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Why Should 1
Incorporate My Business?

The short answer is: It depends on

circumstances. Here’s one in which the corporation form of doing busi-
ness helped cut the tax bite.

Many entrepreneurs start their businesses by sliding into them. Paul did
that. Three years ago, he started keeping a few plumbing tools and fittings
in the back of his minivan, from which he did plumbing repairs for
friends and neighbors on weekends. His reputation for quality work
spread, so he was soon able to chuck his day job. (It helped that his wife,
Yvonne, pulled down $100,000 per year as an advertising rep.) Life was
simple then, for he just drove to customers’ homes, made plumbing re-
pairs, wrote up bills, and collected his money. Because he took care of his
customers (and even responded to emergencies at 3 A.M.), his business
grew so that he had to hire two more plumbers, two helpers, and buy three
trucks for the crews. Along with the increasing business and higher profits
came various hassles, such as license requirements in surrounding towns,
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satisfying tax collectors and other negative manifestations of our complex
society, and hiring an accountant to keep track of his expanding empire.

“You probably could save some taxes by incorporating,” said Amos, his
accountant, as he handed Paul his tax return on April 15.

“Later,” said Paul. “It sounds like more hassle, and more hassle is what 1
don’t need.”

Then in the fall of that year, Paul ran into an unfortunate situation with a
customer. One of his recently hired plumbers did not stick around and
check his work as he should have. The consequence was that the leak in
the bathroom, which was to be repaired, apparently was not. The resulting
trickle of water soaked the carpet in the hallway, requiring that it be re-
placed at a cost of $500. Paul paid that out of his pocket, as it was below
the deductible amount on his liability insurance policy.

Then, a few months later, Paul received a letter from an attorney repre-
senting this customer. She was claiming that she had slipped on the wet
carpet before it was replaced and suffered extensive injuries. She was
seeking $10 million from Paul.

Fortunately, the company that insured Paul was able to settle the case for
$1,000, but in the process, Paul spent many sleepless nights. Again, he
heard the same thing from Larry, his lawyer, that he had heard from his
accountant: ““You should consider incorporating.”

“What if that customer had prevailed and you had found yourself facing a
judgment for $10 million?” Larry asked. “Your liability insurance policy
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covers only $1 million. You could lose not only your trucks and other busi-
ness property, but much of your personal assets, such as investment ac-
counts, your boat, and other items. I can’t guarantee it, but if your plumbing
business did operate as a corporation, it’s very likely that you would be able
to keep your personal assets, although the business assets would be gone.”
Paul listened to that advice with increasing interest but still took no action.

We will come back to Paul and his plumbing business later, after we have
discussed the points that his story illustrates thus far.

What a Corporation Is and What It Is Not

Essentially, a corporation is created as a separate entity by a government,
such as state, federal, and most foreign governments. Corporations can be
formed for a variety of purposes, the most common of which is conduct-
ing a profit-making business. They can also be formed as vehicles for
conducting nonprofit activities such as charitable organizations, social
clubs, political activities, and so on. For the most part, this book is de-
voted to a discussion of corporations that are in business to earn a profit
for their owners, but nonprofit charitable corporations are covered briefly
in Chapter 6. Almost all of these corporations are created by one of the 50
states, the District of Columbia, Puerto Rico, the Virgin Islands, or Guam.
Most foreign governments also provide for the formation of corporations.
If you would like a more formal definition of a corporation, here is one:

CORPORATION A fictitious legal entity/person which has rights and
duties independent of the rights and duties of real persons and which is
legally authorized to act in its own name through duly appointed
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agents. It is owned by shareholders. Usually created under the authority
of state law (Bouvier’s Law Dictionary 1865).

For many of us, the term corporation conjures up images of behemoths
such as Microsoft, Wal-Mart, and General Motors. But those corporations
have not always been the organizations they are today with thousands of
shareholders. The first two started as enterprises owned by one or two
people and the third one is a combination of several small companies
started in garages by one or two successful dreamers.

Notice that a corporation does not exist just because one or a few entre-
preneurs hang out a shingle with “Inc.” after the name of the business. A
corporation exists only by action of the state or other governments just
mentioned, as well as the federal government for certain quasi-govern-
ment purposes.

Who Starts and Who Owns a €orporation?

Corporations come into being because one or more individuals, called in-
corporators, request a state to form a corporation. (The detailed proce-
dure is described in Chapter 6.) The for-profit corporations are owned by
stockholders, who may or may not be the same individuals as the incor-
porators. (The term stockholders includes not only individuals but also
entities such as other corporations, partnerships, and limited liability
companies.) While stockholders share in the hoped-for profits generated
by the corporation, nonprofit corporations are not owned by stockholders.
The most common use of the latter corporations is for charitable pur-
poses, in which case the theory is that they are owned by the public for
the public good.
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Reasons to Incorporate Your Business

There are several reasons to incorporate your business. Some entrepreneurs
are primarily concerned with limiting their liability for business debts,
while others find tax reasons to be the primary motive for incorporating.

Limi¢ing Your Liability for Business Debts

Perhaps the biggest fear of entrepreneurs is that, despite their best efforts,
the business will not succeed. If the venture results in failure, that is gen-
erally accompanied by excessive debts. The result, for a sole proprietor, is
often bankruptcy. That means the entrepreneur faces losing not only busi-
ness assets, such as equipment and inventory, but personal assets such as
savings accounts, securities, vehicles, rental real estate, and possibly his
or her residence. (The answer to the question of whether bankruptcy in-
volves loss of residence and certain other assets varies with the laws of
each state.)

If, however, you operate your business as a corporation, that may pro-
tect you against having to part with personal assets to meet business
debts. Remember, a corporation is an entity separate from its owners
(stockholders). If I become a spendthrift and run up large bills I cannot
pay, you are not responsible for paying my bills (unless you have guar-
anteed them). Generally, you are not responsible for paying the debts of
a corporation, even if you are the sole stockholder, as a corporation is
treated as another person. So, if the corporation fails in its business, the
creditors of that incorporated business could cause the assets of the cor-
poration to be sold so its debts could be paid, but, with some excep-
tions, it could not cause your personal assets to be sold to pay corporate
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debts. (This protection provided by a corporation is often called the cor-
porate veil.)

If you buy stock in Ford Motor Company and, due to poor design, some-
one is injured in one of their products, that injured someone may well
collect damages from Ford, but his or her chances of collecting from you
as a stockholder are nil, even if the judgment were so large that Ford
went bankrupt.

Why do states confer this limited liability on corporations? We have to go
back to the 1600s to answer that question. It was the desire of monarchs
to increase the economic activity in their kingdoms that prompted the
concept of limited liability for business ventures. Monarchs had other
uses for the tax revenues, such as fighting wars with neighboring king-
doms. They needed investment money from the rising merchant class to
finance such operations as the Hudson’s Bay Company, the East India
Company, and similar entities. But merchants would not invest because

The IRS and ¢the Corporate Veil

While the IRS normally can look only to the assets of the corporation
to collect corporation income taxes, withheld payroll taxes are a differ-
ent story.Any individual who is responsible for paying over those with-
held taxes to the IRS and fails to do so can be held responsible for
those taxes, and the IRS can collect by levying on that individual’s per-
sonal assets.While the responsible individual of a closely held corpora-
tion is usually a stockholder, a nonstockholder individual, such as a
bookkeeper, could be the responsible person and end up in serious fi-
nancial straits.
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of the high risk of losing their capital and becoming destitute. So the
kings and queens promised that the investors could not lose any more
money than what they had invested in the exploration and trading ven-
ture. Beyond that, the creditors of the venture were out of luck. That is,
the investors were promised limited liability.

Indeed, without the limited liability of corporations, we could not have
the amassing of funds that enables capital-hungry industries, such as rail-
roads, airlines, and many industries, to operate.

Liability of Stockholders Who Are Also Employees of Small Corpo-
rations. As we read news accounts of both civil and criminal actions
against owners of businesses that operate as corporations, we may arrive
at the conclusion that a corporation does not provide a bulletproof corpo-
rate veil. Indeed, lawyers for creditors of a corporation will attempt, in
any way they can, to pierce the corporate veil. On what basis do they at-
tempt this?

First, they will attempt to prove that the business was not operating as
a corporation because the correct procedures to set up a corporation
were not followed. For instance, if you fail to register your corporation
with the state, you do not have a corporation, and the attorney for your
creditors has an easy task in grabbing your personal boat, airplane, and
Lamborghini with which to pay the debts of your business. Also, most
states require that a corporation hold at least an annual meeting of
stockholders and that the minutes of that meeting be recorded. (As a
minimum, the minutes should include the annual election of officers,
authorization of officer salaries, authorization of distributions to stock-
holders, and whatever else may be required by the rules of the particu-
lar state.)
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Second, even though the corporation is properly registered and perform-
ing as required, the creditors can claim that you operated outside the cor-
poration. That is, if you write business letters on your personal stationery
and sign the letters as an individual, that would be operating outside the
corporation. This is particularly important when you sign order blanks
that are made out to you personally, rather than to the corporation.

The third way the corporate veil may be pierced is if actions you took per-
sonally were illegal, fraudulent, or even with intent to commit fraud.
While the most notable of this type of situation involves major corpora-
tions, such as Enron, it also applies to small one-owner corporations.
While a corporation, as an abstract entity, cannot be put into jail, the cor-
porate officer who directed the illegal act well could spend hard time in
some prison.

So, while the corporate veil is not pierced frequently, if you are a stock-
holder/employee of a corporation, your stock holdings are significant,
and you are a decision maker. Take pains to dot the i’s in corporate
documents.

A stockholder/lemployee is a stockholder of the corporation who also is
an employee of the corporation. The conventional use of the term ap-
pears to assume that the stockholder/employee is in a management
position and owns a significant amount of stock. In sections of the In-
ternal Revenue Code, the law regards ownership of more than 2 per-
cent of the outstanding stock as significant.
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Two other instances of piercing the corporate veil should be mentioned.
One is the situation in which a stockholder voluntarily subjects himself or
herself to be exposed to personal liability. The best example of that is a
bank loan to the corporation wherein the bank requires that the major
stockholder(s) sign a personal guarantee of the loan. The other situation is
one in which professionals, such as architects, engineers, accountants,
and so on, conduct their professional practice within a corporation. While
the corporate form should shield the professional from normal business
liabilities, it will not protect against liability for professional malpractice.
The professionals must find other ways to protect their assets, such as
professional liability insurance or holding assets jointly with spouses or
other family members. (The details of the latter are beyond the scope of
this book and definitely demand competent legal advice.)

Save Payroll €ash by Incorporating

If you are not yet at the point of having to hire experienced executives
and managers to help you run your business, you may arrive at that point
soon, we hope. It is difficult to hire these people when you are competing
with large corporations and the high salaries they pay for effective man-
agers. But you can compete, if you hire people with some entrepreneurial
leanings and reward them with an interest in a piece of your business.
That is not to say you should give away your business, but stock and
stock options used properly can reduce a need for large cash bundles with
which to pay executives. Admittedly, you may not be at this point yet, but
when the time comes that you must hire that first executive, you will
probably be way too busy and submerged in management tasks to take
the time to set up a corporation.
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Tax Savings

With proper planning, a corporation can generate a lower tax bill for your
enterprise. As is true of any question that deals with the intricacies of the
Internal Revenue Code, explanation of an answer will take many words—
enough words to be a separate chapter (Chapter 2).

Prestige of a Corporation

Although most of us now realize that the process of incorporation costs
very little, and in many cases can be a do-it-yourself project, there is still
an air of stability and continuity that is attached to a corporation. If you
have paid a sole proprietor for an annual furnace maintenance contract,
and he suddenly dies, will someone else perform the maintenance?
Maybe the answer is no. If the same business were incorporated, the an-
swer could still be no. However, the fact that it is incorporated makes it
more likely that your furnace man paid some attention to planning. That
means he probably has provided the means by which his corporation will
continue to provide services and collect income for the sake of his heirs.

Ease of Transferring Ownership

Transferring a sole proprietorship from one individual to another is an im-
possibility, inasmuch as a sole proprietorship is the individual himself or
herself. The only way a sole proprietorship business can be bought and
sold is by the buyer purchasing the assets of the sole proprietorship. This
creates a bookkeeping nightmare for the selling sole proprietor when he
or she computes the income tax bill from the sale, and it leaves open the



Why Should | Incorporate My Business?

question of the value of goodwill, patents, and trade names that the buyer
would want to purchase along with the tangible assets. On the other hand,
if the business operates as a corporation, transfer is a simple sale and pur-
chase of the common stock. Also, the gain to the seller should be all long-
term capital gain (taxed at a lower rate). It is also much easier to sell or
give (as to an adult child) a fraction of the business if it operates as a cor-
poration.

Transferring a partnership interest can be even more complicated. De-
pending on state law, attempting to transfer more than one-half of a part-
nership interest actually may cause a partnership to cease existence, and
that requires the formation of a new partnership. Obviously, wading
through this is going to cost some expensive professional accounting and
legal help.

Reasons Not to Incorporate Your Business

Many small businesses are sole proprietorships by default. That is, because
they have never taken the necessary steps to become a corporation, nor
have they taken in a partner, they have always remained a sole proprietor.
They are sole proprietors by default. Besides this inertia, there are several
reasons offered by people in business for not changing to this other form of
conducting business.

Corporations and O¢ther Business Forms Are Too Complicated

Yes, corporations can be complex, but a simple corporation owned by one
individual stockholder requires little formality. If there are two or more
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Sole proprietorships are also informally known by the initials DBA,
which stand for “doing business as,” followed by the business name. Be-
cause sole proprietorship is the term used in legal and tax documents, it
is the term used throughout this book.Also, the use of DBA can lead to
confusion, as partnerships, corporations, and limited liability compa-
nies can also ‘““do business as”’ some name other than the name of the
entity. Example:“The Bicycle Shop, Inc., doing business as Two-wheeled
Speed Demons.”

owners (stockholders) of the corporation, the formalities are greater, but
if the owners did not create a corporation, they would have a partnership,
and those animals can be even more complicated than a corporation.

However, keeping it simple can be a valid reason to do business as a sole
proprietorship in certain limited and specific circumstances. If the busi-
ness is tiny, the profits are small, and the proprietor has no other assets
than the business assets, going the sole proprietor route may make sense.
(In essence, having no assets but those used in the business makes one
judgment proof. That is, it would not be worthwhile for a creditor to go
through the expense of hiring a lawyer and paying court fees when the
business owner has nothing that can be turned into money.)

Corporations €ost Too Much ¢to Set Up and Operate
Yes, there is a cost, in both time and money, in operating as a corporation.

Operating a corporation entails more income tax forms, more records to
keep, and more planning of financial transactions to keep taxes at a mini-
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mum. However, if you do have personal assets that are not used for busi-
ness purposes, such as stocks, bonds, mutual funds, residence, vacation
cottage, boat, airplane, jewelry, art works, and so on, then you need to do
a little arithmetic. Make a list of all of your nonbusiness assets and for
each assign a replacement value. (That is what it would cost you to buy
those items at current prices.) Add those values. Then list all mortgages
and loans that are secured by those assets, total them, and subtract that to-
tal from the total of the asset replacement values. The result is the net re-
placement value of your assets. Let us say that number is $300,000. Then,
ask your lawyer and your accountant how much their fees will increase if
you change to the corporate form. Assume their answers total an increase
of $3,000. That means that you would be paying $3,000 a year to protect
assets with the net value of $300,000. That’s only 1 percent of the asset
value. Isn’t that a nominal fee to protect those assets?

My Business Is Too Small ¢o Incorporate

It’s difficult to find any validity in this argument against incorporating. In
the first place, the state laws and the bureaucracy that creates corporations
do not specify any minimum size of the enterprise. If you wanted to incor-
porate your 10-year-old daughter’s lemonade stand, that could be done.
Remember, it’s the value of your nonbusiness assets, rather than the size of
your business that makes incorporation and the limited liability attractive.

A Corporate Form Does Not Entirely Protect Professionals

This 1s true. The corporate veil generally will not be effective protection
against liability for leaving the sponge in the incision, designing a bridge
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that falls down, giving grossly incorrect advice, or other acts of malprac-
tice. However, the client who slips on a banana peel or is folded in two by
the collapsing waiting room chair is not harmed by professional malprac-
tice, but by corporate negligence. That is, it is the corporation, not the in-
dividual owners, who is liable. In other words, the corporate form
generally should protect your personal assets in the banana peel situa-
tions. (Do not assume, however, that the lawyer for the folded-up former
client will not try to collect from you. His or her position could be that
you, as an individual, knew or should have known that the chair was in
poor condition and should have rectified the situation.) Will the court rule
in favor of the client? We do not know until a court decision is handed
down, but the fact that you have set up a corporate veil ups your odds for
a ruling favorable to you.



How Incorporating
Can Result in Tax Savings

Tax Savings in a Corporation? Maybe

If a corporation is operated properly, and if the right elections are filed
with the IRS, the corporate form of doing business may well reduce total
tax expense. If a corporation is managed haphazardly and tax planning is
a low priority item, a corporation could well cost far more in taxes than
would a sole proprietorship, so this chapter will help you stay the course
that results in tax savings.

As 1 write this, our tax life is operating under the Jobs and Growth Tax
Act of 2003. The results of the elections in 2004 and 2006 could mean
that the present tax cuts, particularly the tax rate on dividends, could con-
tinue to be in effect, or could result in a return to higher tax rates. Also,
present law schedules a return to higher rates in 2009 and 2010. For that
reason, this chapter covers both the lower and higher rates, particularly
the rates on corporate dividends.
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The Organization of this Chapter

Although this is not a tax book, corporation and individual income tax
rules do affect your decision to incorporate as well as your decision as to
which of two methods will be used to compute and pay your corpora-
tion’s income tax. We start the chapter by considering the basic method
by which corporations have computed their taxes for decades. (This is
covered under Chapter C of the Internal Revenue Code and these corpo-
rations are therefore known as C corporations.) Then we move on to con-
sider corporations that have elected to be taxed under Chapter S of the
Internal Revenue Code and are known as S corporations. A somewhat in-
correct but popular definition of taxation under Chapter S is that the cor-
poration is taxed as if it were a partnership.

The examples in this chapter consider not only income taxes levied on in-
dividuals and corporations, but, in addition, the Social Security taxes
levied on the first $87,900 (in 2004) of earnings plus the Medicare tax
levied on all earnings without limit. (Note that Social Security and
Medicare taxes are levied on earnings from employment or self-employ-
ment. They are not levied on investment income such as capital gains,
dividends, interest, and, in most cases, rent.)

An Example of Tax Saving from a Corporation

Take Paul’s plumbing business (see Chapter 1) as an example. In 2004,
the plumbing business earned a net income of $100,000, before any re-
duction for payments to Paul for his salary, income tax, and Social Secu-
rity and Medicare taxes. Yvonne, his wife, earned $100,000 in salary from
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her advertising job. Paul withdrew $50,000 from the business during the
year, leaving the other $50,000 for the purchase of equipment and work-
ing capital in 2005.

If Paul operated as a sole proprietor, the total tax (income, Social Secu-
rity, and Medicare) for him and Yvonne (filing a joint return) would be
$60,507. If he operated as a corporation (a regular C corporation, not an S
corporation), the total tax (income, Social Security, and Medicare) for
him and Yvonne (filing a joint return) would be $45,173. In this case, the
saving would be $15,334.

It is important to note that this significant saving applies in the circum-
stances described for this example. For other circumstances, the results
would be different. For instance, if Paul wanted to withdraw all the
earnings from the plumbing business, the tax bite difference between
a sole proprietorship and a corporation would be small and might
be zero.

Some Background, Concepts, and Explanations

In order to explain how corporate income taxes and a business owner’s
personal taxes interrelate, we have to use some financial terms, such as
balance sheet, income statement, assets, liabilities, equity, depreciation,
and so on. It is always difficult for an author to write at the level of exper-
tise of the readers, when he or she cannot foretell just who will buy the
book. For that reason, I have not included an interminable list of technical
terms here, but they can be found in Appendix D. Appendix C is a short
course in how these terms interrelate.
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How Your Business Tax Picture
Changes When You Incorporate

Yes, your tax picture will change if you form a corporation or a limited li-
ability company (LLC). As you might expect, there is no magic rule that
says you will be better off taxwise if you incorporate, nor is there a rule
that says that an LLC or a sole proprietorship would be preferable. So, we
start with the basic rules and build on them throughout this chapter.

How a Sole Proprictorship Is Taxed

A sole proprietor computes his taxable income from his business as in
Table 2.1, which is fairly straightforward. You might ask why there are
two sections listing deductions from total sales, specifically cost of sales
and expenses. Without getting into a lot of accounting theory, let us just
accept the fact that this is the way the IRS lays out the tax return form
(Schedule C) for sole proprietors. And yes, I know, there are omissions
in Table 2.1, such as depreciation. However, they are intentionally omit-
ted so we can keep the examples simple and to the point of the concept
under discussion.

While this format for computing taxable income from a business is rela-
tively simple, the IRS directs that what we do with the results of this
computation is not so simple. The taxable income is then added in with
all the other items of income and deductions on the owner’s personal in-
come tax return.

Note that it is the taxable income that is carried to the proprietor’s per-
sonal income tax return. The amount of the cash that the proprietor takes
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PAUL'S PLUMBING
Computation of Taxable Income for the Year

Income:
Sales $500,000
Subtract cost of sales:
Labor (not including Paul) $180,000
Material & supplies (pipe, bathtubs, etc.) 100,000
Total cost of sales 280,000
Gross profit (sales minus cost) 220,000
Expenses:
Warehouse & office rent 40,000
Truck operations 30,000
Office staff (bookkeeper/receptionist) 25,000
Insurance 14,000
Licenses, fees, taxes other than income 5,000
Miscellaneous 6,000
Total expenses 120,000
Taxable income $100,000

TABLE 2.1 Computation of Taxable Income for a Sole Proprietorship

out of the business or contributes to the business has no effect on how
much income tax the proprietor pays.

The result is that the income tax rate on the profits of the business is not
dependent on how much the business made, but on the total income pic-
ture of the owner. If the owner has other income that elevates his tax
rate to 35 percent, that is the rate he or she will pay on the business
profits. At the other extreme, if the owner of the business had ordinary
losses from other sources, he or she would end up paying at a substan-
tially lower rate, or possibly at a zero rate, on the business profits. (No-
tice the word ordinary as related to how other losses can affect the tax



INCORPORATE YOUR BUSINESS

rate on business profits. Capital losses are of almost no help in lowering
the rate of tax on ordinary income, which includes business income.) Of
course, if the business owner is married and files a joint return, the in-
come of the spouse enters the picture and affects the income tax rate on
the business profits.

So because the total financial picture of a sole proprietor affects the tax
picture of the business, it is impossible to state a general rule as to
whether there would be a tax advantage for a particular business if it in-
corporated. All we can do is work out the numbers for a specific situation
and make a decision. As we go through the process of generating numbers
to help you make a decision, you will be further confounded by the his-
tory of Congress playing whimsical games with the tax code, but we will
try to keep it as simple as possible.

There are more taxes for the sole proprietor to send off to the IRS. So-
cial Security and Medicare taxes are computed on the taxable income
of the sole proprietorship. These taxes are at the same rate regardless
of the level of the sole proprietor’s other income or losses. Specifically,
sole proprietors pay the Medicare tax at the rate of 12.4 percent on the
first $87,900 of income from his or her business. In addition, the
Medicare tax is levied at the rate of 2.9 percent on all the taxable in-
come from the business of the sole proprietor, with no limit. (These
rates are double the rates for Social Security and Medicare taxes that
are withheld from one’s salary as an employee. The theory, which is
valid, is that in the case of an employee the employer matches what is
withheld from the employee’s paycheck. Therefore, the government
collects the same amount from self-employed people as it does from
employees.)
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How a €Corporation Is Taxed

By definition, corporations are separate entities existing almost as if they
were a person. As such, they pay their own taxes, but have no responsibility
to pay the income taxes of the stockholders. Similarly, stockholders pay
their income taxes and have no responsibility to pay the income tax of the
corporation. (The S corporation is an exception to this rule and is discussed
later in this chapter.) The income tax is computed by first computing tax-
able income in the same way that the taxable income for a sole proprietor is
computed. In other words, the computation starts with the total income or
revenue of the corporation and from that are deducted the costs of sales and
deductible expenses. The resulting taxable income is multiplied by the ap-
propriate rates to arrive at an income tax figure. The tax rate schedule for
corporations consists of brackets and percentages that are different from
any of the personal tax rate schedules, and they are displayed in Table 2.2.

CORPORATION TAX RATE SCHEDULE 2004 (Unless changed by Congress)

If taxable income is: Of the
But not amount
Over: Over: The tax is: over:
$0 $ 50,000 + 15% $ 0
50,000 75,000 $ 7,500 + 25% 50,000
75,000 100,000 13,750 + 34% 75,000
100,000 335,000 22,250 + 39% 100,000
335,000 10,000,000 113,900 + 34% 335,000
10,000,000 15,000,000 3,400,000 + 35% 10,000,000
15,000,000 18,333,333 5,150,000 + 38% 15,000,000
18,333,333 — + 35% 0

TABLE 2.2 Corporation Tax Rate Schedule for 2004
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You are undoubtedly familiar with the taxes and the tax rates that we, as
individuals, pay. Whether or not you agree with it, we have a progres-
sive tax system by which the rate of the tax increases as income in-
creases. For instance, married individuals filing jointly for a 2004 return
with the taxable income under $14,000 are taxed at 10 percent. The
same class of taxpayers with taxable income over $311,950 pay at a rate
of 35 percent on the income that is more than that $311,950 figure,
added to the tax from lower rates applied to income below the
$311,950. In other words, the severity of the income tax progresses to
higher levels as incomes increase.

Corporate income tax rates used to be a simple progression as are the in-
dividual rates. However, Congress in its wisdom has seen fit to set up a
table that is both progressive and regressive. Note how the rates progress
up to 39 percent, and regress to 34 percent, then progress up to 38 per-
cent, and regress to 35 percent. What this does is structure the tax so that
corporations with high incomes lose the benefit of the lower rate brackets
enjoyed by small corporations. In other words, for very large corpora-
tions, the rate is 35 percent from the first to the last dollar of profits. (The
Internal Revenue Code actually accomplishes this with a surtax routine.
However, the result is a convoluted rate schedule in Table 2.2.)

A complication exists for corporations as it does for individual taxpayers,
namely the Alternative Minimum Tax (AMT). It affects those corpora-
tions with substantial incomes—generally those with gross receipts of
more than $5 million. Although computing it is mostly a mechanical ex-
ercise based on figures that should already be in corporate books, it seri-
ously can skew tax planning. Although professional-grade tax software
can make the computations, if your business has gross receipts of more
than $5 million, or you expect it will soon reach that level, you also need
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to seek a professional tax person who can help you with your tax planning
around the AMT.

Double Taxation of Corporate Profits

As covered earlier, all a sole proprietor has to do to take profits out of his
or her business is to write a check to himself or herself, or just take the
money out of the cash box. The money flows from the sole proprietor-
ship to the proprietor without tax implications, as the taxes are computed
on the faxable income of the business rather than what is withdrawn by
the owner.

In the case of a corporation, life is not so simple. The stockholders re-
ceive their share of the profits as dividends, and these differ from the
withdrawal of cash (or other assets) by a sole proprietor in two ways.
First, the withdrawal of funds is more formal, as the dividends should be
formally authorized by the board of directors. Secondly, dividends are
paid out of what taxable income is left after the resulting income tax has
been computed and subtracted. Then, in the hands of the stockholders, the
dividends are taxed again as income of each stockholder. This is true even
if there is only one stockholder who owns the entire corporation.

Let us look at an example of a profitable corporation’s income tax picture
in 2002. (We look at the rules in 2002, as the 2002 rates will return to us
in 2009—perhaps sooner, depending on political winds.) The Soleful
Shoe Corporation earned $20 million on which it paid federal income tax
of $7 million, leaving $13 million that could be paid to the stockholders
as dividends. The corporation paid those dividends to the stockholders
and all the stockholders were high-income individuals in the 35 percent
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bracket, so the total income tax the stockholders paid on those dividends
was $4,550,000 (35 percent times $13 million). This left only $8,450,000
in the stockholders’ pockets out of that original $20 million of taxable in-
come. That amounts to a federal tax bite of 57.7 percent, and in addition
there was state income tax to pay! Certainly, you want to avoid having
your corporation grow into this situation.

How to €Cope with Double Taxation of Your €orporation

In the minds of many people, the only solution to the double taxation of
dividend dilemma is the S corporation. However, S corporations have
their own disadvantages, so I cover the other methods of avoiding this du-
plicate tax first.

Pay Dividends Between May 6, 2003 and December 31, 2008. At this
writing, those are the dates between which the maximum individual tax
on most dividend income is 15 percent. If the Soleful Shoe Corporation
had the same taxable income of $20 million in 2004, the tax picture
would not be quite as disastrous. Specifically, the total corporate and indi-
vidual tax would be 44.7 percent versus the 57.7 percent it was in 2002—
still too high.

Keep Earnings in the Corporation. In the preceding example, the Sole-
ful Shoe Corporation paid all of its earnings out as dividends. Theoreti-
cally, that can be done, but it is highly impractical. Most businesses keep
at least part of their earnings within the business in order to purchase new
equipment, do additional advertising, and make other expenditures de-
signed to grow the business. As you are probably aware, many high-tech
companies follow this policy in order to fund their fast growth. Not pay-
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ing dividends, at least in theory, does not shortchange the stockholders
because the reinvested dividends will generate higher profits and that will
increase the market value of the stock. The stockholders can then sell the
stock at the higher price and receive their investment return that way. (In
many circumstances, that has the additional advantage of converting
earnings into long-term capital gain for the stockholders, and that gain
may be taxed at a lower rate.) Of course, this has not worked in the case
of many high-tech companies that bit the dust after the high-tech bubble-
burst of the late 1990s.

Pay Salaries to Stockholders/Employees. In many small corporations
the stockholders are also employees of the corporation. In that case, pay-
ing salaries to those people generates a tax deductible transfer of money
to the stockholders, while paying a dividend is not a deductible item. Un-
fortunately, there is a downside to paying salaries in that they are subject
to Social Security tax (12.4 percent) on wages and salaries up to the cur-
rent per employee limit ($87,900 in 2004), and Medicare insurance at 2.9
percent on all wages with no upper limit.! This has a different impact de-
pending on the size of the profits of the corporation.

For small corporations—those in which the funds transferred to stockholder/
employees are less than the Social Security limit—it might appear that it
makes little difference whether that transfer of funds to the employees takes
the form of salaries incurring a 15.3 percent Social Security and Medicare
tax bite or a dividend incurring a 15 percent income tax on the dividend.
This is true if both the corporation and the stockholders/employees are in the
15 percent (on dividends) income tax bracket. It is also true in certain other
instances, but rather than delve into sophisticated mathematics, I suggest
you work out the actual tax picture for your situation and determine whether
dividends or salaries a preferable to take money out of your corporation.
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For large corporations where stockholder/employee compensation may
be in the six or seven figures, taking funds out of the corporation by
salaries is almost always preferable. That is because the portion of the
salaries above the Social Security maximum limit (as $87,900 in 2004)
escapes Social Security tax (12.4 percent) while providing a tax deduc-
tion for the corporation. However, in some family-owned corporations,
some dividends may be preferable to salaries. For instance, some fam-
ily members may be active as employees of the corporation while other
family members are passive investors, so some dividends to the in-
vestors may be necessary. (At this writing, while we have a maximum
income tax rate of 15 percent on dividends, it makes this the time to
declare and pay them before there is an upward change in the law that
sets the rates.)

The IRS Position on Salary Levels for Stockholder/Employees. When
the tax rate on dividends is whatever bracket the stockholder is in for reg-
ular income (up to 35 percent) instead of the current 15 percent, it is far
preferable for all but the smallest corporations to pay deductible salaries
rather than nondeductible dividends. For example, let us look at Ralph’s
Rotund Restaurant, Inc. In December, Ralph finds that he has an extra
$100,000 of earnings in his corporation. Ralph’s corporation is in the 39
percent bracket and his personal tax picture puts him in the 33 percent
bracket. If Ralph causes the corporation to pay him a $100,000 dividend,
the corporation would pay $39,000 tax on that $100,000 (because the cor-
poration cannot deduct it), and Ralph would pay $33,000 income tax on
the dividend, making a total tax of $72,000 on the $100,000 bundle paid
to Ralph. On the other hand, if Ralph causes the corporation to pay him a
bonus via a payroll check, he would pay income tax of $33,000 plus
Medicare insurance of $1,450. His corporation would pay only the
Medicare insurance share of $1,450, making a total income tax and
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Medicare insurance tax of $35,900. If you were Ralph, would you pay
$72,000 or $35,900?

It seems obvious that you should never declare dividends but should al-
ways take an additional salary or bonus out of your corporation, but that
1s not the case. If your total compensation is a couple of hundred thou-
sand dollars, that should be no problem. But if you are successful and
find the need to take a couple of million out of your corporation, and
you do that all as salary, the IRS probably will disagree with your posi-
tion that the lump sum payment was not a deductible salary, but really a
disguised dividend, which is not deductible by the corporation. If that
happens, that agency has the power to reclassify your salary as a divi-
dend and subject you to the extra corporate tax involved, along with
charges for penalties and interest. In other words, the IRS could wipe
out that $2 million bonus.

It would seem that a possible solution to this bonus-versus-dividend
dilemma is not to pay either but to leave most of the cash the corporation
has earned in the corporate bank account. Of course, you would invest
that cash so it would grow just as if it were in your hands. (This assumes
you have already taken maximum advantage of tax-deferred accounts for
your personal future.) Down the road, when you are ready to sell your
corporation and retire, you hope you will be able to extract the cash from
the sales transaction as capital gain, which is usually taxed at lower rates
than ordinary income. Unfortunately, the IRS has a weapon with which it
can force you to pay dividends. It is called the accumulated earnings tax
and it works this way: If you leave more earnings in your corporation
than you reasonably need for the future of the business, the IRS can levy
and collect a tax on those excess earnings. The rate of that tax is the same
as the rate of tax on dividend income to individuals.
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How do you justify to the IRS that you do need to keep your accumulated
earnings in the corporation rather than pay dividends? The IRS will ac-
cept the need for adequate working capital (what you have tied up in in-
ventory and accounts receivable minus accounts payable); what you need
for expansion of your business by internal growth or the acquisition of
other companies, provided your business has a history of expansion; for-
mal projections of future cash needs; and expansion plans that have been
reduced to writing, such as in the corporate minutes (see Chapter 6). Be-
fore the IRS assesses a retained earnings tax on your corporation, you
should engage a competent accountant to help you calculate working cap-
ital and expansion needs.

You can also use your corporate minutes to help justify paying salaries
instead of dividends to stockholders/employees in more profitable
years. In the corporate minutes, record the fact that the top executives
(maybe it is only you) could command much higher salaries than they
are currently receiving from your corporation, and that the shortfall is
being recorded with the intention that it will be paid later in more prof-
itable years. For instance, if you are taking a salary of $50,000 per year
from your corporation, but as a CEO of a business like yours would
command a salary of $400,000, there is a shortfall of $350,000 in your
salary. Keep a permanent record of those annual shortfalls and pay
them when your business is more profitable. The fact that you have
maintained that record may justify unusually high salaries in later prof-
itable years.

Pay Interest to Stockholders. You may have thought of this tax dodge
already: Instead of issuing a lot of stock to yourself and other stockhold-
ers, simply issue one share of stock, for one dollar, to each stockholder
and then supply your corporation with the operating cash it will need by
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loaning the money to the corporation. Then you can pay yourself interest
monthly and, as it is interest and not dividends, it will be a deductible ex-
pense for the corporation. Voila! You have avoided the double tax and
have income from the corporation that is not subject to Social Security
and Medicare taxes. Does it sound too good to be true? Of course it does.
If you handle your corporation that way, the IRS will reclassify the loan
as common stock and the interest as a disguised dividend. In other words,
you will have accomplished nothing except to pay additional penalties to
the IRS when they catch this gimmick two years after you have filed the
corporation’s income tax return. Could you possibly do something less
drastic, such as fund the operating cash needs of the corporation one-half
by sale of common stock to the stockholder(s) and the other half as a loan
from the stockholder(s)? Something like that might be possible if you fol-
low the IRS guidelines for the capital structure of a corporation. They are
reprinted in Appendix A.

Alternative Minimum Tax on Corporations

Yes, just as for individuals, there is an alternative minimum tax (AMT)
for corporations. The one bit of good news about corporate AMT is that
there is an exemption for small corporations. A corporation having annual
gross receipts of $5 million or less is exempt. Even better, a corporation
that has been in existence for at least three years with less than $7.5 mil-
lion of gross receipts in each year is exempt.

The computation of the corporate AMT is even more complex than that
for individuals. Included in Appendix A is Form 4626, Alternative Mini-
mum Tax—Corporations, along with the IRS form Adjusted Current
Earnings Worksheet, the completion of which is necessary to fill in the
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AMT form. It is included in Appendix A for two reasons: The first is to
provide a list of factors that affect the computation of the AMT. The sec-
ond reason is to support my suggestion that if you do not qualify for the
small-corporation exemption from the AMT, you will need professional
help in completing the income tax forms for your corporation.

What If the Corporation Has a Net
Loss Instead of Net Taxable Income?

If your corporation has a major sales slump and lots of expenses, its
books will probably show a loss, and losses can be carried back and/or
forward to profitable years and applied to reduce the taxable income in
the other year(s). That loss belongs to the corporation, not to the stock-
holders. In other words, the only one who can use that loss is a corpora-
tion, and it can use it only if it has positive taxable income in any of the
following 20 years or past two years.

Can you have what amounts to a reverse dividend? In other words if you
have to pay tax on dividends the corporation pays to you, can you pay a
corporation a reverse dividend and deduct the amount of the dividend on
your personal tax return? The answer, unfortunately, is no, even though
you might have to invest more money in the corporation to keep it afloat
and out of the bankruptcy court. Those additional funds you invest are
just that—investments. That cash increases what you paid for the stock
(the basis), but that increase in basis will benefit you only if and when
you sell the stock in your corporation years later. (It will reduce your cap-
ital gain.) Just as we say about the proverbial dollar: It is worth more to-
day than a dollar you will receive in the future; a tax deduction is worth
more today than it will be years hence.
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There is one exception to this locked-in loss. If you own other C corpora-
tions, you can apply the loss from one owned corporation against the tax-
able income of another owned corporation. This generally will work if
you own at least 80 percent of the stock in each corporation. If you own
less, seek professional help to determine if this application of loss would
still be possible in your group of corporations.

If you are just starting your business and incorporating it at the same
time, initial losses as the business gets started are a real possibility. That
situation should prompt you to consider other alternatives than a C corpo-
ration for your startup period. Possibilities are a limited liability company
or an S corporation, the discussion of which follows.

S CORPORATIONS

Up to this point, we have been considering the generic C corporation that,
at least in the eyes of the IRS, is separate and apart from its stockholders.
Years ago, Congress took note of the fact that double taxation and other
corporate tax rules were a burden on small businesses, so the federal leg-
islators set up a tax system for closely held corporations, which avoided
the double taxation and other complexities of tax law to which large cor-
porations are subject. The basic element of the tax rules for S corpora-
tions is that, generally, the S corporation pays no tax. Instead, the income
of the corporation is divided among the stockholders of the corporation,
and the stockholders add that income to their other income (or losses)
when they compute their individual income tax. In other words, there is
only one level of taxation of S corporation income, and that is at the
stockholder level.? As this concept is also basic in the taxation of partner-
ships, the S corporation concept is often referred to as a system that taxes
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the business as a partnership even though it is a corporation. (Do not take
this partnership analogy as entirely correct. There are significant differ-
ences between partnership and S corporation tax rules.)

How Stockholders Take Profits out of an S €Corporation

The first method of extracting funds from the corporation is that of paying
distributions to the stockholders. As for dividends from C corporations,
distributions should be authorized by the board of directors and each
share of stock should receive the same amount in distributions. Also, like
dividends from C corporations, the distributions to S corporation stock-
holders are not deductible in computing taxable income. However, there
is one big difference between dividends and distributions. While divi-
dends from C corporations are taxable to the stockholder, distributions
from S corporations are not. In other words, there is no double taxation of
distributions from S corporations. Neither are the distributions subject to
payroll taxes.

The second method the stockholders of an S corporation should use to ex-
tract the funds from the corporation is that of stockholder/employee
salaries. As with C corporations, salaries and wages do not come out
whole. That is, they are subject to Social Security and Medicare insurance
taxes, payable one-half by the employee and one-half by the corporation.

Every reader, at least those paying attention, will now ask, “Why would
anybody take money out of the corporation in a way that subjects the pay-
ment to payroll taxes when there is another alternative?” The answer is
that the IRS will do very unpleasant things if stockholders/employees do
not receive a reasonable amount as compensation for services (transla-
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tion: salaries) rather than as distributions. In other words, the IRS wants
to collect Social Security and Medicare taxes insofar as it can. (You can
somewhat soften this situation by remembering that Social Security might
increase your retirement income someday.)

So just how much does your corporation have to pay out in salaries and
how much in tax-free distributions? Some years ago, the IRS published
guidelines to determine that, but it has since withdrawn them. They took
the position that what is a fair return on your investment in the business
should come out as distributions and the rest should be salary. The oppo-
sition to this position argued that salaries should be in line with the mar-
ket value of any services performed and the rest of the profits should
come out as distributions. In other words, you are left without firm guide-
lines. The only other comment I can make on this is that the IRS has taken
some tax professionals to court when the tax professionals set up an S
corporation for their practice and took zero salaries. (They should have
known better!) In each case, the IRS won, so take out at least a significant
sum as salary.

The Disadvantages of an S €Corporation

There is really only one significant advantage of the S corporation over a
C corporation, and that is the single tax on corporate profits that are dis-
tributed to stockholders. However, there are some disadvantages and a
discussion of them follows.

Type of Stockholders. Basically, only individuals can own stock in an S

corporation, so that eliminates corporations that are owned by other corpo-
rations or limited liability companies as stockholders in an S corporation.
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There are certain trusts and estates that may own an S corporation’s stock,
but they generally are trusts that benefit only individuals and usually come
about in estate planning and administration.

Number of Stockholders. The tax code limits the number of stockhold-
ers to 75 individuals. The exception is that a married couple who own
stock are counted as one stockholder.

Use of the Corporation’s Loss, If It Has a Bad Year. As is the case with
a sole proprietor, a loss in the business of an S corporation can usually be
applied to offset other income in the stockholders’ personal tax returns.
Yet the income tax code does not allow that in all circumstances. Specifi-
cally, they must have a basis in their stock that is greater than the loss to
be applied to other income. What is the stockholders’ basis? Essentially it
1s what they paid for the stock when they acquired it. (In the case of a new
corporation that would be on the date the corporation was formed.) A ba-
sis 1s increased in the amount the corporation earns each year as taxable
income, and is reduced by any losses (loss years) and distributions to the
stockholders. At the end of any given year, if the loss is greater than the
basis, the part that is greater cannot be deducted from other income of the
stockholders.

While we are on the subject of basis, beware of the guaranteed loan trap.
If you own stock, with a basis of $1,500, in an S corporation, and close to
the end of the year you realize that the S corporation will have a loss of
$2,500, it would behoove you to increase your basis to $2,500 by invest-
ing another $1,000 in your corporation so that your basis would now be
$2,500. You could invest that either by increasing your permanent invest-
ment (technically additional paid-in capital) or loaning $1,000 to your
corporation. What will not work, but many people innocently try, is to
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guarantee a loan that a bank makes to your corporation. The IRS does not
consider that to be an increase in basis of the stock, so if you took that
course, you would still have a $1,000 loss that you could not use. (Even
though that loss cannot be used in the current year, it can be carried over
to future years, so in the meantime you should make arrangements to fund
additional basis in your stock.)

This quirk in basis computation is peculiar to S corporations. The amount
of a guaranteed loan generally does increase basis in the business in the
case of C corporations, limited liability companies, partnerships, and sole
proprietorships. The denial of this to S corporation shareholders has been
tested in court several times, so remember it is fruitless to attempt using a
guarantee in this computation. The better procedure is for the stockholder
to borrow the funds from the bank, then turn around and loan the funds to
the S corporation.

Flow-through of Certain Tax Attributes to the Stockholder. The com-
putation of taxable income from an S corporation consists of adding the
income of the corporation that is generated by the basic business of the
corporation and then deducting business-related expenses. However cor-
porations may have other revenue and disbursements that are not strictly
business related. While in a C corporation these items are reported on the
corporation’s income tax return and have no effect on the stockholders,
the picture for an S corporation is more involved. Certain items flow
through the S corporation to the stockholders, who then may have com-
plications in integrating those items into their own tax picture.

For instance, charitable contributions are such an item. If the S corpora-

tion makes a donation to The Salvation Army of $1,000, it does not
deduct that contribution on its tax return. Instead, it reports the contribu-
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tion as a separate item to the stockholders. The stockholders then deduct
that contribution as an itemized deduction on their individual income tax
returns. The rub comes when a stockholder does not itemize his or her de-
ductions but instead takes a standard deduction. For that stockholder, the
deduction of his or her share of the $1,000 donation is lost forever.

