
Accuraterecords
recordsminimize
minimizethis
thispossibility
possibility
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Corporate Distribution Planning
(slide
(slide 22 of
of 2)
2)

•• Adjust
Adjust timing
timing of
of distribution
distribution to
to optimize
optimize tax
tax
treatment:
treatment:
–– IfIf accumulated
accumulated EE &
& PP deficit
deficit and
and current
current EE &
& PP
loss,
loss, make
make distribution
distribution by
by end
end of
of tax
tax year
year to
to
achieve
achieve return
return of
of capital
capital
–– IfIf current
current EE &
& PP isis likely,
likely, make
make distribution
distribution at
at
beginning
beginning of
of next
next year
year to
to defer
defer taxation
taxation
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Avoiding Constructive Dividends
(slide
(slide 11 of
of 2)
2)

•• Structure
Structure transactions
transactions on
on “arms’
“arms’ length”
length”
basis:
basis:
–– Reasonable
Reasonable rent,
rent, compensation,
compensation, interest
interest rates,
rates,
etc...
etc...
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Avoiding Constructive Dividends
(slide
(slide 22 of
of 2)
2)

•• Use
Use mix
mix of
of techniques
techniques to
to “bail
“bail out”
out” corporate
corporate earnings
earnings
such
such as:
as:
–– Shareholder
Shareholderloans
loansto
tocorporation
corporation
–– Salaries
Salariesto
toshareholder-employee
shareholder-employee
–– Rent
Rentproperty
propertyto
tocorporation
corporation
–– Pay
Paysome
somedividends
dividends

•• Overdoing
Overdoing any
any one
one technique
technique may
may attract
attract attention
attention of
of
IRS
IRS
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Redemptions (slide
(slide 11 of
of 3)
3)
•• Transaction:
Transaction: corporation
corporation purchases
purchases its
its
stock
stock from
from shareholder
shareholder
•• IfIf qualified
qualified as
as aa redemption,
redemption, from
from
shareholder
shareholder perspective,
perspective, same
same result
result as
as aa
sale
sale to
to aa third
third party:
party:
–– Shareholder
Shareholder has
has cash
cash or
or other
other property
property instead
instead
of
of stock
stock
–– Shareholder
Shareholder has
has less
less control
control over
over (ownership
(ownership
of)
of) corporation
corporation
C18 - 36

Redemptions (slide
(slide 22 of
of 3)
3)
•• From
From other
other shareholders’
shareholders’ perspective,
perspective,
redemption
redemption does
does not
not resemble
resemble sale
sale to
to third
third
party:
party:
–– Less
Less stock
stock isis outstanding,
outstanding, so
so other
other
shareholders’
shareholders’ ownership
ownership percentage
percentage isis
increased
increased
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Redemptions (slide
(slide 33 of
of 3)
3)
•• From
From corporate
corporate view,
view, does
does not
not resemble
resemble
sale
sale to
to third
third party:
party:
–– Corporation
Corporation has
has less
less assets,
assets, because
because some
some of
of
these
these assets
assets have
have been
been transferred
transferred to
to the
the
shareholder
shareholder redeeming
redeeming stock
stock
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Effect of Redemption
(slide
(slide 11 of
of 3)
3)

•• IfIf qualified
qualified as
as aa redemption:
redemption:
–– Shareholder
Shareholder reports
reports gain
gain or
or loss
loss on
on surrender
surrender of
of
stock
stock
•• Gain
Gaintaxed
taxedatatfavorable
favorablecapital
capitalgains
gainsrates
rates
•• Shareholder
Shareholderreduces
reducesgain
gainby
bybasis
basisin
instock
stockredeemed
redeemed
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Effect of Redemption
(slide
(slide 22 of
of 3)
3)

•• IfIf transaction
transaction has
has appearance
appearance of
of aa dividend,
dividend,
redemption
redemption will
will not
not be
be qualified:
qualified:
–– For
For example,
example, ifif shareholder
shareholder owns
owns 100%
100% and
and
corporation
corporation buys
buys ½
½ of
of stock
stock for
for $X,
$X, shareholder
shareholder
still
still owns
owns 100%
100%
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Effect of Redemption
(slide
(slide 33 of
of 3)
3)