For a complete list of what items flow this way from an S corporation
to the stockholder, look at Schedule K of Form 1120S, which is in
Appendix A.

For more in-depth coverage of S corporations, see my book, How to Start
Your Own S Corporation.® Although it was last revised in 2001, most of
the information is still current.

S Corporations Are Limited to One Class of Stock. The Internal Rev-
enue Code limits an S corporation to one class of stock. If the corporation
violates that law, it loses its S corporation status. This could be a disad-
vantage if, for instance, your rich uncle invested heavily in your business,
so he wants to receive dividends on his stock before you receive any divi-
dends on yours. He gets paid first; you get paid second. As that would
amount to two classes of stock, you could not utilize the S corporation
form of doing business.

You might try to keep your uncle happy by structuring his investment as a
loan, rather than as a stock purchase. However, the IRS could reclassify

the loan as stock if any of these rules are violated.

= The terms of the loan must include a written, unconditional promise
to pay on demand or on a specified date a specific sum of money.
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= The interest rate and payment dates must not be contingent on profits
or other factors.

s The loan must not be convertible into stock.

= The lender must be an individual, estate, or trust that is qualified to
be an S corporation stockholder, or an entity that is engaged in the
business of lending money, such as a financial institution.

Different stockholders could have different voting rights when it comes
time to elect a board of directors and appoint officers, but the IRS does
not consider that to be a second class of stock.

When ¢to Use an S €orporation

An S corporation may be your best business form if you expect to have
people such as key executives as part-owners of your business. As key ex-
ecutives may come and go, you will need to change who those part-own-
ers are, and with a corporation changes in ownership consist only of
transferring stock or issuing additional stock. Also, you may want to
transfer part-ownership to children or other relatives, and transferring
corporate stock is an easy way to accomplish that.

If your corporation is small and pays you and other stockholders less than
the Social Security maximum ($87,900 in 2004), the idea of paying
stockholders/employees partly as salaries, subject to Social Security tax,
and partly as a distribution of profits, not subject to Social Security tax,
can be appealing. Just be sure you have allocated enough to salaries to, it
is hoped, keep the IRS happy and justify your allocation in your corporate
minutes. (See Chapter 6 regarding corporate minutes.)
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The IRS Wants I¢ Two Ways

Yes, our favorite government agency wants it both ways. If you have a
regular C corporation, the IRS wants all the money you take out of
the corporation to be classified as a dividend, which, of course,
means you get to pay double taxation! On the other hand if you have
an S corporation, the IRS wants you to take all the money out as
salaries so they get to collect Social Security and Medicare taxes.
Does the IRS often win both ways? Of course—the game is called
Gouge the Taxpayer!

But for awhile—as long as we have the maximum of |5 percent tax on
dividends—the taxpayer can win. If you have an existing corporation
with excess cash in the till, now is the time to extract it at a minimal
tax rate. (That |5 percent rate is reduced to 5 percent if you are in an
income tax bracket lower than 25 percent.)

NOTES

1. As stated here, the Social Security and Medicare taxes totaled 15.3
percent, while most people think in terms of 7.65 percent being with-
held from their payroll checks. We use the 15.3 percent, as that in-
cludes not only the employee contribution but also the employer
contribution of 7.65 percent. In the case of stockholders/employees,
you can envision the corporations’ cash and the stockholders’ cash as
being held in one big bucket. Any disbursement for taxes by the corpo-
ration and/or the stockholders/employees comes out of that bucket.
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2. If you own an S corporation that was a C corporation at one time, the S
corporation may have to pay its own taxes on certain income, such as
some capital gains.

3. Robert A. Cooke. How To Start Your Own S Corporation. 2001, New
York: Wiley, 2d edition.
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The Alternatives to
Forming a Corporation

The corporate form of doing busi-
ness can answer the needs of many businesses, and within the corporate
form there is more flexibility in that either a C corporation or an S corpo-
ration can be elected. Also, a change from a C corporation to an S corpo-
ration and vice versa can be made, albeit that change can be made only
once every five years. Even then, it may be that another form of business
structure would better fit your situation. In case that is true, this discus-
sion of those other forms should provide some help in making a decision.

Sole Proprietorship
We have already discussed this at some length. Beyond simplicity, it is
difficult to find a reason to do business in this form, given its exposure

to unlimited liability. For small businesses with a taxable income of
less than $90,000, there is an additional disadvantage in that all taxable
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income is subject to Social Security and Medicare tax, even the income
that is reinvested in the business rather than providing a spendable in-
come to the owner.

General Partnership

Like the sole proprietorship, a general partnership is the default organiza-
tion if two or more people start a business together. Although it does, like
a corporation, allow for additional owners, there is strenuous bookkeep-
ing involved in keeping track of who owns how much of the business and
who takes home how much of the profits. In this basic form, it provides
no limited liability. There is a further disadvantage in our general partner-
ship in that the bookkeeping when partners enter or withdraw from the
partnership is complex and definitely requires guidance from a knowl-
edgeable tax professional to get it right. Failure to handle the bookkeep-
ing correctly can lead to a tax disaster.

If there are no changes in ownership during a year, the bookkeeping for a
partnership is little different from that for a sole proprietor. Indeed, he
could visualize the partnership as two or more sole proprietors working
together in a business venture. The taxable income is computed as in the
example in Chapter 2 and then allocated to each partner. This allocation is
computed in accordance with the partnership agreement (every partner-
ship should have one), or if that is not addressed in the agreement, the
taxable income is allocated in the same percentage as each partner’s own-
ership in the partnership (commonly called the partnership interest) is to
the total ownership. The result is that the taxable income allocated to each
partner is taxed at the partner’s individual tax rate, and net income in-
cludes earnings that are retained in the partnership and not distributed to
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the partner. We have already heard about that situation, as it arises in an S
corporation as discussed in Chapter 2. Also, if the partnership business is
small and there are many partners, so each share of the taxable income is
less than $90,000, each partner ends up paying Social Security tax on
money he or she may never receive. And all partners pay Medicare tax on
all of their share of taxable income.

If you get an uncontrollable urge to form a partnership, first look at form-
ing a limited liability company (LLC), which is discussed later.

Despite this preference for LLCs, there are still many general partner-
ships in existence.

Limited Partnership

This i1s a special form of partnership in which the inactive, or passive,
partners do not participate in management and are therefore granted lim-
ited liability by state law. There has to be one general partner who does
have unlimited liability for the debts of the partnership, although this dis-
advantage can sometimes be overcome by forming a corporation (with
limited liability) to be the general partner. This business form is little used
today as, again, a limited liability company is usually easier to manage.

Limited Liability Company (LLC)
Essentially, this is a partnership in which all the partners (called members

in an LLC) have limited liability. Like a corporation, the limited liability
of an LLC is conferred on the entity by state law. Like the corporation, it

43



INCORPORATE YOUR BUSINESS

is necessary to follow a strict procedure to cause the state to create your
LLC. If an LLC makes no election to the contrary, it is taxed in the same
manner as a general partnership.

The major advantage of an LLC is that it provides limited liability to all
owners of the entity while avoiding the double taxation to which C corpo-
rations are subject. A specific instance would be a business, such as a real
estate investment operation, that had many passive owners. That is, those
owners took no active part in the management of the business. As they
were not involved in day-to-day operations, there would be no justifica-
tion for distributing earnings as salaries to them, and the IRS would
strongly object if that were tried. If the real estate operation were incorpo-
rated as a C corporation, it would be able to distribute earnings to these
owners only as dividends subject to double taxation, so an LLC form of
business probably would result in a lower tax bite on those earnings that
are distributed.

A situation in which an LLC would be preferable to an S corporation is if
the enterprise is to be owned by other LLCs, corporations, or partner-
ships, as well as individuals. Any of these entities could be members in an

Unlike the corporation, an LLC can elect to be taxed as another type
of entity. Practically, that means that an LLC could be taxed as a cor-
poration if it so chose. It would make no sense for an LLC to elect tax-
ation as an S corporation, and if taxation as a C corporation would
benefit the LLC, it might be better off to simply incorporate.
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LLC, while the rules about S corporations prevent all but individuals and
certain trusts to own S corporations.

Unlike partnerships, an LLC may be owned by only one individual, or
other entity, such as a corporation, trust, or another LLC. (Such an LLC
becomes known as a single-member LLC.) Also, because there is only
one owner, the IRS says the single-member LLC is generally taxed in the
same manner as a sole proprietorship. Or if the LLC is owned by a corpo-
ration, its income would flow to and be taxed as is the income of the cor-
porate owner.

Why would anyone form a partnership instead of a limited liability com-
pany? The answer is historical: Until the early 1980s the LLC form was
unknown in the United States, although many foreign countries were
creating these types of entities. Beginning in the 1980s, various states
enacted laws granting limited liability to the members of LLCs until to-
day all 50 states have procedures for setting up LLCs. So, due to inertia
or not getting the word, we still have general partnerships in our midst.
Also there are certain special situations in which a general partnership
does have a tax advantage. For example, a working interest in an oil or
gas well 1s not considered a passive activity if that interest is owned by
an individual or by a partnership that does not provide limited liability
for its partners.

Other Entities with Limited Liability of the Owners
You may see initials other than LLC after the name of some entities,

such as LLP, which stands for limited liability partnership. This is an en-
tity that grew out of the LLC concept that is applicable to professional
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practices. It allows limited liability to the professional for the acts of his
or her partners, without infringing on the long-standing concept that pro-
fessionals cannot have limited liability protection for their own acts of
malpractice. LLLP stands for limited liability limited partnership. This
entity is for limited partnerships where the limited partners wish to par-
ticipate in management without losing their limited partner status. Most
people will not run into the need to form one of these esoteric entities, so
there is no need to memorize their specific application. Just be aware that
they are special instances of the LLC concept.

Passive Losses

This is a subject that can affect your choice of entity. If your enterprise
will have passive investors—individuals who are not active in your
business but are strictly investors—any income they receive from your
LLC or S corporation will be labeled as passive income. Your investors
get to pay income tax on that just as they would any other income.
However, if your enterprise suffers a loss, that loss is passed through to
the individual investors as a passive loss. If the investors have other
passive income, that loss can be applied to reduce the income from pas-
sive activities and thereby reduce income tax. If those investors do not
have passive income to which to apply passive losses, they cannot use
the passive losses to offset income such as wages, salaries, dividends,
interest, or capital gains.

This passive loss rule applies to all taxpayers except C corporations

that are not closely held. For this purpose, the IRS defines closely held
as having less than five stockholders. If you are operating an entity

46



The Alternatives to Forming a Corporation

from which you expect a stream of passive losses for several years, you
may want to structure your affairs such that this entity is owned by a C
corporation with more than five stockholders. That corporation could
apply the passive losses to ordinary income, thereby reducing the cor-
porate tax.

Which Business Form Best
Attracts Investors to Your Enterprise?

Basically, investors look for the highest rate of return on their invest-
ment coupled with the least risk. While a return on an investment vehi-
cle such as a bond or a savings account can be measured in terms of
percentage rate of return, risk is much harder to quantify. Also, it is dif-
ficult to quantify the potential long-term return from the hoped-for gain
in value of an investment in the ownership of a business, such as an in-
vestment in common stock. One thing is pretty much certain about how
much risk an investor will assume, and that is that while he or she may
understand that they are risking the dollar amount invested, they cer-
tainly do not want to risk other personal assets. That leaves only a cor-
poration or an LLC as a business form with which you can entice
others to invest.

The LLC form may be preferable for the sophisticated investor who un-
derstands partnership taxation and the many ways in which LLCs can al-
locate profits and losses to the partners. However, for those who like to
keep things simple, the concept of corporate stock may be more appeal-
ing. This is particularly true where the investor may hold only a small
percentage of total ownership of the enterprise, which can result in having
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to pay tax on part of an LLC’s income without receiving any distribution
of funds with which to pay the tax.

For example, Lenora has $5,000 to invest. If she invests that in an LLC
that is seeking investments totaling $100,000, her $5,000 share makes her
a minority member with little influence as to management of the LLC.
The promoters who manage the LLC could arbitrarily decide to make no
cash distributions to the members, even though the LLC earned $200,000
during the tax year. Lenora’s share of those earnings is $10,000, so she
would receive a statement (on IRS form K-1) that tells the IRS that she
should pay income tax on the $10,000 of income that is her share. She can
cry that she has no funds with which to pay the tax, but the IRS will say
“Tough, pay the tax.”

On the other hand, if the entity were a C corporation, Lenora would pay
no tax on the earnings of the corporation unless it declared and paid a div-
idend, and then she would pay tax only on that dividend. So Lenora
would probably prefer to invest in the enterprise if it were a C corpora-
tion. Note that an S corporation has the same downside as an LLC in this
respect. That 1s, a stockholder could be liable for income tax on the S cor-
poration’s earnings even though the corporation distributed no cash to the
stockholder.

In essence then, if you are attempting to finance your enterprise with sev-
eral small investments by individuals, a corporate form may be more at-
tractive to them. If you are attempting to finance it all with funds from
Uncle Harry, he may prefer the LLC form, which avoids the corporate
double taxation.
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Another consideration in the Lenora story is this: If she had withheld her
investment until the partnership agreement specified that there would be
distributions of cash adequate to pay the LLC members tax on the LLC
profits, she might also have preferred the LLC route. In other words,
there is no definitive answer as to which entity form best attracts in-
vestors, but this short discussion can kick off your thought process in
making that determination.

As you go about seeking investors, remember to check out your state’s
laws regarding the sale of securities. If your search takes you to other
states, check with the federal Securities and Exchange Commission as
to registration requirements.
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— CHAPTER 4 —_—

How to Structure
a Corporation

In a free enterprise system, all busi-
nesses consist of the business owner, those who are employed by the busi-
ness, and the equipment and other assets with which the business carries out
its function. In the case of a really small business, the distinction between the
employer and the employee may be blurred because both functions are car-
ried out by the same person. Similarly, the distinction between equipment
that is owned personally by the owner and that which is owned by the busi-
ness is also blurred. If you operate a part-time woodworking business in
your garage, it is hard to say whether your power saws are owned by you or
the business. If you are not incorporated, deciding which entity owns the
equipment would be only a theoretical academic pursuit were it not for the
fact that if you consider your equipment to be owned by the business, you
may be able to generate some depreciation deduction on your tax return.

One of the advantages of a corporation is that it formalizes this distinction
between owners and employees, and it defines the ownership of equipment.
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In its simplest form, the structure of a corporation is easy to set up and
maintain. However, there are some options of which you should be aware;
they may be applicable to your circumstances, and in some instances they
could generate tax savings or, at least, keep you out of trouble with the IRS.
So, with some trepidation about using a scary phrase, I say that what fol-
lows is a short, but simple, discourse about corporate structure and finance.

The Basic Corporation

In its simplest form, we can envision a corporation, called Arbar, Inc.,
which is owned 50 percent each by Arnold and Barbara. The only asset of
the corporation is $100,000 in the corporate bank account. The source of

the $100,000 was the $50,000 that Barbara and Arnold each paid for
5,000 shares of common stock at $10 per share.

At this point, I have to use some basic accounting and finance terms. If
you find this an unfathomable area, read through the next paragraphs to
get the gist of it and do not worry about signing up for an MBA program.
If you are already familiar with the terms balance sheet, assets, liabilities,
and equity, read on. If you are somewhere in between, here is a brief ex-
planation of the basics.

Assets, Liabilities, and Equity
This initial picture of Arbar, Inc. can be laid out in a format called a bal-
ance sheet as in Table 4.1. Notice that the total of liabilities and equity on

the right-hand side equal the total assets on the left-hand side. That is, the
two sides of this report equal, or balance, each other. That is why it is
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ARBAR, INC.
Initial Balance Sheet
Assets Liabilities

Cash $100,000

Total liabilities 0
Equity

Common stock 100,000
Total equity 100,000
Total assets $100,000 Total liabilities & equity $100,000

TABLE 4.1 Initial Balance Sheet of Arbar, Inc.

called a balance sheet. There are three main parts to a balance sheet, and
they can be defined as follows:

An asset is something you own, such as your house and car. In the
case of this corporation, it owns the $100,000 in the bank.

A liability is the amount that the corporation would owe some third
party. At this point, Arbar, Inc. owes no one. One of the first tasks
by Barbara and Arnold is to buy two desks and two chairs in the
name of the corporation. If they agreed the corporation would pay
$1,000 for those items within 10 days, the balance sheet would
change this way: Assets would be increased to $101,000 (cash and
desks), and the $1,000 owed to the office supply company would
appear as a liability on the right-hand side of the balance sheet. (It
would still balance, as the total assets would be $101,000 and lia-
bilities and equity on the right-hand side would be liabilities of
$1,000 and equity of $100,000.
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= Equity is the third part. You are probably familiar with the term equity
in relation to owning your house. If the value of the house (an asset) is
$150,000 and your mortgage balance is $100,000, your equity is the
difference, or $50,000. Essentially, this same concept of equity ap-
plies to a corporation balance sheet, with some modification. (Ac-
countants, for technical reasons we do not get into here, generally
value assets as the price paid for them rather than the current market
value—although there are some exceptions to that rule.) In the case of
this corporation, the asset of $100,000 was created because that is
what the stockholders (Arnold and Barbara) paid for their stock in the
corporation. So the balance sheet, under the heading of equity, dis-
plays the stockholders” ownership interests by listing that as the value
of common stock. That equity interest is documented by stock certifi-
cates that are issued to Arnold and Barbara.

How to Invest in Your Corporation

We continue the example of Arbar, Inc. The corporation needed an addi-
tional $199,000 of equipment making a total investment in equipment of
$200,000. While it could have bought half of this equipment with the
$100,000 in the bank, it would have left the corporation with no operat-
ing capital. That is, it would have no funds with which to pay employees,
buy advertising, and pay other expenses that are involved in day-to-day
operations of the business. So Barbara and Arnold had to look elsewhere
for funds with which to buy the equipment.

Each provided another $25,000 by purchasing additional stock, totaling
$50,000. Their local friendly neighborhood banker agreed to loan the cor-
poration $80,000, secured by the equipment that would be purchased.
They now had $130,000 additional funds and needed $70,000 more.
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Operating capital can be defined as the capital, or funds, that is neces-
sary for the corporation to operate. Almost every business will find
times when it has more cash outgo than intake. For instance, it is usu-
ally necessary for a business to pay employees, buy materials, and
cover other expenses before it will collect from customers for the ser-
vice provided or the goods manufactured. Whatever the amount of
money needed to pay for those initial expenditures is the minimum
operating capital that a business needs, and when the business collects
for its sales, the cash from those collections becomes the operating
capital for the next cycle of paying employees and other expenditures
before it can collect from customers.

As a next-to-last resort, Barbara and Arnold borrowed all the balances
($40,000) in their retirement plans at prior employers and loaned that
amount to the corporation. They made that a loan, rather than a purchase
of stock, as they expected that the corporation would earn enough to pay
the loan back during its first two years, but right now they still needed an-
other $30,000.

Their last resort was to ask Barbara’s Uncle Harry to loan the corporation
the $30,000. However, Uncle Harry was an astute investor and was not
much interested in loaning money to a speculative enterprise at a nominal
interest rate. Instead, he agreed to invest $30,000, by purchasing stock in
the corporation, with this provision: He would receive dividends of
$6,000 per year (20 percent return on his investment) before either Bar-
bara or Arnold received any dividends.

The result of all of this high finance is displayed in Table 4.2. Comparing
it to Table 4.1 indicates the equipment has been purchased and shows up

as an additional asset that costs $200,000. The loan from the bank in the
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ARBAR, INC.
Balance Sheet dfter Funding the Corporation
Assets Liabilities
Cash $100,000 Loan from bank $ 80,000
Equipment 200,000 Loan from stockholders 40,000
Total liabilities 120,000
Equity
Preferred stock 30,000
Common stock 150,000
Total equity 180,000
Total assets $300,000 Total liabilities & equity $300,000

TABLE 4.2 Balance Sheet of Arbar after Funding of the Corporation

amount of $80,000 plus the $40,000 loan from Arnold and Barbara are li-
abilities totaling $120,000. Common stock, under equity, displays the ad-
ditional $50,000 of stock that Arbar purchased. Also under equity is the
$30,000 that Uncle Harry invested, but it is not the same class of stock as
issued to Arnold and Barbara for it has some preferences over their stock,
and that is why it is called preferred stock.

This preferred stock is something of a hybrid. It is stock in that it repre-
sents ownership in the corporation, but it resembles a loan because Uncle
Harry is guaranteed a payment of $6,000 per year. There are almost limit-
less modifications that can be added to preferred stock. For instance, the
stock certificate could contain a provision that the preferred dividends will
be paid regardless of the earnings of the corporation, or it could specify
that the preferred dividends would not be paid unless there were adequate
earnings to cover that payment. Another clause should specify whether or
not the preferred dividends were cumulative. That is, if the corporation
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had a loss in one year and therefore did not pay preferred dividends, those
dividends would accumulate for each year they were missed, and the accu-
mulated total would have to be paid to the preferred stockholders before
the common stockholders received any dividends. Note that the bank loan
and a loan from stockholders are liabilities, and unless there is some agree-
ment to the contrary, the interest on those loans must be paid before divi-
dends are paid to stockholders, both common and preferred.

If you are operating as a small corporation, this coverage of preferred
stock is probably academic and of little interest. However, the message
here is that different stockholders can be treated differently when it comes
to paying dividends. While it is unusual for a small corporation to issue
preferred stock, it is not impossible and sometimes can be a means of at-
tracting capital without incurring the need to pay interest in the first year
or so of the business.

To summarize, when there are insufficient earnings or assets to pay
lenders (the corporation is insolvent), preferred stockholders and com-
mon stockholders, the preference as to who gets paid first is this:

1. Secured lenders (creditors) who have a lien or mortgage on the assets
of the corporation. As a practical matter, they get paid first because if

Additional paid-in capital is another item you may see in the equity sec-
tion of the balance sheet. When Arnold and Barbara invested another
$50,000 in the corporation, they chose to do so by purchasing addi-
tional shares of stock. They also could have simply poured another
$50,000 into the corporation without issuing any additional shares to
themselves. In that event, that extra $50,000 would be called additional
paid-in capital and would appear as another line item in the equity sec-
tion of the balance sheet.
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they do not, they could repossess the equipment and virtually close
the business. In our example, the bank is a secured lender.

2. Unsecured lenders, such as the desk supplier in our example. If they
are not paid their due, they could petition the court to sell the assets
that were not pledged to the secured creditors, probably through the
bankruptcy process, and could collect the money through that sale.

3. Preferred stockholders, as discussed previously (Uncle Harry in our ex-
ample), get any cash and other assets after all creditors have been paid.

4. Common stockholders get anything that is left, and it is improbable
that there will be anything left.

Debt versus Equity

This boils down to the fact that how the corporation is capitalized has a great
deal of flexibility. Perhaps you already discerned a major tax issue that arises
in this process and is reflected in our example. That is, stockholders can in-
vest money in the corporation not only by purchasing stock, but also by
loaning money to the corporation. There is some tax advantage in this, in
that dividends paid to stockholders are subject to double taxation, as dis-

Funding, as used in this context, refers to the source of cash that will be
used for working capital, equipment purchases, initial set-up costs, and
other business-related expenditures.

To capitalize, as used here, refers to the process of investing in the cor-
poration by sale of common stock (investment in equity) or borrowing
(incurring debt). The investments generally fall into three basic cate-
gories: common stock, preferred stock, and debt (loans).

To fund is often used as a synonym, although it also carries the conno-
tation of determining the source of funds to start a business.
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ARBAR, INC.
Balance Sheet as a Thin Corporation
Assets Liabilities

Cash $100,000 Loan from bank $ 80,000
Equipment 200,000 Loan from Uncle Harry 30,000
Loan from stockholders 189,000

Total liabilities 299,000

Equity

Common stock 1,000

Total equity 1,000

Total assets $300,000 Total liabilities & equity $300,000

TABLE 4.3 Balance Sheet of Arbar, Inc. as aThin Corporation

cussed in Chapter 2. However, interest on loans made to the corporation by
stockholders can be as deductible as is interest paid to any other person or in-
stitution. Obviously, then, the best way to capitalize the corporation is with
one-dollar’s worth of common stock and the balance as a loan to the corpora-
tion by the stockholder(s). This is demonstrated in Table 4.3 where, instead of
showing common stock of $150,000 and a stockholder loan of $40,000, it re-
flects the fact that the corporation issued only $1,000 of common stock to
Arnold and Barbara and received the other $189,000 as a loan from the stock-
holders. That lets the corporation pay substantial interest to the stockholders
(which would be deductible by the corporation) and pay only token divi-
dends, making the double taxation an insignificant consideration.

The same concept can apply to the preferred stock issued to Uncle
Harry. Instead of classifying it as stock, the corporation could have is-
sued him a promissory note that specified the 20 percent inferest rate.
Otherwise, the note could specify the same terms as does the preferred
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stock—that interest must be paid before any dividends can be paid to the
common stockholders.

The IRS Position on Debt¢ versus Equity

If you envisioned this before reading the previous discussion, I give you a
gold star with a commendation for your tax-planning acumen. However,
the IRS is more likely to award you significant penalties. The reason: The
IRS views a situation as portrayed in Table 4.3 as a thin corporation. That
is, if the value of the common stock is very small as a percentage of total
liabilities and equity, the IRS says the corporation is thinly capitalized. In
other words, most of the stockholders’ investment in the corporation re-
ally represents stockholders’ equity, and therefore should be treated as
common stock. The result of the IRS reclassifying the interest (and it does
have the power to do that) is that the interest changes to a dividend that
the corporation cannot deduct, and therefore corporation taxes will be
much higher. As the IRS generally does not get around to auditing a cor-
porate tax return until at least a year after it is filed, there are not only ad-
ditional taxes assessed on the corporation, but also penalties for disregard
of tax rules plus penalties for late payment of the additional tax.

The moral is that you should finance an adequate percentage of your cor-
poration through the issuance of stock, as opposed to long-term loans
from stockholders. What is an adequate percentage of stock to total in-
vestment? The IRS will not say, and neither will it look at your proposed
method of capitalizing your corporation and tell you whether or not it will
fly. Years ago, the IRS guidelines did indicate that if the debt was no more
than three times the investment in stock, the arrangement would be ac-
cepted. That is no longer the case, so if you propose to fund your corpora-
tion by buying a little stock and loaning far more to the corporation, you
should engage an experienced tax professional to help you plan your cap-
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italization. The best that exists in the way of guidelines on how much cap-
italization can be in the form of loans from stockholders is from a con-
gressional committee report in 1989 that summarizes the results of the
very many court cases in this area. The guidelines are in Appendix A.

As you know by now, the significance of this question is currently not as
great as it once was, as the maximum income tax rate on dividends is only
15 percent. However, that rate is subject to change in the political winds
and 1s currently scheduled to expire at the end of 2008. As the impact of
substantial double taxation may reappear, it may be a good idea to plan
some of your corporation’s capitalization to include loans from the stock-
holder or stockholders. Read the guidelines in Appendix A and seek pro-
fessional help before you proceed.

As a practical matter, if you loan your corporation some money to get it
through a tight spot in its cash flow and that loan is repaid within a year,
the IRS is unlikely to try to reclassify, so do not treat a short-term emer-
gency loan as purchase of the corporation’s stock. If it turns out that the
loan probably will never be repaid, and it appears prudent to reclassify as
an investment in corporate stock, that can be accomplished by a book-
keeping entry that reduces the loan to zero and increases the investment
in common stock by the same amount. Such an entry should be supported
by a resolution in the corporate minutes.

How to Invest in Your S Corporation

Because there is no double taxation of dividends or distributions from an
S corporation to the shareholders, there is little or no benefit in structuring
some of your investment as a loan to the corporation if you expect that
money to stay forever invested in the corporation. However, if you expect
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to pull out some of your investment as soon as the corporation has cash
with which to repay you, then structure it as a loan. To be correct, the loan
should carry a reasonable interest rate and should be paid at least annu-
ally. Note that this interest payment has little effect on the income tax bill,
inasmuch as the interest is deductible by the corporation and as income to
the stockholder. As that deduction of interest by the corporation actually
flows to the stockholder within the flow of taxable income to the stock-
holder, both the deduction and the income are contained and offset each
other in the stockholder’s individual income tax return.

Remember, as covered in Chapter 2, that you should not fund an S corpo-
ration by having the stockholder(s) guarantee a bank loan. It would not
increase the basis in the loan, and therefore if operating losses ensue, the
stockholder(s) may not be able to deduct those losses.

Keep Control of Your Corporation If Possible

This is another situation that may appear as only academic if you own all
the stock of your corporation. However, it is almost never too soon to
contemplate who will control your corporation when you provide others
the opportunity to purchase stock in your enterprise. You might do this to
attract people with executive skills, marketing know-how, and other valu-
able attributes. Indeed, control becomes a major consideration at such
time as you might enter into agreements with venture capitalists and
when you might sell shares in your corporation to the general public and
become a publicly held company. This last entails compliance with fed-
eral securities laws, state laws, and regulatory agencies such as the fed-
eral Securities and Exchange Commission (SEC); those details are
beyond the scope of this book.
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When an employee receives a very small percentage of the outstanding
stock of your corporation, he or she probably is not concerned with the el-
ement of ownership control represented by that stock. More likely, the in-
dividual is motivated by the expectation that the value of stock will rise,
and the enterprise may someday become a publicly held corporation, per-
haps making his or her stock worth millions! Where control of manage-
ment of the corporation is presumably not a concern to the recipient, it
makes sense to issue it as nonvoting stock. If you become involved with a
venture-capital firm as an investor, or even with your Uncle Harry as an
investor, you may find that these people want a voice in the management
of the corporation and in some circumstances may even wish to have ma-
jority control. If you need the venture capitalists more than they need you
(you are desperate for cash), you may have to allow them control. Try
first, though, to make their stock nonvoting until such time as the corpora-
tion fails to meet certain goals, such as earning a respectable net income.
In other words, investors generally are not interested in micromanaging
an enterprise unless they deem their investment to be at substantial risk.

The point of this last discussion is that nonvoting stock can be a useful
tool. Be sure to note that merely having some stock classified as nonvot-
ing and some as voting stock does not create two classes of stock for pur-
poses of an S corporation. However, if you go further in creating rights
for one class of stock and not another, such as a difference in dividend
payout rate, you will have caused your corporation to lose its S status (see
Chapter 2).
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The process of setting up a corpo-
ration used to be shrouded in mystery with many formalities that could be
completed only by an expensive lawyer. Those arcane formalities have
now given way to routines that can be followed by anyone who can read
and follow directions. This is not to say that you should undertake all the
following steps without advice from a professional, particularly if there
will be more than one stockholder of the corporation. However, much of
the process can be a do-it-yourself procedure.

Do-It-Yourself Incorporation
Essentially, the process involves dealing with the bureaucracy of an indi-
vidual state, and normally that state agency is called the Secretary of State

or something similar such as the State Corporation Commission. Natu-
rally, there will be forms to fill out and fees to pay, but the process is sim-
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pler than dealing with many government forms, such as those for comput-
ing your income tax. The agency with whom you file various forms for
each state is listed in Appendix B, along with address and phone number.
For most states, we also list the web site where information can be ob-
tained and forms downloaded, but web site addresses frequently change,
in which case you would need to use a search engine to locate the web
site. This chapter discusses the forms that need to be filed and applies to
almost all states. (That is partly because the American Bar Association
has developed a Model Corporation Act in the hope that all states would
adopt the same rules. As you might expect, state legislatures are too inde-
pendent to do that, but generally most procedures contained in the model
act are followed by most states.)

Using Professionals

Although you may want to do the paperwork yourself, it may be a good
1dea to have professionals review your work. If that is the case, search for
professionals who will provide a review as opposed to those who insist on
doing all the work in their office. (This is often the case in large firms,
where the lawyers or accountants will delegate the incorporation job to
the clerk who follows a certain routine.)

Incorporating your business entirely as a do-it-yourself project is ap-
propriate only if you will be the sole stockholder of your corporation.
See the discussion under stockholder agreements later in this chapter.
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€hoosing an Attorney

Even if you file the forms with your state yourself, it would be a good
idea to retain an attorney for advice when you are unsure of your best
course. If there are other stockholders involved, you will need a stock-
holders’ agreement (discussed later), and you definitely need a lawyer’s
input in developing that.

The best way to select an attorney is to ask for recommendations from
other small-business people. (A membership in the local Chamber of
Commerce can provide you with contacts who can offer suggestions.)
You want an attorney who practices business law, as opposed to domestic
relations, criminal law, and so on. At this stage of your corporate life, you
do not need the lawyer who represents large corporations and charges ac-
cordingly. This individual also probably practices tax law. Although that
is a plus, if you choose your accountant carefully, you should get ade-
quate tax advice from him or her.

€hoosing an Accountant

Although not all accountants are certified public accountants (CPAs), all
CPAs are accountants, by definition. In other words, for corporate tax work
choosing a CPA, rather than someone who just hangs out a shingle as a tax
accountant and has few credentials, is generally the preferable selection.
Many non-CPA tax preparers who do outstanding work in preparing individ-
ual tax returns have little or no training in business law, corporation finance,
and taxes. However, you can be reasonably assured that any individual who
is licensed as a CPA has taken courses in business law and corporation fi-
nance, as well as in-depth tax courses—but that does not mean that you
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would want just any CPA to advise you on your corporation. Some CPAs
tend to concentrate on creating and auditing financial statements and do not
stay current on income tax rules, while other CPAs do concentrate on corpo-
rate taxation, including S corporations. Again, obtaining referrals from local
businesspeople is the best way to choose an accountant.

Planning the Specifics of Your Corporation

Your planning should start from one of two situations. You are either
starting a business from scratch and are planning to incorporate prior to
opening the doors of your business, or you are already running an estab-
lished business and, after reading this book, have decided you would be
better off operating as a corporation. Where this difference is relevant, we
cover each of the two possibilities.

Decide on the Size of the Initial Investment in the €orporation

If you are setting up your corporation for a new business, you should
have already developed a business plan that includes a cash flow budget.
If you have not made such a plan that projects your cash needs, you
should do so prior to deciding on your initial investment. There is no
more sure way to fail than to start with inadequate working capital or
equipment. If you are not familiar with cash flow budgeting, you should
be before starting a business. There are several good writings on cash
flow budgets, two of which I have authored.

If you are already operating a business, the fact that you change to the
corporate form of doing business does not change your need for working
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capital and equipment. In other words, you know how much you have in-
vested in the business in terms of cash and equipment, so the simplest
procedure is to transfer not only your business’ cash, but also all of your
business equipment to the corporation in exchange for common stock.

However, the simplest is not always best. As we plan, we want to expect
great success, where funds will be more than adequate to provide the
standard of living to which we would like to become accustomed. While
that is a healthy attitude to have, in-depth planning requires planning for
the best scenarios, worst scenarios, and several levels in between. In
Chapter 4 we have already looked at the best scenarios, where the corpo-
ration grows quickly, profits are high, and initial public offering of stock
1s imminent, as is instant billionaire status!

Unfortunately, as things do not always work as planned, we have to look
at the worst-case scenario. What if the economy turns sour or your market
disappears and your business falls on hard times? Part of that scene gen-
erally involves owing other businesses, government agencies, and indi-
vidual’s money. The business cannot pay its bills, so bankruptcy sales
ensue. As your business operates as a corporation, the bankruptcy will af-
fect only your corporate assets, but they will disappear as the bankruptcy
trustee sells them off. So although you will still have your home, your
BMW, and your boat, you will no longer have your own warehouse build-
ing, machinery, display cases, computers, or other business assets. You
may be reduced to the untenable situation of having to work a nine-to-five
(that’s 9 A.M. to 5 A.M.—a 20-hour day!) job.

You may have been able to prevent this loss of business assets by retain-

ing ownership of the assets when you incorporated and leasing them to
your corporation. Then, if the business went bankrupt, while you would
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lose some business assets such as accounts receivable and inventory of
goods, you would still have your commercial building, computers, and so
on (assuming that your creditors cannot reach through the corporate veil
as covered in Chapter 1). If you set up a corporation in this manner, the
only assets that you would initially transfer to the corporation in ex-
change for common stock would be the cash for operating capital. You
might also transfer inventory and accounts receivable in order to keep
your bookkeeping simple, but keeping title to fixed assets and leasing
them to your corporation often makes good sense and does not unduly
burden your bookkeeping procedures.

Obviously, if you keep many of the assets in your name, your initial in-
vestment will be less than what it would be if you transferred all the as-
sets to the corporation. (Not only cash but all assets transferred to the
business are considered to be the investment in the corporation.)

Size Your Investment ¢to Qualify for
Treatment as a Small-business €orporation

A small business corporation is a corporation that has not received more
than $1 million in exchange for stock, both common and preferred. Sec-
tion 1244 of the Internal Revenue Code provides special treatment for
the stockholders of this corporation if the corporation goes defunct or
the stockholder sells his or her stock at a loss. That special treatment is
that the stockholders can treat the loss as ordinary and is not limited, as
would otherwise be the case, to treating it as a capital loss. (A capital
loss is deductible only to offset capital gains and can offset other in-
come to a maximum of $3,000 per year. An ordinary loss can be applied
to other income in full in the year of the loss.) In order to qualify for
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Section 1244 treatment, the stock must have been issued in exchange
for money or other property, not other stock, securities, or services. And
the corporation must show that more than 50 percent of its receipts were
from business operations.

Try to arrange your corporate affairs to qualify for this treatment. If you
suffer a disaster in your business and have to close it, you will be glad you
took pains to so qualify, as it will result in the IRS partially reimbursing
you for the loss, via a tax deduction.

Who Will Be the Owners (Stockholders) of Your New Corporation?

If you are incorporating an existing business, this question is probably al-
ready decided. In other words, if you are operating as a sole proprietor-
ship and are changing to the corporate form, you probably will be the sole
stockholder of your corporation. However, that is not necessarily true in
all cases, because incorporating your business makes transfer of owner-
ship easier, and that may open some estate planning opportunities for you.
For instance, you may want to issue the stock in a corporation to yourself
and your spouse jointly (assuming you have a stable marriage), as that
would enable him or her to easily continue the operation of your business
if you should die or become disabled. Estate planning is beyond the scope
of this book, but it would be well to check with your attorney, accountant,
or financial planner, as to what family members should be the owners of
the corporation, or who will inherit how much of the corporation some-
time (in the distant future, we hope).

If you are already operating as a partnership and you and your partner
have decided to incorporate, the stock normally would be issued in the
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same proportions as are the present percentages of ownership of the part-
nership. For instance, if yours is a two-person partnership and you and
your partner are equal partners, the corporation’s stock would be issued
one-half to each partner. That is not to say that the allocation of stock has
to be that way. It can be any way that you and your partner wish. For in-
stance, it may be that one of the partners wants to retire and part of the re-
tirement process could be to incorporate and issue a smaller percentage of
the stock to the retiring partner.

If you are starting a business as a corporation from day one, your choices
as to who will own stock in your corporation are unlimited. Bear in mind,
though, that if you intend to elect S corporation status, you are limited to
eligible stockholders (individuals and certain specific trusts and estates),
as explained in Chapter 2.

Whether you are incorporating a new or old business, remember that it is
much easier to issue stock or to transfer stock to a new stockholder than it
1s to retrieve the stock if that becomes necessary. In other words, do not
be in a rush to issue any stock in your corporation to other individuals un-
til you are confident they are the individuals with whom you want a long-
term business relationship and that they will be motivated by an
opportunity to share in the growth of your business.

Determine How Many Shares of Stock Will Be Authorized and Issued
When a state authorizes the existence of your corporation, it will issue a

corporate charter which, among other things, will specify how many
shares of stock are authorized and how many are issued to stockholders.
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This is a scenario where many incorporators take the easy route and come
to regret it later. In other words, if Aunt Bessie sets up a small corporation
to sell her needlework, she may decide that she needs only one share of
stock to be authorized by the state and that one share is to be issued to her.
Business is good, and Bessie gets behind in filling her orders. She invites
Lorna to help her in exchange for a one-third share of the business. Now
Bessie has a problem of how to divide one share of stock. While some
states permit fractional shares to be issued, it certainly is not the easiest
way to keep track of who owns how much of the corporation. So Bessie
may decide that she needs to have more shares authorized by the state,
which, although generally possible, entails more forms to be completed
and submitted to the state along with a fee! While using fractional shares
would be relatively simple for Bessie and Lorna (two-thirds for Bessie
and one-third for Lorna) it can get messy when more investors want on
board. Such is the following example:

Jim started a corporation with one share authorized. When three others
joined him, he issued fractional shares out of his one share. For various rea-
sons, each had a different fraction of the share, and it ended up this way:
Jim owned six-seventeenths of a share, Mary owned three-elevenths, Phyl-
lis owned four-thirteenths. Bert owned how much? It takes a math major to
figure it out, but you get the idea: Fractions of shares can be a pain. It is
much easier to request the state to authorize many shares at the inception of
the corporation, even though only a few shares may be issued to the origi-
nal stockholder(s). If Bessie had originally requested that the state authorize
1,000 shares and then issued 100 of them to herself at the inception of the
corporation, she would be in a position to issue, in exchange for some in-
vestment, 50 shares to Lorna at some future date. That is much easier to
comprehend and record than dealing with parts of one share.
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When it comes to deciding on how many shares of stock will be autho-
rized and how many issued, there are other factors to consider. Check
with your state’s corporation authority as to fees involved, both at the in-
ception of the corporation and annually. Some states base fees on the
number of shares authorized and/or issued, regardless of the value of each
share. If that is the case in your state, do not overdo the number of shares
authorized and issued if that is going to create a significantly larger an-
nual fee that has to be paid to the state.

Determine What the Price per Share of Stock Will Be

If you have followed the preceding steps, you know how much you will
invest (cash and other assets) in your corporation, and you know how
many shares of stock will be issued to each stockholder. To determine the
price, you obviously divide the total investment by the total number of
shares to be issued to arrive at a price per share. This is what the corpora-
tion’s stockholders will pay for their stock; how it appears on the corpora-
tion’s books and balance sheet will be in one of two ways. This example
will illustrate.

Oliver and Olivia started an olive pitting company, which they decided
would operate as a corporation. From the cash flow projections they pre-
pared, they decided that each of them should invest $1,000 in the corpora-
tion. When they applied to the state for their corporate charter, they
specified that the corporation should be authorized to issue 10,000 shares
of stock. Then they actually issued 100 shares each to themselves. The re-
sult is that their corporate records and the equity section of the corpora-
tion’s balance sheet indicated “10,000 shares of common stock
authorized, 200 shares issued and outstanding: $2,000.”
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Through hard work developing a more efficient way of extracting the
pits from the olives, and expert marketing, their sales grew rapidly to
the point that they needed more working capital. They solved that prob-
lem by agreeing to let Preston invest in their profitable enterprise. How-
ever, as Preston was not there to take the original risks of starting a
business, Oliver and Olivia required that he pay $75 for each share of
stock. Preston elected to buy 25 shares at the $75 price for a total in-
vestment of $1,875. Now the common stock records indicated outstand-
ing stock as follows:

Oliver 100 shares @ $10 $1,000
Olivia 100 shares @ $10 1,000
Preston 25 shares @ $75 1,875

Totals 225 shares $3,875

Obviously, dividing the total dollars received for the shares by the num-
ber of shares outstanding yields an average price of $31 per share. This is
something of a meaningless figure, inasmuch as nobody paid that specific
price. There is nothing wrong with keeping the accounting records and
the balance sheet in this manner. The stock transfer records provide any

You need not be too concerned about the details of accounting for
common stock. Failure to take the time to digest this is not a reason
not to incorporate, but remember that this discussion is here in case
you are bewildered by what your accountant includes in your financial
statements.

75



INCORPORATE YOUR BUSINESS

needed information relative to shares issued and outstanding—and who
owns them.

However, if this bothers you and you would like to see a direct relation-
ship between a price per share and the number of shares outstanding, you
can elect to be authorized to issue common stock with a par value or
stated value. That would result in the stock records showing the stock is-
sued to Preston as having a par value of $10, like the earlier stock issued,
and the 25 shares at $10 would be shown as $250 of common stock issued
to Preston. As Preston still paid the sum of $1,875 for the stock, that
leaves $1,625 unaccounted for in this stock record. As good accountants
never leave anything unaccounted for, this last sum is called additional
paid-in capital or the older term of capital surplus, and appears as a sepa-
rate item in the equity section of the balance sheet.

Which is the better way to keep the accounting for common stock? It
makes very little difference in most cases. The only technical difference is
that in some states dividends can be paid out of capital surplus even if the
corporation earned no profits. However, for small corporations with a few
stockholders who are also employees of the corporation, planning on
more than token dividends are unnecessary, as profits can be extracted as
salaries to stockholders/employees. (If your profits are too big to all be
extracted as salaries, there would be no reason to pay dividends out of
capital surplus.)

There is one last point about par value stock before we move on. If a
stockholder purchases stock from the corporation for less than par value,
that stockholder would be personally liable to creditors for the shortage
between the par value and what he or she paid. In the preceding example,

76



Planning Your Corporation

if another individual, Quincy, became another stockholder by paying only
$600 for 100 shares of $10 par stock, and the corporation became insol-
vent, creditors could successfully demand that Quincy fork over another
$400 to the corporation’s treasury.

Determine Who Will Be the Directors and Officers, and Assign Duties

In most corporations, the structure of the management of the corporation
appears this way: The stockholders arrive at their status as stockholders
by investing in the corporation and receiving corporate stock, as dis-
cussed before. If there is only one stockholder, what follows is just a for-
mality, as that one stockholder will manage the corporation (we are
talking about ultimate responsibility for management, not a hired gun to
operate the business day-to-day).

The stockholders, at a stockholders’ meeting, elect a board of directors.
Again, where there is only one stockholder that stockholder generally is
the sole director, although sole stockholders could elect others as directors

The examples here all contemplate that the stockholders buy their
stock from the corporation. If a stockholder acquires his or her stock
from another stockholder, that has no effect on the equity section of
the balance sheet.This is not to say that the corporation does not keep
track of sales from one stockholder to another, for it must keep a
record of stock ownership. Otherwise, it would be difficult to declare a
dividend and know to whom the check should be sent.
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if they wished to. The directors then, by majority vote, appoint the officers
of the corporation, which usually consist of at least a president, secretary,
and treasurer. (The president and treasurer are usually the same people as
the Chief Executive Officer (CEO) and Chief Financial Officer (CFO), and
in some states CEO and CFO can be the legal terms used in corporate doc-
uments instead of president and treasurer.)

If there is going to be discussion (or an argument) about who is going to
be CEO and who is going to fill the lesser jobs, the time to have that dis-
course is before you go through the formal steps of creating your corpora-
tion. Besides determining who will perform as which corporate officer,
this is the best time to agree on several other attributes of the corporation.
These would include:

= The assignment of responsibilities, such as who is in charge of sales,
production, purchasing, bookkeeping, maintaining the bank account
in a positive mode, and other areas of your business.

= The specification of which stockholders/employees will devote how
much time to the business (full-time, part-time, or some specific
number of hours).

= The setting up of compensation amount for each stockholder/em-
ployee as well as formulas for computation of bonuses. Be sure that
total compensation does not exceed the figures for salaries in your
cash flow projection.

= Agreeing that no stockholder will sell his or her stock to another
party until a stockholders’ agreement (discussed later) is in effect.

» Deciding anything else you can think of that might become a contro-
versial subject after the business has started.
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Prepare a Pre-incorporation Agreement

As the human memory is fallible, reduce all points discussed in the previ-
ous section to at least a written memorandum that each prospective stock-
holder initials. If deals had to be cut to reach agreement on these points,
or there is a chance of later misunderstanding, it would be preferable to
formalize the results of the discussion in a pre-incorporation agreement,
drawn up by your lawyer. It should include not only the points already
discussed, but all the items covered in a stockholders’ agreement (dis-
cussed later).

Obviously, as this is an agreement among prospective stockholders, if
you are to be the only stockholder there is no need for such an agreement.
If you appoint nonstockholders as directors or officers, you can assign
their duties and change such assignments as you later decide.

Determine Who Will Be the Incorporator(s)

The incorporator is the individual who files the necessary paperwork with
the state to cause a charter that will be issued to the corporation. This is
usually a perfunctory job that goes away once the paperwork has been
submitted, so the attorney or the incorporating service is often the incor-
porator. If you are setting up a corporation with only yourself as stock-
holder, you can easily perform the duties of the incorporator yourself.
However, if you are asked to be the incorporator of an enterprise that is
already making business contacts and negotiating contracts with others,
you could incur personal liability if the corporation somehow fails to be
organized or is insufficiently capitalized. The problem is that, inasmuch
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as the corporation does not yet exist, it cannot be a party to the contract,
so the incorporator stands in its shoes.

It is for this reason that lawyers always advise against doing business in
a corporate name until a state has issued its charter: A corporation does
not protect against personal liability until it is a legal entity chartered by
the state.

However, if you are sure that no one has contracted with a third party in the
name of the corporation, you are relatively safe in acting as the incorporator.

Select a Resident Agent for Your €Corporation

If your corporation gets sued or otherwise served by a legal process,
where does the process server serve it? As a corporation is an intangible
entity, there has to be an individual to receive a summons or other
process. That individual is called a registered agent, and has to be a resi-
dent of the state in which your corporation is formed or another state (for-
eign state) where your corporation has registered as doing business in that
state. So there has to be a different registered agent in each state in which
your corporation operates. For closely held corporations, the easiest des-
ignation of registered agent is to name the president of the corporation at
the business office of the corporation in its home state. Otherwise, it is not
uncommon to designate the corporation’s attorney as the resident agent.
That should ensure that any summons is answered in a timely manner by
a competent individual.

If you register and operate in a foreign state, you are required to have a
registered agent who or which is a resident of that state. (Some states per-
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mit an entity other than an individual, such as another corporation or lim-
ited liability company to act as a resident agent.) You can meet the re-
quirement by retaining a lawyer in that state who can act as your
registered agent and also can respond to any legal process that is served
on him or her as your registered agent. In many states, firms exists that do
nothing but register corporations and act as a registered agent. As many of
these firms are not operated by lawyers, their fees may be lower, but
check out their references and check them out with the Better Business
Bureau. Of course, if you do get sued, you will then have to find an attor-
ney. This does not necessarily mean that you have to engage an attorney
or hire a registration service in order to register your corporation in an-
other state. You can handle registration in that state by mail, or perhaps on
the Internet, just as easily as you can register your corporation in your
own state. The only hiring you have to do is to fill the registered agent slot
in that state. (Hire expensive professionals for their knowledge, not to do
clerical work such as filling in simple forms.)

Have All Prospective Stockholders Sign a Stock Subscription

A stock subscription, at this pre-incorporation stage, is a signed promise
by a prospective stockholder to purchase a specific number of shares at a
specific price as soon as the corporation is formed. If properly drawn, it
commits the prospective stockholder to making this purchase, and any
stockholder who fails to complete the purchase can be held personally li-
able to the corporation and to the corporation’s creditors for the amount
of the promised purchase.

Again, obviously, there is no need for this document in the case of a sin-
gle-shareholder corporation, and the need for this document is somewhat
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diminished if the other stockholders are family members and/or close
friends (real friends).

Determine the State in Which You Will Incorporate

You have probably seen ads in business magazines and newspapers ex-
tolling the benefits of incorporating in Nevada. (See the box for the prin-
cipal benefits.) However, incorporating in Nevada may be a good idea for
you, or it may be full of traps.

Incorporate in Nevada? If the main business of your corporation is that
of painting houses on Long Island, New York, and you incorporated in
Nevada, you would be required to register your foreign corporation in
New York State before you could engage in house painting there. Then
the corporation would be liable for corporate income tax for all the busi-
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ness that it does in New York. If that is 100 percent, then incorporating in
Nevada has provided no escape from corporation income tax. As for the
salary that your corporation pays you, it would be subject to New York
State individual income tax because you physically performed your du-
ties in New York State. (You would have the same situation if you were
still a sole proprietor. That is, you would end up owing New York State
income tax on the money you earned in New York State, even if you
moved to Nevada—or New Hampshire—and commuted.)

If you elect S corporation status, the salary that the corporation pays you
would still be subject to New York State income tax, as that is where you
performed the services. As for the bottom line income from the S corpora-
tion (that flows to the stockholders), that would be taxable in the state in
which you reside. In other words, if you actually lived in Nevada and
commuted daily to work on Long Island you might escape New York
State individual tax on the S corporation income. However, the cost of the
daily commute from Nevada to New York and return would, I am sure,
far exceed the New York State income tax you would have to pay.

What if you just commuted on weekends and maintained a small resi-
dence in New York State and your principal residence was in Nevada?
Could you avoid state income tax on dividends and S corporation distri-
butions? This gets into the murky area of determining where your fax
home 1s. Deciphering that is not a do-it-yourself project, as the states
vary in their interpretation of the rules and their aggressiveness in at-
tempting to collect all taxes possible. This often boils down to a constitu-
tional question regarding which state has the right to extract tax money
from you, so obtaining advice from a competent tax attorney is a must if
you are going to try to finesse your way around some state income tax by
this maneuver.
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Therefore, if your business is location sensitive, that is, you provide ser-
vices such as painting houses in a specific state, or you operate at a physi-
cal location as does a manufacturer, wholesaler, or retailer, there is
probably no advantage in incorporating in another state. All you will have
accomplished is the necessity to pay fees and file corporation reports in
two states instead of one. (There is an exception: when you grow suffi-
ciently to sell your stock to the public. Delaware becomes the state of
choice for most publicly held companies for various reasons. The justifi-
cation for incorporating in that state instead of the state in which you
maintain most of your facilities and/or offer services is complex. Your un-
derwriters, lawyers, and accountants can explain at that time.)

When should you incorporate in Nevada? Alice develops software for
several customers in different states. She travels around the country in
her RV, visiting customers holing up in various RV parks for a month at
a time while she creates and revises software. She really has no perma-
nent home, but for state tax purposes she claims Nevada (no state tax)
as her residence. Incorporating in Nevada could strengthen her position
that Nevada is her tax home. (She also retains a mail forwarding ser-
vice there that gives her the Nevada address for herself and her corpo-
ration.)

If you have a segment of your business that could be chopped off from
your main enterprise and incorporated in Nevada, you might be able to
avoid some tax in other states. (Check out setting up your own advertis-
ing agency to handle your main corporation’s advertising in Nevada—an
1dea that might work for you.) As your S corporation’s taxable income
will appear on your personal tax return regardless of where the corpora-
tion lives, you would want to operate as an ordinary C corporation in
Nevada. Also, you would want the corporation to retain most of its earn-
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ings in its treasury, as any payment to you in the form of salary and/or
dividends would be taxable where you live. Remember, also, that if the
corporation does business in states other than Nevada, it could be subject
to taxes in those states. In other words, do some careful tax planning, with
the help of a competent tax advisor, before incorporating in some state
other than your state of residence, assuming that your business operates
or will operate in the same state where you live.

€hoose a Name for Your €orporation

If you are already in business and operating under a business name, such
as Bob’s Beds, you will probably want to maintain the present goodwill
of customers by simply naming your corporation Bob’s Beds, Inc. If
you’re starting your new business as a corporation from day one, your
choice of names is almost unlimited, but you cannot use a name that is
similar to the name of a corporation already registered and active in your
state. The state agency that controls the issuance of corporate charters
will not permit names for corporations that duplicate or nearly duplicate
names of existing corporations. For that reason, you should determine the
name of your corporation early in the planning process. Usually, for a
modest fee, the state agency that registers corporations will let you re-
serve a particular name for a period of time. That enables you to order
signage, letterheads, business cards, and advertising while you are going
through the process of obtaining your state charter for the corporation and
planning your organization.

Will you operate in several states? Do not push this question aside be-

cause you will be a small business in a small area. Small service busi-
nesses near state lines, such as those operating in the Washington, D.C.,
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area inevitably doing business in Virginia, Maryland, or Pennsylvania,
plus the District of Columbia, are examples. If that is your case, you will
need to reserve a name (and later register) not only in your home state but
also in all the states in which you may do business. What if you do not
register your corporation in these other states? You will be violating the
law in those other states and your corporation will have no legal standing
there. That means that if, for instance, your corporation is a builder head-
quartered in Maryland and you build a residence for a customer in Vir-
ginia without registering your corporation in Virginia, and your customer
refuses to pay you for his home, your corporation would be unable to sue
him in Virginia, because it is not registered as a foreign corporation in
Virginia. So if you operate in more than one state, register your corpora-
tion in those other states as a foreign corporation.

The process of reserving a name also assures you that the name is avail-
able and that no other corporation has a similar name in your state or any
state in which you are reserving the name of your corporation. Not infre-
quently, a small business will operate successfully as a sole proprietorship
within one city, oblivious to the fact that a small corporation operates in
another part of the state under the same name. For instance, when Bob

When you reserve a name and/or register your corporation in another
state, you will find that you are known as a foreign corporation. Even
though your corporation operates entirely within the United States, it
is considered to be foreign in all states except that in which its corpo-
rate office resides. (The corporate office may not be the principal busi-
ness office of the corporation, as that may be in another state. Indeed,
a corporate office may be only the file folder in the lawyer’s office.)
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started his bed store as a sole proprietor in one city, he was not aware that
there was a corporation named Bob’s Beds, Inc. operating in another city
within the state. Neither did that corporation realize that Bob was using
the same name to operate his sole proprietorship. Therefore, when Bob
sets up a corporation, the state will tell him of the conflict of name, and
then it would be necessary for him to change his business name.

The name of your corporation is important, for as you operate your busi-
ness you will, it 1s hoped, build goodwill that is attached to that name. If
you later expand your market area, it will be a severe shock to find that
someone else is using your business name. This conflict often results in
expensive litigation that, usually, results in the business that was regis-
tered first with the state winning out. Notice that I use the word “regis-
tered” rather than “incorporated.” That is because there are other methods
to protect your business name in addition to setting up a corporation with
that name. Specifically, a trade name (or trademark) can be registered
with a state even though the business is a sole proprietorship or other non-
corporate entity. Registration of a trade name is usually a matter of filling
out a simple form and submitting it to the proper state agency. Even if you
were to set up a corporation with a unique name, also registering the trade
name should ensure that you have covered all the bases within your state.
If you plan to operate in several states, or if that size of operation could
materialize several years downstream, register your trade name with the
U.S. Patent and Trademark Office.

What name you choose is a marketing decision, so we leave that discus-
sion to marketing books. However, remember that the name of a corpora-
tion must identify the entity as a corporation. Generally, this is done by
attaching a suffix to the name that does this task. The usual suffixes are
Corporation, Corp., Inc., Limited, and a few others. Not all suffixes are
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accepted by all states, so be sure to check with your state corporation au-
thority. (Corporation, Corp., Incorporated, and Inc. are always acceptable
for general business corporations.)

Determine If You €an Use a Simplified Procedure

Many states offer a simplified version of corporation specifically for
small, often family-held, corporations. The most obvious simplification is
the elimination of the board of directors, leaving the stockholders to oper-
ate as this board, appointing officers, setting compensation, and passing
resolutions that may be appropriate or required. The number of stock-
holders allowed in such a corporation may be limited by the state, as in
Nevada it is limited to 30. Also, there may be restrictions on the ability of
stockholders to sell their shares except to certain eligible individuals,
such as other family members. In my opinion, this provision is not signif-
icant enough to be a factor in selecting the state in which you want to in-
corporate. After you have selected the state, a telephone call or e-mail to
the state’s corporation authority should provide information as to the
availability of the streamlined procedure in your state.

This simplified procedure of corporate governance makes sense for al-
most all closely held corporations. The exception would be the closely

Examples of forms for reserving a name and various other forms are
included in Appendix A. Also in Appendix B, you will find the address
for ordering these forms from your state corporation agency. In many
cases, the forms can be downloaded from the Internet.
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held corporation that is well capitalized, with the expectation that it will
expand rapidly and offer its stock to the public in the near future.

These corporations with the streamlined procedure are known as close
corporations in many states. In other states, the rule about doing without
a board of directors is just buried somewhere in the state code. (You can
plod through the state code, which many states publish on the Internet, or
you can just call the state corporation authority—Secretary of State, and
so on—and ask if the state permits a close corporation or something simi-
lar. If you have to be more specific, just ask if you can do without a board
of directors.)

Prepare a Pre-incorporation Agreement

For almost every corporation that will have two or more stockholders,
this is an important document. It consists of stating all the decisions made
previously in this chapter and should be signed by all those who have
subscribed to the purchase of stock. Clear statements of what has been
agreed upon are more important than couching it all in legalese. However,
areview of your agreement by a lawyer would be well advised in order to
avoid violating some obscure state law.

The close as used in referring to corporations, stands for closely held.
The term closely held refers to the fact that the stock is owned by
relatively few people. More often than not, in such situations the
stockholders are all related, but that is not a requirement for being a
close corporation.
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The exception to your needing to create this document would be if you
are going to hold a substantial majority of the stock yourself, while others
will hold a minimal amount of stock. However, be aware that some states
have laws protecting the interests of minority stockholders (those who
hold less than 50 percent of the outstanding stock), so check that out with
your attorney.

If you are to be a minority stockholder, then it is in your interest to have a
pre-incorporation agreement. Certainly, you would like to receive a return
on your investment, but if you have no agreement as to when dividends
will be paid, you may never earn anything on your investment. That is, a
pre-incorporation agreement could specify that dividends will be paid
when earnings reach a certain level or some such criteria.

Prepare a StocRholders’ Agreement

The stockholders’ agreement is similar to the pre-incorporation agree-
ment and should cover many of the same points as those covered in that
agreement. Because this agreement may endure for decades without mod-
ification, it should be more formally and carefully drawn, as by a compe-
tent lawyer.

Additional subjects that should be covered in this document should an-
swer the question of what happens to shareholders’ stock when they retire
or die prior to retirement, along with restrictions on to whom an existing
stockholder may sell his or her stock. You certainly do not want your
fiercest competitor to be able to buy some of your stock and influence
corporate decisions that would benefit him or her more than it would your
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corporation, nor do you want such a competitor to have inside-route con-
fidential information. Also, more likely, you do not want your obnoxious
cousin at your stockholders’ meetings.

The best way to limit who may be a stockholder is to restrict the sale of
stock, as just mentioned, and also to provide a source of the funds with
which to buy the stock when a shareholder wants out or dies. The agree-
ment should specify that the stockholders agree to offer the stock first to
the corporation before selling it to any other party. There should also be a
formula for determination of the price at which the stock will be sold,
which could be a specific price—but a more realistic approach is to pro-
vide for the increase in price due to profitable operations of the corpora-
tion. Rather than a specific price, the price could be determined by some
formula based on the average earnings of the corporation over a period of
time or simply the book value of the corporation.

Generally, it is more tax efficient to provide that the corporation, rather
than the other stockholders, will buy back the shares of stock from the de-
parting stockholder. That is because it will use corporate cash that is left
after paying tax only once rather than from the shareholders’ cash that is
left after having been subject to double taxation.

Book value can be determined from the balance sheet of the corpora-
tion. It is the equity (total assets minus total liabilities) divided by the
number of shares outstanding. In other words, if total assets are $1,000
and total liabilities are $400, the equity is $600. If there are 100 shares
outstanding, the book value is $6 per share.
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There should also be a clause that prevents a stockholder from pledging,
assigning, or encumbering his or her stock. Such an activity could result
in a sale of stock to the party to whom it was pledged, possibly resulting
in the stock’s eventually being sold to an undesirable individual or entity.
Such a restriction should be printed on the face of the stock certificates,
so that any bank or other creditor is aware of the restriction. (Use your at-
torney to draft the exact wording to be placed on the stock certificates.)

Preparing a stockholders’ agreement is one of the most important items,
and one of the most overlooked, in setting up a corporation. Where two or
more stockholders/employees run a business, differences of opinion will
inevitably arise. Having a well-thought-out stockholders’ agreement
could prevent the corporation’s being torn apart by such differences. In
Appendix A, you can find a Corporate Shareholders Agreement Form.
Please do not use this without legal advice, as it may not be effective in
all states as it is written. Also, probably not all clauses in the agreement
are applicable to your situation.
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— CHAPTER 6 —

Steps to Create and
Run Your Corporation

With the decisions you made in

Chapter 5 firmly in hand, you are ready to start the process of creating
and running your corporation through the following steps.

Steps to Forming Your Corporation
As we did in Chapter 5 for the decision you need to make, we cover all the
basic steps to create a corporation based upon those decisions. These are the

steps to make if you have several stockholders. If yours is a single stock-
holder corporation, some of the following steps would be superfluous.

Initial Action the Incorporator(s) Should Take

It is the job of the incorporator to obtain the form (Figure 6.1) known
as the Articles of Incorporation from your state corporation authority.
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DEAN HELLER

Secretary of State

206 North Carson Street

Carson City, Nevada 89701-4299
(775) 684 5708

Website: secretaryofstate.biz

Articles of Incorporation

(PURSUANT TO NRS 78)

Important: Read attached instructions before completing form.

ABOVE SPACE IS FOR OFFICE USE ONLY

. Name of

. Resident Agent

Name and Street
Address:

(must be a Nevada address

Name
NEVADA

where process may be
served,

Street Address City

Zip Code

Optional Mailing Address City State

Zip Code

. Shares:

(number of shares
corporation
authorized to issue)

Number of shares Number of shares
with par value: Par value: $ without par value:

. Names &

Addresses,

of Board of
Directors/Trustees:
(attach additional page if

there is more than 3
directors/trustees,

1.

Name

Street Address City State

2.

Zip Code

Name

Street Address City State

3.

Zip Code

Name

Street Address City State

Zip Code

. Purpose:

(optional-see instructions,

The purpose of this Corporation shall be:

. Names, Address

and Signature of
Incorporator:

(attach additional page if

Name Signature

there is more than 1

incorporator)

Address City State

Zip Code

N

. Certificate of

Acceptance of
Appointment of
Resident Agent:

| hereby accept appointment as Resident Agent for the above named corporation.

Authorized Signature of R.A. or On Behalf of R.A. Company Date

This form must be accompanied by appropriate fees. See attached fee schedule.

FIGURE 6.1

Articles of Incorporation
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The articles of incorporation for Nevada are reprinted there, so you can
follow my comments. (See also Figure 6.2: Instructions for Articles of
Incorporation, Nevada.)

Box one is the name of the corporation, which you already should have
reserved.

Box two should be the name and street address of your registered agent,
and that address must be in the state in which you incorporate. The op-
tional mailing address is for use if you have a post office box or a mail
forwarding service.

Box three states the number of shares authorized (not the number you will
issue), how many you want, and whether you want shares to have a par
value or a no-par value. This was covered in Chapter 5, so you already
should have made that decision.

Similarly, the names and addresses of the directors should be inserted in
box four. (The term director applies to for-profit corporations, while
trustee applies to nonprofit corporations.)

In box five, your purpose should be as broad as possible. In our rapidly
changing economic society, you may well start out painting houses and
diversify into running a fleet of tugboats, so word your purpose broadly,
such as: “To engage in all lawful business except those professions regu-
lated by other state agencies.” (Some states, such as Florida, do not re-
quire a purpose to be stated in the Articles of Incorporation.) If you do
plan to engage in the practice of a regulated profession such as engineer-
ing, architecture, accounting, and so on, the regulatory agency that con-
trols that profession probably has more paperwork for you to complete.
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DEAN HELLER Instructions for

Secretary of State

206 North Carson Street

Carson City, Nevada 89701-4299
(775) 684 5708

Website: secretaryofstate.biz

Articles of Incorporation
(PURSUANT TO NRS 78)

IMPORTANT: RE AD ALL INSTRUCTIONS CAREFULLY BEFORE COMPLETING FORM.

1. Name of the Corporation: A name appearing to be that of a natural person and containing a given name or initials
must not be used as a corporate name except with the addition of a corporate ending such as Incorporated, Inc.,
Limited, Ltd., Company, Co., Corporation, Corp. or other words that identifies it as not being a natural person. The
name must be distinguishable from the names of corporations, limited-liability companies, limited partnerships,
limited-liability limited partnerships, business trusts or limited-liability partnerships on file in the office of the
Secretary of State. A name may be reserved, if available, for 90 days by submitting a name reservation form with a
$25.00 filing fee. For details you may call (775) 684-5708, visit www.secretaryofstate.biz, or write to the Secretary of
State, 206 North Carson Street, Carson City NV. 89701-4201.

2. Resident Agent: Persons wishing to incorporate in the State of Nevada must designate a person as a resident
agent who resides or is located in this state. E very resident agent must have a street address in this state for the
service of process, and may have a separate mailing address such as a post office box, which may be different from
the street address.

3. State th e number of shares the corporation shall have the authority to issue with par value and its par value in
appropriate space provided. State the number of shares without par value in the space provided for shares without
par value.

4. State th e names and addresses of the first governing board. Use a separate 8'/2 x 11 sheet as necessary for
additional members. Direct ors or trustees must be at least 18 year of age.

5.If it appears from the name and/or purpose of the entity being formed that it is to be regulated by the Financial
Institutions Division, Insurance Division, State Board of Professional Engineers and Land Surveyors, State Board of
Accountancy or Real Estate Division, the application will need to be approved by the regulating agency before it is
filed with the Office of the Secretary of State.

6. Names an d addresses of the incorporators are required. Each incorporator must sign. Additional 81/2 x 11 white
sheet will be necessary if more than 1 incorporator.

7. Resid ent agent must complete and sign certificate of acceptance at bottom of form or attach a separate signed
certificate of acceptance.

8.0n a separate 8'/2x 11, white sheet you may state additional information you wish to be part of the articles. This is
an optional provision.

**IMPORTANT***

INITIAL LIST OF OFFICERS: Pursuant to NRS 78.150, each corporation organized under the laws of this state shall, on
or before the last day of the first month after the filing of its articles of incorporation, and annually thereafter, file its
list of officers, directors and resident agent. The initial list fee is $125.00. Forms will be mailed to you upon the
organization of your corporation and annually thereafter to the corporation’s resident agent.

COPIES: You must send in the number of copies you would like certified and returned to you in addition to the
original article to be filed. A filing fee of $30.00 for each certification is required. Copies received without the required
fee shall be returned uncertified. NRS 78.105 r equires that a corporation receive at least one certified copy to be kept
in the office of the resident agent. Th e Secretary of State keeps the original filing.

FILING FEE: Filing fee is based on the number of shares authorized. Please see the attached fee schedule.
Filing may be expedited for an additional $125.00 expedite fee.

Filing may be submitted at the office of the Secretary of State or by mail at the following addresses:

(Regular and Expedited Filings Accepted) (Expedited Filings Only)
Secretary of State Secretary of State-Satellite Office
New Filings Division Commercial Recordings Division
206 N. Carson Street Washington Avenue, Suite 4000
Carson City, NV 89701-4299 Las Vegas, NV 89101
775-684-5708 Fax 775-684-7138 702-486-2880 Fax 702-486-2888

Nevada Secretary of State Form CORPINST 2003
Revised on: 12/18/03

FIGURE 6.2 Instructions for Articles of Incorporation, Nevada
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Do not ignore that requirement, as without the blessing of that agency
you may be operating illegally.

Be sure to insert the name and address of the incorporator and have the
incorporator (probably you) sign in box six.

The resident agent must sign as accepting the appointment of resident
agent. If it is not convenient to obtain the resident agent signature on the
Articles of Incorporation, he or she can sign the Resident Agent Accep-
tance form (Figure 6.3), that is also reprinted here, but that form is unnec-
essary if he or she signs the Articles of Incorporation.

That is it! Send the form, with the appropriate fee to the Secretary of State
or whatever your state corporation authority is called. As soon as the state
accepts your Articles of Incorporation, your corporation exists and can
begin doing business.

If you are incorporating in a state that provides for a close corporation, it
may have a slightly different form for such an entity. Use that form if you
want to set up a close corporation.

Obviously, if you are operating in other states, you will need to register
in those other states as soon as you receive the accepted Articles from
your home state. Do not file Articles of Incorporation in the foreign
states, but obtain the form for registering a foreign corporation from
each state, fill it in, and submit it to that state with, of course, the re-
quired fee.

The various state corporation authorities have done a good job of simplify-
ing the process of submitting Articles of Incorporation and other corporate
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DEAN HELLER

Secretary of State

202 North Carson Street
Carson City, Nevada 89701-4201
(775) 684 5708

Website: secretaryofstate.biz

Resident Agent Acceptance

General instructions for this form: ABOVE SPACE IS FOR OFFICE USE ONLY
1. Please print legibly or type; Black Ink Only.
2. Complete all fields.
3. Ensure that document is signed in signature field.

In the matter of

(Name of business entity)

(Name of resident agent)

hereby state that on | accepted the appointment as resident agent
(Date)

for the above named business entity. The street address of the resident agent in this

state is as follows:

Physical Street Address Suite number
, NEVADA

City Zip Code

Optional:

Additional Mailing Address Suite number

City State Zip Code

Signature:

Authorized Signature of R.A.  or  On Behalf of R.A. Company Date

Nevada Secretary of State RA Acceptance 2003
Revised on: 11/04/03

FIGURE 6.3 Resident Agent Acceptance

98



Steps to Create and Run Your Corporation

documents, as well as the process of annual reporting and paying fees.
Years ago, Articles of Incorporation had to be individually drafted on plain
paper as a lengthy legal document which, for most people, meant engaging
an attorney to draft it. You may still find lawyers who persist in this prac-
tice, but that appears unnecessary except in rare and obscure situations, so
it could be a make-work-and-increase-billing gimmick.

Hold Organizational Meetings

To activate a conventional corporation, there should be an organizational
meeting, first of the stockholders and then of the board of directors. While
there are basic requirements as to what should be accomplished in these
meetings, there is no requirement that the minutes be couched in legalese
and be written by a lawyer. There need be only a record of what took
place, much the same way the secretary of your social club would keep
minutes of the business meeting.

State law generally requires that notices of stockholders or directors
meetings be delivered to the stockholders or directors, respectively, and
be received by those individuals a specific number of days in advance of
the meeting. This, of course, can be a hassle involving preparing the no-
tice and delivering it by hand, certified mail, or express service. The usual
practice for small closely held corporations is to advise participants of the
meetings verbally and then include, in the minutes of the meeting, a
waiver of notice of the meeting. (See the examples of meeting minutes in
Appendix A, Figures A.4 and A.5.)

Also, if a stockholder and/or a director is not present at a meeting, it is
good policy to obtain a proxy, if possible, from that individual or entity or

99



INCORPORATE YOUR BUSINESS

to have him or her confirm agreement in writing, with the actions taken at
the meeting.

Organizational Meeting of the Stockholders. This meeting should be
held as soon as possible after you are notified of the state’s acceptance of
your Articles of Incorporation. The required function of this meeting is to
elect the board of directors. However, if you have elected the close corpo-
ration or other simplified procedure, where the corporation is managed di-
rectly by the stockholders without a board of directors, this organizational
meeting would also include all the business that is conventionally done in
the organizational meeting of the board of directors.

Organizational Meeting of the Board of Directors. This meeting is
normally held immediately following the organizational meeting of
stockholders. The required function is to elect the chairman of the board
of directors and corporate officers, who should at least be the president
(or CEO), secretary, and treasurer (or CFO). Generally, these three offices
can be held by the same person. Other business that should be conducted
in this meeting includes the adoption of the corporate bylaws, the opening
of a bank account, the purchase of property, the acceptance of the stock-
holders’ offer to purchase shares of stock, or borrowing money from a
bank or other entities, the acceptance of significant contracts, and such
other business as should be brought before the board of directors. (There
are examples of corporate bylaws and a shareholders’ agreement form in
Appendix A, Figures A.6 and A.7.)

Register Your €Corporation with the Internal Revenue Service (IRS)

As you should expect, the IRS wants to know about your corporation. For
that purpose, the IRS expects you to fill in a form SS-4, giving it much in-
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formation about your corporation. What happens if you do not fill it in
and send it off to the IRS? You will not receive an employer identification
number (EID) for your corporation, and without the number you cannot
file a tax return and pay the corporate taxes that are due. And we all know
what happens to people who do not pay their taxes for several years and
are caught!

You need this new EID for your corporation, even if you have an EID for
your sole proprietorship, partnership, or limited liability company. A sam-
ple of this form is in Appendix A (SS-4). A couple of the questions on the
form deserve comment.

Question 13, the highest number of employees expected in the next 12
months, should be answered “zero” unless you are sure you will have em-
ployees soon. Otherwise, you will be deluged by correspondence from
the IRS providing you with payroll tax forms and asking why you have
not submitted payroll tax reports.

Question 16a should be answered “no.” It is the corporation, not you, that
is responding to this question. Obviously, the answer would be “no” for a
new corporation.

Register Your Corporation with Your State’s
(and Any Foreign State’s) Tax Authorities

Registering with your Secretary of State or whatever your state corpora-
tion authority is called, does not register you with your state’s tax depart-
ment. Your state has its own registration process for letting its tax
department know about your corporation. Some states have all-purpose
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forms, and when you fill them in and submit them, you will be on the list
to pay not only income and payroll taxes, but many other fees to which
your corporation may be subject. Do not fail to submit these forms and
pay the taxes; penalties are too severe to ignore this advice.

Elect S Stacus for Your €orporation If That Is Your Decision

If you want your new corporation to be an S corporation, you have to
make that election by filing Form 2553, Election by a Small Business
Corporation, before the fifteenth day of the third month of the corpora-
tion’s taxable year. (See Appendix A, Figures A.8 and A.9.)

Pay Particular Atc¢tention to the Initial €orporate Income Tax Return

There are choices (elections, in IRSspeak) to make on this first return that
will affect many years of your corporate income tax returns. Some elec-
tions are impossible to change once made, and other elections can be
changed, but only with some difficulty and correspondence with the IRS
that will draw attention to your returns already filed. Some of these are:

= How you will value your inventory of goods for sale or goods in
process

= Whether you will report your income on the cash or accrual basis

= Method of depreciating assets initially acquired for the corporation
In addition, it is very important that you avoid this scenario: Suppose you

had for several years operated a road grading company as a sole propri-
etor. The road grader you purchased for $100,000 years ago has, through
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the bookkeeping process of depreciation, ended up with the value of
$1.00 on your sole proprietorship books. (Rather than divert into a long
explanation of depreciation, trust me, that is the result of years of depreci-
ation expense.) Now you incorporate, and you pay for your stock by
transferring ownership of the road grader to the corporation. Although
your book value is only $1.00, the market value of the road grader, due to
your excellent maintenance, is $50,000. If the IRS was left unchecked, it
would tell you that you received $50,000 of stock in exchange for the
grader. As the grader is listed at $1.00 on your sole proprietorship books,
you have a gain, classified as ordinary income, of $49,999. If you are in
the 25 percent tax bracket, that will cause you to send $12,500 off to the
IRS. Scary? Of course. Fortunately, Congress came to the rescue years
ago by passing Section 351 of the Internal Revenue Code. It provides that
if you attach a statement, listing the property that you are transferring to
the corporation and some other information, there will be no tax due on
this transfer. (The road grader is still booked at $1.00 on the corporate
books, so there would be tax due if the corporation sold the grader.)

The message here is that you should engage a qualified tax professional
for preparation of at least the first year’s tax return. If you transfer any
property to the corporation, please make it your responsibility to ensure
that the Section 351 statement is attached to the tax return. If your tax
professional fails to include this important document in the corporate tax
return, find another professional who understands Section 351 and have
him or her prepare the document.

Steps to Keep Your Corporation Alive

At this point you have your corporation set up properly, you held the nec-
essary meetings, and you have written the minutes of those meetings. You
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INCORPORATE YOUR BUSINESS

have drawn the corporate veil that should protect your personal assets
from obligations of the corporation. Now the challenge is to keep that
corporate veil in place so it continues to protect you should you need it.

Hold the Annual Stockholders Meeting Every Year

Hold this meeting every year on the date specified in your bylaws. As for
the organizational meeting of stockholders, the main order of business is
to elect the board of directors. (If you do not have a board of directors, the
tasks listed under board of directors annual meeting should also be ac-
complished in the stockholders annual meeting.) Also, changes in the
structure of the corporation, such as amending the Articles of Incorpora-
tion should be approved by the stockholders. Also, be sure you include a
signed waiver of notice of the meeting in the minutes.

If you are the only stockholder of your corporation, it would be time effec-
tive to hold these meetings in your automobile on the way to or from work.
That efficiency does not, however, relieve you of recording your decisions,
actions, and minutes of both stockholders and board of directors meetings.

Hold an Annual Board of Directors Meeting Every Year

As for the organizational meeting, this meeting should elect officers for
the following year. It should also take care of any other business that
should be approved by the board of directors, such as purchase or sale of
property, change banking relationships, significant borrowing, and so on.
Again, do not forget a waiver of notice in the minutes.

104



Steps to Create and Run Your Corporation

Special Meeting of the Board of Directors
(or of Stockholders If There Is No Board of Directors)

It is wise to hold special meetings of the board of directors, and record in
the minutes whenever there is a major corporate decision to make, such as
those just listed for the annual meeting. Some people take a shortcut by
passing a resolution in the annual board of directors meeting that con-
firms all actions taken by the corporate officers during the year. This may
or may not fly in your state, so the recommendation to seek legal counsel
applies here. Also, be sure to read documents you are asked to sign in
connection with opening an account or borrowing money from a financial
institution and other significant transactions. For instance, when you open
a corporate bank account, one of the documents the bank will probably
ask you to sign is actually a resolution of the board of directors of a cor-
poration authorizing the opening of the bank account. Proper handling of
that document is to insert it into the corporate minutes book with a waiver
of notice for the meeting in the preamble to the minutes, which specifies
the time and place of the meeting.

Live Your €Corporate Life as If You Meant I¢

Keep yourself in the posture of a corporate officer at all times when you
are conducting corporate business. That means all correspondence, in-
cluding e-mails, about corporate business should be on corporate letter-
head and signed with the writer’s corporate title.

In short, if you treat your corporation as a separate entity, it should pro-
vide the corporate veil and/or the taxation status that you desire.
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INCORPORATE YOUR BUSINESS
Nonprofit Charitable Organizations

Forming a corporation for charitable purposes is a different ball game,
played in a different park. If you form this type of organization, you will
still need to file Form SS-4 with the IRS. The IRS will then assign your
organization an identification number. However, there is much more to do
in terms of IRS filings. If you want to be certain that the IRS will recog-
nize your corporation as a charitable organization, and therefore not sub-
ject to income tax, you will have to obtain approval from the IRS. You do
that by filing Form 1023, which consists of several pages. Form 1023 and
instructions for completing it are available from the IRS at 1-800-829-
3676 or at the IRS web site at www.irs.gov. After you complete the form,
attach the required documents and probably have one or more telephone
conferences with IRS personnel, you should receive a letter stating your
corporation is classified as nonprofit, under Section 501(c)(3) of the Inter-
nal Revenue Code. Thereafter, depending on the size of your operation,
you may be required to file annual reports with the IRS on Form 990.

Does this appear like it is more than you want to undertake? Try this. Find a
tax-oriented lawyer or CPA who sympathizes with the purpose of your orga-
nization and invite them to sit on your board of trustees. They may not do
the leg work, but they can be a source of free advice on how to obtain this
approval of nonprofit status and comply with annual reporting requirements.
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— APPENDIX A —_—

Useful Forms

List of Forms

A.1 Articles of Incorporation, Nevada

A.2  Profit Corporation Fee Schedule, Nevada

A.3  Copies and Certification Services Fee Schedule, Nevada
A.4 Minutes of Organization Meeting of Incorporators Form
A.5 Minutes of First Meeting of the Board of Directors Form
A.6  Sample Corporate Bylaws

A.7  Corporate Shareholders Agreement Form

A.8 IRS Form 2553 (Election by a Small Business Corporation)
A.9 Instructions for Form 2553

A.10 Schedule C of Form 1040 (Profit or Loss From Business)
A.11 IRS Form 1120 (U.S. Corporation Income Tax Return)
A.12 Instructions for Form 1120

A.13 IRS Form 1120S (U.S. Income Tax Return for an S Corporation)

A.14 Schedule K-1 (Shareholder’s Share of Income, Credits,
Deductions, etc.)

A.15 Instructions for Form K-1

A.16 IRS Form 1065 (U.S. Return of Partnership Income)

A.17 Schedule K-1 (Partner’s Share of Income, Credits, Deductions, etc.)
A.18 IRS Form SS-4 (Application for Employer Identification Number)
A.19 IRS Form 4626 (Alternative Minimum Tax—Corporations)
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DEAN HELLER

Secretary of State

206 North Carson Street

Carson City, Nevada 89701-4299
(775) 684 5708

Website: secretaryofstate.hiz

Articles of Incorporation of

(Name of Close Corporation)

A Close Corporation
(PURSUANT TO NRS 78A)

(Name of Corporation_MUST appear in the above heading)

Important: Read attached instructions before completing form.

ABOVE SPACE IS FOR OFFICE USE ONLY

-

Name of Close
Corporation:

N

Resident Agent
Name and Street
Address:

(must be a Nevada address

Name
NEVADA

where process may be
served,

Physical Street Address City

Zip Code

Additional Mailing Address City State

Zip Code

@

. Shares:
(no. of shares corporation
authorized to issue,

Number of shares
without par value:

Number of shares

with par value: Par value: §

a

. Governing Board:
10/760/( one; if yes, QIEaSE‘
complete below)

This corporation is a close corporation operating with a board of directors Yes /or.

No

byl

Names, addresses.

ZdITLe, ditIeoobs,

Number of Board of

Directors:

if more than two directors,
please attach additional
pages)

—

Name

Street Address City State

2.

Zip Code

Name

Street Address City State

Zip Code

6. Purpose:
(optional-See Instructions)

The purpose of this Corporation shall be:

N

Names, Addresses
and Signatures of
Incorporators:

(if more than two
incorporators.please
attach additional pages,

Name Signature

Address City State

Zip Code

Name Signature

Address City State

Zip Code

S

Acceptance of
Appointment of
Resident Agent:

| hereby accept appointment as Resident Agent for the above named corporation.

Authorized Signature of R.A. or On Behalf of R.A. Company Date

This form must be accompanied by appropriate fees. See attached fee schedule.

FIGUREA.I

Articles of Incorporation, Nevada
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State of Nevada

Secretary of State Profit Corporation Fee Schedule
202 Nort arson Street .

Carson City, Nevada 89701-4201 Effective 11-1-03

Phone: (775) 684 5708 Page 1

Website: secretaryofstate.biz

PROFIT CORPORATIONS INITIAL FILING FEE : Pursuant to NRS 78, 80, 78A, and 89 Domestic
and Foreign Corporations, Close Corporations and Professional Corporations.

Fees are based on the value of the total number of authorized shares stated in the Articles of
Incorporation as prescribed by NRS 78.760:

$75,000 or less $75.00
over $75,000 and not over $200,000 $175.00
over $200,000 and not over $500,000 $275.00
over $500,000 and not over $1,000,000 $375.00
OVER $1,000,000

For the first $1,000,000 $375.00
For each additional $500,000 - or fraction thereof $275.00
Maximum fee $35,000.00

For the purpose of computing the filing fee, the value (capital) represented by the total number of
shares authorized in the Articles of Incorporation is determined by computing the:

A. total authorized shares multiplied by their par value or;
B. total authorized shares without par value multiplied by $1.00 or;
C. the sum of (a) and (b) above if both par and no par shares.

Filing fees are calculated on a minimum par value of one-tenth of a cent (.001), regardless if the
stated par value is less.

The 24-hour expedite fee for Articles of Incorporation for any of the above entities is $125.00
in addition to the filing fee based upon stock.

The 2-hour expedite fee is $500.00 in addition to the filing fee based upon stock.

PLEASE NOTE: the expedite fee is in addition to the standard filing fee charged on each filing and/or order.

24-HOUR EXPEDITE TIME CONSTRAINTS:

Each filing submitted receives same day filing date and may be picked up within 24-hours. Filings to be mailed the next
business day if received by 2:00 pm of receipt date and no later than the 2nd business day if received after 2:00 pm.

Expedite period begins when filing or service request is received in this office in fileable form.

The Secretary of State reserves the right to extend the expedite period in times of extreme volume, staff shortages, or
equipment malfunction. These extensions are few and will rarely extend more than a few hours.

Nevada Secretary of State Form Fee Schedule-NF Profit pg 1 2003
Revised on: 10/27/03

FIGURE A.2 Profit Corporation Fee Schedule, Nevada
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DEAN HELLER

Carson City, Nevada 89701-4201
Phone: (775) 684 5708 Page 2
Website: secretaryofstate.biz

Secretary of State Profit Corporation Fee Schedule
202 North Carson Street Effective 1 1 _1 _03

OTHER PROFIT CORPORATION FEES:

Articles of Association pursuant to NRS 89.210 (Professional Association) $75.00
Reinstatement Fee $300.00
Certificate of Amendment, minimum fee* $175.00
Certificate pursuant to NRS 78.209 (stock split), minimum fee* $175.00
Certificate pursuant to NRS 78.1955 (stock designation) $175.00
Amendment to Certificate pursuant NRS 78.1955 (stock designation) $175.00
Amendment of Modified Name $175.00
Restated Articles, minimum fee* $175.00
Certificate of Correction, minimum fee* $175.00
Certificate of Termination (includes filings pursuant to NRS 78.209, 78.380 and 78.390) $175.00
Termination Pursuant to NRS 92A $350.00
Articles of Merger* or Exchange $350.00
Dissolution of Corporation $75.00
Withdrawal of Foreign Corporation $75.00
Preclearance of any Document $125.00
Articles of Conversion — contact office for fee information

Articles of Domestication — contact office for fee information

Revival of Corporation — contact office for fee information

24-Hour Expedite fee for above filings $125.00
Change of Resident Agent/Address $60.00
Resident Agent Name Change $100.00
Resignation of Director or Officer $75.00
Resignation of Resident Agent (plus $1.00 for each additional entity listed) $100.00
Name Reservation $25.00
24-Hour Expedite fee for above filings $25.00
Apostille $20.00
Certificate of Good Standing $50.00
Initial List of Officers and Directors $125.00

Annual or Amended List of Officers and Directors

See Annual List
Fee Schedule

Annual List of Officers and Directors (Professional Association) $125.00
24-Hour Expedite fee for above filings $75.00
Certification of Documents — per certification $30.00
Copies — per page $2.00
Late Fee for List of Officers $75.00

*Fee will be higher if stock is increased a significant amount, according to the initial filing fee schedule on page 1 of the profit

corporation fee schedule. Maximum fee for an increase in stock is $35,000.00.
2-Hour Expedite is available on all of the above filings at the fee of $500.00 per item.