•• IfIf not
not qualified
qualified as
as aa redemption:
redemption:
–– Shareholder
Shareholder reports
reports dividend
dividend income
income
•• May
Maybe
betaxed
taxedatatup
upto
to38.6%
38.6%
•• Redemption
Redemptionproceeds
proceedsmay
maynot
notbe
beoffset
offsetby
bybasis
basisin
in
stock
stocksurrendered
surrendered

–– Corporate
Corporate shareholders
shareholders may
may prefer
prefer dividend
dividend
treatment
treatment because
because of
of the
the dividends
dividends received
received
deduction
deduction
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Transactions Treated as
Redemptions (slide
(slide 11 of
of 3)
3)
•• The
The following
following types
types of
of distributions
distributions may
may be
be
treated
treated as
as aa redemption
redemption of
of stock
stock rather
rather than
than
as
as aa dividend:
dividend:
–– Distributions
Distributions not
not essentially
essentially equivalent
equivalent to
to aa
dividend
dividend (subjective
(subjective test)
test)
–– Disproportionate
Disproportionate distributions
distributions (mechanical
(mechanical
rules)
rules)
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Transactions Treated as
Redemptions (slide
(slide 22 of
of 3)
3)
–– Distributions
Distributions in
in termination
termination of
of shareholder’s
shareholder’s
interest
interest (mechanical
(mechanical rules)
rules)
–– Partial
Partial liquidations
liquidations of
of aa corporation
corporation where
where
shareholder
shareholder isis not
not aa corporation,
corporation, and
and either
either
(1)
(1)Distribution
Distributionisisnot
notessentially
essentiallyequivalent
equivalentto
toaa
dividend,
dividend,or
or
(2)
(2)An
Anactive
activebusiness
businessisisterminated
terminated
(May
(Maybe
besubjective
subjective(1)
(1)or
ormechanical
mechanical(2))
(2))
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Transactions Treated as
Redemptions (slide
(slide 33 of
of 3)
3)
–– Distributions
Distributions to
to pay
pay death
death taxes
taxes (limitation
(limitation on
on
amount
amount of
of allowed
allowed distribution
distribution isis mechanical
mechanical
test)
test)