PLEASE NOTE: the expedite fee is in addition to the standard filing fee charged on each filing and/or order.

24-HOUR EXPEDITE TIME CONSTRAINTS: Each filing submitted receives same day filing date and may be picked up within 24-
hours. Filings to be mailed the next business day if received by 2:00 pm of receipt date and no later than the 2nd business day if
received after 2:00 pm. Expedite period begins when filing or service request is received in this office in fileable form. The Secretary of
State reserves the right to extend the expedite period in times of extreme volume, staff shortages, or equipment malfunction. These

extensions are few and will rarely extend more than a few hours.

Nevada Secretary of State Form Fee Schedule-Profit Page 2 2003

FIGUREA.2 (Continued)
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DEAN HELLER

Website: secretaryofstate.biz

Secretary of State Copies and Certification Services
202 North C Street

Carso?urCity?;lsg/r;dargg7o1-4201 Fee Schedule

Phone: (775) 684 5708 1 1 _1 _03

The following is a list of copies and certification services and the associated fees. Fees are

per document unless otherwise noted.

SERVICE REQUESTED:

Copies $2.00 per page

Certification of Document $30.00

Search $50.00

Certificates:
Certificate of Existence (evidence of good standing — short form) ... $50.00
Certificate of Existence (listing amendments — long form)...........c...... $50.00
Certificate Evidencing Name Change $50.00
Certificate of Fact of Merger $50.00
Certificate of Default $50.00
Certificate of Revocation $50.00
Certificate of Dissolution $50.00
Certificate of Withdrawal $50.00
Certificate of Cancellation $50.00
Certificate of Non-Existence $50.00
Corporate Charter $50.00
Miscellaneous Certificates $50.00
Apostille (Hague Treaty Nations)/Certification (Non-Hague Treaty Nations) $20.00
Exemplification $50.00

EXPEDITE SERVICE:

Expedite service is available for copies, certificate and certification services. Fees for

expedite service are in addition to the fees as listed above.

24 Hour Expedite Service: Order may be picked up or mailed out within 24-hours.
Copies:
1 to 10 pages $75.00
11 or more pages $125.00

Certificates (per entity name & and certificate type):
1 to 10 certificates $75.00
11 or more certificates $125.00

Search:
Expedite fee on search only; additional expedite fee required for copies  $25.00

4-Hour Expedite Service: Order may be picked up or mailed within 4-hours.
CERTIFICATES ONLY (per entity name & certificate type):
1 or more certificate $125.00

BASIC INSTRUCTIONS:

1. All orders may be received in writing with fees enclosed at the above address. Telephone orders with
payment by VISA or Mastercard may be called into our Customer Service Department at (775) 684-5708.
Trust account and credit card customers may fax expedite orders only to (775) 684-5645. Trust account

orders must be received on company letterhead.

2. Other than orders specified as a pick-up, all orders are mailed out via first-class mail, unless a prepaid

envelope, express mail number or Federal Express number is provided.

3. We do not fax orders back to customers. Each order will be returned to one address only.

Nevada Secretary of State Form Fee Schedule- Copies 2003

Revised on: 10/29/03

FIGURE A.3 Copies and Certification Services Fee Schedule, Nevada



From the ’Lectric Law Library

Minutes of Organization
Meeting
of Incorporators Form

MINUTES OF ORGANIZATION MEETING OF INCORPORATORS

WAIVER OF NOTICE
ORGANIZATION MEETING OF INCORPORATORS
[NAME OF COMPANY]

WE, THE UNDERSIGNED, being all the incorporators of the corporation above
named, organized under the laws of the State of [STATE], DO HEREBY WAIVE
NOTICE of the time, place and purpose of the organization meeting of said
incorporators, and do fix the _th day of __ | at o’clock

__.M. as the time, and [PLACE] as the place of said meeting.

And we do hereby waive all the requirements of the statutes of [STATE] as
to the notice of this meeting, and do consent to the transaction of such
business as may come before the meeting.

Dated:
[Name 1]
[Name 2]

[Name 3]

MINUTES OF ORGANIZATION MEETING OF INCORPORATORS
[NAME OF COMPANY]

The organization meeting of the incorporators was held on the ___ th day
of , &0___ at [TIME] o’clock __ .M., at [PLACE] pursuant to a

written waiver of notice, signed by all the incorporators fixing said

time and place.

The following incorporators were present in person:
[Name 1]
[Name 2]
[Name 3]

being all of the incorporators of the corporation.

[Name 3] acted as Chairman and [Name 3] was appointed Secretary of the
meeting.

FIGURE A.4 Minutes of Organization Meeting of Incorporators Form
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Recorder of Deeds and instructed the Secretary to cause a copy of the
Certificate of Incorporation to be prefixed to the minutes.

Upon motion, duly made, seconded and carried, it was: RESOLVED, That the
certificate of Incorporation of the corporation be and it hereby is
accepted and that this corporation proceed to do business thereunder.

The Secretary presented a form of By-Laws for the regulation of the affairs
of the corporation, which were read article by article.

Upon motion, duly made, seconded and carried: RESOLVED, That the By-Laws
presented at this meeting, as amended and attached to the Minutes, were
unanimously adopted and the Secretary was instructed to cause the same to
be inserted in the minute book immediately following the copy of the
Certificate of Incorporation.

The Chairman stated that the next business before the meeting was the
election of a Board of Directors.

After discussion, [Name 1], [Name &] and [Name 3] were nominated for
directors of the corporation, to hold office for the ensuing year and until
others are chosen and qualified in their stead. No other nominations

having been made, the vote was taken and the aforesaid nominees declared
duly elected.

Upon motion, duly made, seconded and carried, it was RESOLVED, That the
Board of Directors be and they are hereby authorized to issue the capital
stock of this corporation to the full amount or number of shares authorized
by the Certificate of Incorporation, in such amounts and proportions as
from time to time shall be determined by the Board, and to accept in full
or in part payment thereof such property as the Board may determine shall
be good and sufficient consideration and necessary for the business of the
corporation.

Upon motion, duly made, seconded and carried, the meeting thereupon
adjourned.

Secretary

Contributed to the Library by Richard Widrig

* IMPORTANT *

A primary purpose of the Library has always been to provide no-cost legal information to anyone
who wants or needs it. However, It’s Vital that You Understand that most of our Forms are ONLY
General, Generic Examples of possible formats & contents. Legal Requirements for various
Business Entity related documents Can and Do Vary Greatly from State to State and can Change
Often. To be Valid - and Not Create More Problems than it Solves - it MUST be Properly Drafted
and Modified to fit Your Specific Location and Circumstances!

For Up-To-Date Forms Covering Just About Every State & Situation plus Summaries of
Relevant Laws We STRONGLY SUGGEST You Check Out:

tiunt Form

(This should open a new window. Close it when you’re done and you’ll be back here.)

FIGURE A.4 (Continued)
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‘Tectric Lawr Tibracy ‘Tertric Tawr Wibracy ‘Lectric Teawr Tibracy

We've lots of related material, so wander around & explore places like our
Business I.aw Topic Area and the Business Peoples's I.ounge and Study of Law

Study

M Our Main Forms Room
M Our Law Practice Forms
M Our Business & General Forms ®

® The Library Rotunda @
Our Central Hub, Directory and Index
M The Reference Room M

Dozens of Topic Areas & Our Law Lexicon

"LErtric Wavr Tibracy ‘Tertric Taw Libracy "Lectric Tawr Libracy

Want Forms Programs, other Legal Software & Etexts, Help with Legal Problems or Questions?

Help with Legal Problems & Guestions | Join Click Here
Legal Software, Etexts & Lots More Qur GoldCard ngmm Far Info

[Last Revised 3/02]

FIGURE A.4 (Continued)
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From the ‘Lectric Law Library

Minutes of First Meeting of
he Board of Directors Form

ir iLib

MINUTES OF FIRST MEETING OF THE BOARD OF DIRECTORS

WAIVER OF NOTICE
FIRST MEETING OF THE BOARD OF DIRECTORS
[COMPANY NAME]

WE, THE UNDERSIGNED, being the directors elected by the incorporators of
the above named corporation, DO HEREBY WAIVE NOTICE of the time, place
and purpose of the first meeting of the Board of Directors of said
corporation.

We designate the ____th day of ____, 20____ at 9:35 o’clock __.M. as

the time and [FULL ADDRESS] as the place of said meeting; the purpose of
said meeting being to elect officers, authorize the issue of the capital
stock, authorize the purchase of property if necessary for the business

of the corporation, and the transaction of such other business as may be
necessary or advisable to facilitate and complete the organization of

said corporation, and to enable it to carry on its contemplated

business.

[Name 1]

[Name 2]

MINUTES OF FIRST MEETING OF THE BOARD OF DIRECTORS OF
[NAME OF COMPANY]

The first meeting of the Board of Directors was held at [PLACE] on the
____thdayof ____,20____ at o’clock __.M.

Present:
[Name 1]
[Name 2]
[Name 3]
constituting a quorum of the Board.

[Name 3] acted as Chairman and [Name 3] was appointed temporary
Secretary of the meeting.

The Secretary presented and read a waiver of notice of the meeting,
signed by all the directors.

Figure A.5 Minutes of First Meeting of the Board of Directors Form
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The minutes of the organization meeting of incorporators were read and
approved.

The following persons were nominated to the offices set opposite their
respective names, to serve for one year and until their successors are
chosen and qualify:

[Name 2]- Chairman

[Name 3]- Vice Chairman

[Name 1]- President

[Name 3]- Secretary

[Name 3]- Chief Financial Officer

All the directors present having voted, the Chairman announced that the
aforesaid had been unanimously chosen as said officers, respectively.

The Chairman thereupon took the chair and the Secretary thereupon
entered upon the discharge of his duties.

Upon motion, duly made, seconded and carried, it was
RESOLVED, That the stock certificates of this corporation shall be in
the form submitted at this meeting.

Upon motion, duly made, seconded and carried, it was
RESOLVED, That the seal, an impression of which is herewith affixed,
be adopted as the corporate seal of this corporation.

The Secretary was authorized and directed to procure the proper
corporate books.

Upon motion, duly made, seconded and carried, it was

RESOLVED, That the officers of this corporation be authorized and
directed to open a bank account in the name of the corporation, in
accordance with a form of bank resolution attached to the minutes of
this meeting.

[Name 3] reported the following balances in the bank accounts of the
corporation at [BANK]:

Savings #___________ 8
Checking #

Upon motion, duly made, seconded and carried, the following preambles
and resolutions were unanimously adopted:

WHEREAS, The following offer has been made to the corporation in
consideration of the issuance of full paid and non-assessable shares of
the corporation:

Price= $______ per share

shares issued to [Name 1]

shares issued to [Name 2]

___ shares issued to [Name 3]

([Name 1], [Name 2] and [Name 3] hereafter known as “Offerors”)

WHEREAS, In the judgment of this Board of Directors of this corporation,
said offer is good and sufficient consideration for the shares demanded
therefor and necessary for the business of this corporation,

Now. therefore. be it

FIGUREA.5 (Continued)
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RESOLVED, That the aforesaid offer be and is hereby accepted and that
the President and Secretary of this corporation be and they hereby are
authorized and directed to execute in the name and on behalf of this
corporation, and under its corporate seal, such agreement or agreements
as may be necessary in accordance with said offer.

FURTHER RESOLVED, That the President and Secretary be and they hereby
are authorized and directed to issue and deliver in accordance with said
offer certificates of full paid and non-assessable shares of this
corporation to the said Offerors.

Upon motion, duly made, seconded and carried, the following preambles
and resolutions were unanimously adopted:

WHEREAS, The following loans have been offered to the corporation in
consideration of the issuance of promissory notes from the corporation:

[LIST]

WHEREAS, In the judgment of this Board of Directors of this corporation,
said offer is good and sufficient consideration for the loan offered
therefor and necessary for the business of this corporation,

Now, therefore, be it

RESOLVED, That the aforesaid offer be and is hereby accepted and that
the proper officers of this corporation be and they hereby are
authorized and directed to execute in the name and on behalf of this
corporation, and under its corporate seal, such agreements, copies of
which are attached hereto, as may be necessary in accordance with said
offer.

Upon motion, duly made, seconded and carried, it was

RESOLVED, That in compliance with the laws of the State of [State],
this corporation have and continuously maintain a registered office
within the State of [State] and have an agent at all times in charge
thereof, upon which agent process against this corporation may be
served, and that the books and records of the corporation shall be
available for examination by any stockholder for any proper purpose as
provided by law.

Upon motion, duly made, seconded and carried, it was

RESOLVED, That the proper officers of the corporation be and they
hereby are authorized and directed on behalf of the corporation, and
under its corporate seal, to make and file such certificate, report or
other instrument as may be required by law to be filed in any state,
territory, or dependency of the TUnited States, or in any foreign
country, in which said officers shall find it necessary or expedient to
file the same to authorize the corporation to transact business in such
state, territory, dependency or foreign country.

Upon motion, duly made, seconded and carried, it was

RESOLVED, That the Chief Financial Officer be and hereby is authorized
to pay all fees and expenses incident to and necessary for the
organization of the corporation.

There being no further business, the meeting upon motion adjourned.

Secretary

Contributed to the Library by Richard Widrig

FIGURE A.5 (Continued)
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* IMPORTANT *

A primary purpose of the Library has always been to provide no-cost legal information to anyone
who wants or needs it. However, It’s Vital that You Understand that most of our Forms are ONLY
General, Generic Examples of possible formats & contents. Legal Requirements for various
Business Entity related documents Can and Do Vary Greatly from State to State and can Change
Often. To be Valid - and Not Create More Problems than it Solves - it MUST be Properly Drafted

and Modified to fit Your Specific Location and Circumstances!

For Up-To-Date Forms Covering Just About Every State & Situation plus Summaries of
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From the ‘Lectric Law Library

Sample Corporate Bylaws

Libracy

SAMPLE CORPORATE BYLAWS

BY-LAWS

“COMPANY”

ARTICLE I - OFFICES

Section 1. The registered office of the corporation shall be at:
“Address”

The registered agent in charge thereof shall be: “Name”.

Section 2. The corporation may also have offices at such other places as
the Board of Directors may from time to time appoint or the business of the
corporation may require.

ARTICLE II - SEAL

Section 1. The corporate seal shall have inscribed thereon the name of
the corporation, the year of its organization and the words ¢“Corporate
Seal, “State””.

ARTICLE III - STOCKHOLDERS’ MEETINGS

Section 1. Meetings of stockholders shall be held at the registered office
of the corporation in this state or at such place, either within or without
this state, as may be selected from time to time by the Board of Directors.

Section 2. Annual Meetings: The annual meeting of the stockholders shall
be held on the 3rd Wednesday of February in each year if not a legal
holiday, and if a legal holiday, then on the next secular day following at
10:00 o’clock A.M., when they shall elect a Board of Directors and transact
such other business as may properly be brought before the meeting. If the
annual meeting for election of directors is not held on the date designated
therefor, the directors shall cause the meeting to be held as soon
thereafter as convenient.

Section 3. Election of Directors: Elections of the directors of the
corporation shall be by written ballot.

Section 4. Special Meetings: Special meetings of the stockholders may be
called at any time by the Chairman, or the Board of Directors, or
stockholders entitled to cast at least one-fifth of the votes which all
stockholders are entitled to cast at the particular meeting. At any time,
upon written request of any person or persons who have duly called a
special meeting, it shall be the duty of the Secretary to fix the date of
the meeting, to be held not more than sixty days after receipt of the
request, and to give due notice thereof. If the Secretary shall neglect or
refuse to fix the date of the meeting and give notice thereof, the person
or persons calling the meeting may do so.
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Business transacted at all special meetings shall be confined to the
objects stated in the call and matters germane thereto, unless all
stockholders entitled to vote are present and consent.

Written notice of a special meeting of stockholders stating the time and
place and object thereof, shall be given to each stockholder entitled to
vote thereat at least 30 days before such meeting, unless a greater period
of notice is required by statute in a particular case.

Section 5. Quorum: A majority of the outstanding shares of the

corporation entitled to vote, represented in person or by proxy, shall
constitute a quorum at a meeting of stockholders. If less than a majority
of the outstanding shares entitled to vote is represented at a meeting, a
majority of the shares so represented may adjourn the meeting from time to
time without further notice. At such adjourned meeting at which a quorum
shall be present or represented, any business may be transacted which might
have been transacted at the meeting as originally noticed. The

stockholders present at a duly organized meeting may continue to transact
business wuntil adjournment, notwithstanding the withdrawal of enough
stockholders to leave less than a quorum.

Section 6. Proxies: Each stockholder entitled to vote at a meeting of
stockholders or to express consent or dissent to corporate action in
writing without a meeting may authorize another person or persons to act
for him by proxy, but no such proxy shall be voted or acted upon after
three years from its date, unless the proxy provides for a longer period.

A duly executed proxy shall be irrevocable if it states that it is
irrevocable and if, and only as long as, it is coupled with an interest
sufficient in law to support an irrevocable power. A proxy may be made
irrevocable regardless of whether the interest with which it is coupled is
an interest in the stock itself or an interest in the corporation
generally. All proxies shall be filed with the Secretary of the meeting
before being voted upon.

Section 7. Notice of Meetings: Whenever stockholders are required or
permitted to take any action at a meeting, a written notice of the meeting
shall be given which shall state the place, date and hour of the meeting,
and, in the case of a special meeting, the purpose or purposes for which
the meeting is called. Unless otherwise provided by law, written notice of
any meeting shall be given not less than ten nor more than sixty days
before the date of the meeting to each stockholder entitled to vote at such
meeting.

Section 8. Consent in Lieu of Meetings: Any action required to be taken

at any annual or special meeting of stockholders or a corporation, or any
action which may be taken at any annual or special meeting of such
stockholders, may be taken without a meeting, without prior notice and
without a vote, if a consent in writing, setting forth the action so taken,
shall be signed by the holders of outstanding stock having not less than
the minimum number of votes that would be necessary to authorize or take
such action at a meeting at which all shares entitled to vote thereon were
present and voted. Prompt notice of the taking of the corporate action
without a meeting by less than unanimous written consent shall be given to
those stockholders who have not consented in writing.

Section 9  List of Stockholders: The officer who has charge of the stock
ledger of the corporation shall prepare and make, at least ten days before
every meeting of stockholders, a complete list of the stockholders entitled
to vote at the meeting, arranged in alphabetical order, and showing the
address of each stockholder and the number of shares registered in the name
of each stockholder. No share of stock upon which any installment is due
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and unpaid shall be voted at any meeting. The list shall be open to the
examination of any stockholder, for any purpose germane to the meeting,
during ordinary business hours, for a period of at least ten days prior to
the meeting, either at a place within the city where the meeting is to be
held, which place shall be specified in the notice of the meeting, or, if

not so specified, at the place where the meeting is to be held. The list

shall also be produced and kept at the time and place of the meeting during
the whole time thereof, and may be inspected by any stockholder who is
present.

ARTICLE IV - DIRECTORS

Section 1. The business and affairs of this corporation shall be managed
by its Board of Directors, __ in number. The directors need not be
residents of this state or stockholders in the corporation. They shall be
elected by the stockholders at the annual meeting of stockholders of the
corporation, and each director shall be elected for the term of ore year,
and until his successor shall be elected and shall qualify or until his

earlier resignation or removal.

Section 2. Regular Meetings: Regular meetings of the Board shall be held
without notice, at least quarterly, at the registered office of the
corporation, or at such other time and place as shall be determined by
the Board.

Section 3. Special Meetings: Special Meetings of the Board may be called

by the Chairman on 2 days notice to each director, either personally or by
mail, fax or by telegram; special meetings shall be called by the President
or Secretary in like manner and on like notice on the written request of a
majority of the directors in office.

Section 4. Quorum: A majority of the total number of directors shall
constitute a quorum for the transaction of business.

Section 5. Consent in Lieu of Meeting: Any action required or permitted

to be taken at any meeting of the Board of Directors, or of any committee
thereof, may be taken without a meeting if all members of the Board of
committee, as the case may be, consent thereto in writing, and the writing
or writings are filled with the minutes of proceedings of the Board or
committee. The Board of Directors may hold its meetings, and have an office
or offices, outside of this state.

Section 6. Conference Telephone: One or more directors may participate in

a meeting of the Board, or a committee of the Board or of the stockholders,
by means of conference telephone or similar communications equipment by
means of which all persons participating in the meeting can hear each
other; participation in this manner shall constitute presence in person at
such meeting.

Section 7. Compensation Directors as such, shall not receive any stated
salary for their services, but by resolution of the Board, a fixed sum and
expenses of attendance at each regular or special meeting of the Board
PROVIDED, that nothing herein contained shall be construed to preclude any
director from serving the corporation in any other capacity and receiving
compensation therefor.

Section 8. Removal: Any director or the entire Board of Directors may be
removed, with or without cause, by the holders of a majority of the shares
then entitled to vote at an election of directors, except that when
cumulative voting is permitted, if less than the entire Board is to be
removed, no director may be removed without cause if the votes cast against
his removal would be sufficient to elect him if then cumulatively voted at
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an election of the entire Board of Directors, or, if there be classes of
directors, at an election of the class of directors of which he is a part.

ARTICLE V - OFFICERS

Section 1. The executive officers of the corporation shall be chosen by

the directors and shall be a Chairman, President, Secretary and Chief

Financial Officer. The Board of Directors may also choose a one or more
Vice Presidents and such other officers as it shall deem necessary. Any
number of offices may be held by the same person.

Section 2. Salaries: Salaries of all officers and agents of the
corporation shall be fixed by the Board of Directors.

Section 3. Term of Office: The officers of the corporation shall hold
office for one year and until their successors are chosen and have
qualified. Any officer or agent elected or appointed by the Board may be
removed by the Board of Directors whenever in its judgment the best
interest of the corporation will be served thereby.

Section 4. Chairman: The Chairman shall preside at all meetings of the
stockholders and directors; he shall see that all orders and resolutions of
the Board are carried into effect, subject, however, to the right of the
directors to delegate any specific powers, except such as may be by statute
exclusively conferred on the Chairman, to any other officer or officers of
the corporation. He shall execute bonds, mortgages and other contracts
requiring a seal, under the seal of the corporation. He shall be EX-

OFFICIO a member of all committees.

Section 5. President: The President shall attend all sessions of the

Board. The President shall be the chief executive officer of the

corporation; he shall have general and active management of the business
of the corporation, subject, however, to the right of the directors to
delegate any specific powers, except such as may be by statute exclusively
conferred on the President, to any other officer or officers of the
corporation. He shall have the general power and duties of supervision and
management usually vested in the office of President of a corporation.

Section 6. Secretary: The Secretary shall attend all sessions of the

Board and all meetings at the stockholders and act as clerk thereof, and
record all the votes of the corporation and the minutes of all its
transactions in a book to be kept for that purpose, and shall perform like
duties for all committees of the Board of Directors when required. He shall
give, or cause to be given, notice of all meetings of the stockholders and
of the Board of Directors, and shall perform such other duties as may be
prescribed by the Board of Directors or President, and under whose
supervision he shall be. He shall keep in safe custody the corporate seal
of the corporation, and when authorized by the Board, affilke tsame to any
instrument requiring it.

Section 6. Chief Financial Officer: The Chief Financial Officer shall

have custody of the corporate funds and securities and shall keep full and
accurate accounts of receipts and disbursements in books belonging to the
corporation, and shall keep the moneys of the corporation in separate
account to the credit of the corporation. He shall disburse the funds of

the corporation as may be ordered by the Board, taking proper vouchers for
such disbursements, and shall render to the President and directors, at the
regular meetings of the Board, or whenever they may require it, an account
of all his transactions as Chief Financial Officer and of the financial
condition of the corporation.
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ARTICLE VI - VACANCIES

Section 1. Any vacancy occurring in any office of the corporation by
death, resignation, removal or otherwise, shall be filled by the Board of
Directors. Vacancies and newly created directorships resulting from any
increase in the authorized number of directors may be filled by a majority
of the directors then in office, although not less than a quorum, or by a
sole remaining director. If at any time, by reason of death or resignation
or other cause, the corporation should have no directors in office, then
any officer or any stockholder or an executor, administrator, trustee or
guardian of a stockholder, or other fiduciary entrusted with like
responsibility for the person or estate of stockholder, may call a special
meeting of  stockholders in accordance with the provisions of these By-
Laws.

Section 2. Resignations Effective at Future Date: When one or more
directors shall resign from the Board, effective at a future date, a
majority of the directors then in office, including those who have so
resigned, shall have power to fill such vacancy or vacancies, the vote
thereon to take effect when such resignation or resignations shall become
effective.

ARTICLE VII - CORPORATE RECORDS

Section 1. Any stockholder of record, in person or by attorney or other
agent, shall, upon written demand under oath stating the purpose thereof,
have the right during the usual hours for business to inspect for any
proper purpose the corporation’s stock ledger, a list of its stockholders,
and its other books and records, and to make copies or extracts therefrom.
A proper purpose shall mean a purpose reasonably related to such person’s
interest as a stockholder. In every instance where an attorney or other
agent shall be the person who seeks the right to inspection, the demand
under oath shall be accompanied by a power of attorney or such other
writing which authorizes the attorney or other agent to so act on behalf of
the stockholder. The demand under oath shall be directed to the
corporation at its registered office in this state or at its principal

place of business.

ARTICLE VII - STOCK CERTIFICATES, DIVIDENDS, ETC.

Section 1. The stock certificates of the corporation shall be numbered and
registered in the share ledger and transfer books of the corporation as
they are issued. They shall bear the corporate seal and shall be signed by
the President.

Section 2. Transfers: Transfers of shares shall be made on the books of
the corporation upon surrender of the certificates therefor, endorsed by
the person named in the certificate or by attorney, lawfully constituted in
writing. No transfer shall be made which is inconsistent with law.

Section 3. Lost Certificate: The corporation may issue a new certificate

of stock in the place of any certificate theretofore signed by it, alleged

to have been lost, stolen or destroyed, and the corporation may require the
owner of the lost, stolen or destroyed certificate, or his legal

representative to give the corporation a bond sufficient to indemnify it
against any claim that may be made against it on account of the alleged
loss, ‘theft or destruction of any such certificate or the issuance of such
new certificate.

Section 4. Record Date: In order that the corporation may determine the
stockholders entitled to notice of or to vote at any meeting of

stockholders or any adjournment thereof, or the express consent to
corporate action in writing without a meeting. or entitled to receive
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payment of any dividend or other distribution or allotment of any rights,

or entitled to exercise any rights in respect of any change, conversion or
exchange of stock or for the purpose of any other lawful action, the Board
of Directors may fix, in advance, a record date, which shall not be more
than sixty nor less than ten days before the date of such meeting, nor more
than sixty days prior to any other action.

If no record date is fixed:

(a) The record date for determining stockholders entitled to notice of or

to vote at a meeting of stock- holders shall be at the close of business on
the day next preceding the day on which notice is given,—or if notice is
waived, at the close of business on the day next preceding the day on which
the meeting is held.

(b) The record date for determining stockholders entitled to express
consent to corporate action in writing without a meeting, when no prior
action by the Board of Directors is necessary, shall be the day on which
the first written consent is expressed.

() The record date for determining stockholders for any other purpose
shall be at the close of business on the day on which the Board of
Directors adopts the resolution relating thereto.

(d) A determination of stockholders of record entitled to notice of or to
vote at a meeting of stockholders shall apply to any adjournment of the
meeting; provided, however, that the Board of Directors may fix a new

record date for the adjourned meeting.

Section B. Dividends: The Board of Directors may declare and pay

dividends upon the outstanding shares of the corporation from time to time
and to such extent as they deem advisable, in the manner and upon the term
and conditions provided by the statute and the Certificate of

Incorporation.

Section 6. Reserves: Before payment of any dividend there may be set
aside out of the net profits of the corporation such sum or sums as the
directors, from time to time, in their absolute discretion, think proper as
a reserve fund to meet contingencies, or for equalizing dividends, or for
repairing or maintaining any property of the corporation, or for such other
purpose as the directors shall think conducive to the interests of the
corporation, and the directors may abolish any such reserve in the manner
in which it was created.

ARTICLE IX - MISCELLANEOUS PROVISIONS

Section 1. Checks: All checks or demands for money and notes of the
corporation shall be signed by such officer or officers as the Board of
Directors may from time to time designate.

Section 2. Fiscal Year: The fiscal year shall begin on the first day of
January.

Section 3. Notice: Whenever written notice is required to be given to any
person, it may be given to such person, either personally or by sending a
copy thereof through the mail, by fax, or by telegram, charges prepaid, to
his address appearing on the books of the corporation, or supplied by him
to the corporation for the purpose of notice. If the notice is sent by

mail, fax or by telegraph, it shall be deemed to have been given to the
person entitled thereto when deposited in the United States mail, faxed or
with a telegraph office for transmission to such person. Such notice shall
specify the place, day and hour of the meeting and, in the case of a
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special meeting of stockholders, the general nature of the business to be
transacted.

Section 4. Waiver of Notice: Whenever any written notice is required by
statute, or by the Certificate or the By-Laws of this corporation a waiver
thereof in writing, signed by the person or persons entitled to such

notice, whether before or after the time stated therein, shall be deemed
equivalent to the giving of such notice. Except in the case of a special
meeting of stockholders, neither the business to be transacted at nor the
purpose of the meeting need be specified in the waiver of notice of such
meeting. Attendance of a person either in person or by proxy, at any
meeting shall constitute a waiver of notice of such meeting, except where a
person attends a meeting for the express purpose of objecting to the
transaction of any business because the meeting was not lawfully called or
convened.

Section B. Disallowed Compensation: Any payments made to an officer or
employee of the corporation such as a salary, commission, bonus, interest,
rent, travel or entertainment expense incurred by him, which shall be
disallowed in whole or in part as a deductible expense by the Internal
Revenue Service, shall be reimbursed by such officer or employee to the
corporation to the full extent of such disallowance. It shall be the duty

of the directors, as a Board, to enforce payment of each such amount
disallowed. In lieu of payment by the officer or employee, subject to the
determination of the directors, proportionate amounts may be withheld from
his future compensation payments until the amount owed to the corporation
has been recovered.

Section 6. Resignations: Any director or other officer may resign at
anytime, such resignation to be in writing, and to take effect from the
time of its receipt by the corporation, unless some time be fixed in the
resignation and then from that date. The acceptance of a resignation shall
not be required to make it effective.

ARTICLE X - ANNUAL STATEMENT

Section 1. The President and Board of Directors shall present at each

annual meeting a full and complete statement of the business and affairs of
the corporation for the preceding year. Such statement shall be prepared
and presented in whatever manner the Board of Directors shall deem
advisable and need not be verified by a certified public accountant.

ARTICLE XI - AMENDMENTS

Section 1. These By-Laws may be amended or repealed by the vote of
stockholders entitled to cast at least a majority of the votes which all
stockholders are entitled to cast thereon, at any regular or special
meeting of the stockholders, duly convened after notice to the stockholders
of that purpose.
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From the ’Lectric Law Library
Corporate Shareholders Agreement Form

SHAREHOLDERS AGREEMENT

THIS SHAREHOLDERS AGREEMENT is made by and among Shareholder 1 (“Sharel™),
Shareholder 2 (“ShareR”), and Shareholder 3 (“Share3”) (Sharel, ShareR and
Share3 and any subsequent person or entity holding common stock of the

Company hereinafter sometimes referred to individually as a “Shareholder”

and collectively as the “Shareholders”) and Company Name, a Delaware

corporation (the “Company™).

WITNESSETH:

WHEREAS, in order to insure the harmonious and successful management and
control of the Company, and to provide for an orderly and fair disposition
of shares of common stock of the Company now or hereafter owned by any
Shareholder;

NOW, THEREFORE, in consideration of the mutual promises of the parties
hereto, and intending to be legally bound, the parties hereby agree as
follows:

1. Definitions.

(a) “Offering Shareholder” means any Shareholder, or his personal
representatives, heirs, administrators, and executors, as the case may be,
who pursuant to this Agreement must or does offer all or any of his Shares
to the Company or the Continuing Shareholders.

() “Continuing Shareholders” means all Shareholders other than an
Offering Shareholder.

(¢) “Shares” means shares of Common Stock of the Company now or hereafter
owned by any Shareholder.

(@ “Buyer” means the Company or those Continuing Shareholders who purchase
an Offering Shareholder’s Shares pursuant to this Agreement.

(e) “Management Shareholder” means Share3, Sharel and Share2.

() “Nonmanagement Shareholder” means any Shareholder other than a
Management Shareholder.

2. Purchase for Investment.Each Shareholder represents and warrants
that he is acquiring and has acquired his Shares for his own account for
investment and not with a view to, or for resale in connection with, any
distribution thereof or with any present intent of selling any portion
thereof.

3. Transfers of Shares. A Shareholder may not transfer, give, convey,
sell, pledge, bequeath, donate, assign, encumber or otherwise dispose of
any Shares except pursuant to this Agreement.

(a) Transfers to the Company. Notwithstanding anything to the contrary
contained in this Agreement, a Shareholder may give, sell, transfer or

otherwise dispose of all or any of his Shares to the Company at such price
and on such terms and conditions as such Shareholder and the Board of
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Directors of the Company may agree.

(b) Transfer to Others. Except as provided for in Paragraph 3(a) above, a
Shareholder desiring to dispose of some or all of his Shares may do so only
pursuant to a bona fide offer to purchase (the “Offer”) and after
compliance with the following provisions. Such Shareholder shall first

give written notice to the Company and the other Shareholders of his
intention to dispose of his Shares, identifying the number of Shares he
desires to dispose of, the proposed purchase price per Share and the name
of the proposed purchaser and attaching an exact copy of the Offer received
by such Shareholder.

() The Company’s Right to Purchase. The Company shall have the exclusive
right to purchase all of the Shares which the Offering Shareholder
proposes to sell at the proposed purchase price per Share. The Company
shall exercise this right to purchase by giving written notice to the
Offering Shareholder (with a copy thereof to each of the Continuing
Shareholders) within thirty (30) days after receipt of the notice from the
Offering Shareholder (the “30 Day Period”) that the Company elects to
purchase the Shares subject to the Offer and setting forth a date and time
for closing which shall be not later than ninety (45) days after the date
of such notice from the Company. At the time of closing, the Offering
Shareholder shall deliver to the Company certificates representing the
Shares to be sold, together with stock powers duly endorsed in blank. The
Shares shall be delivered by the Offering Shareholder free of any and all
liens and encumbrances. All transfer taxes and documentary stamps shall be
paid by the Offering Shareholder.

(i) The Continuing Shareholders Right to Purchase. If the Company fails

to exercise its right to purchase pursuant to subparagraph (i) above, the
Continuing Shareholders shall have the right for an additional period of
thirty (30) days (the ¢“Additional 30 Day Period”) commencing at the
expiration of the 30 Day Period to purchase the Shares which the Offering
Shareholder proposes to sell at the proposed purchase price per Share. The
Continuing Shareholders shall exercise this right to purchase by giving
written notice to the Offering Shareholder prior to the expiration of the
Additional 30 Day Period that they elect to purchase his Shares and setting
forth a date and time for closing which shall be not later than ninety
(90) days after the expiration of the Additional 30 Day Period. Any
purchase of Shares by all or some of the Continuing Shareholders shall be
made in such proportion as they might agree among themselves or, in the
absence of any such agreement, pro rata in proportion to their ownership of
Shares of the Company (excluding the Offering Shareholder’s Shares) at the
time of such offer, but in any event one or more of the Continuing
Shareholders must agree to purchase all the Shares which the Offering
Shareholder proposes to sell. At the time of closing, the Offering
Shareholder shall deliver to Buyer certificates representing the Shares
to be sold, together with stock powers duly endorsed in blank. Said Shares
shall be delivered by the offering Shareholder free and clear of any and

all liens and encumbrances. All transfer taxes and documentary stamps
shall be paid by the Offering Shareholder.

(iii) Performance of Acceptance. When exercising the rights granted in
Paragraphs 3(b)(1) and i) hereof, Buyer must elect to purchase all Shares
which the Offering Shareholder proposes to sell for the price and upon the
same terms for payment of the price as are set forth in the Offer;
provided, however, that if said offer received by the Offering Shareholder
shall provide for any act or action to be done or performed by the party
making such Offer at any time before or within thirty (30) days after the
last day for exercise of Buyer’s right to purchase pursuant to Paragraphs
3(M)() and (i) hereof, then the Buyer shall be deemed to have complied
with the terms and conditions of such Offer if Buyer does or performs such
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act or action within thirty (30) days after the last day for exercise of
Buyer’s right to purchase pursuant to Paragraphs 3(b)(@) and(ii) hereof.

@{v) Sale to Third Party. If either the Company or some or all of the
Continuing Shareholders do not elect to purchase all of the Shares which
the Offering Shareholder proposes to sell, the Offering Shareholder may
accept the Offer which the Offering Shareholder mailed with his notice to
the Company pursuant to Paragraph 3(b) hereof and transfer all (but not
less than all) of the Shares which he proposes to sell pursuant thereto on
the same terms and conditions set forth in such Offer, provided that any
transferee of such Shares shall be bound by this Agreement as provided by
Paragraph 10 hereof, and further provided that if such sale is not
completed within one hundred twenty (120) days after the date notice is
received by the Company under Paragraph 3(b) hereof, all such Shares shall
again become subject to the restrictions and provisions of this Agreement.

(v) Right of Co-Sale. Notwithstanding any other provision hereof, in the
event the Offering Shareholder receives an Offer from an unaffiliated third
party (the ¢“Offeror”) to purchase from such Shareholder not less than 20%
of the Shares owned by such Shareholder and such Shareholder intends to
accept such Offer, the Offering Shareholder shall, after complying with the
provisions of Paragraph 3(M)({A) and (i) above and before accepting such
Offer, forward a copy of such Offer to the Company and each of the
Continuing Shareholders. The Offering Shareholder shall not sell any such
Shares to the Offeror unless the terms of the Offer are extended by the
Offeror to the Continuing Shareholders pro rata in proportion to their
ownership of Shares of the Company (excluding the Offering Shareholder’s
Shares) at the time of such Offer. The Continuing Shareholders shall have
10 days from the date of the foregoing Offer to accept such Offer.

(c) Sharel, Share? and Share3 may each during their lifetimes transfer all,
hut not less than all, of their Shares to said Shareholder’s spouse or a

lineal descendant of such Shareholder, so long as prior to such transfer

(@) such person, the Company, and all the Shareholders amend this Agreement
to the reasonable satisfaction of such person, the Company and all the
Shareholders to provide the parties to this Agreement with the rights,
remedies and effect provided in this Agreement as if no such transfer had
occurred, and (i) the proposed transferee agrees in a writing satisfactory

to the Company and all Shareholders that such person shall vote for Sharel,
Share3 and ShareR (or their nominees) as directors of the Company in
accordance with Paragraph 14 hereof and shall be bound by all the terms and
conditions of this Agreement.

4. Right of First Refusal.

(a) Except in the case of Excluded Securities (as defined below), the
Company shall not issue, sell or exchange, agree to issue, sell or

exchange, or reserve or set aside for issuance, sale or exchange, any @
shares of Common Stock or any other equity security of the Company which is
convertible into Common Stock or any other equity security of the Company,
(i) any debt security of the Company which is convertible into Common
Stock or any other equity security of the Company, or (iii) any option,
warrant or other right to subscribe for, purchase or otherwise acquire any
equity security or any such debt security of the Company, unless in each
case the Company shall have first offered to sell to each Shareholder, pro
rata in proportion to such Shareholder’s then ownership of Shares of the
Company, such securities (the “Offered Securities”) (and to sell thereto

such Offered Securities not subscribed for by the other Shareholders as
hereinafter provided), at a price and on such other terms as shall have
been specified by the Company in writing delivered to such Shareholder
(the “Stock Offer”), which Stock Offer by its terms shall remain open and
irrevocable for a period of 10 days (subject to extension pursuant to the
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last sentence of subsection (b) below) from the date it is delivered by the
Company to the Shareholder.

(b) Notice of each Shareholder’s intention to accept, in whole or in part,

a Stock Offer shall be evidenced by a writing signed by such Shareholder
and delivered to the Company prior to the end of the 10-day period of such
Stock Offer, setting forth such portion of the Offered Securities as such
Shareholder elects to purchase (the “Notice of Acceptance”). If any
Shareholder shall subscribe for less than his pro rata share of the Offered
Securities to be sold, the other subscribing Shareholders shall be entitled

to purchase the balance of that Shareholder’s pro rata share in the same
proportion in which they were entitled to purchase the Offered Securities

in the first instance (excluding for such purposes such Shareholder),
provided any such other Shareholder elected by a Notice of Acceptance to
purchase all of his pro rata share of the Offered Securities. The Company
shall notify each Shareholder within 5 days following the expiration of the
10-day period described above of the amount of Offered Securities which
each Shareholder may purchase pursuant to the foregoing sentence, and each
Shareholder shall then have 10 days from the delivery of such notice to
indicate such additional amount, if any, that such Shareholder wishes to
purchase.

(¢ In the event that Notices of Acceptance are not given by the
Shareholders in respect of all the Offered Securities, the Company shall

have 120 days from the expiration of the foregoing 10-day or 25-day period,
whichever is applicable, to sell all or any part of such Offered Securities

as to which a Notice of Acceptance has not been given by the Shareholders
(the “Refused Securities”) to any other person or persons, but only upon
terms and conditions in all respects, including, without limitation, unit

price and interest rates, which are no more favorable, in the aggregate, to
such other person or persons or less favorable to the Company than those
set forth in the Stock Offer. Upon the closing, which shall include full
payment to the Company, of the sale to such other person or persons of all
the Refused Securities, the Shareholders shall purchase from the Company,
and the Company shall sell to the Shareholders the Offered Securities in
respect of which Notices of Acceptance were delivered to the Company by the
Shareholders, at the terms specified in the Stock Offer.

(d In each case, any Offered Securities not purchased by the Shareholders
or other person or persons in accordance with Section 4(¢) may not be sold
or otherwise disposed of until they are again offered to the Shareholders
under the procedures specified in Sections 4(a), (b) and ().

(e) The rights of the Shareholders under this Section 4 shall not apply to
the following securities (the “Excluded Securities”):

() Any (A) shares of Common Stock or any other equity security of the
Company which is convertible into Common Stock or any other equity security
of the Company, (B) debt security of the Company which is convertible into
Common Stock or any other equity security of the Company, or (C) option,
warrant or other right to subscribe for, purchase or otherwise acquire any
equity security or any such debt security of the Company (collectively, an
“Equity Security”) if the issuance of such Equity Security does not alter

the respective proportions of ownership (on a fully diluted basis) by

Sharel, ShareR and Share3, as among themselves, of Equity Securities
immediately prior to the issuance of such Equity Security;

(i) Common Stock issued as a stock dividend or upon any stock split or

other subdivision or combination of the outstanding shares of Common Stock;

(iii) Securities issued pursuant to the acquisition by the Company of
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another corporation to the stockholders of such other corporation by merger
or purchase of substantially all of the assets whereby the Company owns not
less than B51% of the voting power of such other corporation; and

(@{v) Common Stock issued in connection with a firm underwritten public
offering of shares of Common Stock, registered pursuant to the Securities
Act.

B. Sale Or Redemption Upon Termination of Employment or Upon Disability Or
Upon Death. Upon the termination of a Management Shareholder’s employmen
or other relationship with the Company (ncluding without limitation, any
position as an officer, director, consultant, joint venturer, independent
contractor, or promoter to or of the Company) for whatever reason, the
Disability (as defined below) of a Management Shareholder, or the death of
a Management or Nonmanagement Shareholder (any such event hereinafter a
“Triggering Event”), such Shareholder (or his heirs, executors, guardian or
personal representative) within sixty (60) days after the Triggering Event
shall offer to sell all, but not less than all, of the Shares owned by the
Shareholder. Each offer shall be made to the Company in writing and shall
exist for a period of ninety (90) days after such offer has been received
by the Company. If the Company fails to purchase all of the Shares offered,
the offer to sell shall be made in writing to all of the Continuing
Shareholders in such proportion as the Continuing Shareholders may agree
among themselves, or in the absence of agreement, pro rata in proportion to
their then ownership of Shares of the Company (excluding the Offering
Shareholder’s Shares), and shall exist for a period of ninety (90) days

after the offer has been received by all of the Continuing Shareholders.

For purposes of this Agreement, “Disability” of a particular person means
the inability, due to a physical or mental condition, of such person to
maintain his employment or other relationship with the Company (including
without limitation, fulfilling hi s duties in any position as an officer,
director, consultant, joint venturer, independent contractor, or promoter

to or of the Company) or to conduct his normal daily activities on behalf
of the Corporation for any six (8) consecutive month period.

6. Purchase Price. The purchase price for all Shares purchased pursuant to
Paragraph 5 hereof shall be determined as follows:

(a) The Company or the Continuing Shareholders, as the case may be, within
thirty (30) days after receipt of any offer referred to in Paragraph 5
above, shall notify the Offering Shareholder of the price at which the
Company or the Continuing Shareholders, as the case may be, are willing to
purchase the Shares.