•• Stock
Stock attribution
attribution rules
rules must
must be
be applied,
applied, so
so
distribution
distribution which
which appears
appears to
to meet
meet
requirements
requirements may
may not
not qualify
qualify
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Stock Attribution (slide
(slide 11 of
of 5)
5)
•• Qualified
Qualified stock
stock redemption
redemption must
must result
result in
in
substantial
substantial reduction
reduction in
in shareholder’s
shareholder’s
ownership
ownership
–– Stock
Stock ownership
ownership by
by certain
certain related
related parties
parties isis
attributed
attributed back
back to
to shareholder
shareholder whose
whose stock
stock isis
redeemed
redeemed
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Stock Attribution (slide
(slide 22 of
of 5)
5)
•• Attribution
Attribution from
from family
family members
members
–– Stock
Stock owned
owned by
by spouse,
spouse, children,
children,
grandchildren,
grandchildren, or
or parents
parents attributed
attributed back
back to
to
individual
individual
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Stock Attribution (slide
(slide 33 of
of 5)
5)
•• Attribution
Attribution from
from entity
entity to
to owner:
owner:
–– Partner:
Partner: deemed
deemed owner
owner of
of proportionate
proportionate
number
number of
of shares
shares owned
owned by
by partnership
partnership
–– Beneficiary
Beneficiary or
or heir:
heir: deemed
deemed owner
owner of
of
proportionate
proportionate shares
shares owned
owned by
by entity
entity
–– 50%
50% or
or more
more shareholder:
shareholder: deemed
deemed owner
owner of
of
proportionate
proportionate shares
shares owned
owned by
by corporation
corporation
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Stock Attribution (slide
(slide 44 of
of 5)
5)
•• Attribution
Attribution from
from owner
owner to
to entity
entity
–– Partnership:
Partnership: deemed
deemed owner
owner of
of total
total shares
shares
owned
owned by
by partner
partner
–– Estate
Estate or
or trust:
trust: deemed
deemed owner
owner of
of total
total shares
shares
owned
owned by
by heir
heir or
or beneficiary
beneficiary
–– Corporation:
Corporation: deemed
deemed owner
owner of
of total
total shares
shares
owned
owned by
by 50%
50% or
or more
more shareholder
shareholder
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Stock Attribution (slide
(slide 55 of
of 5)
5)
•• Family
Family attribution
attribution rules
rules do
do not
not apply
apply to
to
redemptions
redemptions in
in complete
complete termination
termination of
of
shareholder’s
shareholder’s interest
interest
•• Stock
Stock attribution
attribution rules
rules do
do not
not apply
apply to
to
redemptions
redemptions to
to pay
pay death
death taxes
taxes
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Not Essentially Equivalent
Redemptions (slide
(slide 11 of
of 3)
3)
•• Redemption
Redemption qualifies
qualifies for
for sale
sale or
or exchange
exchange
treatment
treatment ifif “not
“not essentially
essentially equivalent
equivalent to
to aa
dividend”
dividend”
–– Subjective
Subjective test
test
–– Provision
Provision was
was added
added to
to deal
deal specifically
specifically with
with
redemptions
redemptions of
of preferred
preferred stock
stock
•• Shareholders
Shareholdersoften
oftenhave
haveno
nocontrol
controlover
overwhen
when
preferred
preferredshares
sharesredeemed
redeemed
•• Also
Alsoapplies
appliesto
tocommon
commonstock
stockredemptions
redemptions
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Not Essentially Equivalent
Redemptions (slide
(slide 22 of
of 3)
3)
•• To
To qualify,
qualify, redemption
redemption must
must result
result in
in aa
meaningful
meaningful reduction
reduction in
in shareholder’s
shareholder’s
interest
interest in
in redeeming
redeeming corp
corp
•• Stock
Stockattribution
attributionrules
rulesapply
apply
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Not Essentially Equivalent
Redemptions (slide
(slide 33 of
of 3)
3)
•• IfIf redemption
redemption isis treated
treated as
as ordinary
ordinary dividend
dividend
–– Basis
Basis in
in stock
stock redeemed
redeemed attaches
attaches to
to remaining
remaining
stock
stock owned
owned (directly
(directly or
or constructively)
constructively)
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Qualifying Disproportionate
Redemption (slide
(slide 11 of
of 4)
4)
•• Redemption
Redemption qualifies
qualifies as
as disproportionate
disproportionate
redemption
redemption if:
if:
–– Shareholder
Shareholder owns
owns less
less than
than 80%
80% of
of the
the interest
interest
owned
owned prior
prior to
to redemption
redemption
–– Shareholder
Shareholder owns
owns less
less than
than 50%
50% of
of the
the total
total
combined
combined voting
voting power
power in
in the
the corporation
corporation
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Qualifying Disproportionate
Redemption (slide
(slide 22 of
of 4)
4)
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Qualifying Disproportionate
Redemption (slide
(slide 33 of
of 4)
4)
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Qualifying Disproportionate
Redemption (slide
(slide 44 of
of 4)
4)
•• Shareholder
Shareholder has
has 46
46 2/3%
2/3% ownership
ownership
represented
represented by
by 35
35 voting
voting shares
shares (60-25)
(60-25) of
of
75
75 (100-25)
(100-25) outstanding
outstanding voting
voting shares
shares
•• Redemption
Redemption isis qualified
qualified disproportionate
disproportionate
redemption
redemption because:
because:
–– Shareholder
Shareholder owns
owns << 80%
80% of
of the
the 60%
60% owned
owned
prior
prior to
to redemption
redemption (80%
(80% X
X 60%
60% == 48%),
48%), and
and
–– Shareholder
Shareholder owns
owns << 50%
50% of
of total
total combined
combined
voting
voting power
power of
of corporation
corporation
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Complete Termination
Redemptions
•• Termination
Termination of
of entire
entire interest
interest generally
generally
qualifies
qualifies for
for sale
sale or
or exchange
exchange treatment
treatment
–– Often
Often will
will not
not qualify
qualify as
as disproportionate
disproportionate
redemption
redemption due
due to
to stock
stock attribution
attribution rules
rules
–– Family
Family attribution
attribution rules
rules will
will not
not apply
apply if:
if:

•• Former
Formershareholder
shareholderhas
hasno
nointerest
interest(other
(otherthan
thanas
as
creditor)
creditor)for
foratatleast
least10
10years
years
•• Agree
Agreeto
tonotify
notifyIRS
IRSof
ofany
anydisallowed
disallowed interest
interest
within
within10
10year
yearperiod
period
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Redemptions To Pay Death
Taxes (slide
(slide 11 of
of 2)
2)
•• Allows
Allows sale
sale or
or exchange
exchange treatment
treatment ifif value
value
of
of stock
stock exceeds
exceeds 35%
35% of
of value
value of
of adjusted
adjusted
gross
gross estate
estate
–– Stock
Stock of
of 22 or
or more
more corps
corps may
may be
be treated
treated as
as
stock
stock of
of single
single corp
corp for
for 35%
35% test
test ifif 20%
20% or
or
more
more of
of each
each corp
corp was
was owned
owned by
by decedent
decedent
–– Special
Special treatment
treatment limited
limited to
to sum
sum of:
of:
•• Death
DeathTaxes
Taxes
•• Funeral
Funeraland
andadministration
administrationexpenses
expenses
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Redemptions To Pay Death
Taxes (slide
(slide 22 of
of 2)
2)
•• Basis
Basis of
of stock
stock isis stepped
stepped up
up to
to fair
fair market
market
value
value on
on date
date of
of death
death (or
(or alternate
alternate
valuation
valuation date)
date)
–– When
When redemption
redemption price
price equals
equals stepped-up
stepped-up
basis,
basis, no
no tax
tax consequences
consequences to
to estate
estate
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Effect of Redemption
on Corporation (slide
(slide 11 of
of 2)
2)
•• Gain
Gain or
or loss
loss recognition
recognition
–– IfIf property
property other
other than
than cash
cash used
used for
for redemption
redemption
•• Corporation
Corporationrecognizes
recognizesgain
gainon
ondistribution
distributionof
of
appreciated
appreciatedproperty
property
•• Loss
Lossisisnot
notrecognized
recognized
–– Corporation
Corporationshould
shouldsell
sellproperty,
property,recognize
recognizeloss,
loss,and
anduse
use
proceeds
proceedsfrom
fromsale
salefor
forredemption
redemption
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Effect of Redemption
on Corporation (slide
(slide 22 of
of 2)
2)
•• Effect
Effect on
on Earnings
Earnings and
and Profits
Profits
–– EE &
& PP isis reduced
reduced in
in aa qualified
qualified stock
stock
redemption
redemption by
by ratable
ratable share
share of
of EE &
& PP
attributable
attributable to
to stock
stock redeemed
redeemed
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Stock Redemptions-No Sale Or
Exchange Treatment
•• Redemptions
Redemptions not
not qualifying
qualifying under
under previous
previous
provisions
provisions
–– Treated
Treated as
as dividend
dividend distribution
distribution to
to extent
extent of
of
EE &
& PP
–– Attempts
Attempts by
by taxpayers
taxpayers to
to circumvent
circumvent
redemption
redemption provisions
provisions led
led to
to rules
rules covering:
covering:
•• Preferred
Preferredstock
stockbailouts
bailouts
•• Sales
Salesof
ofstock
stockto
torelated
relatedcorporations
corporations
C18 - 62

IfIfyou
youhave
haveany
anycomments
commentsor
orsuggestions
suggestionsconcerning
concerningthis
this
PowerPoint
PowerPointPresentation
Presentationfor
forWest's
West'sFederal
FederalTaxation,
Taxation,
please
pleasecontact:
contact:
Dr.
Dr.Donald
Donald R.
R.Trippeer,
Trippeer,CPA
CPA
donald.trippeer@colostate-pueblo.edu
donald.trippeer@colostate-pueblo.edu
Colorado
ColoradoState
StateUniversity-Pueblo
University-Pueblo
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