() In the event the Offering Shareholder objects to the purchase price
established in accordance with Paragraph 6(a) above, the Offering
Shareholder shall have the right to solicit offers to buy the Shares in
accordance with the provisions of Paragraph 3(b) of this Agreement. The
right to solicit offers shall be subject to the terms and conditions of
Section 3(b) and (c) hereof, including without limitation, the rights of
first refusal and co-sale and the period during which any right of first
refusal must be exercised but shall not be subject to the one hundred
twenty (120) day period referred to in Paragraph 3(b)(v) of this
Agreement.

7. Payment of Purchase Price. The purchase price for all Shares purchased
pursuant to Paragraph 5 hereof shall be paid at the closing of the sale.

8. Put and Call Options

(a) Put and Call Options. Each Shareholder shall have the right and option
upon the written declaration (a “Declaration”) by such Shareholder to the
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other Shareholders and the Company of the occurrence of an “impasse” (as
defined below) to sell to the Continuing Shareholders all of his Shares,
and the Continuing Shareholders shall have the obligation to either (1)
purchase all of such Shares owned by the offering Shareholder in such
proportion as the Continuing Shareholders may agree upon, and if they
cannot so agree, pro rata in proportion to their then ownership of Shares
of the Company (excluding the Offering Shareholder’s Shares) or (ii) if the
Continuing Shareholders are unable or unwilling to purchase all of the
Shares owned by the Offering Shareholder, sell all of their Shares to the
Offering Shareholder, and the Offering Shareholder shall have the
obligation to buy such Shares.

(b) Impasse. An “impasse” shall be conclusively evidenced by (i) either
Sharel, Share3 or Share2 or their respective representative, voting

opposite the others at a vote at a shareholders meeting or at a vote at a
meeting of the Board of Directors of the Company (or failing to attend such
meetings upon due notice if such failure results in the lack of a quorum
making such vote impossible), which vote is on a material issue, not in the
ordinary course of business, and affecting the business, assets or

operations of the Company, including, but not limited to, a proposal to
merge, liquidate, consolidate or dissolve the Company, or to sell, lease or
dispose of all or substantially all of the assets of the Company or to

amend the substantive provisions of the Company’s bylaws or articles of
incorporation, or to issue or redeem stock, or to declare dividends of any
kind, and (i) either Sharel, Share3 or Share? notifying the others and the
Company and any other Shareholders within thirty (30) days after such
meeting, proposed meeting or vote than an “impasse” has occurred. The put
and call rights granted to each Shareholder under this Paragraph 8 are
independent of the other rights granted to the Shareholders and the Company
under the other terms of this Agreement and such rights are not mutually
exclusive or inconsistent.

(¢) Exercise of Option. The Continuing Shareholders shall exercise

any option provided for in this Paragraph 8 within thirty (30) days after
receipt of a declaration. Any closing of the sale of Shares pursuant to
such exercise shall occur within ninety (90) days after receipt of a
Declaration.

(d) Purchase Price. Any purch ase or sale of Shares sold pursuant to this
Paragraph 8 shall be at the price as set forth in the Declaration delivered
by the Shareholder exercising his right to sell his shares and shall be
paid at the closing of the sale of the Shares.

9. Rights Upon Registration. In the event that the Company shall register
or qualify any or all of the common stock of the Company under the
Securities Act of 1933, as amended (or any similar statute then in force),
on an appropriate registration statement, the Company shall give the
Shareholders written notice thereof, and upon written request of a
Shareholder, received by the Company not later than fifteen (15) days after
receipt by the Shareholder of such notice, the Company will include in the
registration statement filed by the Company with the Securities and
Exchange Commission all Shares held by such Shareholder with respect to
which the Shareholder shall have so requested registration.

10. Agreement Binding on All Persons Interested in Shares. Each person who
now or hereafter acquires any legal or equitable interest in any Shares

shall be bound by the terms of this Agreement. No issuance or transfer of
Shares shall be effective and the Company shall not enter any issue or
transfer upon the stock books of the Company or issue a certificate in the
name of any person unless the Company is satisfied that such person is, and
in a manner satisfactory to the Company has acknowledged being, bound by
this Agreement.
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11. Closing. Except as otherwise agreed to or expressly provided for
herein, closing pursuant to the exercise of a right to purchase or sell
Shares pursuant to this Agreement shall be held at the principal executive
offices of the Company.

12. Entry of Legend Upon Stock Certificates. The following legend shall
he immediately entered on each stock certificate representing Shares owned
by the Shareholders:

“The gift, sale, mortgage, pledge, hypothecation or other encumbering or
transfer of the shares of the capital stock represented by this certificate

is restricted in accordance with the terms and conditions of a
Shareholders Agreement dated the day of 1996, a copy of which is on file
at the principal executive offices of the Company. Said Shareholders
Agreement restricts the ability of the Shareholder to sell, give, pledge,
bequeath or otherwise transfer or dispose of this stock certificate and the
shares of capital stock represented by it.”

13. After Acquired Shares - Subsequent Shareholders. The terms and
conditions of this Agreement shall specifically apply not only to Shares
owned by Shareholders at the time of execution of this Agreement, but also
to any Shares acquired by any Shareholder subsequent to such execution.

14. Board of Directors. At each election of the Board of Directors of the
Company, the Shareholders shall vote their Shares to elect three directors
of the Company, one director being Sharel, or his nominee, one director
being Share3, or his nominee, and one director being Share2, or his
nominee.

15. Community and Marital Property Laws. Notwithstanding anything to
the contrary contained herein, the following terms shall control to the
extent community property laws or other marital property laws apply to the
Shares of any Shareholder:

(a) Lifetime Transfers. The provisions of this Agreement regarding
restrictions against the transfer of Shares shall apply to any interest of
the spouse of any Shareholder in such Shares (said spouse is hereinafter
referred to as a “Spouse™).

(b) Transfers Upon Death of Spouse. If the Spouse of a Shareholder
predeceases such Shareholder and has failed to bequeath to such Shareholder
the deceased Spouse’s entire marital property interest, if any, in the
Shares held by the Shareholder, or if the Spouse of a Shareholder is
adjudicated to be bankrupt or insolvent, or makes an assignment for the
benefit of his or her creditors (collectively referred to herein as an
“Event”), then to the extent necessary to divest the Spouse of any interest
in the Shares of such Stockholder, within three m onths after the date of
the occurrence of the Event, the Shareholder shall have the option to and
must purchase such marital property interest of his or her Spouse or the
estate of the deceased Spouse, as the case may be, in the Shares held by
the Shareholder at a price equal to the lesser of either the value of the
spouse’s marital property interest in such Shares or the book value of such
Shares.

(¢) Marital Dissolution. Any decree of dissolution, separate maintenance
agreement or other property settlement between a Shareholder and his or her
Spouse shall provide that the entire marital property interest of the

Spouse in the Shares of the Shareholder shall be granted to the Shareholder
as part of the division of the property of the marriage and the Spouse

shall release and the Shareholder shall accept any marital property

interest of such Spouse in the Shares. If payment for such Shares is
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ordered by the Court or demanded by the Spouse, no consideration shall be
required, but if the Shareholder volunteers consideration for said release
of interest it shall be no greater than the lesser of either the value of
the Spouse’s maprital property interest in such Shares or the book value of
the Spouse’s marital property interest in such Shares.

(d) Inclusion of Marital Property. Any purchase of the Shares of a
Shareholder pursuant to any provision of this Agreement shall include
without limitation or condition the entire marital property interest of the
Spouse of such Shareholder in the Shares being purchased.

(e) Determination of Value. Book value and the value of a Spouse’s
interest in the Shares of a Shareholder for purposes of this Paragraph 15
shall be determined by the Shareholder. The Company and the other
Shareholders shall not be responsible for the determination of the value of
the marital property interest of any Spouse of a Shareholder, the
determination of book value, or the purchase of or payment for such
Spouse’s marital property interest in the Shares of a Shareholder.

16. Insurance. The Company may, if it so desires, purchase insurance
policies on the life of any Management Shareholder for the purpose of
payment for stock purchases or as key man insurance. If any Shareholder on
whose life the Company owns an insurance policy shall at any time during
his lifetime sell all of his Shares, then that Shareholder shall have the

right to purchase from the Company the insurance policy or policies on his
life at the cash surrender value, if any. The Company shall deliver the
policy or policies on the life of such Shareholder upon payment of the cash
surrender value, if any, end shall execute any necessary instruments of
transfer and change of beneficiary forms.

17. Subchapter S Election. The Company may elect to be taxed as a small
business corporation under Subchapter S of the Internal Revenue Code, as
amended from time to time (the “code”), or such other provisions of law as
may hereafter be applicable to such an election, and for state income tax
purposes, if available (hereinafter, an “Election”). Each Shareholder and

the Company agree to execute and file the necessary forms for making and
maintaining en Election, and each Shareholder agrees to deliver to the
Company the consent of the spouse of such Shareholder if such consent is
required for the Election under any community or marital property laws or
otherwise. The Shareholders and the Company agree that they will take such
other actions as may be deemed necessary or advisable by counsel to the
Company to exercise or maintain the Election. The Shareholders shall
maintain the Election unless the Management Shareholders unanimously agree
otherwise or in the event that the Board of Directors requests that the
Shareholders revoke the Election, in which case the Shareholders shall
promptly execute and deliver to the Company such documents as may be
necessary to revoke the Election. None of the Shareholders, without the
consent of all of the Management Shareholders, shall take any action or
position, or make any transfer or other disposition of his shares of the
Company which may result in the termination or revocation of the Election.
In the event of an inadvertent termination of the Election as described in
Section 1362(f) of the Code or other applicable law, the Shareholders shall
agree to make such adjustments as may be required to continue the
Election, as provided in Section 1362(f)(4) of the Code or other

applicable law.

18. Pro Rata Allocations. All items of income and loss of the Company

shall be assigned pro rata to each day throughout the year. However, the
Shareholders hereby consent to make an election pursuant to Section
1362(c)(3) of the Code or Section 1377(a)(2) of the Code in the event that
the Board of Directors determines such elections to be in the best interest
of a majority of the Shareholders.
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19. Authorization. The Company is authorized to enter into this Agreement
by virtue of a resolution passed at a meeting of the Board of Directors.

0. Notices. Notices and declarations under this Agreement shall be in
writing and sent by registered or certified mail, return receipt requested,
postage paid, to the Company at its principal executive offices and to
Shareholders at their last address as shown on the records of the Company
or at such other address with respect to any party hereto as such party
shall notify the other Shareholders and the Company in writing in the
manner specified herein.

21. Termination. The rights and obligations of the Company and the
Shareholders under this Agreement shall terminate upon written agreement of
all then existing Shareholders or upon the registration or qualification of
any or all of the Common stock of the Company pursuant to Paragraph 9
hereof.

22. Severability. The various provisions of this Agreement are severable

from each other and from the other provisions of the Agreement, and in the
event that any provision in this Agreement shall be held to be invalid or
unenforceable by a court of competent jurisdiction, the remainder of this
Agreement shall be fully effective, operative and enforceable.

23. Free end Clear of Encumbrances. All Shares sold pursuant to the terms
of this Agreement shall be free of any and all liens and encumbrances and
accompanied by stock powers duly endorsed in blank.

24. Binding Effect. This Agreement shall be binding upon and inure to the
benefit of the parties hereto and their respective heirs, personal
representatives, executors, administrators, successors and assigns.

25. Gender. Pronouns used herein are to be interpreted as referring to both
the masculine and feminine gender.

26. Governing Law. This Agreement shall be construed and interpreted in
accordance with the laws of the State of California without reference to
conflict of laws principles except to the extent that the community or
marital property laws of any state would otherwise be applicable to a
particular situation, in which event, such community or marital property
laws shall apply to the particular situation.

R7. Entire Agreement. This instrument contains the entire agreement of
the parties and may be changed only by an agreement in writing signed by
the Company and all persons then owning Shares.

28. Counterparts. This Agreement may be executed in one or more
counterparts each of which shall be deemed an original and all of which
together shall be deemed to be one and the same instrument.

IN WITNESS WHEREOF, the parties hereto have duly executed this Agreement on
the day and year set forth below.

Shareholder 1 Date

Shareholder 2 Date
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SPOUSAL CONSENT TO SHAREHOLDERS AGREEMENT

The undersigned being the spouse of SHAREHOLDER [#], one of the
Shareholders named in the foregoing Shareholders Agreement (the
“Agreement”), hereby acknowledges that:

1. I have read the foregoing Agreement in its entirety and understand
that:

(A) Upon the occurrence of certain events as specified in the Agreement,
the Company, my spouse, and the other Shareholders will have the right to
and may be obligated to purchase Shares owned by another Shareholder at a
price and on terms and conditions set forth in the Agreement;

(B) Any purchase of the Shares of any Shareholder will include his or her
entire interest in such Shares and any community property interest and
other marital property interest of the spouse of such Shareholder; and

(C) The Agreement imposes certain restrictions on any attempts by me to
transfer any interest I may have in the Company or any Shares of the
Company by virtue of my marriage and confers on my spouse the right and
obligation to purchase any interest I may have in the Company or any Shares
of the Company wupon the occurrence of certain events.

2. I hereby approve and agree to be bound to all of the terms of the
Agreement and agree that any interest (community property or otherwise)
that I may have in the Company or any Shares of the Company shall be
subject to the terms of this spousal consent and the Agreement.

3. 1 agree that my spouse may join in any future amendments or
modifications to the Agreement without any notice to me and without any
signature, acknowledgment, agreement or consent on my part.

4. 1 agree that I will transfer or bequeath any interest I may have in the
Company or any Shares of the Company by my will, outright and free of trust
to my spouse.

5. I acknowledge that I have been advised and have been encouraged to seek
independent counsel of my own choosing to represent me in matters regarding
the Shareholders Agreement and my execution of this spousal consent.

6. I hereby consent to the Company and my spouse making and maintaining
the Subchapter S Election (if applicable) under the Internal Revenue Code,
as amended from time to time.

Spouse’s Signature Date

* IMPORTANT *

A primary purpose of the Library has always been to provide no-cost legal information to anyone
who wants or needs it. However, It’s Vital that You Understand that most of our Forms are ONLY
General, Generic Examples of possible formats & contents. Legal Requirements for various
Business Entity related documents Can and Do Vary Greatly from State to State and can Change
Often. To be Valid — and Not Create More Problems than it Solves — it MUST be Properly Drafted
and Modified to fit Your Specific Location and Circumstances!
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For Up-To-Date Forms Covering Just About Every State & Situation plus Summaries of
Relevant Laws We STRONGLY SUGGEST You Check Out:

"LLL's Premiunt Forms =y tecors s omee oK AERE

(This should open a new window. Close it when you’re done and you’ll be back here.)

‘Wertrir Taur Librang ‘Tertric aur Tibrary ‘Tertric Laur Library

We’ve lots of related material, so wander around & explore places like our

Business L.aw Topic Area and the Business Peoples’s L.ounge and Study of Law
Study

M OQur Main Forms Room ®
QOur Law Practice Forms
M Our Business & General Forms

The Library Rotunda
Our Central Hub, Directory and Index
@ The Reference Room

Dozens of Topic Areas & Our Law Lexicon

‘Lertric Lar Libracy ‘Lertric Law Library ‘Lertric Law Library

Want Forms Programs, other Legal Software & Etexts, Help with Legal Problems or Questions?

Help with Legal Problem= & Questions | Join Click Here
Legal Software, Ftexts & Lots More | our o0ldCard Program For Info

[Last Revised 3/02]
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rem 2553 Election by a Small Business Corporation
IRev. December 2002) (Under section 1362 of the Internal Revenue Code)
Deparimant of fha Trassury » See Parts Il and lll on back and the separate instructions.
Intarral fevenue Service » The corporation may either send or fax this form to the IRS. See page 2 of the i
Notes: 1. Do not file Forr 71205, U.5. Income Tax Return for an 5 Corporation, for any tax year before the year the election takes effect.

2. This election to be an 5 corporation can be accepted only if all the tests are met under Who May Elect on page T of the instructions; all
shareholders have signed the consent stalement; and the exact name and address of the corporation and other required form information are
provided.

3. I the corporation was in existence before the effective date of this election, see Taxes an $ Corporation May Owe on page 1 of the Instruchions.

Election Information

OMB No. 1545-0146

Mame of corporation (see instructions) A Employer identification number
P-:_;:Ze Mumber, street. and raom or suite na. (If a P.O. box, see instructions ) B Date incorporatec
or Print

City or town, state, and ZIP code C State of incorporation

D Check the applicable box(es) if the corporation, after applying for the EIN shown in A above, changed its name [ or address [

E Election is to be effective for tax year beginning (month, day, year) . . . . . . . . . . . . . » ! /
F  Name and title of officer or legal representative who the IRS may call for more information G Telephone number of officer
or legal representative
( )

H  If this election takes effect for the first tax year the corporation exists, enter month, day, and year of the earliest
of the following: (1) date the corporation first had shareholders, (2) date the corporation first had assets, or (3)
date the corporation began doing business . . . . . . . . . . . A I ! !

I Selected tax year: Annual return will be filed for tax year ending (month and day] B e S R e e
If the tax year ends on any date other than December 31, axcept for a 52-53-week tax year ending with reference to the munth le Deccmbcr
you must complete Part |l on the back. If the date you enter is the ending date of a 52-53-week tax year, write “52-53-week year” to the right

of the date.
K Sharehalders” Comsent Staternent. |
J Mame and address of each sharehalder: | Under penalties af perjury, we declare that we consent L N
shareholder’s spouse having a community | 1 the election of the above-named carporation to be an Stock cwned Share-
property interest in the CO'F‘D-'ENOF!'S 5 corporation under section 1362{a] and that we have h‘oHa's
stock; and each tenant in commen, join: anm""gd this consent statement, including M Social security t;‘.lx
tenant, and tenant by the entirety. (A accc g schedules and and to the nurnber or employer
husoand ard wife and their estates) are | best of cur knowledge and belief, it is true, corect, and identification number ’“3’
counted as ane sharehalder in complete. We understand our consent is binding and | Number Dates | {see instructions) [:;n?n
qe;amimng the pumber of she ,h(_!lders may not be withoreswn after the corporation has made a | of shares acquired andl
withaut regard ta the manner in which the valid election. {Sharehalders sign and date below ] day)

stock 15 owned.)

Signature Date

Under penalties of perjury, | declare that | have examined this election, including accompanying schedules and statements, and Lo the best of my knowledge and belief,
it is true, correct, and complete.

Signature of officer » Title b Date »

For Paperwork Reduction Act Notice, see page 4 of the instructions. Cat. No. 18629R Form 2583 (Rev 12-2002)

Figure A.8 IRS Form 2553 (Election by a Small Business Corporation)

138



Farm 2553 (Rev. 12-2002) Fage 2

EEI  selection of Fiscal Tax Year (All corporations using this part must complete item O and item P. Q, or R.)

0 Check the applicable box to indicate whether the corporation is:
1. O Anew corporation adopting the tax year entered in item |, Part |,
2 [ an existing corporation retaining the tax year entered in item |, Part |,
3. O an axisting corporation changing to the tax year entered in item |, Part |

P Complete item P if the corporation is using the automatic approval provisions of Rev. Proc. 2002-38, 2002-22 LR.B. 1037, to request (1) a
natural business year {as defined in section 5,05 of Rev. Proc, 2002-38) or (2) a year that satisfies the ownership tax year test (as defined in
section 5.06 of Rev. Proc. 2002-38). Check the applicable box below to indicate the representation statement the corperation is making.

1. Matural Business Year » [ | represent that the corporation is adopting, retaining, or changing to a tax year that qualifies as its natural
business year as defined in section 5.05 of Rev. Proc. 2002-38 and has attached a statement verifying that it satisfies the 25% gross
receipts test (see instructions for content of statement]. | also represent that the corporation is not precluded by section 4 02 of Rev. Proc.
2002-38 from obtaining automatic approval of such adoption, retention, or change in tax year,

2. Ownership Tax Year b O | represent that shareholders (as described in section 5.06 of Rev. Proc. 2002-38) holding more than half of
the shares of the stock (as of the first day of the tax year to which the request relates) of the corporation have the same tax year or are
concurrently changing to the tax year that the corporation adopts, retains, or changes to per item |, Part |, and that such tax year satisfies
the requirement of section 4.01(3) of Rev, Proc, 2002-38. | also represent that the corporation is not precluded by section 4.02 of Rev. Proc.
2002-38 from obtaining automatic approval of such adoption, retention, or change in tax year,

Note: if you do not use ftem P and the corporation wants a fiscal tax yesr, complete either item Q or R below. ltem Q is used to request a fiscal
tax year based on 8 business purpose and to make a back-up section 444 election. itern R s used to make a requiar section 444 election.

Q Business Purpose—Te request a fiscal Lax year based on a business purpose, you must check box Q1. See instructions for details including
payment of a user fee. You may also check box Q2 and/or box Q3.

1. Check here ® [ if the fiscal year entered in item |, Part |, is requested under the prior approval provisions of Rev. Proc. 2002-39,
2002-22 |.R.B. 1046, Attach to Form 2553 a statement describing the relevant facts and circumstances and, if applicable, the gross receipts
from sales and services necessary Lo establish a business purpose. See the instructions for details regarding the gross receipts from sales
and services. If the IRS proposes to disapprove the requested fiscal year, do you want a conference with the IRS National Office?

Yes Ono

2. Check here [ to show that the corporation intends to make a back-up section 444 election in the event the corporation’s business
purpose request is not approved by the IRS. {See instructions for more information.)

3. Check here [ to show that the corporation agrees to adopt or change to a tax year ending Decemnber 31 if necessary for the IRS
to accept this election for 5 corporation status in the event (1) the corporation’s business purpose request is not approved and the
corporalion makes a back-up section 444 election, but is ultimately not qualified to make a section 444 election, or [2) the corporation’s
business purpose request is not approved and the corporation did not make a back-up section 444 elaction,

R Section 444 Election—To make a section 444 election, you must check box R1 and you may also check box R2.

1. Check here & D to show the corporation will make, if gualified, 2 section 444 election to have the fiscal tax year shown in item |,
Fart |. To make the election, you must complete Form 8716, Election To Have a Tax Year Other Than a Required Tax Year, and either
attach it to Form 2553 or file it separately,

2. Check here » [ to show that the corporation agrees to adopt or change to a tax year ending December 31 if necessary for the IRS

to accept this election for S corporation status in the event the corporation is ulti y not qualified to make a section 444 election.
M Qualified Subchapter S Trust (QSST) Election Under Section 1361(d)(2)*
Income beneficiary's name and address Social security number
Trust's name and address Employer identification number
Date on which stock of the corporation was transfarred to the trust (month, day, year) . . . . % i Eeape ! !

In arder for the trust named above to be 2 OSST and thus a qualifying shareholder of the S corporation for which this Form 2653 is filed, |
hereby make the election under section 1361(d){2). Under penalties of perjury, | certify that the trust meets the definitional requirements of
section 1361(d)i3) and that all other information provided in Part 11l is true, correct, and complete.

Signature of income beneficiary or signature and titke of lagal representative or other qualified person making the election Date:

*Use Part lll to make the QSST election only if stock of the corporation has been transferred to the trust on or before the date on which the
corporation makes its election to be an 5 corporation. The OSST election must be made and filed separately if stock of the corporation is
transferrad to the trust after the date on which the corporation makes the S election.

@ Form 2553 (Rev. 12-2002)

FIGURE A.8 (Continued)
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Figure A.9

Instructions for Form 2553  $3) vt lomer

(Rev. December 2002)

Election by a Small Business Corporation

Section references are o the internal Revenue Code unless otherwise nofed.

General Instructions

Purpose

To elect to be an S corporation, a corporation must file
Form 2553. The election permits the income of the S
corporation to be taxed to the shareholders of the
corporation rather than to the corporation itself, except as
noted below under Taxes an S Corporation May Owe.

Who May Elect

A corporation may elect to be an S corporation only if it
meets all of the following tests:

1. It is a domestic corporation.

Note: A limited liability company (LLC) must file Form
8832, Entity Classification Election, to elect to be treated
as an association taxable as a corporation in order to
elect fo be an S corporation.

2. |t has no more than 75 shareholders. A husband
and wife {and their estates) are treated as one
shareholder for this requirement. All other persons are
treated as separate shareholders.

3. Its oniy shareholders are individuals, estates,
exempt organizations described in section 401(a) or
501{c)(3), or certain trusts described in section
1381(c}{2}{A). See the instructions for Part IIl regarding
quaiified subchapter 5 trusts (QSSTs).

A trustee of a trust wanting to make an election under
section 1361(e)(3) to be an electing small business trust
(ESBT) should see Notice 97-12, 1997-1 C.B. 385.
However, in general, for tax years beginning after May
13, 2002, Notice 97-12 is superseded by Regulations
section 1,1381-1{c)(1). Also see Rev. Proc. 98-23,
1998-1 C.B. 662, for guidance on how to convert a QSST
to an ESBT. However, in general, for tax years beginning
after May 13, 2002, Rev. Proc. 98-23 is superseded by
Regulations section 1.1361-1(j)(12). If there was an
inadvertent failure to timely file an ESBT election, see the
relief provisions under Rev. Proc, 98-55, 1998-2 C B,
643.

4. It has no nonresident alien shareholders.

5. It has only one class of stock (disregarding
differences in voting rights). Generally, a corporation is
treated as having only one class of stock if all
outstanding shares of the corporation’s stock confer
identical rights to distribution and liquidation proceeds.
See Regulations section 1.1361-1(1) for details.

6. Itis not one of the following ineligible corporations:

a. A bank or thrift institution that uses the reserve
methed of accounting for bad debts under section 585,

b. An insurance company subject to tax under the
rules of subchapter L of the Code,

c. A corporation that has elected to be treated as a
possessions corporation under section 936, or

d. A domestic international sales corporation (DISC) or
former DISC.

7. It has a permitted tax year as required by section
1378 or makes a section 444 election to have a tax year
other than a permitted tax year. Section 1378 defines a
permitted tax year as a tax year ending December 31, or
any other tax year for which the corporation establishes a
business purpose to the satisfaction of the IRS. See Part
11 for details on requesting a fiscal tax year based on a
business purpose or on making a section 444 election,

8. Each shareholder consents as explained in the
instructions for column K.

See sections 1361, 1362, and 1378 for additional
information on the above tests.

A parent 5 corporation can elect to treat an eligible
whally-owned subsidiary as a qualified subchapter S
subsidiary (QSub). If the election is made, the assets,
liabilities, and items of income, deduction, and credit of
the QSub are treated as those of the parent. To make the
election, get Form 8869, Qualified Subchapter 5
Subsidiary Election. If the QSub election was not timely
filed, the corporation may be entitled to relief under Rev,
Proc. 98-55.

Taxes an S Corporation May Owe

An 5 corporation may owe income tax in the following
instances:

1. If, at the end of any tax year, the corporation had
accumulated earnings and profits, and its passive
investment income under section 1362(d}(3) is more than
25% of its gross receipts, the corporation may owe tax on
its excess net passive income.

2. A corperation with net recognized built-in gain (as
defined in section 1374(d){(2)) may owe tax on its built-in
gains.

3. A corporation that claimed investment credit before
its first year as an S corporation will be liable for any
investment credit recapture tax.

4. A corporation that used the LIFO inventory method
for the year immediately preceding its first year as an S
corporation may owe an additional tax due to LIFO
recapture. The tax is paid in four equal instaliments, the
first of which must be paid by the due date {not including
extensions) of the corporation's income tax return for its
last tax year as a C corporation.

For more details on these taxes, see the Instructions
for Form 1120S.

Cat, No. 49978N

Instructions for Form 2553
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Where To File

Send the original election (no photocopies) or fax it to the
Internal Revenue Service Center listed below. If the
corporation files this election by fax, keep the original
Form 2553 with the corporation's permanent records.

Usa tha following Internal
Revenue Service Center
address or fax number

~

" If the corporation's principal
business, office, or agency is
located in

~

Cannecticut, Delaware, District of
Columbia, llingig, Indiana,
Kentucky, Maine, Maryland,
Massachusetts, Michigan, New
Hampshire, New Jersey, New
Yark, North Carolina, Chio,
Pennsylvania, Rhode tsland,
South Carolina, Vermant, Virginia,
Waest Virginia, Wisconsin

Cincinnati, OH 45999
(859) 669-5748

Alabama, Alaska, Arizona,
Arkansas, California, Calorado,
Florida, Georgia, Hawaii, |daho,
lowa, Kansas, Louisiana,
Minnesata, Mississippi, Missouri,
Montana, Nebraska, Nevada, New
Mexico, North Dakota, Cklahoma,
Oregon, South Dakota,
Tennessee, Texas, Utah,
Washington, Wyoming

OCgden, UT 84201
(801) B20-7116

When To Make the Election

Complete and file Form 2553 (a) at any time before the
16th day of the 3rd month of the tax year, if filed during
the tax year the election is to take effect, or (b) at any
time during the preceding tax year. An election made no
later than 2 months and 15 days after the beginning of a
tax year that is less than 212 months long is treated as
timely made for that tax year. An election made after
the 15th day of the 3rd month but before the end of
the tax year is effective for the next year. For example,
if a calendar tax year corporation makes the election in
April 2002, it is effective for the corporation’s 2003
calendar tax year.

However, an election made after the due date will be
acuepted as timely filed if the corporation can show that
the failure to file on time was due to reasonable cause.
To request relief for a late election, the corporation
generally must request a private letter ruling and pay a
user fee in accordance with Rev, Proc. 2002-1, 2002-1
I.R.B. 1 {or its successor). But if the election is filed within
12 months of its due date and the original due date for
filing the corporation’s initial Form 11208 has not passed,
the ruling and user fee requirements do not apply. To

FIGUREA.9 (Continued)

request relief in this case, write “FILED PURSUANT TO
REV. PROC. 98-55" at the top of page 1 of Form 2553,
attach a statement explaining the reason for failing to file
the election on time, and file Form 2553 as otherwise
instructed. See Rev. Proc. 98-55 for more details.

See Regulations section 1.1362-6{b){3)(iii) for how to
obtain relief for an inadvertent invalid election if the
corporation filed a timely election, but one or more
shareholders did not file a timely consent.

Acceptance or Nonacceptance of

Election

The service center will notify the corparation if its election
is accepted and when it will take effect. The corporation
will also be notified if its election is not accepted. The
cofporation should generally receive a determination on
its election within 60 days after it has filed Form 2553, If
box Q1 in Part Il is checked on page 2, the corporation
will receive a ruling letter from the IRS in Washington,
DC, that either approves or denies the selected tax year.
When box Q1 is checked, it will generally take an
additional 80 days for the Form 2553 to be accepted.

Care should be exercised to ensure that the IRS
receives the election. If the corporation is not notified of
acceptance or nonacceptance of its election within 3
months of the date of filing (date mailed), or within 8
months if box Q1 is checked, take follow-up action by
corresponding with the service center where the
corporation filed the election.

If the IRS questions whether Form 2553 was filed, an
acceptable proof of filing is (a) certified or registered mail
receipt {timely postmarked) from the U.S. Postal Service,
or its equivalent from a designated private delivery
service (see Notice 2002-62, 2002-38 .R.B. 574 (or its
successor)); (b) Form 2553 with accepted stamp; (¢)
Form 2553 with stamped |RS received date; or {d) IRS
letter stating that Form 2553 has been accepted,

Do not file Form 11208 for any tax year before

the year the slection takes effeci. If the

corporation is how required to file Form 1120,
U.5. Corporation Income Tax Retumn, or any other
applicable tax return, continue filing if uniif the election
takes effect.

End of Election

Once the election is made, it stays In effect until it is
terminated. If the election is terminated in a tax year
beginning after 1996, IRS consent is generally required
for another election by the corporation (or a successor
corporation) on Form 2553 for any tax year before the 5th
tax year after the first tax year in which the termination
took effect. See Regulations section 1.1362-5 for details.

141



Specific Instructions

Part | (All corporations must complete.)

Name and Address of Corporation

Enter the true corporate name as stated in the corporate
charter or other legal document creating it. If the
corporation’s mailing address is the same as someone
else's, such as a shareholder's, enter "c/o” and this
person's name following the name of the corporation,
Include the suite, room, or other unit number after the
street address. If the Post Office does not deliver to the
street address and the corporation has a P.O. box, show
the box number instead of the street address. If the
corporation changed its name or address after applying
for its employer identification number, be sure to check
the box in item D of Part |.

Item A. Employer Identification Number
(EIN)

If the corporation has applied for an EIN but has not
received it, enter “applied for." If the corporation does not
have an EIN, it should apply for one on Form $5-4,
Application for Employer Identification Number. You can
order Form S8-4 by calling 1-800-TAX-FORM
(1-8B00-829-3676) or by accessing the IRS Web Site
wWww.irs.gov.

Item E. Effective Date of Election

Enter the beginning effective date (month, day, year) of
the tax year requested for the S corporation. Generally,
this will be the beginning date of the tax year for which
the ending effective date is required to be shown in item
|, Part |. For a new corporation (first year the corporation
exists) it will generally be the date required to be shown
in item H, Part |. The tax year of a new corporation starts
on the date that it has shareholders, acquires assets, or
begins doing business, whichever happens first, If the
effective date for item E for a newly formed corporation is
later than the date in item H, the corporation should file
Form 1120 or Form 1120-A for the tax period between
these dates.

Column K. Shareholders’ Consent
Statement

Each shareholder who owns (or is deemed to own) stock
at the time the election is made must consent to the
election. If the election is made during the corporation’s
tax year for which it first takes effect, any person who
held stock at any time during the part of that year that
oceurs before the election is made, must consent to the
election, even though the person may have sold or
transferred his or her stock before the election is made.

An election made during the first 2'/z months of the tax
year is effective for the following tax year if any person
who held stock in the corporation during the part of the
tax year before the election was made, and who did not
hold stock at the time the election was made, did not
consent to the election.

FIGURE A.9 (Continued)

Note: Once the election is made, a new shareholder is
not required to consent to the election; a new Form 2553
will not be required.

Each shareholder consents by signing and dating in
column K or signing and dating a separate consent
statement described below. The following special rules
apply in determining who must sign the consent
statement.

# |f a husband and wife have a community interest in the
stock or in the income from it, both must consent.

* Each tenant in common, joint tenant, and tenant by the
entirety must consent.

* A minor's consent is made by the minor, legal
representative of the minor, or a natural or adoptive
parent of the minor if no legal representative has been
appointed.

® The consent of an estate is made by the executor or
administrator.

* The consent of an electing small business trust is
made by the trustee.

* |f the stock is owned by a trust (other than an electing
small business trust), the deemed owner of the trust must
consent. See section 1361(c)(2) for details regarding
trusts that are permitted to be shareholders and rules for
determining who is the deemed owner.

Continuation sheet or separate consent statement.
If you need a continuation sheet or use a separate
consent statement, attach it to Form 2553. The separate
consent statement must contain the name, address, and
EIN of the corporation and the shareholder information
requested in columns J through N of Part I. If you want,
you may combine all the shareholders' consents in one
statement.

Column L

Enter the number of shares of stock each shareholder
owns and the dates the stock was acquired. If the
election is made during the corporation's tax year for
which it first takes effect, do not list the shares of stock
for those shareholders who sold or transferred all of their
stock before the election was made. However, these
shareholders must still consent to the election for it to be
effective for the tax year.

Column M

Enter the social security number of each shareholder
who is an individual. Enter the EIN of each shareholder
that is an estate, a qualified trust, or an exempt
organization.

Column N

Enter the month and day that each shareholder's tax year
ends. If a shareholder is changing his or her tax year,
enter the tax year the shareholder is changing to, and
attach an explanation indicating the present tax year and
the basis for the change (e.g., automatic revenue
procedure or letter ruling request).

Signature

Form 2553 must be signed by the president, treasurer,
assistant treasurer, chief accounting officer, or other
corporate officer (such as tax officer) authorized to sign.
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Part Ii

Complete Part Il if you selected a tax year ending on any
date other than December 31 (other than a 52-53-week
tax year ending with reference to the month of
December).

Note: In cerfain circumstances the corporation may not
obtain automatic approval of a fiscal year under the
nafural business year (Box P1) or ownership tax year
{Box P2) provisions if it is under examination, before an
area office, or before a federal court with respect to any
income tax issue and the annual accounting period is
under consideration. For details, see section 4.02 of Rev.
Proc. 2002-38, 2002-22 | R.B. 1037.

Box P1

Attach a statement showing separately for each month
the amount of gross receipts for the most recent 47
maonths. A corporation that does not have a 47-month
period of gross receipts cannot automatically establish a
natural business year.

Box Q1

For examples of an acceptable business purpose for
requesting a fiscal tax year, see section 5.02 of Rev.
Proc. 2002-39, 2002-22 |.R.B. 1046, and Rev. Rul.
87-57, 1987-2 C.B. 117.

Attach a statement showing the relevant facts and
circumstances to establish a business purpose for the
requested fiscal year. For details on what is sufficient to
establish a business purpose, see section 5.02 of Rev.
Proc. 2002-39.

If your business purpose is based on one of the
natural business year tests provided in section 5.03 of
Rev. Proc. 2002-39, identify if you are using the 25%
gross receipts, annual business cycle, or seasonal
business test. For the 25% gross receipts test, provide a
schedule showing the amount of gross receipts for each
maonth for the most recent 47 months. For either the
annual business cycle or seasonal business test, provide
the gross receipts from sales and services (and inventory
costs, if applicable) for each month of the short period, if
any, and the three immediately preceding tax years. If the
corporation has been in existence for less than three tax
years, submit figures for the period of existence.

If you check box Q1, you will be charged a user fee of
up to $600 (subject to change—see Rev. Proc. 2002-1
or its successor). Do not pay the fee when filing Form
2553, The service center will send Form 2553 to the IRS
in Washington, DC, who, in turn, will notify the
corporation that the fee is due.

Box Q2

If the corporation makes a back-up section 444 election
for which it is gualified, then the election will take effect in
the event the business purpose request is not approved.
In some cases, the tax year requested under the back-up
section 444 election may be different than the tax year
requested under business purpose. See Form 8716,
Election To Have a Tax Year Cther Than a Required Tax
Year, for details on making a back-up section 444
election.

FIGUREA.9 (Continued)
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Boxes Q2 and R2

If the corporation is not qualified to make the section 444
election after making the item Q2 back-up section 444
election or indicating its intention to make the election in
item R1, and therefore it later files a calendar year retumn,
it should write "Section 444 Election Not Made” in the top
left corner of the first calendar year Form 11208 it files.

Part Il

Certain qualified subchapter S trusts (QSSTs) may make
the QSST election required by section 1361(d)(2) in Part
lIl. Part Il may be used to make the QSST election only if
corporate stock has been transferred to the trust on or
before the date on which the corporation makes its
election to be an S corporation. However, a statement
can be used instead of Part |l to make the election. If
there was an inadvertent failure to timely file a QSST
election, see the relief provisions under Rev. Proc. 88-55.
Note: Use Part Il only if you make the election in Part |
(Le., Form 2553 cannot be filed with only Part il
completed).

The deemed owner of the QSST must also consent to
the S corporation election in column K, page 1, of Form
2553. See section 1361(c)(2).

Paperwork Reduction Act Notice. We ask for the
information on this form to carry out the Internal Revenue
laws of the United States. You are required to give us the
information. We need it to ensure that you are complying
with these laws and to allow us to figure and collect the
right amount of tax.

You are not reguired to provide the information
requested on a form that is subject to the Paperwork
Reduction Act unless the form displays a valid OMB
control number. Books or records relating to a form or its
instructions must be retained as long as their contents
may become material in the administration of any Internal
Revenue law. Generally, tax returns and return
information are confidential, as required by section 6103.

The time needed to complete and file this form will
depend on individual circumstances. The estimated
average time is:

Recordkeeping . .. .........._ ... .. . . 9 hr., 34 min.
Learning about the law or the form. . ... ... 3 hr, 28 min.
Preparing, copying, assembling, and sending

the foormtothelRS ... ... . . .. i 3 hr., 47 min.

If you have comments conceming the accuracy of
these time estimates or suggestions for making this form
simpler, we would be happy to hear from you. You can
write to the Tax Forms Committee, Western Area
Distribution Center, Rancho Cordova, CA 95743-0001.
Do not send the form to this address. Instead, see
Where To File on page 2.
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Useful Forms

EXAMPLES THAT COMPARE TWO TYPES
OF CORPORATIONS WITH OTHER FORMS
OF DOING BUSINESS

Once you decide that you should do business as a corporation or a limited li-
ability company (LLC), you’ll be faced with the filing of an income tax re-
turn at the end of your first year. While most business owners will engage a
tax professional to complete a corporate tax return, you can help save your
tax professional money while keeping the preparation fees lower by becom-
ing familiar with the tax returns and what sort of information your tax pro-
fessional needs from you. Therefore, I have included the initial tax forms for
a hypothetical business in four formats.

First, I display an example of this business operating as a sole proprietorship
(Schedule C of Form 1040). As I have noted throughout the book, operating
as a sole proprietor is not something I generally recommend. However, the
tax form for reporting and computing the income tax of a sole proprietorship
is relatively simple. So, I hope its inclusion here makes the transition to a
corporation tax return a little more understandable.

The second example illustrates the same basic facts as the first example
(same income, expenses, etc.) entered on the income tax return (Form 1120)
for the enterprise operating as a C corporation.

The third example (Form 1120S) is similar to the second, except for the
items that reflect the operation of the enterprise as an S corporation.

The fourth example (Form 1965) reflects the operation as an LLC. Please

don’t be confused by the fact that the heading on the form indicates it is for
use by partnerships. As most LLCs are taxed as partnerships, the partnership
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USEFUL FORMS

form is usually the proper one to use. (LLCs can also elect to be taxed as
corporations, and LLCs that are owned by only one individual are taxed as
sole proprietorships — but with the protection of limited liability.)

For the examples of the C corporation and the S corporation, I have in-
cluded extracts of the IRS instructions that describe what numbers or
other information are to be placed on which line of the form.

If you find that these forms appear complicated, that’s because they are.
And they are that way because Congress creates so many quirky tax rules
that appear to have no logical basis.

The business we use for this example was dreamed up by Anne Who, an
individual who loves cats. The business consists of selling a product
called the Acme Clean Cat Device. This product is a combination of a
conventional cat litter box and a built-in shower that cleans the whole cat
after it uses the litter box. (Just how one convinces a cat to enter the
shower after using the litter box is beyond the scope of this book.) Anne
was convinced that she could create a profitable business by buying this
device from the Acme Co. for $60 each and selling them for $100 each.
Although she would hire two assistants who would perform clerical du-
ties as well as pack and ship the merchandise, she felt the business would
be more prosperous if she had a couple of associates to assist her in in-
vesting in the business and in the marketing of the product.

To make the numbers easier to handle, I have rounded off most of them to
the nearest 100. In particular, these examples assume payroll taxes that an
employer pays are 10 percent of payroll. They could be more than 10 per-
cent on the wages of lower-paid employees and something less on higher
paid managers. That means accurate computations could be rather com-
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Useful Forms

plex, so we’ll stick with the 10 percent, as that well illustrates the tax bur-
den of income taxes and payroll taxes. (The incomes of all are below
$87,000, so Social Security tax applies to all wages and salaries.)

Read and study these examples to gain an overview of what information
needs to be sent off to the IRS (along with a check), when it’s time to file
your annual tax return. A little study now on how the tax on your business
works could substantially lower the amount of that check.

Schedule C of Form 1040

The next page is an example of a Profit or Loss From Business IRS tax
form. The proprietor, who we will call Anne, would report her income
from her business if she operated as a sole proprietor. The net profit,
shown on line 31, of $168,000 would be added to any other income she
had and reported on Form 1040. Besides income tax, she would also have
to pay self-employment tax (a form of Social Security tax) of 15.3% on
income up to $87,000 and 2.9% on income above that level. She com-
putes and reports that self-employment tax on Schedule SE, which is in-
cluded, with Schedule C, as part of Form 1040.
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SCHEDULE C

Profit or L From Busin
oty ofit or Loss Fro usiness

(Sole Proprietorship)

» Partnerships, joint ventures, etc., must file Form 1065 or 1065-B.
» See Instructions for Schedule C (Form 1040).

Departrmeant of the Treasury

Intermal Revenue Service [99) # Attach to Form 1040 or 1041.

AR Mo, 15450074

2003

Attachment
Sequence No, 0

Mame of proprietor
ANNE WHO

Social security number (SSN)

000: 00 0000

A Principal business or profession, including product or service (see page C-2 of the instructions)
SALES OF PET SUPPLIES

B Enter code from pages C-7, 8, & 9

p|4]5]8]9]1]0

c Business name. If no separate business name, leave blank.
CLEAN CAT PROCESSORS

D Employer ID number (EIN), if any
5|5§5|5|5|5|5|5|5|

E Business address (including suite or room no.) » 111 MAIN ST., SUITE 1, EAST OVERSHOE, VA

City, town or post office, state, and ZIP code

F Accounting method: (1) ¥l cash (2) [ accrual (3) [ Other (specify) & ...
G Did you "materially participate” in the operation of this business during 20037 If "No,” see page C-3 for I|rn|t on Iosses Yes [No
H i you started or acquired this business during 2003, check here . . P i . .-
m Income
1 Gross receipts or sales, Caution. If this income was reported Lo you on Form W-2 and the "Statutory
employee” box on that form was checked, see page C-3 and check here . . . . . . » 1 1,000,000
2 Returns and allowances 2
3 Subtract line 2 from line 1 . 3
4 Cost of goods sold (from line 42 on page 2] 4 600,000
5§ Gross profit. Subtract line 4 from line 3 . 5 400,000
6  Other income, including Federal and state gasoline or ruel tax credlt or rerund [see page C 3] L]
7 Gross income. Add lines 5 and 6 ., . . . > 7 400,000
Expenses. Enter expenses for busmess use of your horne Oﬂl_\f on Ilne 30
8 Adwvertising . . . . . . 8 150,000 19 Pension and profit-sharing plans %
9 Car and truck expenses 20 Rent or lease (see page C-5):
seepageC-3) . . . . . |9 a Vehicles, machinery, and equipment . | 20a
10 Commissions and fees 10 b Cther business property 20b 12,000
11 Contract labor 21 Repairs and maintenance . 21
(see page C-4) . . . . . " 22 Supplies (not included in Part I} . 22 1,000
12 Depletion 12 23 Taxes and licenses | ) 23 1,000
13 Depreciation and section 179 24 Travel, meals, and entertainment: %
expanse deduction (not included a Travel | 24a
in Part IIl) {see page C-4) 13 2000 bMeals and
14 Employee benefit programs entertainment
{other than on line 19) , 14 © Enler nondeduct-
15 Insurance (other than health) . | 15 5,000 ﬁrueﬂrﬂﬁmzrb
16 Interest: (see page C-5) .
a Mortgage (paid to banks, etc) . | 16a 2,000 d Subtract line 24¢ from line 24b 24d
b Other . . 16b 25 Utilities . 25 1,500
17 Legal and professional 26 \Wages [less emplaymenl uedlls} 26 42,500
sorvices . . 17 3,250 27 Other expenses (from line 48 on
18 Office expense | 18 2,500 page 2) 27 9,250
28 Total expenses before expenses for business use of home. Add lines B through 27 in columns . & 28 232,000
29 Tentative profit (loss). Subtract line 28 from line 7 .. 29 168,000
30 Expenses for business use of your home. Attach Form 8829 | 30
31 Net profit or {loss). Subtract line 30 from line 29,
® | a profit, enter on Form 1040, line 12, and also on Schedule SE, line 2 (statutory employees,
see page C-6). Estates and trusts, enter on Form 1041, line 3. 31 168,000
® |f a loss, you must go to line 32,
32 If you have a loss, check the box that describes your investment in this activity {see page C-6).

& |f you checked 32a. enter the loss on Form 1040, line 12, and also on Schedule SE, line 2
(statutory employees, see page C-6). Estates and trusts, enter on Form 1041, line 3.
® |l you checked 32b, you must altach Form 6198.

32a [} All investment is at risk,
32b ] Some investment is not
at risk.

For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. Mo, T1334F

Schedule C (Form 1040) 2003

Figure A.10 Schedule C of Form 1040 (Profit or Loss From Business)
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Schedule G (Form 1040} 2003 Pagea 2

Cost of Goods Sold (see page C-6)

33 Method(s) used to

value closing inventory: a V] cost b [ Lower of cost or market ¢ [ other (attach explanation)
34 Was there any change in determining quantities, costs, or valuations between opening and closing inventory? If

“Yes" attach explanation . . . . . . . . L L . . 0 0 0 e e e e e e e e e e [ ves ™
35 Inventory at beginning of year. If different from last year's closing inventory, attach explanation . | 35 0
36  Purchases less cost of items withdrawn for personal use 36 720,000
37 Cost of labor. Do not include any amounts paid to yourself . . . . . . . . . . . . . |3
38 Materials and supplies . . . . . . L L0 0 L 0 0 L 0 0 0 0 s e e 38
39 Ohercosts . . . . . 0 . e e e e e 39
40 Addlines 35through 39 . . . . L L L . L L. . . . . . . e . ... L% 720,000
41 Inwentory atend of year . . . . . L. . . L L o L L o L Lo oL oo L 7 120,000
42  Cost of goods sold. Subtract line 41 from line 40. Enter the result here and on page 1, line 4 |, 42 600,000

Information on Your Vehicle. Complete this part only if you are claiming car or truck expenses on
line 9 and are not required to file Form 4562 for this business. See the instructions for line 13 on page
C-4 to find out if you must file Form 4562.

43 When did you place your vehicle in service for business purposes? (manth, day, year) » ________f [ fo .

44 Of the total number of miles you drove your vehicle during 2003, enter the number of miles you used your vehicle for:

a Business ..............oococceiceiiceeeoe..o b Commuting oo, € ORher Lol
45 Do you {or your spouse) have another vehicle available for personal use?. . . . . . . . . . . . . [l Yes [ Ne
46 \Was your vehicle available for personal use during off-duty hours? . . . . . . . . . . . . . . [ Yes [ Ne
47a Do you have evidence to support your deduction? . . . . . . . . . . . . . . . . ... [ Yes O Ne

b If"ves' istheevidencewritten? . . . . . . . . . . . . . . ..o O ves 0 Ne
Other Exp List below business expenses not included on lines 8- 26 or line 30.

TELEPHONES 5,000
PAYROLL TAX 4,250
. 9,250
48  Total other expenses. Enter here andonpage 1, ine 27 . . . . . . . . . . . . . 48
@ Schedule C (Form 1040) 2003

Figure A.10 (Continued)

148



Useful Forms

Form 1120, U.S. Corporation Income Tax Return

This form reports the tax picture that would result if Anne elected to do
business as a C corporation. For this and the following forms, let us as-
sume that she is operating with two co-owners of the enterprise. Most of
the profit is taken out by the three owners as salaries (line 12), and the re-
mainder of the profit (line 30) is left in the business, so the corporation
pays tax on that remaining $36,000, at 15% tax rate.

Note that the schedule of other deductions (page five of the form, show-
ing Line 26) lists payroll taxes separately and divides that into payroll
taxes on stockholder/employees and other employees. While it would be
proper to include those taxes on line 17 of page one of the form, they are
broken out separately so you can track how the government collects the
Social Security tax. (The corporation pays and the employees pay.)

Given the facts in this example, the only documentation of income that
the three stockholder/employees would receive is their W2 form(s). (If
the Corporation also paid dividends to the stockholders, they would re-
ceive a form 1099-DIV covering those dividends.)
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o 1120

Degartment of e Treasary
Imemal Revenws Seevi

U.S. Corporation Income Tax Return

For calendar year 2003 or tax year beginning ... ... .. , 2003, ending
P Instructions are separate. See page 20 for Paperwork Reduction Act Nuuce

OMEB No. 1545-0123

2003

A Check if a: Marmna B Employer identification number
1 Comalisted rewan ) |0 | GLEAN CAT PROGESSORS, INC. 55 : 5555555
2 Persanal halding co. label. | yumber, street, and room or suile no. {Il a P.O. box, see page 7 of instructions.) C Date incorporatad
fatoch scn.pH) L | Other- | 444 pa ST, SUITE 1 1/1/03
3 Persongl service corp Wise,
{as defined n Reguations | print or | City o town, state, and ZIP code D Total assets (see page & of insructions)
! - type. | EAST OVERSHOE, VA 55555
E Check applicable baoxes: (1) E Initial return (2] C‘ Final returm (3} |:| Name change (4) D Address change ] 206,000
1a  Gross receipts or sales | 1,000.000] |y |ess rewms and aliowances | | cpa | 1c 1,000,000
2 Cost of goods sold (Schedule A, line 8) 2 600,000
3 Gross profit. Subtract line 2 from line 1c 3 400,000
4 Dividends (Schedule C, line 19) . 4
g 5 Interest 5
§ 6  Grossrents 6
= | 7 Grossroyalties | i
8  Capital gain net income [attach Schedule D (Fnrrn 1120]] 8
9 Net gain or (loss) from Form 4797, Part I, line 18 {attach Form 4797) 9
10 Other income (see page 8 of instructions—attach schedule) -]
11__ Total income. Add lines 3 through 10 . .. 11 400,000
7| 12 Compensation of officers (Schedule E. line 4) . 12 120,000
_E 13 Salaries and wages (less employment credits) , 13 42,500
2|14 Repairs and maintenance . 14
£ |15 Baddebts 15
|16 Rents 16 12,000
£[17  Taxesand Imenses 17 1,000
2118  Interest . 18 2,000
'E 18 Charitable contributions (sce page 11 of instructions for 10% Ilmnatlnn} . e 19 e
5| 20 Depreciation {attach Form 4562} L. 20 2,000 %ﬁ
‘-;ﬂ 21 Less depreciation claimed on Schedule A and elsewhere on return 21a 21b 2,000
£ | 22 Depletion 22
§ 23 Advertising . . . 23 150,000
E 24 Pension, profit-sharing, etc., plans . 24
‘% 25 Employee benefit programs 25
% | 26 Other deductions {attach schedule) . .. |26 34,500]
& | 27 Total deductions. Add lines 12 through 26 e |27 364,000
§ 28 Taxable income before net operating loss deduction and specml deductlons Subtract I|ne 27 from line 11 28 36,000 |
3 29 Less: a Met operating loss (NOL) deduction (see page 12 of instructions) | 29a %
= b Special deductions (Schedule C, line 20) . 29b 29c
30 Taxable income. Subtract line 29¢ from line 28 . 30 36,000
3 Total tax (Schedule J, line 17) . e 31 |
3z Payments: a 2002 overpayment cradited 12 2003 | 323 %/// ///
g b 2003 estimated tax payments 32b
E € Less 2003 refund applied for on Form 4466 | 32€ ( d Bal » | 32d
& e Tax deposited with Form 7004 3Ze
2 f  Credit for tax paid on undistributed capital gains {atlach Form 2439} 32f %
: g Credit for Federal tax on fuels (attach Form 4136). See instructions 329 32h |
= | 33 Estimated tax penalty (see page 14 of instructions). Check if Form 2220 is attached » O 33
34 Tax due. If line 32h is smaller than the total of lines 31 and 33, enter amount owed 34 5.400
35  Overpayment. Il line 32h is larger than the total of lines 31 and 33, enter amount overpaid | | 35
36 Enter amount of line 35 you want; Credited to 2004 i tax » Re[unded > 36
Under panalties of perjury, | declars that | have examined this return, including accompanying schedules and statements, and to the best of my knowkdge and belief, it is true,
Slgl"l correct, and comglele. Declaration of preparer {other tan laxpayer) & based on all information of wiich preparer has any knowledge. - — —
y the IHS discuss this return
Here with the preparer shown Delow
’ Signature: of officer Date } Title fsee instructions/ ] Yes []No
Paid fgn"fl'lﬁ[j ’ ‘ Date Le"‘:“-e';n'f " D Preparer’s S5M ar BTIN
Prepam',s Firm's name (or : ] FI:I :
Use Only_| yee e ) I —

Figure A.11

Cat. No. 114500
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Farm 1120 (2003) Page 2

Bl EUTEYY  Cost of Goods Sold (see page 14 of instructions)

1 Inventory at beginning of year | 1 0
2 Purchases 2 720,000
3 Costof labor . 3
4 Additional section 2634 costs [attat,h 5Lhedule] 4
5 Other costs (attach schedule) 5
& Total. Add lines 1 through 5 6 720,000
7 Inventory at end of year ., ? 120,000
8 Cost of goods sold. Subtract line 7 from line 6. Enter here and on line 2, page 1 8 600,000
9a Check all methods used for valuing closing inventory:
@ [0 Cost as described in Regulations section 1.471-3
i) ] Lower of cost or market as described in Regulations section 1.471-4
i) (] Other (Specify method used and attach explanation.) B e
b Check if there was a writedown of subnormal goods as described in Regulations section 1.471-2(c) . . . . . . . . W O
¢ Check if the LIFO inventory method was adopted this tax year for any goods (if checked, attach Form 970) » [
d I the LIFO inventory method was used for this tax year, enter percentage (or amounts) of closing ‘ ‘
inventory computed under LIFO Lo e e e e e e 9
e |f property is produced or acquired for resale, do the rules of section 263A apply to the corpulatlun'? oo O ves M No
f Was there any change in determining quantities, cost, or valuations between openmg and closmg |m.rentory7 IF "Yes,”
attach explanation . . C O ves Mo
Dividends and Speclal Deducnons [see instructions {a) Dividdends (b 5 | 1@ Special decucrions
beginning on page 15) tecelved (2]  {b)
1 Dividends from less-than-20%-owned domestic corporations that are subject to the
70%, deduction (other than debt-financed stock) . . . . . . . . . . . 70
2 Dividends from 20%-or-maore-owned domestic corporations that are subject to the
E0% deduction {other than debt-financed stock) . . . . . 80
3 Dividends on debt-linanced stock of domestic and foreign LUI’pU‘IdL‘UI‘I‘: (bec.llun 245!\} i
4 Dividends on certain preferred stock of less-than-20%-owned public utilities . . . 42
5 Dividends on certain preferred stock of 20%-or-more-owned public utilites ., . 48
6 Dividends from less-than-20%-owned foreign corpaorations and certain F5Cs that are
subject to the 70% deduction . . . . . . . . . . . . . . .. . 70
7 Dividends from 20%-or-more-owned foreign corporations and certain F5Cs that are
subject to the 80%: deduction , . 80
8  Dividends from wholly owned foreign subsuduanes SlejBC[ [0} lhe 100% deduclmn [ser:ucn 2-15[[)]3 100
9 Total. Add lines 1 through B. See page 16 of instructions for limitation |

10 Dividends from domestic corporations received by a small business investment
company cperating under the Small Business Investment Act of 1958 . . . . 100

11 Dividends from certain FSCs that are subject to the 100% deduction (section 24.:&.](1}} 100

12 Dividends from affiliated group members subject to the 100% deduction (section 243(a)(3))
13 Other dividends from foreign corporations not included on lines 3, 6, 7, 8, or 11,

14 Income from controlled foreign corporations under subpart F {attach Formi(s) 5471) .
15  Foreign dividend gross-up (section 78)

16 IC-DISC and former DISC dividends not included on l|nes 1, 2 ar 3 {secuon 246[d]}
17 Other dividends

18  Deduction for dividends paud on certain prelerred stock 01 pubnc uulmes .
19 Total dividends. Add lines 1 through 17. Enter here and on line 4, page 1 . . »

20 Total special deductions. Add lines 9, 10, 11, 12, and 18. Enter here and on line 29b, page 1
m Compensation of Officers (see instructions for line 12, page 1, on page 10 of instructions)
Note: Complete Schedule £ only if total receipts {line 1a plus lines 4 through 10 on page 1) are $500,000 or mare.

(c) Percent af Percent of corporation
{a) Name of officer (b) Social security number | time devoted to stock ganed (f) Amount of compensation

business (d) Common | (e) Prefered
1 ANNE WHO 000-00-0000 100 % 333 % 3 40,000
BAXTER WHEN 111-11-1111 100 %] 333 % Yo 40,000
CAROL WHAT 222-22-2222 100 9| 333 % %, 40,000

% o) o

Yo % %o
2 Total compensation of officers | 120,000

3 (Compensation of officers claimed on ‘xr‘hm‘]ulr A and Dlwwhr'rc an return

4 Subtract line 3 from line 2. Enter the result here and on line 12, page 1 120,000

Figure A.11 (Continued)
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Form 1120 (2003)

Page 3

B CLINERE  Tax Computation (see page 17 of instructions)

Check if the corporation is a member of a controlled group (see sections 1561 and 15683) . . . . » [
Important: Members of a controlled group, see instructions on page 17.
2a If the box on line 1 is checked, enter the corporation’s share of the $50,000, $25,000, and 59,925,000 taxable
income brackets (in that order):
m s [ @2 L% | [ K
b Enter the corporation’s share of: (1) Additional 5% tax (not more than $11,750) $
(2) Additional 3% tax (not more than $100,000) s |
3 Income tax. Check if a qualified personal service corporation under section 448(d){2) (see page 17) . » O 3 5:400
4 Alternative minimum tax (attach Form 486268) . . . . . . . . . . . . . . 0w e e . a
Add lines 3and 4, . . . e e e e e e e e e e e e e e e e e 3 5400
Ga Foreign Lax credit (attach Form 1118} P ...
b Possessions tax credit (attach Form 5735) . . . 6b
¢ Check: (] Nonconventional source fuel credit [ QEV credit [attach Form 8834)
d General business credit. Check box(es) and indicate which forms are attached. %
[ Ferm agon [ Formis) (specify) » ... |8&d
e Credit for prior year minimum tax (attach Form 8827) be
f Qualified zone academy bond credit (attach Form 8860) 6f
7 Total credits. Add lines 6a through 66 . . . . . . . . . . . . . . . . . . . . . 7
8  Subtract line 7 from line 5 . . . | e e e e e e e 8
9 Persenal helding company tax {attach Schs-dule F'H [Form 1120}) P —
10 Other taxes. Check if from: [ Form 4255 ] Form 8611 [ Form 8697
[ Form 8a66 [ other (attach schedule) . . . . . . . 10
Total tax. Add lines 8 through 10. Enter here and on line 31, page 1 . . . . . . . . . . . . | 11 | 5,400
Other Information (see page 19 of instructions)
Yes No

Check method of accounting: Cash
B[] Accrual e [] Other [5peciry] >

7 Ar any time during the tax year, did one foreign person
own, directly or indirectly, at least 25% aof {a) the total
voting power of all classes of stock of the corporation
entitled to vote or (b) the total value of all classes of stock
of the corparation? |

2 See page 21 of the instructions and enler Lhe:
3910

a Business activity code no,
Business activity w ALES

It "Yes," enter: (a) Pcrc,cntagc owned P ________________

Product or service
3 AL the end of the Lax year. dnd the corporation cv\o\rnr
directly or indirectly, 50% or more of the voting stock of
a domestic corporation? (For rules of attribution, see
section 267(c).) .
It "¥es" attach a schedule ﬂhnwmg {a] name and
employer identification number (EIN), (b) percentage
owned, and (c) Laxable income or (loss) before NOL and
special deductions of such corporation for the tax year
ending with or within your tax year.

and (b) Owner's country ® ...
¢ The corporation may have to file Form 5472, Information
Relurn of a 25% Foreign-Owned U.S. Corporation or a
Foreign Corporation Engaged in a LS. Trade or Business.
Enter number of Forms 5472 attached ™ ___________

8  Check this box if the corporation issued publicly offered
debt instruments with original issue discount |, » |:|

If checked, the corporation may have to file Form 8281,
Information Return for Publicly Offered Onginal Issue
Discount Instruments.

9 Enter the amount of tax-exempl interest received or

4 s the corporation a subsidiary in an affiliated group ora
. accrued during the tax year & % ...

parent-subsidiary controlled group?

If "Yes enter name and EIN of the parent

' 0 Enter the number of shareholders at the end of the tax
corporation ™ ... 3

year (if 75 or fewer) ™ & ..

5  Atthe end of the tax year, did any individual, partnership,
corporation, estate, of trust own, directly or indirectly,
50% or more of the corporation’s voting stock? (For rules
of attribution, see section 267(c).) .o
If*¥es," attach a schedule showing name and ndentur-ymg
number. (Do not include any information already entered
in 4 above.} Enter percentage owned ™ ...

6  During this tax year, did the corporation pay dividends (other
than stock dividends and distributions in exchange for stock)
in excess of the corporation’s current and accumulated
earnings and profits? (See sections 301 and 316 .

1 If the corporation has an NOL for the tax year and is
electing to forego the carryback period, check here & [}

If the corporation is filing a consolidated return, the
statement required by Temporary Regulations section
1.1502-21T(B)M3)) or (i) must be attached or the election
will nat be valid.

12 Enter the available NOL carryover from prior tax years
(Do not reduce it by any deduction on line
29a) P S e

13 Are the r‘orpnrar.lon 5 Lmal rermptﬁ [Ilnc 1a plLI% llnr's 4
through 10 on page 1) for the tax year and its otal assets

If "Yes® file Form 5452, Comporate Report of at the end of the tax year less than $250,0007,

MNondividend Distributions,

If this is a consolidated return, answer here for the parent
corporation and on Form 851, Affiliations Schedule, for
each subsidiary.

If “Yes” the corporation is not required to L:uraneLe
Schedules L, M-1, and M-2 on page 4. Instead, enter the
total amount of cash distributions and the book value of
property distributions {other than cash] made dunng the
tax year. » 5.

R

Q\&

Note: If the corporation, at any time during the tax year, had assels or operaled a bus:ne:»s in & J"wergn L,ounLry or U 5. possession, it may be

required to attach Schedule N (Form 1120), Foreign Operations of 1.5, Corporations, to this return. See Schedule N for details.

Farm 1120 (2003

Figure A.11 (Continued)
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Form 1120 {2003)

Page 4

Note: The coipo

[
o ow

" - - - -
s - [T
m“uﬁ”ama?‘pﬂ - t

ration is not required to complete Schedules L, M-1, and M-2 if Question 13 on Schedule K is answered " Yes.”

Balance Sheets per Books |

Beginning of tax year End of Lax year

Assets
Cash .
Trade notes and accounts receivable |
Less allowance for bad debts .
Inventories,
LS. government obhgancns .
Tax-exempt securities (see instructions) .
Other current assels (altach schedule)
Loans to shareholders
Mortgage and real estate loans
Other investments (attach schedule) |
Buildings and other depreciable assets
Less accumulated depreciation
Depletable assets
Less accumulated l:lepletlon
Land (net of any amaortization) .
Intangible assets (amortizable only)
Less accumulated amortization
Other assels (attach schedule)
Total assets

|
(a) (c) (d)

7 W 28,000

_ . 50,000

7 —/ 120,000
]
]
]
]
]
_

10,000 {77 7

[ } r-mn 8,000

N

7%

]

\._.

206,000

16
17
18
19
20
21
22

23
24
25
26
2'}

Schedule M-1

1

2
3
4

6

Schedule M-2

Wk -

Liabilities and Shareholders’ Equny
Accounts payable
Mortgages, notes, bonds payable in less lhan'l y&ar
Qther current liabilities (attach schedule) |
Loans from shareholders
Martgages, nates, bonds payable in 1 year ar mare
Other liabilities (attach schedule)
Capital stock:  a Preferred stock

b Common stock
Additional paid-in capital .
Retained eamnings- Appropriated (attach sc,heduan
Retained earnings- Unappropriated |
Adjustments to shareholders' equity (attach schedule)
Less cost of treasury stock . -
Total liabilities and shareholders’ equity .

7
55,000

40,000

7 7
75,000 75,000

30,600
)
206,000

Reconciliation of Incﬁme [Loss) per Bonks With Income per Return (see page 20 of instructions)

Met income (loss) per books

Federal income tax per books | .
Excess of capital losses over capital gains .
Income subject to tax not recorded on books
this year (itemize): ...

Expenses recorded on books this year not
deducted on this retum (itemize):

Depreciation . . . . % ...
Charitable contributions

Add lines 1 through 5

30,600] 5
5,400

Income recorded on books this year not
included on this return (itemize):

Tax-exempt interest $

8 Deductions on this return not charged

against book income this year (itemize):
a Depreciation . . . . 5............
b Charitable contributions  $.._.___.....

7

Balance at beginning of year
Met income (loss) per books
Other increases (itemize):

Add lines 1, 2, and 3

Travel and entertainment $_________________
______________________________________________ 9 Add lines 7 and 8 .
. 36,000 |10  Income (line 28, page 1) line G Ieab 1|ne 9 36,000
Analysns of Unappropnaled Retained Earnings per Books (Line 25, Schedule L)
5 Distributions:  a Cash,
b Stock
___________________ c Property .
6 Other decreases (itemize): ____________.
7 Add lines 5 and 6 .
30,600| 8 Balance at end of year (line 4 Ipf,s Ilne '.-‘] 30,600

Figure A.11

(Continued)
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Useful Forms

Form 1120 page 5
CLEAN CAT PROCESSORS, INC.

Employer Identification Number 55-5555555
Form 1120, year ended 12/31/2003

Line 26, Other deductions

Professional services $ 3,250
Office expense 2,500
Supplies 1,000
Insurance 5,000
Telephone 5,000
Payroll tax, regular employees 4,250
Payroll tax, stockholder/employees —12;060
Utilities — 1,500

$34,500
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Specific Instructions
Subchapter T Cooperative

To ensure that Form 1120 or Form 1120-A
is timely and properly processed, a
corporation that is a cooperative shouid
write “SUBCHAPTER T COOPERATIVE” at
the top of page 1 of the form.

Period Covered

File the 2003 return for calendar year 2003
and fiscal years that begin in 2003 and end
in 2004. For a fiscal year return, fill in the tax
year space at the top of the form.

Note: The 2003 Form 1120 may also be
used if:

e The corporation has a tax year of less
than 12 months that begins and ends in
2004 and

e The 2004 Form 1120 is not avaflable at
the time the corporation is required to file its
return.

The corporation must show its 2004 tax
year on the 2003 Form 1120 and take into
account any tax law changes that are
effective for tax years beginning after
December 31, 2003.

Instructions for Forms 1120 and 1120-A

Figure A.12

Name

Use the preprinted label on the tax package
information form (Form 8160-A) or the Form
1120 package that was mailed to the
corporation. Cross out any errors and print
the carrect information on the label. If the
corporation did not receive a label, print or
type the corporation’s true name (as set
forth in the charter or other legal document
creating it), address, and EIN on the
appropriate lines.

Address

Include the suite, room, or other unit numbei
after the street address. If a preaddressed
label is used, include this information on the
label. If the Post Office does not deliver mail
to the street address and the corporation
has a P.O. box, show the box number
instead.

Item A

Consolidated Return
(Form 1120 Only)

Corporations filing a consoiidated return
must attach Form 851 and other supporting
statements to the return. For details, see

.7-

Instructions for Form 1120
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Other Forms and Statements That May
Be Required on page 3, and Statements
on page 5.

Personal Holding Company
(Form 1120 Only)

A personal holding company must attach to
Form 1120 a Schedule PH (Form 1120),
U.S. Personal Holding Company (PHC) Tax.
See the instructions for that form for details.

Personal Service Corporation

A personal service corporation is a
corporation whose principal activity (defined
on page 8) for the testing period for the tax
year is the performance of personal
services. The services must be substantially
performed by employee-owners.
Employee-owners must own more than 10%
of the fair market value of the corporation’s
outstanding stock on the last day of the
testing period.

Testing period. Generally, the testing
period for a tax year is the prior tax year.
The testing period for a new corparation
starts with the first day of its first fax year
and ends on the earlier of:

e The last day of its first tax year or



® The last day of the calendar year in which
the first tax year began.

Principal activity, The principal activity of a
corporation is considered to be the
performance of personal services if, during
the testing period, the corporation’s
compensation costs for the performance of
personal services (defined below) are more
than 50% of its total compensation costs.

Performance of personal services. The
term “performance of personal services”
includes any activity involving the
performance of personal services in the field
of: health, law, engineering, architecture,
accounting, actuarial science, performing
arts, or consulting (as defined in Temporary
Regulations section 1.448-1T(e)).
Substantial performance by
employee-owners. Personal services are
substantially performed by
employee-owners if, for the testing period,
more than 20% of the corporation’s
compensation costs for the performance of
personal services are for services performed
by employee-owners.

Employee-owner. A person is considered
to be an employee-owner if the person:

e |s an employee of the corporation on any
day of the testing period and

# Owns any outstanding stock of the
corporation on any day of the testing period.
Stock ownership is determined under the
attribution rules of section 318, except that
“any” is substituted for “50% or more in
value” in section 318(a}(2)(C).

Accounting period. A personal service
corporation must use a calendar tax year
unless:

e |t elects to use a 52-53-week tax year that
ends with reference to the calendar year or
tax year elected under section 444;

® it can estabiish a business purpose for a
different tax year and obtains the approval
of the RS (see Form 1128 and Pub. 538);
or

» |t elects under section 444 to have a tax
year other than a calendar year. To make
the election, use Form 8716, Election To
Have a Tax Year Other Than a Required
Tax Year.

If a corporation makes the section 444
election, its deduction for certain amounts
paid to employee-owners may be limited.
See Schedule H (Form 1120), Section
280H Limitations for a Personal Service
Corporation (PSC), to figure the maximum
deduction.

If a section 444 election is terminated
and the termination results in a short tax
year, type or print at the top of the first page
of Form 1120 or 1120-A for the short tax
year “SECTION 444 ELECTION
TERMINATED.” See Temporary
Regulations section 1.444-1T(a)(5) for more
information.

Personal service corporations that want
to change their tax year must file Form 1128
to get IRS consent. For more information
about personal service corporations, see
Regulations section 1.441-3. For rules and
procedures on adopting, changing, or
retaining an accounting period for a
personal service corporation, see Form
1128 and Pub. 538.
Other rules. For other rules that apply to
personal service corporations, see Passive
activity limitations on page 10 and

Figure A.12 (Continued)

Contributions of property other than
cash on page 11.

item B
Employer Identification
Number (EIN)

Enter the corporation’s EIN. If the
corporation does not have an EIN, it must
apply for one. An EIN may be applied for:
¢ Online—Click on the EIN link at
www.irs.gov/businesses/small. The EIN is
issued immediately once the application
information is validated.

o By telephone at 1-800-829-4933 from
7:30 a.m. to 5:30 p.m. in the corporation’s
local time zone.

® By mailing or faxing Form §S-4,
Application for Employer Identification
Number.

If the corporation has not received its
EIN by the time the return is due, write
“Applied for” in the space for the EIN. For
more details, see Pub. 583.

Note: The online application process is not
yet available for corporations with addresses
in foreign countries or Puerto Rico.

Item D
Total Assets

Enter the corporation’s total assets (as
determined by the accounting method
regularly used in keeping the corporation’s
books and records) at the end of the tax
year. If there are no assets at the end of the
fax year, enter -O-.

ltem E

Initial Return, Final Return,
Name Change, or Address
Change

® | this is the corporation’s first return,
check the “Initial return” box.

o |f the corporation ceases to exist, file
Form 1120 and check the “Final return” box.
Do not file Form 1120-A.

» [f the corporation changed its name since
it last filed a return, check the box for “Name
change.” Generally, a corporation also must
have amended its articles of incorporation
and filed the amendment with the state in
which it was incorporated.

e |f the corporation has changed its address
since it last filed a return, check the box for
“Address change.”

Note: /f a change in address occurs after
the return is filed, use Form 8822, Change
of Address, to notify the IRS of the new
address.

Income

Except as otherwise provided in the internal
Revenue Code, gross income includes all
income from whatever source derived.
Gross income, however, does not include
extraterritorial income that is qualifying
foreign trade income. Use Form 8873,
Extraterritorial Income Exclusion, to figure
the exclusion. Include the exclusion in the
total for “Other deductions” on line 26, Form
1120 (line 22, Form 1120-A).
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Line 1

Gross Receipts

Enter gross receipts or sales from all
business operations except those that must
be reported on lines 4 through 10. In
general, advance payments are reported in
the year of receipt. To report income from
long-term contracts, see section 460. For
special rules for reporting certain advance
payments for goods and long-term
contracts, see Regulations section 1.451-5.
For permissible methods for reporting
advance payments for services by an
accrual method corporation, see Rev. Proc.
71-21, 1971-2 C.B. 549.

Instaliment sales. Generally, the
installment method cannot be used for
dealer dispositions of property. A “dealer
disposition” is: (a) any disposition of
personal property by a person who regularly
sells or otherwise disposes of personal
property of the same type on the installment
plan or (b) any disposition of real property
held for sale to customers in the ordinary
course of the taxpayer’s trade or business.

These restrictions on using the
installment method do not apply to
dispositions of property used or produced in
a farming business or sales of timeshares
and residential lots for which the corporation
elects to pay interest under section
453(1)(3).

For sales of timeshdres and residential
lots reported under the installment method,
the corporation's income tax is increased by
the interest payable under section 453(1)(3).
To report this addition to the tax, see the
instructions for line 10, Schedule J, Form
1120,

Enter on line 1 (and carry to line 3), the
gross profit on collections from instaliment
sales for any of the following:

* Dealer dispositions of property before
March 1, 1986.

e Dispositions of property used or produced
in the trade or business of farming.

® Certain dispositions of timeshares and
residential lots reported under the
instaliment method.

Attach a schedule showing the following
information for the current and the 3
preceding years: (a) gross sales, (b) cost of
goods sold, (¢) gross profits, (d) percentage
of gross profits to gross sales, (e) amount
collected, and (f) gross profit on the amount
collected.

Nonaccrual experience method.
Corporations that qualify to use the
nonaccrual experience method (described
on page 6) should attach a schedule
showing total gross receipts, the amount not
accrued as a result of the application of
section 448(d)(5), and the net amount
accrued. Enter the net amount on line 1a.

Line 2

Cost of Goods Sold

Enter the cost of goods sold on line 2, page
1. Before making this entry, a Form 1120
filer must complete Schedule A on page 2 of
Form 1120. See the Schedule A instructions
on page 14. Form 1120-A filers may use the
worksheet on page 14 to figure the amount
to enter on line 2.

Instructions for Forms 1120 and 1120-A



Line 4

Dividends

Form 1120 filers. See the instructions for
Schedule C on page 15. Then, complete
Schedule C and enter on line 4 the amount
from Schedule C, line 19.

Form 1120-A filers. Enter the fotal
dividends received (that are not from
debt-financed stock) from domestic
corporations that qualify for the 70%
dividends-received deduction.

Line 5

Interest

Enter taxable interest on U.S. obligations
and on loans, notes, mortgages, bonds,
bank deposits, corporate bonds, tax refunds,
etc. Do not offset interest expense against
interest income. Special rules apply to
interest income from certain
below-market-rate loans. See section 7872
for more information.

Line 6

Gross Rents

Enter the gross amount received for the
rental of property. Deduct expenses such as
repairs, interest, taxes, and depreciation on
the proper lines for deductions. A rental
activity held by a closely held corporation or
a personal service corporation may be
subject to the passive activity loss rules.
See Form 8810 and its instructions.

Line 8

Capital Gain Net Income

Every sale or exchange of a capital asset
must be reported in detail on Schedule D
(Form 1120), Capital Gains and Losses,
even if there is no gain or loss.

Line 9

Net Gain or (Loss)

Enter the net gain or (loss) from line 18, Part
Il, Form 4797, Sales of Business Property.

Line 10

Other Income

Enter any other taxable income not reported
on lines 1 through 9. List the type and
amount of income on an attached schedule.
If the corporation has only one item of other
income, describe it in parentheses on line
10. Examples of other income to report on
line 10 are:

» Recoveries of bad debts deducted in prior
years under the specific charge-off method.
* The amount of credit for alcohol used as
fuel {determined without regard to the
limitation based on tax) entered on Form
6478, Credit for Alcohol Used as Fuel.

* Refunds of taxes deducted in prior years
1o the extent they reduced income subject to
tax in the year deducted (see section 111).
Do not offset current year taxes against tax
refunds.

* The amount of any deduction previously
taken under section 179A that is subject to
recapture. The corporation must recapture
the benefit of any allowable deduction for
clean-fuel vehicle property (or clean-fuel

Instructions for Forms 1120 and 1120-A
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vehicle refueling property) if the property
later ceases to gualify. See Regulations
section 1.179A-1 for details.

* Ordinary income from trade or business
activities of a partnership (from Schedule
K-1 (Form 1065 or 1065-B)). Do not offset
ordinary losses against ordinary income.
Instead, include the losses on line 26, Form
1120 (line 22, Form 1120-A). Show the
partnership’s name, address, and EIN on a
separate statement attached to this return. if
the amount entered is from more than one
partnership, identify the amount from each
partnership.

e Any LIFO recapture amount under
section 1363(d). The corporation may have
to inciude a LIFO recapture amount in
income if it:

1. Used the LIFO inventory method for its
last tax year before the first tax year for
which it elected to become an S corporation
or

2. Transferred LIFO inventory assets to
an S corporation in a nonrecognition
transaction in which those assets were
transferred basis property.

The LIFO recapture amount is the
amount by which the C corporation’s
inventory under the FIFO method exceeds
the inventory amount under the LIFO
method at the close of the corporation’s last
tax year as a C corporation (or for the year
of the transfer, if 2 above applies). For more
information, see Regulations section
1.1363-2 and Rev. Proc. 94-61, 1994-2 C.B.
775. Also see the instructions for Schedule
J, line 11,

Deductions

Limitations on Deductions

Section 263A uniform capitalization
ruies. The uniform capitalization rules of
section 263A require corporations to
capitalize, or include in inventory, certain
costs incurred in connection with:

® The production of real property and
tangible personal property held in inventory
or held for sale in the ordinary course of
business.

* Real property or personal property
(tangible and intangible) acquired for resale.
* The production of real property and
tangible personal property by a corporation
for use in its trade or business or in an
activity engaged in for profit.

Tangible personal property produced
by a corporation includes a film, sound
recording, videotape, book, or similar
property.

Corporations subject to the section 263A
uniform capitalization rules are required to
capitalize:

1. Direct costs and

2. An allocable part of most indirect
costs (including taxes) that (a) benefit the
assets produced or acquired for resale or
(b) are incurred by reason of the
performance of production or resale
activities.

For inventory, some of the indirect
expenses that must be capitalized are:
e Administration expenses.

e Taxes.
* Depreciation.
® Insurance.
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* Compensation paid to officers attributable
to services.

* Rework labor.

* Contributions to pension, stock bonus,
and certain profit-sharing, annuity, or
deferred compensation plans.

Regulations section 1.263A-1(e)(3)
specifies other indirect costs that relate to
production or resale activities that must be
capitalized and those that may be currently
deductible.

Interest expense paid or incurred during
the production period of designated property
must be capitalized and is governed by
special rules. For more details, see
Regulations sections 1.263A-8 through
1.263A-15.

The costs required to be capitalized
under section 263A are not deductible untit
the property (to which the costs relate) is
sold, used, or otherwise disposed of by the
corporation.

Exceptions. Section 263A does not apply
to:

® Personal property acquired for resale if
the corporation’s average annual gross
receipts for the 3 prior tax years were $10
million or less.

* Timber.

® Most property produced under a
long-term contract.

* Certain property produced in a farming
business.

* Research and experimental costs under
section 174,

* Intangible drilling costs for oil, gas, and
geothermal property.

* Mining exploration and development
costs.

* Inventoriable items accounted for in the
same manner as materiais and supplies that
are not incidental. See Cost of Goods Sold
on page 14 for details.

For more details on the uniform
capitalization rules, see Regulations
sections 1.263A-1 through 1.263A-3. See
Regulations section 1.263A-4 for rules for
property produced in a farming business.

Transactions between related taxpayers.
Generally, an accrual basis taxpayer may
only deduct business expenses and interest
owed to a related party in the year the
payment is included in the income of the
related party. See sections 163(e)(3),163(j),
and 267 for limitations on deductions for
unpaid interest and expenses.

Section 291 limitations. Corporations may
be required to adjust deductions for
depletion of iron ore and coal, intangible
drilling and exploration and development
costs, certain deductions for financial
institutions, and the amortizable basis of
poliution control facilities. See section 291 to
determine the amount of the adjustment.
Also see section 43.

Golden parachute payments. A portion of
the payments made by a corparation to key
personnel that exceeds their usual
compensation may not be deductible. This
occurs when the corporation has an
agreement (golden parachute) with these
key employees to pay them these excess
amounts if control of the corporation
changes. See section 280G.

Business startup expenses. Business
startup expenses must be capitalized unless
an election is made to amortize them over a



period of 60 months, See section 195 and
Regulations section 1.195-1.

Passive activity limitations. Limitations on
passive activity losses and credits under
section 469 apply to personal service
corporations (see Personal Service
Corporation on page 7) and closely held
corporations (see below).

Generally, the two kinds of passive
activities are:

* Trade or business activities in which the
corporation did not materially participate for
the tax year and

e Rental activities, regardiess of its
participation.

For exceptions, see Form 8810.

An activity is a trade or business activity if it
is not a rental activity and:

e The activity involves the conduct of a
trade or business (i.e., deductions from the
activity would be allowable under section
162 if other limitations, such as the passive
loss rules, did not apply) or

* The activity involves research and
experimental costs that are deductible under
section 174 (or would be deductible if the
corporation chose to deduct rather than
capitalize them).

Corporations subject to the passive
activity limitations must complete Form 8810
to compute their ailowable passive activity
loss and credit. Before completing Form
8810, see Temporary Regulations section
1.163-8T, which provides rules for allocating
interest expense among activities. If a
passive activity is also subject to the
eamings stripping rules of section 163(j) or
the at-risk rules of section 465, those rules
apply before the passive loss rules. For
more information, see section 469, the
related regulations, and Pub. 925, Passive
Activity and At-Risk Rules.

Closely held corporations. A
corporation is a closely held corporation if:
e At any time during the last half of the tax
year more than 50% in value of its
outstanding stock is owned, directly or
indirectly, by or for not more than five
individuals and
* The corporation is not a personal service
corporation,

Certain organizations are treated as
individuals for purposes of this test. See
section 542(a)(2). For rules for determining
stock ownership, see section 544 (as
modified by section 465(a)(3)).

Reducing certain expenses for which
credits are allowable, For each credit
listed below, the corporation must reduce
the otherwise allowable deductions for
expenses used to figure the credit by the
amount of the current year credit.

* Work opportunity credit.

¢ Research credit.

* Enhanced oil recovery credit.

» Disabled access credit.

* Empowerment zone and renewal
community employment credit.

* Indian employment credit.

e Employer credit for social security and
Medicare taxes paid on certain employee
tips.

e Orphan drug credit.

* Welfare-to-work credit.

o New York Liberty Zone business
employee credit.

If the corporation has any of these
credits, figure each current year credit

Figure A.12 (Continued)

before figuring the deduction for expenses
on which the credit is based.

Line 12

Compensation of Officers

Enter deductible officers’ compensation on
line 12. Form 1120 filers must complete
Schedule E if their total receipts (line 1a,
plus lines 4 through 10) are $500,000 or
more. Do not include compensation
deductible elsewhere on the return, such as
amounts included in cost of goods sold,
elective contributions to a section 401(k)
cash or deferred arrangement, or amounts
contributed under a salary reduction SEP
agreement or a SIMPLE IRA plan.

Include only the deductible part of each
officer's compensation on Schedule E. See
Disallowance of deduction for employee
compensation in excess of $1 million
below. Complete Schedule E, line 1,
columns (a) through (f), for all officers. The
corporation determines who is an officer
under the laws of the state where itis
incorporated.

If a consolidated retumn is filed, each
member of an affiliated group must furnish
this information.

Disallowance of deduction for employee
compensation in excess of $1 million.
Publicly held corporations may not deduct
compensation to a “covered employee” to
the extent that the compensation exceeds
$1 million. Generally, a covered employee
is:
® The chief executive officer of the
corporation (or an individual acting in that
capacity) as of the end of the tax year or
* An employee whose total compensation
must be reported to shareholders under the
Securities Exchange Act of 1934 because
the employee is among the four highest
compensated officers for that tax year (other
than the chief executive officer).

For this purpose, compensation does not
include the fallowing:
® Income from certain employee trusts,
annuity plans, or pensions and
* Any benefit paid to an employee that is
excluded from the employee’s income.

The deduction limit does not apply to:
¢ Commissions based on individual
performance,
® Qualified performance-based
compensation, and
* Income payable under a written, binding
contract in effect on February 17, 1993,

The $1-million limit is reduced by
amounts disallowed as excess parachute
payments under section 280G.

For details, see section 162(m) and
Regulations section 1.162-27.

Line 13

Salaries and Wages

Enter the amount of salaries and wages
paid for the tax year, reduced by the current
year credits claimed on:

* Form 5884, Work Opportunity Credit,

* Form 8844, Empowerment Zone and
Renewal Community Employment Credit,
* Form 8845, Indian Employment Credit,
* Form 8861, Welfare-to-Work Credit, and
* Form 8884, New York Liberty Zone
Business Employee Credit.
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See the instructions for these forms for
more information. Do not include salaries
and wages deductible elsewhere on the
return, such as amounts included in cost of
goods sold, elective contributions to a
section 401(k) cash or deferred
arrangement, or amounts contributed under
a salary reduction SEP agreement or a
SIMPLE IRA plan.

If the corporation provided taxable
A fringe benefits to its employees, such
) as personal use of a car, do not
deduct as wages the amount allocated for
depreciation and other expenses claimed on
lines 20 and 26, Form 1120 (lines 20 and
22, Form 1120-A).

Line 14

Repairs and Maintenance

Enter the cost of incidental repairs and
maintenance not claimed elsewhere on the
return, such as labor and supplies, that do
not add to the value of the property or
appreciably prolong its life. New buildings,
machinery, or permanent improvements that
increase the value of the property are not
deductible. They must be depreciated or
amortized.

Line 15

Bad Debts

Enter the total debts that became worthless
in whole or in part during the tax year. A
small bank or thrift institution using the
reserve method of section 585 should attach
a schedule showing how it figured the
current year's provision. A cash basis
taxpayer may not claim a bad debt
deduction unless the amount was previously
inciuded in income.

Line 16

Rents

If the corporation rented or leased a vehicle,
enter the fotal annual rent or lease expense
paid or incurred during the year. Also
complete Part V of Form 4562, Depreciation
and Amortization. If the corporation leased a
vehicle for a term of 30 days or more, the
deduction for vehicle lease expense may
have to be reduced by an amount called the
inclusion amount. The corporation may
have an inclusion amount if:

And the
vehicle’s FMV
on the first day

of the lease
The lease term began: exceeded:
After 12/31/02 and before 1/1/04 . .. $18,000
After 12/31/98 but before 1/1/03 . . . . $15,500
After 12/31/96 but before 1/1/99.. . . . $15,800
After 12/31/94 but before 1/1/97 . . .. $15,500
After 12/31/93 but before 1/1/95 . . . . $14,600

if the lease term began before January 1, 1994, see
Pub. 463, Travel, Entertainment, Gift, and Car
Expenses, to find out if the corporation has an
inclusion amount. The inclusion amount for lease
terms beginning in 2004 will be published in the
Internal Revenue Bulletin in early 2004.

See Pub, 463 for instructions on figuring
the inclusion amount.

Instructions for Forms 1120 and 1120-A



Line 17

Taxes and Licenses
Enter taxes paid or accrued during the tax
year, but do not include the following.
e Federal income taxes.
* Foreign or U.S. possession income taxes
if a tax credit is claimed (however, see the
Instructions for Form 5735 for special rules
for possession income taxes).
« Taxes not imposed on the corporation.
* Taxes, inciuding state or local sales
taxes, that are paid or incurred in connection
with an acquisition or disposition of property
(these taxes must be treated as a part of the
cost of the acquired property or, in the case
of a disposition, as a reduction in the
amount realized on the disposition).
e Taxes assessed against local benefits
that increase the value of the property
assessed (such as for paving, etc.).
* Taxes deducted elsewhere on the return,
such as those reflected in cost of goods
sold.

See section 164(d) for apportionment of
taxes on real property between seller and
purchaser.

Line 18

Interest

Note: The deduction for interest is limited
when the corporation is a policyholder or
beneficiary with respect to a life insurance,
endowment, or annuity confract issued after
June 8, 1997. For details, see section
264(f). Attach a statement showing the
computation of the deduction.

The corporation must make an interest
allocation if the proceeds of a loan were
used for more than one purpose (e.g., to
purchase a portfolio investment and to
acquire an interest in a passive activity).
See Temporary Regulations section
1.163-8T for the interest allocation rules.

Mutual savings banks, building and foan
associations, and cooperative banks can
deduct the amounts paid or credited to the
accounts of depositors as dividends,
interest, or earnings. See section 591.

Do not deduct the following interest.
® |nterest on indebtedness incurred or
continued to purchase or carry obligations if
the interest is wholly exempt from income
tax. For exceptions, see section 265(b).
» For cash basis taxpayers, prepaid interest
allocable to years following the current tax
year (e.g., a cash basis calendar year
taxpayer who in 2003 prepaid interest
allocable to any period after 2003 can
deduct only the amount allocable to 2003).
e Interest and carrying charges on
straddles. Generally, these amounts must
be capitalized. See section 263(g).
® Interest on debt allocable to the
production of designated property by a
corporation for its own use or for sale. The
corporation must capitalize this interest.
Also capitalize any interest on debt allocable
to an asset used to produce the property.
See section 263A(f) and Regulations
sections 1.263A-8 through 1.263A-15 for
definitions and more information.

Special rules apply to:
e interest on which no tax is imposed (see
section 163(j)).

Instructions for Forms 1120 and 1120-A
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* Foregone interest on certain
below-market-rate loans (see section 7872).
¢ QOriginal issue discount on certain
high-yield discount obligations. (See section
163(e) to figure the disqualified portion.)

Line 19

Charitabie Contributions

Enter contributions or gifts actually paid
within the tax year to or for the use of
charitable and governmental organizations
described in section 170(c) and any unused
contributions carried over from prior years,

Corporations reporting taxable income on
the accrual method may elect to treat as
paid during the tax year any contributions
paid by the 15th day of the 3rd month after
the end of the tax year if the contributions
were authorized by the board of directors
during the tax year. Attach a declaration to
the return stating that the resolution
authorizing the contributions was adopted
by the board of directors during the tax year.
The declaration must include the date the
resolution was adopted.

Limitation on deduction. The total amount
claimed may not be more than 10% of
taxable income (line 30, Form 1120, or line
26, Form 1120-A) computed without regard
to the following:

* Any deduction for contributions,

» The special deductions on line 29b, Form
1120 (line 25b, Form 1120-A),

* The deduction allowed under section 249,
* Any net operating loss (NOL) carryback to
the tax year under section 172, and

* Any capital loss carryback to the tax year
under section 1212(a)(1).

Carryover. Charitable contributions over
the 10% limitation may not be deducted for
the tax year but may be carried over to the
next 5 tax years.

Special rules apply if the corporation has
an NOL carryover to the tax year. In figuring
the charitable contributions deduction for the
tax year, the 10% limit is applied using the
taxable income after taking into account any
deduction for the NOL.

To figure the amount of any remaining
NOL carryover to later years, taxable
income must be modified (see section
172(b)). To the extent that contributions are
used to reduce taxable income for this
purpose and increase an NOL carryover, a
contributions carryover is not allowed. See
section 170(d)(2)(B).

Substantiation requirements. Generally,
no deduction is allowed for any contribution
of $250 or more unless the corporation gets
a written acknowledgment from the donee
organization that shows the amount of cash
contributed, describes any property
contributed, and, either gives a description
and a good faith estimate of the value of any
goods or services provided in return for the
contribution or states that no goods or
services were provided in return for the
contribution. The acknowledgment must be
obtained by the due date (including
extensions) of the corporation’s return, or, if
earlier, the date the return is filed. Do not
attach the acknowledgment to the tax return,
but keep it with the corporation’s records.
These rules apply in addition to the filing
requirements for Form 8283, Noncash
Charitable Contributions, described below.
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For more information on substantiation
and recordkeeping requirements, see the
regulations under section 170 and Pub. 526,
Charitable Contributions.

Contributions to organizations
conducting lobbying activities.
Contributions made to an organization that
conducts lobbying activities are not
deductible if:

e The lobbying activities relate to matlers of
direct financial interest to the donor’s trade
or business and

® The principal purpose of the contribution
was to avoid Federal income tax by
obtaining a deduction for activities that
would have been nondeductible under the
lobbying expense rules if conducted directly
by the donor,

Contributions of property other than
cash. If a corporation (other than a closely
held or personal service corporation)
contributes property other than cash and
claims over a $500 deduction for the
property, it must attach a schedule to the
return describing the kind of property
contributed and the method used to
determine its fair market value (FMV).
Closely held corporations and personal
service corporations must complete Form
8283 and attach it to their returns. All other
corporations generally must complete and
attach Form 8283 to their returns for
contributions of property {other than money)
if the total claimed deduction for all property
contributed was more than $5,000.

if the corporation made a “qualified
conservation contribution” under section
170(h), also include the FMV of the
underlying property before and after the
donation, as well as the type of legal interest
contributed, and describe the conservation
purpose benefited by the donation. if a
contribution carryover is included, show the
amount and how it was dstermined.

Reduced deduction for contributions
of certain property. For a charitable
contribution of property, the corporation
must redtice the contribution by the sum of:
® The ordinary income and short-term
capital gain that would have resulted if the
property were sold at its FMV and
e For certain contributions, the long-term
capital gain that would have resulted if the
property were sold at its FMV.

The reduction for the long-term capital
gain applies to:

* Contributions of tangible personal
property for use by an exempt organization
for a purpose or function unrelated to the
basis for its exemption and

* Contributions of any property to or for the
use of certain private foundations except for
stock for which market quotations are
readily available (section 170(e}(5)).

Larger deduction. A larger deduction is
allowed for certain contributions of:
* Inventory and other property to certain
organizations for use in the care of the ill,
needy, or infants (see section 170(e}(3) and
Regulations section 1.170A-4A),
» Scientific equipment used for research to
institutions of higher learning or to certain
scientific research organizations (other than
by personal holding companies and service
organizations) (see section 170(e}(4)); and
* Computer technology and equipment for
educational purposes.



Contributi of J gy
and equipment for educational purposes.
A corporation may take an increased
deduction under section 170(e}(6) for
qualified contributions of computer
technology or equipment for educational
purposes. Computer technology or
equipment means computer software,
computer or peripheral equipment, and fiber
optic cable related to computer use. A
contribution is a qualified contribution if:

* [1is made to an eligible donee (see
below);

e Substantially all of the donee property’s
use is:

1. Related to the purpose or function of
the donee,

2. For use within the United States, and

3. For educational purposes.

* The contribution is made not later than 3
years after the date the taxpayer acquired or
substantially completed the construction of
the property;

® The original use of the property is by the
donor or the donee;

® The property is not transferred by the
donee for money, services, or other
property, except for shipping, transfer, and
installation costs;

¢ The property fits productively into the
donee’s education plan; and

* The property meets standards, if any, that
may be prescribed by future regulations, to
assure it meets minimum functionality and
suitability for educational purposes.

Eligible donee. The term “eligible
donee” means:
* An educational organization that normally
maintains a regular facuity and curriculum
and has a regularly enrolled body of pupils
in attendance at the place where its
educationat activities are regularly
conducted,
* A section 501{c)(3) entity organized
primarily for purposes of supporting
elementary and secondary education, or
® A public library (as described in section

170(e)(6}B)()IIN).

Exceptions. The following exceptions
apply to the above rules for computer
technology and equipment:

» Contributions to private foundations may
qualify if the foundation contributes the
property to an eligible donee within 30 days
after the contribution and notifies the donor
of the contribution. For more details, see
section 170(e)(6){C).

® For contributions of property reacquired
by the manufacturer of the property, the
3-year period begins on the date that the
original construction of the property was
substantially completed. Also, the original
use of the property may be by someone
other than the donor or the donee.

Line 20

Depreciation

Besides depreciation, inciude on line 20 the
part of the cost that the corporation elected
to expense under section 179 for certain
tangibte property placed in service during
tax year 2003 or carried over from 2002.
See Form 4562 and its instructions.
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Line 22 (Form 1120 Only)

Depletion

See sections 613 and 613A for percentage
depletion rates applicable to natural
deposits. Also, see section 291 for the
limitation on the depletion deduction for iron
ore and coal {including fignite).

Attach Form T (Timber), Forest
Activities Schedule, if a deduction for
depletion of timber is taken.

Foreign intangible drilling costs and
foreign exploration and development costs
must either be added to the corporation’s
basis for cost depletion purposes or be
deducted ratably over a 10-year period. See
sections 263(i), 616, and 617 for details.

Line 24 (Form 1120 Only)

Pension, Profit-Sharing, etc., Plans
Enter the deduction for contributions to
qualified pension, profit-sharing, or other
funded deferred compensation plans.
Employers who maintain such a plan
generally must file one of the forms listed
below, even if the plan is not a qualified plan
under the Internal Revenue Code. The filing
requirement applies even if the corporation
does not claim a deduction for the current
tax year. There are penalties for failure to
file these forms on time and for overstating
the pension plan deduction. See sections
6652(e) and 6662(f).

Form 5500, Annual Return/Report of
Employee Benefit Plan. File this form for a
plan that is not a one-participant plan (see
below).

Form 5500-E2Z, Annual Return of
One-Participant (Owners and Their
Spouses) Retirement Plan. File this form for
a plan that only covers the owner (or the
owner and his or her spouse) but only if the
owner (or the owner and his or her spouse)
owns the entire business.

Line 25 (Form 1120 Only)

Employee Benefit Programs

Enter contributions to employee benefit
programs not claimed elsewhere on the
return (e.g., insurance, health and welfare
programs, etc.) that are not an incidental
part of a pension, profit-sharing, etc., plan
included on line 24.

Line 26, Form 1120
(Line 22, Form 1120-A)

Other Deductions

Attach a schedule, listing by type and
amount, all allowable deductions that are
not deductible elsewhere on Form 1120 or
Form 1120-A. Form 1120-A filers should
include amounts described in the
instructions above for lines 22, 24, and 25 of
Form 1120, Enter the total of other
deductions on fine 26, Form 1120 (line 22,
Form 1120-A).

Examples of other deductions include;
* Amortization of pollution control facilities,
organization expenses, etc. (see Form

® Insurance premiums.
» Legal and professional fees.
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» Supplies used and consumed in the
business.

* Utilities.

* Ordinary losses from trade or business
activities of a partnership (from Schedule
K-1 (Form 1065 or 1065-B)). Do not offset
ordinary income against ordinary losses,
Instead, include the income on line 10.
Show the partnership’s name, address, and
EIN on a separate statement attached to
this return, If the amount is from more than
one partnership, identify the amount from
each partnership.

o Extraterritorial income exclusion (from
Form 8873, line 52).

* Dividends paid in cash on stock held by
an employee stock ownership plan.
However, a deduction may only be taken if,
according to the plan, the dividends are:

1. Paid in cash directly to the plan
participants or beneficiaries;

2. Paid to the pian, which distributes
them in cash to the plan participants or their
beneficiaries no later than 90 days after the
end of the pian year in which the dividends
are paid;

3. At the election of such participants or
their beneficiaries (a) payable as provided
under 1 or 2 above or (b) paid to the plan
and reinvested in qualifying employer
securities; or

4. Used to make payments on a loan
described in section 404(a)(9).

See section 404(k) for more details and the
limitation on certain dividends.

Also see Special rules below for limits
on certain other deductions.

Do not deduct:
o Fines or penalties paid to a government
for violating any law.
* Any amount that is allocable to a class of
exempt income. See section 265(b) for
exceptions.

Special rules apply to the following
expenses:

Travel, meals, and entertainment.
Subject to limitations and restrictions
discussed below, a corporation can deduct
ordinary and necessary travel, meals, and
entertainment expenses paid or incurred in
its trade or business. Also, special rules
apply to deductions for gifts, skybox rentals,
luxury water travel, convention expenses,
and entertainment tickets. See section 274
and Pub. 463 for more details.

Travel. The corporation cannot deduct
travel expenses of any individuat
accompanying a corporate officer or
employee, including a spouse or dependent
of the officer or employee, unless:
¢ That individual is an employee of the
corporation and
s His or her travel is for a bona fide
business purpose and would otherwise be
deductible by that individual.

Meals and entertainment. Generally,
the corporation can deduct only 50% of the
amount otherwise allowable for meals and
entertainment expenses paid or incurred in
its trade or business. In addition (subject to
exceptions under section 274(k)(2)):

* Meals must not be lavish or extravagant;
® A bona fide business discussion must
occur during, immediately before, or
immediately after the meal; and

* An employee of the corporation must be
present at the meal.

Instructions for Forms 1120 and 1120-A



See section 274(n)(3) for a special rule
that applies to expenses for meais
consumed by individuals subject to the
hours of service limits of the Department of
Transportation.

Membership dues. The corporation
may deduct amounts paid or incurred for
membership dues in civic or public service
organizations, professional organizations
(such as bar and medical associations),
business leagues, trade associations,
chambers of commerce, boards of trade,
and real estate boards. However, no
deduction is allowed if a principal purpose of
the organization is to entertain, or provide
entertainment facilities for, members or their
guests. In addition, corporations may not
deduct membership dues in any club
organized for business, pleasure, recreation,
or other social purpose. This includes
country clubs, golf and athletic clubs, airline
and hotel clubs, and clubs operated to
provide meals under conditions favorable to
business discussion.

Entertainment facilities. The
corporation cannot deduct an expense paid
or incurred for a facility (such as a yacht or
hunting lodge) used for an activity usually
considered entertainment, amusement, or
recreation.

Note: The corporation may be able to
deduct otherwise nondeductible meals,
travel, and entertainment expenses if the
amounts are treated as compensation and
reported on Form W-2 for an employee or
on Form 1099-MISC for an independent
contractor.

Deduction for clean-fuel vehicles and
certain refueling property. Section 179A
aliows a deduction for part of the cost of
qualified clean-fuel vehicle property and
qualified clean-fuel vehicle refueling
property placed in service during the tax
year. For more information, see Pub. 535.
Lobbying expenses. Generally, iobbying
expenses are not deductible. These
expenses include:

® Amounts paid or incurred in connection
with influencing Federal or state legislation
(but not local legislation) or

¢ Amounts paid or incurred in connection
with any communication with certain Federal
executive branch officials in an attempt to
influence the official actions or positions of
the officials. See Regulations section
1.162-29 for the definition of “influencing
legislation.”

Dues and other similar amounts paid to
certain tax-exempt organizations may not be
deductible. See section 162(e}(3). If certain
in-house lobbying expenditures do not
exceed $2,000, they are deductible. For
information on contributions to charitable
organizations that conduct lobbying
activities, see the instructions for line 19. For
more information on lobbying expenses, see
section 162(e).

Line 28, Form 1120
(Line 24, Form 1120-A)

Taxable Income Before NOL
Deduction and Special Deductions
At-risk rules. Generally, special at-risk
rules under section 465 apply to closely held

corporations {see Passive activity
limitations on page 10) engaged in any
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activity as a trade or business or for the
production of income. These corporations
may have to adjust the amount on line 28,
Form 1120, or line 24, Form 1120-A. (See
below.)

The at-risk rules do not apply to:
e Holding real property placed in service by
the taxpayer before 1987;
e Equipment leasing under sections
465(c)(4), (5), and (6); or
* Any qualifying business of a qualified
corporation under section 485(c)(7).
However, the at-risk rules do apply to the
holding of mineral property,

I the at-risk rules apply, adjust the
amount on this line for any section 465(d)
losses. These losses are limited to the
amount for which the corporation is at risk
for each separate activity at the close of the
tax year. If the corporation is involved in one
or more activities, any of which incurs a loss
for the year, report the losses for each
activity separately. Attach Form 6198,
At-Risk Limitations, showing the amount at
risk and gross income and deductions for
the activities with the losses.

If the corporation sells or atherwise
disposes of an asset or its interest (either
total or partial) in an activity to which the
at-risk rules apply, determine the net profit
or loss from the activity by combining the
gain or loss an the sale or disposition with
the profit or loss from the activity. If the
corporation has a net loss, it may be limited
because of the at-risk rules.

Treat any loss from an activity not
allowed for the tax year as a deduction
allocable to the activity in the next tax year.

Line 29a, Form 1120
(Line 25a, Form 1120-A)

Net Operating Loss Deduction

A corporation may use the NOL incurred in
one tax year to reduce its taxable income in
another tax year. Enter on line 29a (line 25a,
Form 1120-A), the total NOL carryovers
from other tax years, but do rot enter more
than the corporation’s taxable income (after
special deductions). Attach a schedule
showing the computation of the NOL
deduction. Form 1120 filers must also
complete item 12 on Schedule K.

The following special rules apply.
® A personal service corporation may not
carry back an NOL to or from any tax year to
which an election under section 444 to have
a tax year other than a required tax year
applies.
* A corporate equity reduction interest loss
may not be carried back to a tax year
preceding the year of the equity reduction
transaction (see section 172(b}(1)(E)).
# |If an ownership change occurs, the
amount of the taxable income of a loss
corporation that may be offset by the
pre-change NOL carryovers may be limited
(see section 382 and the related
regulations). A loss corporation must file an
information statement with its income tax
return for each tax year that certain
ownership shifts occur (see Temporary
Regulations section 1.382-2T(a){(2)(ii) for
details). See Regulations section 1.382-6(b}
for details on how to make the
closing-of-the-books election.
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o |f a corporation acquires control of
another corporation (or acquires its assets in
a reorganization), the amount of
pre-acquisition losses that may offset
recognized built-in gain may be limited (see
section 384).

For details on the NOL deduction, see
Pub. 542, section 172, and Form 1139,
Corporation Application for Tentative
Refund.

Line 29b, Form 1120
{Line 25b, Form 1120-A)

Special Deductions

Form 1120 filers. See the instructions for
Schedule C an page 15.
Form 1120-A filers. Generally, enter 70%
of line 4, page 1, on line 25b. However, this
deduction may not be more than 70% of line
24, page 1. Compute line 24 without regard
to any adjustment under section 1059 and
without regard to any capital loss carryback
to the tax year under section 1212(a)(1).

in a year in which an NOL occurs, this
70% iimitation does not apply even if the
loss is created by the dividends-received
deduction. See sections 172(d) and 246(b).

Line 30, Form 1120
{Line 26, Form 1120-A)

Taxable Income

Net operating loss (NOL). If line 30 is zero
or less, the corporation may have an NOL
that can be carried back or forward as a
deduction to other tax years. Generally, a
corporation first carries back an NOL 2 tax
years (pending legislation may change the
period to 5 tax years—see Pub. 553).
However, the corporation may elect to waive
the carryback period and instead carry the
NOL forward to future tax years. To make
the election, see the instructions for
Schedule K, item 11, on page 20.

See Form 1139 for details, including
other elections that may be available, which
must be made no later than 6 months after
the due date {excluding extensions) of the
corporation’s tax return.

Capital construction fund. To take a
deduction for amounts contributed to a
capital construction fund (CCF), reduce the
amount that would otherwise be entered on
line 30 (line 26, Form 1120-A) by the
amount of the deduction. On the dotted line
next to the entry space, write “CCF” and the
amount of the deduction. For more
information, see Pub. 585, Tax Highlights
for Commercial Fishermen.

Line 32b, Form 1120
{Line 28b, Form 1120-A)

Estimated Tax Payments

Enter any estimated tax payments the
corporation made for the tax year.
Beneficiaries of trusts. If the corporation
is the beneficiary of a trust, and the trust
makes a section 643(g) election to credit its
estimated tax payments to its beneficiaries,
include the corporation’s share of the
payment in the total for line 32b, Form 1120
(line 28b, Form 1120-A). Write “T” and the
amount on the dotted line next to the entry
space.



Q Fo

d tax pay ts for
certain life insurance companles If the
corporation is required to make or apply
special estimated tax payments (SETP)
under section 847 in addition to its regular
estimated tax payments, enter on line 32b

_(line 28b, Form 1120-A), the corporation’s
total estimated tax payments. In the margin
near line 32b, write “Form 8816” and the
amount. Attach a schedule showing your
computation of estimated tax payments. See
sections 847(2) and 847(8) and Form 8816,
Special Loss Discount Account and Special
Estimated Tax Payments for Insurance
Companies, for more information.

Line 32f, Form 1120

(Line 28f, Form 1120-A)

Enter the credit (from Form 2439, Notice to
Shareholder of Undistributed Long-Term
Capital Gains) for the corporation’s share of
the tax paid by a regulated investment
company (RIC) or a real estate investment
trust (REIT) on undistributed long-term
capital gains included in the corporation’s
income. Attach Form 2439 to Form 1120 or
1120-A.

Line 32g, Form 1120:
(Line 28g, Form 1120-A)

Credit for Federal Tax on Fuels
Enter the credit from Form 4136, Credit for
Federal Tax Paid on Fuels, if the corporation
qualifies to take this credit. Attach Form
4136 to Form 1120 or 1120-A.

Credit for tax on ozone-depleting
chemicals. Include on line 32g (line 28g,
Form 1120-A) any credit the corporation is
claiming under section 4682(g)(2) for tax on
ozone-depleting chemicals. Write “ODC” to
the left of the entry space.

Line 32h, Form 1120
(Line 28h, Form 1120-A)

Total Payments

On Form 1120, add the amounts on lines
32d through 32g and enter the total on line
32h. On Form 1120-A, add the amounts on
lines 28d through 28g and enter the total on
line 28h,

Backup withholding. If the corporation had
Federal income tax withheld from any
payments it received because, for example,
it failed to give the payer its correct EIN,
include the amount withheld in the total for
line 32h, Form 1120 (line 28h, Form
1120-A). On Form 1120, write the amount
withheld and the words “Backup
Withholding” in the blank space above line
32h. On Form 1120-A, show the amount
withheld on the dotted line to the left of line
28h, and write “Backup Withholding.”

Line 33, Form 1120
(Line 29, Form 1120-A)

Estimated Tax Penalty

A corporation that does not make estimated
tax payments when due may be subject to
an underpayment penalty for the period of
underpayment. Generally, a corporation is
subject to the penalty if its tax liability is
$500 or more and it did not timely pay the
smaller of:

® |ts tax liability for 2003 or

Figure A.12 (Continued)

e |ts prior year's tax.

See section 6655 for details and exceptions,
including special rules for large
corporations.

Use Form 2220, Underpayment of
Estimated Tax by Corporations, to see if the
corporation owes a penalty and to figure the
amount of the penalty. Generally, the
corporation does not have to file this form
because the IRS can figure the amount of
any penalty and bill the corporation for it.
However, even if the corporation does not
owe the penalty, complete and attach Form
2220 if:
® The annualized income or adjusted
seasonal installment method is used or
* The corporation is a large corporation
computing its first required instaliment
based on the prior year’s tax. (See the
Instructions for Form 2220 for the definition
of a large corporation.)

If Form 2220 is attached, check the box
on line 33, Form 1120 (line 29, Form
1120-A), and enter the amount of any
penalty on this line.

Line 36, Form 1120
(Line 32, Form 1120-A)

Direct Deposit of Refund

If the corporation wants its refund directly
deposited into its checking or savings
account at any U.S. bank or other financial
institution instead of having a check sent to
the corporation, complete Form 8050 and
attach it to the corporation’s tax return.

Schedule A, Form 1120
(Worksheet, Form 1120-A)

Cost of Goods Sold

Generally, inventories are required at the
beginning and end of each tax year if the
production, purchase, or sale of
merchandise is an income-producing factor.
See Regulations section 1.471-1.

However, if the corporation is a qualifying
taxpayer or a qualifying small business
taxpayer, it may adopt or change its
accounting method to account for
inventoriable items in the same manner as
materials and supplies that are not

incidental (unless its business is a tax
shelter (as defined in section 448(d)(3)}).

A qualifying taxpayer is a taxpayer that,
for each prior tax year ending after
December 18, 1998, has average annual
gross receipts of $1 million or less for the
3-tax-year period ending with that prior tax
year. See Rev. Proc. 2001-10, 2001-2 LR.B.
272, for details.

A qualifying small business taxpayer
is a taxpayer (a) that, for each prior tax year
ending on or after December 31, 2000, has
average annual gross receipts of $10 million
or less for the 3-tax-year period ending with
that prior tax year and (b) whose principal
business activity is not an ineligible activity.
See Rev. Proc. 2002-28, 2002-18 LR.B.
815, for details.

Under this accounting method, inventory
costs for raw materials purchased for use in
producing finished goods and merchandise
purchased for resale are deductible in the
year the finished goods or merchandise are
sold (but not before the year the corporation
paid for the raw materials or merchandise, if
it is also using the cash method). For
additional guidance on this method of
accounting for inventoriable items, see Pub.
538.

Enter amounts paid for all raw materials
and merchandise during the tax year on line
2. The amount the corporation can deduct
for the tax year is figured on line 8.

All filers not using the cash method of
accounting should see Section 263A
uniform capitalization rules on page 9
before completing Schedule A or the
worksheet. The instructions for lines 1
through 7 that follow apply to Scheduie A
(Form 1120) and the worksheet for Form
1120-A below.

Line 1

Inventory at Beginning of Year

If the corporation is changing its method of
accounting for the current tax year, it must
refigure last year's closing inventory using
its new method of accounting and enter the
result on line 1. If there is a difference
between last year's closing inventory and
the refigured amount, attach an explanation
and take it into account when figuring the
corporation’s section 481(a) adjustment
(explained on page 6).

Cost of Goods Sold Worksheet

Form 1120-A
(keep for your records)

-

column (a), Form 1120-A .

. Inventory at beginning of year. Enter here and in Part i, line 3,

-

2. Purchases. Enter here and in Part Il Ime 5a( ), Form 1120-A | 2.
3. Cost of labor. Enter here and include in total in Part Il line 5a(3),
Form 1120-A . 3.
4. Additional section 263A costs Enter here and in Part 1, lme 5a(2)
Form 1120-A (see instructions for line 4) 4.
5. Other costs. Enter here and include in Part Il Ilne 5a(3) Form
1120-A e . . 5.
6. Total. Add lines 1 through 5 . 6.
7. Inventory at end of year. Enter here and in Pan III ||ne 3 column
{b), Form 1120-A 7.
8. Cost of goods sold. Subtract Ilne 7 from Ilne 6. Enter the result
here and on page 1, line 2, Form 1120-A . e 8.
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Line 4

Additional Section 263A Costs

An entry is required on this line only for
corporations that have elected a simpiified
method of accounting.

For corporations that have elected the
simplified production method, additional
section 263A costs are generally those
costs, other than interest, that were not
capitalized under the corporation’s method
of accounting immediately prior to the
effective date of section 263A but are now
required to be capitalized under section
263A. For details, see Regulations section
1.263A-2(b).

For corporations that have elected the
simplified resale method, additional
section 263A costs are generally those
costs incurred with respect to the following
categories.

e Off-site storage or warehousing.

e Purchasing; handling, such as
processing, assembling, repackaging, and
transporting.

® General and administrative costs (mixed
service costs).

For details, see Regulations section
1.263A-3(d).

Enter on line 4 the balance of section
263A costs paid or incurred during the tax
year not includible on lines 2, 3, and 5.

Line 5

Other Costs

Enter on line 5 any costs paid or incurred
during the tax year not entered on lines 2
through 4.

Line 7

Inventory at End of Year

See Regulations sections 1.263A-1 through
1.263A-3 for details on figuring the amount
of additional section 263A costs to be
included in ending inventory. If the
corporation accounts for inventoriable items
in the same manner as materials and
supplies that are not incidental, enter on line
7 the portion of its raw materials and
merchandise purchased for resale that is
included on line 6 and was not sold during
the year.

Lines 9a Through 9f
(Schedule A)

Inventory Valuation Methods

Inventories can be valued at:

* Cost;

# Cost or market value (whichever is lower);

or

* Any other method approved by the IRS

that conforms to the requirements of the

applicable regulations cited below.
However, if the corporation is using the

cash method of accounting, it is required to

use cost.

Corporations that account for
inventoriable items in the same manner as
materials and supplies that are not
incidental may currently deduct
expenditures for direct labor and all indirect
costs that would otherwise be included in
inventory costs.

Instructions for Forms 1120 and 1120-A
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The average cost (rolling average)
method of valuing inventories generally
does not conform to the requirements of the
regulations. Ses Rev. Rul. 71-234, 1971-1
C.B. 148.

Corporations that use erroneous
valuation methods must change to a method
permitted for Federal income tax purposes.
Use Form 3115 to make this change.

On line 9a, check the method(s) used for
valuing inventories, Under lower of cost or
market, the term “market” (for normal goods)
means the current bid price prevailing on the
inventory valuation date for the particular
merchandise in the volume usually
purchased by the taxpayer. For a
manufacturer, market applies to the basic
elements of cost——raw materials, labor, and
burden. If section 263A appiies to the
taxpayer, the basic elements of cost must
reflect the current bid price of all direct costs
and all indirect costs properly allocable to
goods on hand at the inventory date.

Inventory may be valued below cost
when the merchandise is unsalable at
normal prices or unusable in the normal way
because the goods are subnormal due to
damage, imperfections, shopweatr, etc.,
within the meaning of Regulations section
1.471-2(c). The goods may be valued at the
current bona fide selling price, minus direct
cost of disposition (but not less than scrap
value) if such a price can be established.

If this is the first year the Last-in,
First-out (LIFO) inventory method was either
adopted or extended to inventory goods not
previously valued under the LIFO method
provided in section 472, attach Form 970,
Application To Use LIFO Inventory Method,
or a statement with the information required
by Form 970. Also check the LIFO box on
line 9¢. On line 9d, enter the amount or the
percent of total closing inventories covered
under section 472. Estimates are
acceptable.

If the corporation changed or extended
its inventory method to LIFO and had to
write up the opening inventory to cost in the
year of election, report the eftect of the
write-up as other income (line 10, page 1),
proportionately over a 3-year period that
begins with the year of the LIFO election
(section 472(d)).

Note: Corporations using the LIFO method
that make an S corporation election or
transfer LIFQ inventory to an S corporation
in a nonrecognition transaction may be
subject to an additional tax attributable to
the LIFO recapture amount. See the
instructions for line 11, Schedule J, on page
19, and for line 10, Other Income, on
page 9.

For more information on inventory
valuation methods, see Pub. 538.

Schedule C
(Form 1120 Only)

For purposes of the 20% ownership test on
lines 1 through 7, the percentage of stock
owned by the corporation is based on voting
power and value of the stock. Preferred
stock described in section 1504(a)(4) is not
taken into account. Corporations filing a
consolidated return should see Regulations
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sections 1.1502-13, 1.1502-26, and
1.1502-27 before completing Schedule C.

Line 1, Column (a)
Enter dividends (except those received on
debt-financed stock acquired after July 18,
1984 —see section 246A) that:
® Are received from less-than-20%-owned
domestic corporations subject to income tax
and
* Qualify for the 70% deduction under
section 243(a)(1).

Also include on line 1:
¢ Taxable distributions from an IC-DISC or
former DISC that are designated as eligible
for the 70% deduction and certain dividends
of Federal Home Loan Banks. See section
246(a)(2).
* Dividends (except those received on
debt-financed stock acquired after July 18,
1984} from a regulated investment company
(RIC). The amount of dividends eligible for
the dividends-received deduction under
section 243 is limited by section 854(b). The
corporation should receive a notice from the
RIC specifying the amount of dividends that
qualify for the deduction.

Report so-called dividends or eamings
received from mutual savings banks, etc., as
interest. Do not treat them as dividends.

Line 2, Column (a)

Enter on line 2:

® Dividends (except those received on
debt-financed stock acquired after July 18,
1984) that are received from
20%-or-more-owned domestic corporations
subject to incomne tax and that are subject to
the 80% deduction under section 243(c) and
* Taxable distributions from an IC-DISC or
former DISC that are considered eligible for
the 80% deduction.

Line 3, Column (a)

Enter dividends that are:

* Received on debt-financed stock acquired
after July 18, 1984, from domestic and
foreign corporations subject to income tax
that would otherwise be subject to the
dividends-received deduction under section
243(a)(1), 243(c), or 245(a). Generally,
debt-financed stock is stock that the
corporation acquired by incurring a debt
(e.g., it borrowed money to buy the stock).
* Received from a RIC on debt-financed
stock. The amount of dividends eligible for
the dividends-received deduction is limited
by section 854(b). The corporation should
receive a notice from the RIC specifying the
amount of dividends that qualify for the
deduction.

Line 3, Columns (b) and (c)
Dividends received on debt-financed stock
acquired after July 18, 1984, are not entitled
to the full 70% or 80% dividends-received
deduction. The 70% or 80% deduction is
reduced by a percentage that is related to
the amount of debt incurred to acquire the
stock. See section 246A. Also, see section
245(a) before making this computation for
an additional limitation that applies to
dividends received from foreign
corporations. Attach a schedule to Form
1120 showing how the amount on line 3,
column {(c), was figured.



Line 4, Column (a)

Enter dividends received on the preferred
stock of a less-than-20%-owned public utility
that is subject to income tax and is allowed
the deduction provided in section 247 for
dividends paid.

Line 5, Column (a)

Enter dividends received on preferred stock
of a 20%-or-more-owned public utility that is
subject to income tax and is allowed the
deduction provided in section 247 for
dividends paid.

Line 6, Column (a)
Enter the U.S.-source portion of dividends
that:
® Are received from less-than-20%-owned
foreign corporations and
* Qualify for the 70% deduction under
section 245(a). To qualify for the 70%
deduction, the corporation must own at least
10% of the stock of the foreign corporation
by vote and value.

Also include dividends received from a
less-than-20%-owned FSC that:
¢ Are attributable to income treated as
effectively connected with the conduct of a
trade or business within the United States
(excluding foreign trade income) and
* Qualify for the 70% deduction provided in
section 245(c)(1)(B).

Line 7, Column (a)

Enter the U.S.-source portion of dividends
that are received from 20%-or-more-owned
foreign corporations that qualify for the 80%
deduction under section 245(a). Also include
dividends received from a
20%-or-more-owned FSC that:

* Are attributable to income treated as
effectively connected with the conduct of a
trade or business within the United States
(excluding foreign trade income) and

® Qualify for the 80% deduction provided in
section 245(c)(1)(B).

Line 8, Column (a)

Enter dividends received from wholly owned
foreign subsidiaries that are eligible for the
100% deduction provided in section 245(b).

In general, the deduction under section
245(b) applies to dividends paid out of the
earnings and profits of a foreign corporation
for a tax year during which:
® All of its outstanding stock is owned
(directly or indirectly) by the domestic
corporation receiving the dividends and
® All of its gross income from all sources is
effectively connected with the conduct of a
trade or business within the United States.

Line 9, Column (c)

Generally, fine 9, column (c), may not
exceed the amount from the worksheet
below. However, in a year in which an NOL
occeurs, this limitation does not apply even if
the loss is created by the dividends-received
deduction. See sections 172(d) and 246(b).

Line 10, Columns (a) and (c)
Small business investment companies
operating under the Small Business
Investment Act of 1958 (see 15 U.S.C. 661
and following) must enter dividends that are
received from domaestic corporations subject
to income tax even though a deduction is
allowed for the entire amount of those
dividends. To claim the 100% deduction on
line 10, column (c), the company must file
with its return a statement that it was a
Federal licensee under the Small Business
Investment Act of 1958 at the time it
received the dividends.

Line 11, Column (a)

Enter dividends from FSCs that are
attributable to foreign trade income and that
are eligible for the 100% deduction provided
in section 245(c)(1)(A).

Line 12, Columns (a) and (c)
Enter only those dividends that qualify under
section 243(b) for the 100%
dividends-received deduction described in
section 243(a)(3). Corporations taking this

Worksheet for Schedule C, line 9
(keep for your records)

1. Refigure line 28, page 1, Form 1120, without any adjustment under
section 1059 and without any capital loss carryback to the tax year

under section 1212(a)(1) 1.
2. Complete lines 10, 11, and 12, column (c) and enter the total here 2.
3. Subtract line 2 from line 1 S 3.
4. Muitiply line 3 by 80% 4.
5. Add lines 2, 5, 7, and 8, column (c), and the part of the deductlon
on line 3, column (c), that is attributable to dividends from
20%-or-more-owned corporations 5.
6. Enter the smaller of line 4 or 5. [f line 6 is greater than I|ne 4, stop
here; enter the amount from line 6 on line 9, column (c), and do not
complete the rest of this worksheet 6.
7. Enter the total amount of dividends from 20% or—more—owned
corporations that are included on lines 2, 3, 5, 7, and 8, column (a) 7.
8. Subtract line 7 from line 3 8.
9. Multiply line 8 by 70% . 9.
10. Subtract line 5 above from line 9, column {c). 10.
11. Enter the smaller of line 9 or line 10 1.
12. Dividends-received deduction after Ilmltatlon (sec 246(b)) Add
lines & and 11. Enter the result here and on line 9, column (¢} . 12.
A6
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deduction are subject to the provisions of
section 1561.

The 100% deduction does not apply to
affiliated group members that are joining in
the filing of a consolidated return.

Line 13, Column (a)

Enter foreign dividends not reportable on
lines 3, 6, 7, 8, or 11 of column (a}. Include
on line 13 the corporation’s share of the
ordinary earnings of a qualified electing fund
from Form 8621, line 1c. Exclude
distributions of amounts constructively taxed
in the current year or in prior years under
subpart F (sections 951 through 964).

Line 14, Column (a)

Include income constructively received from
controlied foreign corporations under
subpart F. This amount should equal the
total subpart F income reported on Schedule
1, Form 5471.

Line 15, Column (a)

Include gross-up for taxes deemed paid
under sections 902 and 960

Line 16, Column (a)

Enter taxable distributions from an IC-DISC
or former DISC that are designated as not
eligible for a dividends-received deduction.

No deduction is allowed under section
243 for a dividend from an 1C-DISC or
former DISC (as defined in section 992(a))
to the extent the dividend:
® s paid out of the corporation’s
accumuiated IC-DISC income or previously
taxed income or
® |s a deemed distribution under section
995(b)(1).

Line 17, Column (a)
Include the following:

1. Dividends (other than capital gain
distributions reported on Schedule D (Form
1120) and exempt-interest dividends) that
are received from RICs and that are not
subject to the 70% deduction.

2. Dividends from tax-exempt
organizations.

3. Dividends (other than capital gain
distributions) received from a REIT that, for
the tax year of the trust in which the
dividends are paid, qualifies under sections
856 through 860.

4. Dividends not eligible for a
dividends-received deduction because of
the holding period of the stock or an
obligation to make corresponding payments
with respect to similar stock.

Two situations in which the
dividends-received deduction will not be
allowed on any share of stock are:

¢ It the corporation held it less than 46
days during the 90-day period beginning 45
days before the stock became ex-dividend
with respect to the dividend (see section
248(c)(1)(A)) or

* To the extent the corporation is under
an obligation to make related payments for
substantially similar or related property.

5. Any other taxable dividend income
not properly reported above (including
distributions under section 936(h)(4)).

If patronage dividends or per-unit retain
allocations are included on line 17, identify

Instructions for Forms 1120 and 1120-A



the total of these amounts in a schedule
attached to Form 1120.

Line 18, Column (c)

Section 247 allows public utilities a
deduction of 40% of the smaller of

(a) dividends paid on their preferred stock
during the tax year or (b) taxable income
computed without regard to this deduction.
In a year in which an NOL occurs, compute
the deduction without regard to section
247(a)(1)(B). See section 172(d).

Schedule J, Form 1120
(Part I, Form 1120-A)

Lines 1 and 2 (Form 1120 Only)

Members of a controlied group. A
member of a controlled group, as defined in
section 1563, must check the box on line 1
and complete lines 2a and 2b of Schedule J,
Form 1120.

Line 2a. Members of a controlled group are
entitled to one $50,000, one $25,000, and
one $9,925,000 taxable income bracket
amount (in that order) on line 2a.

When a controlled group adopts or later
amends an apportionment plan, each
member must attach to its tax return a copy
of its consent to this plan. The copy (or an
attached statement) must show the part of
the amount in each taxable income bracket
apportioned to that member. See
Regulations section 1.1561-3(b) for other
requirements and for the time and manner
of making the consent.

Unequal apportionment plan.
Members of a controlled group may elect an
unequal apportionment plan and divide the
taxable income brackets as they want.
There is no need for consistency among
taxable income brackets. Any member may
be entitled to all, some, or none of the
taxable income bracket. However, the total
amount for all members cannot be more
than the total amount in each taxable
income bracket.

Equal apportionment plan. if no
apportionment plan is adopted, members of
a controlled group must divide the amount in
each taxable income bracket equally among
themselves. For example, Controlled Group
AB consists of Corporation A and
Corporation B. They do not elect an
apportionment plan. Therefore, each
corporation is entitled to:

* $25,000 (one-haif of $50,000) on line

2a(1),

* $12,500 (one-half of $25,000) on line
2a(2), and

® $4,962,500 (one-half of $9,925,000) on
line 2a(3).

Line 2b. Members of a controlied group are
treated as one group to figure the
applicability of the additional 5% tax and the
additional 3% tax. If an additional tax
applies, each member will pay that tax
based on the part of the amount used in
each taxable income bracket to reduce that
member's tax. See section 1561(a). If an
additional tax applies, attach a schedule
showing the taxable income of the entire
group and how the corporation figured its
share of the additional tax.

Instructions for Forms 1120 and 1120-A
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Tax Computation Worksheet for Members of a Controlled Group
(keep for your records)

Note: Each member of a controlled group (except a qualified personal service corporation)

must compute the tax using this worksheet,

. Enter taxable income {line 30, page 1, Form 1120) . . . 1.
2. Enterline 1 orthe corporatlon s share of the $50,000 taxable i mcome

-

bracket, whichever is less
. Subtract line 2 from line 1

P

bracket, whichever is less
. Subtract line 4 from line 3

oo

income bracket, whichever is less
. Subtract line 6 from line 5
. Multiply line 2 by 15%
. Multiply fine 4 by 25%
. Multiply line 6 by 34%
. Multiply line 7 by 35%

-
N2OoOOON

. Enter line 3 or the corporation’s share of the $25 000 taxable mcome

. Enter line 5 or the corporation’s share of the $9 925 000 taxable

©n

o~

SowmNoe

-

. If the taxable income of the controlled group exceeds $100 000

enter this member's share of the smaller of: 5% of the taxable
income in excess of $100,000, or $11,750 (see the instructions for

Schedule J, line 2b) .

13. If the taxable income of the controlled group exceeds $15 mllhon.
enter this member's share of the smaller of: 3% of the taxable
income in excess of $15 million, or $100,000 (see the instructions

for Schedule J, line 2b) .

14, Total. Add lines 8 through 13. Enter here and on Ime 3 Schedule

J, Form 1120 .,

14.

Line 2b(1). Enter the corporation’s share
of the additional 5% tax on line 2b{1)

Line 2b(2). Enter the corporation’s share
of the additional 3% tax on line 2b(2).

Line 3, Form 1120
(Line 1, Form 1120-A)

Members of a controlled group should
use the worksheet above to figure the tax for
the group. In addition, members of a
controiled group must attach to Form 1120
a statement showing the computation of the
tax entered on line 3.

Most carporations not filing a
consolidated return figure their tax by using
the Tax Rate Schedule below. Qualified
personal service corporations should see
the instructions below.

Tax Rate Schedule

If taxabie income {line 30, Form 1120, or line 26,
Form 1120-A) on page 1 is:

Ofthe
But not amount
Over—  over— Tax is: over—
$0 $50,000 15% $0
50,000 75,000 $7,500+25% 50,000
75,000 100,000 13,750 + 34% 75,000
100,000 335,000 22,250 + 39% 100,000
335,000 10,000,000 113,900 + 34% 335,000
10,000,000 15,000,000 3,400,000 + 35% 10,000,000
15,000,000 18,333,333 5,150,000 + 38% 15,000,000
18,333.333  ----- 35% 8]

Qualified personal service corporation. A
qualified personal service corporation is
taxed at a flat rate of 35% on taxable
income. If the corporation is a qualified
personal service corporation, check the box
on fine 3, Schedule J, Form 1120 (line 1,
Part |, Form 1120-A) even if the corporation
has no tax liability.
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A corporation is a qualified personal
service corporation if it meets both of the
following tests:

* Substantially alf of the corporation’s
activities involve the performance of
services in the fields of health, law,
engineering, architecture, accounting,
actuarial science, performing arts, or
consulting and

® At least 95% of the corporation’s stock, by
value, is owned, directly or indirectly, by

(a) employees performing the services,

(b) retired employees who had performed
the services listed above, (¢) any estate of
an employee or retiree described above, or
(d) any person who acquired the stock of
the corporation as a result of the death of an
employee or retiree (but only for the 2-year
period beginning on the date of the
employee or retiree’s death). See
Temporary Regulations section 1.448-1T(e)
for details.

Mutual savings bank conducting life
insurance business. The tax under section
594 consists of the sum of (a) a partial tax
computed on Form 1120 on the taxable
income of the bank determined without
regard to income or deductions allocable to
the life insurance department and (b) a
partial tax on the taxable income computed
on Form 1120-L of the life insurance
department. Enter the combined tax on line
3 of Schedule J, Form 1120. Attach Form
1120-L as a schedule (and identify it as
such) or a statement showing the
computation of the taxable income of the life
insurance department.

Deferred tax under section 1291. If the
corporation was a shareholder in a passive
foreign investment company (PFIC) and
received an excess distribution or disposed
of its investment in the PFIC during the year,
it must include the increase in taxes due
under section 1291(c)(2) in the total for line



3, Schedule J, Form 1120. On the dotted
line next to line 3, write “Section 1291” and
the amount.

Do not include on line 3 any interest due
under section 1291(c)(3). Instead, show the
amount of interest owed in the bottom
margin of page 1, Form 1120, and write
“Section 1291 interest.” For details, see
Form 8621, Return by a Shareholder of a
Passive Foreign Investment Company or
Qualified Electing Fund.

Additional tax under section 197(f). A
corporation that elects to pay tax on the gain
from the sale of an intangibie under the
related person exception to the
anti-churning rules should include any
additional tax due under section 197(f)(9)(B)
in the total for line 3. On the dotted line next
to line 3, write “Section 197" and the
amount. For more information, see Pub.
535, Business Expenses.

Line 4 (Form 1120 Only)

Note: A corporation that is not a smalf
corporation exempt from the AMT (see
below) may be required to file Form 4626 if
it claims certain credits, even though it does
not owe any AMT. See Form 4626 for
details.

Unless the corporation is treated as a
small corporation exempt from the AMT, it
may owe the AMT if it has any of the
adjustments and tax preference items listed
on Form 4626. The corporation must file
Form 4626 if its taxable income (or ioss)
before the NOL deduction, combined with
these adjustments and tax preference items
is more than the smaller of $40,000 or the
corporation’s allowable exemption amount
(from Form 4626).

For this purpose, taxable income does
not include the NOL deduction. See Form
4626 for details.

Exemption for small corporations. A
corporation is treated as a small corporation
exempt from the AMT for its tax year
beginning in 2003 if that year is the
corporation’s first tax year in existence
(regardiess of its gross receipts) or:

1. It was treated as a small corporation
exempt from the AMT for all prior tax years
beginning after 1997 and

2. lts average annual gross receipts for
the 3-tax-year period (or portion thereof
during which the corporation was in
existence) ending before its tax year
beginning in 2003 did not exceed $7.5
milfion ($5 million if the corporation had only
1 prior tax year).

Line 6a (Form 1120 Only)

To find out when a corporation can take the
credit for payment of income tax to a toreign
country or U.S. possession, see Form 1118,
Foreign Tax Credit— Corporations.

Line 6b (Form 1120 Only)

The Small Business Job Protection Act of
1996 repealed the possessions credit.
However, existing credit claimants may
qualify for a credit under the transitional
rules. See Form 5735, Possessions
Corporation Tax Credit (Under Sections 936
and 30A).

Figure A.12 (Continued)

Line 6¢ (Form 1120 Only)

If the corporation can take either of the
following credits, check the appropriate
box{es) and include the amount of the
credits in the total for line 6c.

Nonconventional source fuel credit. A
credit is allowed for the sale of qualified
fuels produced from a nonconventional
source. Section 29 contains a definition of
qualified fuels, provisions for figuring the
credit, and other special rules. Attach a
separate schedule to the return showing the
computation of the credit.

Qualified electric vehicle (QEV) credit.
Use Form 8834, Qualified Electric Vehicle
Credit, if the corporation can claim a credit
for the purchase of a new qualified electric
vehicle. Vehicles that qualify for this credit
are not eligible for the deduction for
clean-fuel vehicles under section 179A.

Line 6d, Form 1120
(Line 2a, Form 1120-A)

Enter on line 6d (line 2a of Form 1120-A)
the corporation’s total general business
credit.

If the corporation is filing Form 8844
(Empowerment Zone and Renewal
Community Employment Credit) or Form
8884 (New York Liberty Zone Business
Employee Credit), check the “Form(s)” box,
write the form number in the space
provided, and include the allowable credit on
line 6d (line 2a of Form 1120-A}.

If the corporation is required to file Form
3800, General Business Credit, check the
“Form 3800" box and include the allowable
credit on line 6d (line 2a of Form 1120-A).

If the corporation is not required to file
Form 3800, check the “Form(s)” box, write
the form number in the space provided, and
inciude on line 6d (line 2a of Form 1120-A}
the aliowable credit from the applicable form
listed below.

» Investment Credit (Form 3468).

* Work Opportunity Credit (Form 5884).

® Credit for Alcohol Used as Fuel (Form
6478).

» Credit for Increasing Research Activities
(Form 6765).

® Low-Income Housing Credit (Form 8586).
¢ Orphan Drug Credit {Form 8820).

e Disabled Access Credit (Form 8826).

* Enhanced Oil Recovery Credit (Form
8830).

e Renewable Electricity Production Credit
{Form 8835).

* Indian Employment Credit (Form 8845).
* Credit for Employer Social Security and
Medicare Taxes Paid on Certain Employee
Tips (Form 8846).

* Credit for Contributions to Selected
Community Development Corporations
(Form 8847).

* Welfare-to-Work Credit (Form 8861).

o New Markets Credit (Form 8874).

* Credit for Small Employer Pension Plan
Startup Costs (Form 8881).

e Credit for Employer-Provided Childcare
Facilities and Services (Form 8882).

Line 6e, Form 1120
(Line 2b, Form 1120-A)

To figure the minimum tax credit and any
carryforward of that credit, use Form 8827,
Credit for Prior Year Minimum Tax-—
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Corporations. Also see Form 8827 if any of
the corporation’s 2002 nonconventional
source fuel credit or qualified electric vehicle
credit was disallowed solely because of the
tentative minimum tax limitation. See section
53(d).

Line 6f (Form 1120 Only)
Enter the amount of any credit from Form
8860, Qualified Zone Academy Bond Credit.

Line 9 (Form 1120 Only)

A corporation is taxed as a personal holding
company under section 542 if:
e At least 60% of its adjusted ordinary gross
income for the tax year is personal holding
company income and
* At any time during the last half of the tax
year more than 50% in value of its
outstanding stock is owned, directly or
indirectly, by five or fewer individuals.

See Schedule PH (Form 1120) for
definitions and details on how to figure the
tax.

Line 10, Form 1120
(Line 5, Form 1120-A)

Include any of the following taxes and
interest in the total on line 10 (line 5, Part |,
Form 1120-A). Check the appropriate
box{es) for the form, if any, used to compute
the total.

Recapture of investment credit. If the
corporation disposed of investment credit
property or changed its use before the end
of its useful life or recovery period, it may
owe a tax. See Form 4255, Recapture of
Investment Credit, for details.

Recapture of low-income housing credit,
If the corporation disposed of property (or
there was a reduction in the qualified basis
of the property) for which it took the
low-income housing credit, it may owe a tax.
See Form 8611, Recapture of Low-Income
Housing Credit.

interest due under the look-back
methods. [f the corporation used the
look-back method for certain long-term
contracts, see Form 8697 for information on
figuring the interest the corporation may
have to include. The corporation may also
have to include interest due under the
look-back method for property depreciated
under the income forecast method. See
Form 8866.

Other. Additional taxes and interest
amounts may be included in the total
entered on fine 10 (line 5, Part |, Form
1120-A). Check the box for “Other” if the
corporation includes any of the taxes and
interest discussed below. See How to
report on page 19 for details on reporting
these amounts on an attached schedule.

* Recapture of qualified electric vehicle
(QEV) credit. The corporation must
recapture part of the QEV credit it claimed in
a prior year if, within 3 years of the date the
vehicle was placed in service, it ceases to
qualify for the credit. See Regulations
section 1.30-1 for details on how to figure
the recapture.

* Recapture of Indian employment credit.
Generally, if an employer terminates the
employment of a qualified employee less
than 1 year after the date of initial
employment, any Indian employment credit
allowed for a prior tax year because of

Instructions for Forms 1120 and 1120-A



wages paid or incurred to that employee
must be recaptured. For details, see Form
8845 and section 45A.
* Recapture of new markets credit (see
Form 8874).
* Recapture of employer-provided childcare
facilities and services credit (see Form

82).

* Tax and interest on a nonqualified
withdrawal from a capital construction fund
(section 7518).

¢ Interest on deferred tax attributable to

(a) installment sales of certain timeshares
and residential lots (section 453(1}(3)) and
(b) certain nondealer instaliment obligations
(section 453A(c)).

# Interest due on deferred gain {section
1260(b)).

How to report. If the corporation
checked the “Other” box, attach a schedule
showing the computation of each item
included in the total for line 10 (line 5, Part {,
Form 1120-A) and identify the applicable
Code section and the type of tax or interest.

Line 11 (Form 1120 Only)

Include any deferred tax on the termination
of a section 1294 election applicable to
shareholders in a qualified electing fund in
the amount entered on line 11. See Form
8621, Part V, and How to report, below.

Subtract the following amounts from the
total for line 11.

o Deferred tax on the corporation’s share of
undistributed earnings of a qualified electing
fund (see Form 8621, Part I}).

» Deferred LIFO recapture tax (section
1363(d)). This tax is the part of the LIFO
recapture tax that will be deferred and paid
with Form 11208 in the future. To figure the
deferred tax, first figure the total LIFO
recapture tax. Follow the steps below to
figure the total LIFO recapture tax and the
deferred amount. Also see the instructions
regarding LIFO recapture amount under
Line 10, Other income, on page 9.

Step 1. Figure the tax on the
corporation’s income including the LIFO
recapture amount. (Complete Schedule J
through line 10, but do not enter a total on
line 11 yet.)

Step 2. Using a separate worksheet,
complete Schedule J again, but do not
include the LIFO recapture amount in the
corporation’s taxable income.

Step 3. Compare the tax in Step 2 to the
tax in Step 1. (The difference between the
two is the LIFO recapture tax.)

Step 4. Multiply the amount figured in
Step 3 by 75%. (The result is the deferred
LIFO recapture tax.)

How to report. Attach a schedule showing
the computation of each item included in, or
subtracted from, the total for line 11. On the
dotted line next to line 11, specify {a) the
applicable Code section, (b) the type of tax,
and (c) enter the amount of tax. For
exampls, if the corporation is deferring $100
LIFO recapture tax, subtract this amount
from the total on line 11, then enter “Section
1363-Deferred Tax-$100" on the dotted line
next to line 11,

Instructions for Forms 1120 and 1120-A
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Schedule K, Form 1120
(Part Il, Form 1120-A)

The following instructions apply to Form
1120, page 3, Schedule K, or Form 1120-A,
page 2, Part Il. Be sure to complete all the
items that apply to the corporation.

Question 4 (Form 1120 Only)
Check the “Yes” box for question 4 if:

» The corporation is a subsidiary in an
affiliated group (defined below), but is not
filing a consolidated return for the tax year
with that group or

¢ The corporation is a subsidiary in a
parent-subsidiary controlled group (defined
below).

Any corporation that meets either of the
requirements above should check the “Yes”
box. This applies even if the corporation is a
subsidiary member of one group and the
parent corporation of another.

Note: If the corporation is an “excluded
member” of a controlled group (see section
1563(b)(2)), it is still considered a member
of a controlled group for this purpose.

Affiliated group. The term “affiliated group”
means one or more chains of includible
corporations (section 1504(a)} connected
through stock ownership with a common
parent corporation. The common parent
must be an includible corporation and the
following requirements must be met:

1. The common parent must own
directly stock that represents at least 80% of
the total voting power and at least 80% of
the total value of the stock of at least one of
the other includible corporations and

2. Stock that represents at least 80% of
the total voting power and at least 80% of
the total value of the stock of each of the
other corporations (except for the common
parent) must be owned directly by one or
more of the other includible corporations.

For this purpose, the term “stock”
generally does not include any stock that
{a) is nonvoting, (b) is nonconvertible,

(c) is limited and preferred as to dividends
and does not participate significantly in
corporate growth, and (d) has redemption
and liquidation rights that do not exceed the
issue price of the stock (except for a
reasonable redemption or liguidation
premium). See section 1504(a)(4).
Parent-subsidiary controlled group. The
term “parent-subsidiary controlled group”
means one or more chains of corporations
connected through stock ownership (section
1563(a)(1)). Both of the following
requirements must be met:

1. At least 80% of the total combined
voting power of all classes of voting stock,
or at least 80% of the total value of all
classes of stock of each corporation in the
group (except the parent) must be owned by
one or more of the other corporations in the
group and

2. The common parent must own at
least 80% of the total combined voting
power of all classes of stock entitled to vote
or at least 80% of the total value of all
classes of stock of one or more of the other
corporations in the group. Stock owned
directly by other members of the group is
not counted when computing the voting
power or value.
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See section 1563(d){1) for the definition
of “stock” for purposes of determining stock
ownership above.

Question 6 (Form 1120-A Only)

Foreign financial accounts. Check the
“Yes” box for question 6 if either 1 or 2
below applies to the corporation. Otherwise,
check the “No” box:

1. At any time during the 2003 calendar
year, the corporation had an interest in or
signature or other authority over a bank,
securities, or other financial account in a
foreign country (see Form TD F 90-22.1,
Report of Foreign Bank and Financial
Accounts}); and

e The combined value of the accounts
was more than $10,000 at any time during
the calendar year and

e The account was not with a U.S.
military banking facility operated by a U.S.
financial institution.

2. The corporation owns more than 50%
of the stock in any corporation that would
answer “Yes” to item 1 above.

If the “Yes” box is checked for the
question:
« Enter the name of the foreign country or
countries. Attach a separate sheet if more
space is needed,
* File Form TD F 90-22.1 by June 30, 2004,
with the Department of the Treasury at the
address shown on the form. Because Form
TD F 90-22.1 is not a tax form, do not file it
with Form 1120-A. You can order Form TD
F 90-22.1 by calling 1-800-TAX-FORM
(1-800-829-3676) or you can download it
from the IRS website at www.irs.gov.

Question 7 (Form 1120 Only)

Check the “Yes” box if one foreign person
owned at least 25% of (a) the total voting
power of all classes of stock of the
corporation entitled to vote or (b) the total
value of all classes of stock of the
corporation.

The constructive ownership rules of
section 318 apply in determining if a
corporation is foreign owned. See section
B038A(c)(5) and the related regulations.

Enter on line 7a the percentage owned
by the foreign person specified in question
7. On line 7b, write the name of the owner’s
country.

Note: /fthere is more than one
25%-or-more foreign owner, complete lines
7a and 7b for the foreign person with the
highest percentage of ownership.

Foreign person. The term “foreign person”
means:

* A foreign citizen or nonresident alien.

® An individual who is a citizen of 2 U.S.
possession {but who is not a U.S. citizen or
resident).

® A foreign partnership.

* A foreign corporation.

® Any foreign estate or trust within the
meaning of section 7701(a)(31).

® A foreign government (or one of its
agencies or instrumentalities) to the extent
that it is engaged in the conduct of a
commercial activity as described in

section 892.

Owner’s country. For individuals, the term
“owner’s country” means the country of
residence. For all others, it is the country



where incorporated, organized, created, or
administered.
Requirement to file Form 5472. If the
corporation checked “Yes,” it may have to
file Form 5472. Generally, a 25%
foreign-owned corporation that had a
reportable transaction with a foreign or
domestic related party during the tax year
must file Form 5472,

See Form 5472 for filing instructions and
penalties for failure to file.

item 9, Form 1120

(Item 3, Form 1120-A)

Show any tax-exempt interest received or
accrued. Include any exempt-interest
dividends received as a shareholder in a
mutual fund or other RIC.

Iltem 11 (Form 1120 Only)

If the corporation has an NOL for its 2003
tax year, it may elect under section
172(b)(3) to waive the entire carryback
period for the NOL and instead carry the
NOL forward to future tax years. To do so,
check the box on line 11 and file the tax
return by its due date, including extensions
(do not attach the statement described in
Temporary Regulations section
301.9100-12T). Once made, the election is
irrevocable. See Pub. 542, section 172, and
Form 1139 for more details.

Corporations filing a consolidated
return must also attach the statement
required by Temporary Regulations section
1.1502-21T(b)(3)(i) or (ii).

ltem 12 (Form 1120 Only)

Enter the amount of the NOL carryover to
the tax year from prior years, even if some
of the loss is used to offset income on this

return. The amount to enter is the total of all
NOLs generated in prior years but not used
to offset income (either as a carryback or
carryover) to a tax year prior to 2003. Do not
reduce the amount by any NOL deduction
reported on line 29a.

Schedule L, Form 1120
(Part lll, Form 1120-A)

The balance sheet should agree with the
corporation’s books and records. Include
certificates of deposit as cash on line 1,
Schedule L.

Line 5

Include on this line:

» State and local government obligations,
the interest on which is excludable from
gross income under section 103(a) and

® Stock in a mutual fund or other RIC that
distributed exempt-interest dividends during
the tax year of the corporation.

Line 26, Form 1120
(Line 21, Form 1120-A)

Some examples of adjustments to report on
this line include:
» Unrealized gains and iosses on securities
held “available for sale.”
* Foreign currency franslation adjustments.
s The excess of additional pension liability
over unrecognized prior service cost.
» Guarantees of employee stock (ESOP)
debt.
e Compensation related to employee stock
award plans.

If the total adjustment to be entered on
line 26 (line 21, Form 1120-A) is a negative
amount, enter the amount in parentheses.

Schedule M-1, Form 1120
(Part IV, Form 1120-A)

Line 5c, Form 1120

(Line 5, Form 1120-A)

Include any of the following:

* Meal and entertainment expenses not
deductible under section 274(n).

* Expenses for the use of an entertainment
facility.

& The par of business gifts over $25.

* Expenses of an individual over $2,000,
which are allocable to conventions on eruise
ships.

» Employee achievement awards over
$400.

® The cost of éntertainment tickets over
face value (also subject to 50% limit under
section 274(n}).
® The cost of skyboxes over the face value
of nontuxury box seat tickets.
e The part of luxury water travel expenses
not deductible under section 274(m).
* Expenses for travel as a form of
education.
e Other nondeductible travel and
enterfainment expenses.

For more information, see Pub. 542.

Line 7, Form 1120

(Line 6, Form 1120-A)

Include as interest on line 7 (line 6, Form
1120-A), any exempt-interest dividends
received as a shareholder in a mutual fund
or other RIC.

Paperwork Reduction Act Notice. We ask for the information on these forms to carry out the Internal Revenue laws of the United States.
You are required to give us the information. We need it to ensure that you are complying with these laws and to allow us to figure and collect

the right amount of tax.

You are not required to provide the information requested on a form that is subject to the Paperwork Reduction Act unless the form
displays a valid OMB control number. Books or records relating to a form or its instructions must be retained as long as their contents may
become material in the administration of any Internal Revenue law. Generally, tax returns and return information are confidential, as

required by section 6103.

The time needed to complete and file the following forms will vary depending on individual circumstances. The estimated average times

are:
Copying,
assembling,

Learning about and sending the
Form Recordkeeping the law or the form Preparing the form form to the IRS
1120 70 hr., 47 min. 42 hr., 1 min. 72 hr., 56 min. 8 hr,, 2 min.
1120-A 43 hr., 45 min. 24 hr., 34 min. 48 hr., 3 min. 5hr., 5 min.
Sch. D (1120) 6 hr., 56 min, 3 hr., 55 min. 6 hr., 3 min. 32 min.
Sch. H (1120) 5 hr., 58 min. 35 min. 43min.  ---e-
Sch. N (1120) 3 hr., 35 min. 1 hr., 7 min. 3 br., 6 min. 32 min
Sch. PH (1120) 15 hr., 18 min. 6 hr., 12 min. 8 hr., 35 min. 32 min.

If you have comments concerning the accuracy of these time estimates or suggestions for making this form and related schedules
simpler, we would be happy to hear from you. You can write to the Tax Products Coordinating Committee, Western Area Distribution Center,
Rancho Cordova, CA 95743-0001. Do not send the tax form to this address. Instead, see Where To File on page 3.

Figure A.12 (Continued)
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Useful Forms

Form 11208, U.S. Income Tax Return
for an S Corporation

This form looks much like the tax form for C corporations, and it is. The
difference is how the $36,000 of ordinary income on line 21 is handled.
As we are dealing with the ordinary income of an S corporation, the cor-
poration does not pay tax on it, but the stockholders pay tax on the
$36,000 whether or not those earnings are paid over to the stockholders.

In this case, the stockholders not only receive forms W-2 for their salaries
of $40,000 each, but they also receive a Form K-1 reporting $12,000 of
additional income on which they get to pay income tax. (Only one Form
K-1 is reproduced here, but as each of these three stockholders own 33.3
percent of the corporation, each would receive an identical Form K-1.)
There is some savings on Social Security tax, however. While the wages
are subject to Social Security tax, the stockholders do not pay Social Se-
curity tax on the additional $12,000 each, whether or not they actually re-
ceive that in cash payments.

The S corporation also made a $1000 contribution to an eligible charity.
This item is not deducted in computing the income shared by the stock-
holders, but one third of that amount is listed separately on the K-1 that
each stockholder receives. That stockholder then lists that $333 contribu-
tion on his or her individual income tax return as an itemized deduction.
(If the stockholder does not itemized deductions, the tax benefit of the
charitable contribution is lost to that stockholder.)

While you’re looking at Form K-1, glance through the list of income, de-
duction, and credit items that are listed. Generally, all of those are reported
by stockholders as separate items on their individual income tax returns.
(This treatment of certain items is often referred to as those items “flowing
through” from the corporation to the stockholder’s individual tax return.)
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11208

Department of the Treasury
Intermal Revenue Service

U.S. Income Tax Return for an S Corporation

» Do not file this form unless the corporation has timely filed
Form 2553 to elect to be an S corporation.
P See separate instructions.

OMB No. 1545-0130

2003

For calendar year 2003, or tax year beginning , 2003, and ending , 20
A Effective date of _e|ection Use the Name € Employer identification number
as an S corporation IRS CLEAN CAT PROCESSORS, INC. 55 ; 5555555
11/03 label. Number, street, and room or suite no. (If a £.0. box, see page 12 of the instructions.) | D Date incorporated
B Business code 3}2:,"' 111 MAIN ST, SUITE 1 1/1/03
g#g%egf(szii "’:gés) print or | City or town, state, and ZIP code E Total assets (see page 12 of
’ type. EAST OVERSHOE, VA 55555 instructions)
453910 $ 190,000 |

F Check applicable boxes: (1) 4] Initial retun  (2) [J Final return
G Enter number of shareholders in the corporation at end of the tax year .

3) [J Name change

(4) D Address change

(5) D Amended return

Caution: Include only trade or business income and expenses on lines 1a through 21. See page 12 of the Instructlons for more information.

1a Gross receipts or sales [ 1,000,000 b Less returns and allowances | | | cBal» [ 1c 1,000,000
©! 2 Cost of goods sold (Schedule A, line 8) , 2 600,000
g 3 Gross profit. Subtract line 2 from line 1c 3 400,000
g 4 Net gain (loss) from Form 4797, Part Il, line 18 (attach Form 4797) 4
| 5 Other income (loss) (attach schedule) .. ]
6 Total income (loss). Add lines 3 through 5. . > 6 400,000
g 7 Compensation of officers 7 120,000
g| 8 Salaries and wages (less employment credlts) 8 42,500
E| 9 Repairs and maintenance 9
&{10 Bad debts . 10
111 Rents. 11 12,000
8112 Taxes and Ilcenses 12 1,000
2143 Interest . . . e 13 2000f
2114a Depreciation (Attach Form 4562) . | 142 | 2,000|
E b Depreciation claimed on Schedule A and elsewhere on return., I 14b|
% | © Subtract line 14b from line 14a 14c 2,000
§’ 15 Depletion (Do not deduct oil and gas depletlon) 15
(16 Advertising . . . 16 150,000
|17 Pension, profit- shanng, etc plans 17
_5 18 Employee benefit programs. 18
§ 19  Other deductions (attach schedule) 19 34,500
$ |20 Total deductions. Add the amounts shown in 'the far rlght “column for lines 7 through 9. > 20 364,000
0|21 Ordinary income (loss) from trade or business activities. Subtract line 20 from line 6. . 21 36,000
22 Tax: a Excess net passive income tax (attach schedule) . 22a
«| b Tax from Schedule D (Form 1120S) . 22b
€| ¢ Add lines 22a and 22b (see page 17 of the instructions for addmonal taxes) . 22¢ |
qé 23 Payments: a 2003 estimated tax payments and amount applied from 2002 return 23a
Z1 b Tax deposited with Form 7004. 23b
: ¢ Credit for Federal tax paid on fuels (attach Form 4136) 23c
£| d Add lines 23a through 23c . . .. |23d
w [24 Estimated tax penalty (See page 17 of mstructlons) Check if Form 2220 is attached »[] 24
ﬂ 25 Tax due. If line 23d is smaller than the total of lines 22¢ and 24, enter amount owed. 25 0
26 Overpayment. If line 23d is larger than the total of lines 22c and 24, enter amount overpald 26
27 Enter amount of line 26 you want: Credited to 2004 d tax » |___Refunded P 27
Under penalties of perjury, | declare that | have examined this return, including accompanying schedules and statements, and to the best of my kn and belief, it is true,
Sl gn correct, and complete. Declaration of preparer (other than taxpayer} is based on all information of which preparer has any knowledge. " - -
ay the IRS discuss this return
Here | with the preparer shown below
} Signature of officer Date } Title {see instructions}? [ Yes [ No ]
. Date Preparer's SSN or PTIN
Paid prevaecs ) v
Preparer’s ["Fim's name (or EIN H
Use Onlv gggﬁeslfss Zﬁoe%g%gg' Phone no.  { )

For Paperwork Reduction Act Notice, see the separate instructions.

Figure A.13
Corporation)
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Form 11208 {2003)

Page 2

ELLELIUCHLY  Cost of Goods Sold (see page 18 of the instructions)

0

1 Inventory at beginning of year . L
2 Purchases 2 720,000
3 Cost of labor 3
4  Additional section 263A costs (attach schedule) 4
§  Other costs (attach schedule) 5
6 Total. Add lines 1 through 5 6 720,000
7 Inventory at end of year . e 7 120,000
8 Cost of goods sold. Subtract line 7 from lme 6 Enter here and on page 1 Ime 2 Coe 8 600,000
9a Check all methods used for valuing closing inventory: (i} I M Cost as described in Regulatlons section 1.471-3
(i) [ Lower of cost or market as described in Regulations section 1.471-4
(i) 1 Other (specify method used and attach explanation) P> ... . e
b Check if there was a writedown of subnormal goods as described in Regulations section 1.471-2(c) » []
¢ Check if the LIFQ inventory method was adopted this tax year for any goods (if checked, attach Form 970) » [
d If the LIFO inventory method was used for this tax year, enter percentage (or amounts) of closing
inventory computed under LIFO . . . . . l_9d I ]
e If property is produced or acquired for resale, do the rules of Sectlon 263A apply to the corporatlon’7 . . [Oyes @no
f Was there any change in determining quantities, cost, or valuations between opening and closing inventory?, [dYes M No

If "Yes,” attach explanation.

B EHUEYSY  Other Information (see page 19 of instructions)

1 Check method of accounting: (a) B Cash  (b) [J Accrual (c) [ Other (specify) »........ccommmmnnnnen.

2 See pages 31 through 33 of the instructions and enter the:

{a) Business activity » _SALES (b) Product or service » PETSUPPLIES

At the end of the tax year, did the corporation own, directly or indirectly, 50% or more of the voting stock of a domestic

3
corporation? (For rules of attribution, see section 267(c).) If “Yes,” attach a schedule showing: (a) name, address, and
employer identification number and (b) percentage owned .
4  Was the corporation a member of a controlled group subject to the provisions of section 15617
5  Check this box if the corporation has filed or is required to file Form 8264, Application for Registration of a Tax Shelter > D
6 Check this box if the corporation issued publicly offered debt instruments with original issue discount . . P
If checked, the corporation may have to file Form 8281, information Return for Publicly Offered Original Issue Discount
Instruments.
7 If the corporation: (a) was a C corporation before it elected to be an S corporation or the corporation acquired an
asset with a basis determined by reference to its basis (or the basis of any other property) in the hands of a
C corporation and (b) has net unrealized built-in gain (defined in section 1374(d)(1)} in excess of the net recognized
built-in gain from prior years, enter the net unrealized built-in gain reduced by net recognized built-in gain from prior
years . . . R . TP,
8 Check this box |f the corporatlon had accumulated earnings and profits at the close of the tax year . . W O
9 Are the corporation’s total receipts (see page 19 of the instructions) for the tax year and its total assets at the end

of the tax year less than $250,0007 If “Yes," the corporation is not required to complete Schedules L and M-1.

Note: If the corporation had assets or operated a business in a foreign country or U.S. possession, it may be required to attach

Schedule N (Form 1120), Foreign Operations of U.S. Corporations, to this return. See Schedule N for details.

mreholders' Shares of Income, Credits, Deductions, etc.

(a) Pro rata share items {b) Total amount
1 Ordinary income (loss) from trade or business activities (page 1, lne 21} . . . . . . 1] 36,000
2 Net income {loss) from rental real estate activities (attach Form 8825) . . . . . . . 2
3a Gross income from other rentat activities . . . . 3a |
- b Expenses from other rental activities (attach schedule) | 3b | |
g ¢ Net income {loss) from other rental activities. Subtract line 3b fromline3a . . . . . 3c
A 4 Portfolio income (loss):
g a Interest income . . e e e e e e 4a
8 b Dividends: (1) Qualified d|V|dends P ............................ {2) Total ordinary dividends P> | 4b(2)
£ c Royalty income . . . o . ac
d Net short-term capital gain (loss) (1) Post May 5 2003 > ( 2) Entlre year Cp [ad(2)
e Net long-term capital gain (loss): (1) Post-May 5, 2003 » _........_...... (2) Entire year P | 4e(2)
f Other portfolio income (loss) (attach schedule) e e e e e Af
5 Net section 1231 gain (loss) (attach Form 4797): (a) Post- May 5, 2003 [ (b) Entire year » |_5(b)
——1 & Other income (loss) (attach schedule) . . . S I -

FIGUREA.I3 (Continued)
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Form 1120S (2003)

RIGiCLIIEN Y  Shareholders’ Shares of Income, Credits, Deductions, etc. (continued)

Page 3

(a) Pro rata share items

(b) Total amount

@\
.§ 7 Charitable contributions (attach schedule) . . 7 1,000
s 8 Section 179 expense deduction (attach Form 4562). 8
E 9 Deductions related to portfolio income (loss) (itemize) 9
0 Other deductions (attach schedule) . e . 10
iy
% £ [ 11a Interest expense on investment debts . . . . 1a
gg b (1) Investment income included on lines 4a, 4b(2) 4c and 4f on page 2 11b(1)
£ (2) Investment expenses included on line 9 above. L 11b(2)
12a Credit for alcohol used as a fuel {attach Form 6478), 12a
b Low-income housing credit:
" (1) From partnerships to which section 42()(5) applies 12b(1)
] (2) Other than on line 12b{1). . . . . . 12'-'{(2)
8 ¢ Qualified rehabilitation expenditures related to rental reaI estate activities (attach Form 3468) 12¢
d Credits (other than credits shown on lines 12b and 12c) related to rental real estate activities 12d
e Credits related to other rental activities 12e
13 Other credits . e 13
B . | 14a Depreciation adjustment on property placed in service after 1986 14a
2 5 b Adjusted gain or loss 14b
28 ¢ Depletion (other than oil and gas) 14c
gE d (1) Gross income from oil, gas, or geothermal propemes 14d(1)
2 2 (2) Deductions allocable to oil, gas, or geothermal properties 14d(2)
= e Other adjustments and tax preference items {attach schedule) 14e

15a Name of foreign country or U.S. possession P ... . it eaaaennaae
b Gross income from all sources
¢ Gross income sourced at shareholder Ievel
d Foreign gross income sourced at corporate level:

(1) Passive . 15d(1)
g (2) Listed categories (attach schedule) . [15d()
= (3) General limitation . . |15d@3) I
5 e Deductions allocated and apportroned at shareholder Ievel
? (1) Interest expense . [15e(1)
S @) Other. .. %______
f Deductions allocated and apportroned at corporate level to forergn source income:
(1) Passive . 15f(1)
(2) Listed categories (attach schedule) 15f(2)
(3) General limitation . 156(3)
g Total foreign taxes (check one) P D Pald D Accrued 159
h Reduction in taxes available for credit (attach schedule) L e e 15h
16  Section 59(e)(2) expenditures: a Type P> ... .. ooioiiiiiiiimiiamaeameaeas b Amount » | _16b
17 Tax-exempt interest income . P L |
18  Other tax-exempt income . 18
_ | 19 Nondeductible expenses . 19
g 20 Total property distributions (lncludtng cash) other than d|v1dends reported on Ilne 22 below 20 I
© |21 Other items and amounts required to be reported separately to shareholders (attach
schedule)
22 Total dividend distributions paid from accumulated earnings and profits S
23  Income {loss). (Required only if Schedule M-1 must be completed.) Combine lines 1 through
6 in column {b). From the result, subtract the sum of lines 7 through 11a, 15g, and 16b . 23 35,000

FIGUREA.I13 (Continued)
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Form 1120S (2003)

Page 4

Note: The corporation is not required to com

[Scheduie L §

lete Schedules L and M-1 if question 9 of Schedule B is answered "Yes.”

Balance Sheets per Books

Beginning of tax year I

End of tax year

@

Assets L (a) ) L ©)
1 Cash. C WW 12,000
2a Trade notes and accounts receivable . Z 50,000 7 0.0 ‘g
b Less allowance for bad debts . _ — \
3 Inventories . R 7 7 120,000
4 U.S. government obligations. —
5 Tax-exempt securites . . . . . _
6 Other current assets (attach schedufe) _
7 Loans to shareholders _
8 Mortgage and real estate loans —
9 Other investments (attach schedule) . _ |
10a Buildings and other depreciable assets . 7 10,000 77 “ 00/€
b Less accumulated depreciation | m s
11a Depletable assets . . . . W—y Z
b Less accumulated depletion. L _
12 Land (net of any amortization) . WV_WV
13a Intangible assets (amortizable only) / 7, Z
b Less accumulated amortization. — _
14 Other assets {attach schedule) . %///////—%// //
15 Towlssses. . . ... L. | — | uw
Liabilities and Shareholders’ Equity % W% / %
16 Accountspayable. . . . . . . . 55,000
17 Mortgages, notes, bonds payable in less than 1 year _
18  Other current liabilities (attach schedule). ]
19 Loans from shareholders. P _
20  Mortgages, notes, bonds payable in 1 year or more o 40,000
21 Other liabilities (attach schedule) | ]
22 Capitalstock . . . . ] 75,000
23 Additional paid-in capital. ]
24 Retained earnings . . . . . . . . _ 20,000
25  Adjustments to shareholders’ equity {attach schedule) _
26 Less cost of treasury stock . .o ( )
27  Total liabilities and shareholders' equity. 7 2 190,000
Reconciliation of Income (Loss) per Books With Income (Loss) per Return
1 Netincome (loss) per books. . . . . 36,000 15 income recorded on books this year not included
2 income included on Schedule K, lines 1 throug on Schedule K, lines 1 through 6 fitenize):
6, not recorded on books this year (itemize): a Tax-exempt interest $ ....._..........
3 Expenses recorded on books this year not 6 Deductions included on Schedule K, lines
included on Schedule K, lines 1 through 1 through 11a, 15g, and 16b, not charged
11a, 15g. and 16b {itemize): against book income this year (temize):
a Depreciation $ _...........oocoiiiiie a Depreciation $ ....o.ooviciccacimnanns
b Travel and entertainment $ ...............
______________________________________________ 7 Add lines 5 and 6. e
4 Addlines 1through3. . . . . 36,000 |8 Income (loss) (Schedule K, ling 23). Line 4 less line 7 36,000

Analysis of Accumulated

Schedule M-2

Adjustments Account, Other Adjustments Account, and Shareholders’
Undistributed Taxable Income Previously Taxed (see page 29 of the instructions)

Balance at beginning of tax year .
Ordinary income from page 1, line 21,
Qther additions .

Loss from page 1, line 21

Other reductions P
Combine lines 1through5 . . . . .
Distributions other than dividend distributions,
Balance at end of tax year. Subtract ling 7 from line 6

W=D b WN =2

(a) Accumulated (b} Other adjustments {(c) Shareholders’ undistributed
adjustments account account taxable income previously taxed

0

36,000

( )

( i ) 0

36,000

15,000

21,000

FIGUREA.I3 (Continued)
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SCHEDULE K-1|  Shareholder's Share of Income, Credits, Deductions, etc. | ows wo. 15450130
{Form 11205) > See separate instructions.

Department of the Treasury For calendar year 2003 or tax year 2@03
Intemal Revenue Service beginning , 2003, and ending , 20

Shareholder’s identifying number » 000-00-0000 Corporation’s identifying number » 55 | 5555555
Shareholder’s name, address, and ZIP code Corporation’s name, address, and ZIP code

ANNE WHO CLEAN CAT PROCESSORS, INC.

234 CAT COURT 111 MAIN ST, SUITE 1

EAST OVERSHOE, VA 55555 EAST OVERSHOE, VA 55555

A Shareholder's percentage of stock ownership for tax year (see instructions for Schedule K-1). . . . . . .
CINCINNATI, OH

B Internal Revenue Service Center where corporation filed its return P
C Tax shelter registration number (see instructions for Schedule K-1) . .
D Check applicable boxes: (1) [ Final K-1 @ [ Amended K-1

(2) Investment expenses included on fine 9above , . . . . [11b2) for Schedule K-1 (Form 112085).

12a Credit for alcohol used as fuel . . . . . . . . . . . 128
b Low-income housing credit:
i j S 1< 11

(1) From section 42(j(5) partnerships

Form 6478, iine 10

Form 8586, line 5

(a) Pro rata share items (b) Amount th(ec)arﬁ:gmgg“g;t?rﬁl ?g)tec; -
1 Ordinary income (loss) from trade or business activities 1 12,000 See page 4 of the
2 Net income (ioss) from rental real estaﬁe'dctivities i gggg%’:ﬁéd&’f ('2::;;’01“102“35‘)‘?
3 Net income (loss) from other rental activities .
4  Portfolio income {loss):
a Interestincome . . . . . . . v o« 4 o . . . . . (A8 Form 1040, line 8a
| b ) Qualiied dividends . . . . . . .. o. . .. . . (40D Form 1040, line 9b
s @) Total ordinary dividends . . . . . . . . . . . . [4D@) Form 1040, line 9a
& | ¢ Royattyincome . . . . [+ Sch. E, Part |, line 4
E| d (1) Net short-term capital galn (Ioss) (post May 5 2003) R - [« (1)) Sch. D, line 5, col. (g)
S (2) Net short-term capital gain (loss) (entire year) . . . . . [4d(2) Sch. D, line 5, col. (f)
£| & (1) Net long-term capita! gain {loss) {post-May 5, 2003) . . . [de() Sch. D, line 12, col. (g)
(2) Net long-term capital gain {loss) fentire year) . . . . . (4e@ Sch. D, line 12, col. ()
f Other portfolio income {loss) {attach schedule) . . . . . . af (Enter on applicabie line of your return.)
6a Net section 1231 gain (joss) (post-May 5, 2003) . . . . . . §a } See St der's Instructions
b Net section 1231 gain (oss) (entire year) . . . . . . . . |50 for Schedute K-1 (Form 11208).
6 Other income (loss) (attach schedule) . . . . . . . . . 6 {Enter on applicable line of your return.)
2| 7 Charitable contributions (attach schedule) . 7 333] Sch. A, line 15 or 16
B| 8 Section 179 expense deduction . . L8 See page 5 of the Shareholder's
'§ 9  Deductions related to portfolio income (Ioss) (attach schedule) . L8 } [(22‘[2:9:'?335;0' Schedule K-1
& |10 Other deductions (attach schedule) . . . . . . . . . . 10 i
| 11a Interest expense on investment debts 11a Form 4952, line 1.
E| b (1) Investment income included on lines 4a, 4b(2). 4c. and 4f above  [11b() } See Shareholder's Instructions

(2) Other thanontine 12b{(1) . . . . . 12b(2)
8 ¢ Qualified rehabilitation expendltures related to rental real estate
§ activities 12¢
(G| d Credits (other than credlts shown on Ilnes 12b and 12c) related See pages 6 and 7 of tfhe
to rental real estate activities . P gza’e%ﬁedﬁr_f (ggf;”ﬁ"z’gg) or
e Credits related to other rental act:vmes O . ’
13 Othercredts . . . . . . . . . . . ... .. . 113
For Paperwork Reduction Act Notice, see the Instructions for Form 1120S. Cat. No. 11520D Schedule K-1 (Form 1120S) 2003

Figure A.14 Schedule K-l (Shareholder’s Share of Income, Credits,
Deductions, etc.)

174



k712

Schedule K-1 (Form 11208) 2003 Page 2
. {c) Form 1040 filers enter the
(a) Pro rata share items (®} Amount amount in column (b) on:
EE 14a Depreciation adjustment on property placed in service after 1986 | 148 See page 6 pf the
=% b Adjusted gain or loss 14b Shareholder’s
EE 14¢ Instructions for
gg| © Depietion (other than oil and gas) . Schedule K-1 (Form
gﬁ d (1) Gross income from oil, gas, or geothermat propemes . 14d(1) 1120S) and
g% (2) Deductions allocable to oil, gas, or geothermal properties 14d(2) Instructions for
2| e Other adjustments and tax preference items {attach schedule) 14¢ Form 6251
15a Name of foreign country or U.S. possession » _______._._....._. \
b Gross income from all sources . 15b
¢ Gross income sourced at shareholder level 15¢
d Foreign gross income sourced at corporate level:
(1) Passive . 15d(1)
(2) Listed categories (attach schedule) 15402
4 (3) General limitation 15d(3
E e Deductions allocated and appomoned at shareholder Ievel Form 1116, Part |
c (1) Interest expense. 15e(1)
=4 (2) Other . 150(2)
5 f Deductions allocated and appomoned at corporate Ievel to fore|gn
w source income:
(1) Passive . 15(1)
(2) Listed categories (ah‘ach schedule) 1562)
(3) General limitation . e 15(3) J
g Total foreign taxes (check one) » [JPaid [ Accrued 159 Form 1116, Part Il
h_Reduction in taxes available for credit (attach schedule) 15h See Instructions for Form 1116
16  Section 59(e)(2) expenditures: a Type W ... See Shareholder’s Instructions
b Amount i 16b for Schedule K-1 (Form 11208).
17 Tax-exempt interest income . 17 Form 1040, line 8b
18  Other tax-exempt income . 18
© |19 Nondeductible expenses . . . . 19 See page 7 of the Shareholder's
.‘ro: 20 Property distributions (including cash) other than dividend % i:ztrmc??gas)fhr Schiedule K-1
distributions reported to you on Form 1099-DIV . 20
21 Amount of loan repayments for "Loans From Shareholders” 21
22 Recapture of low-income housing credit: 7,
a From section 42(j)(5) partnerships } F 8611, li
b_Other than on line 22a . . 22b om fne 8
23 Supplemental information required to be reported separately to each shareholder (attach additional schedules if more space is

needed):

Supplemental Information
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SCHEDULE K-1
(Form 1120S)

Depariment of the Treasury
Intzmal Hevenue Service

beginning

Shareholder’s Share of Income, Credits, Deductions, etc.
B See separate instructions.

For calendar year 2003 or tax year
, 2003, and ending

E7LL

OME Mo, 1545-0030

2003

. 20

Shareholder's identifying number &

111-11-1111

Corporation's identifying number »

55! 9555555

Sharcholder's name, address, and ZIP code
BAXTER WHEN

345 CAT AVENUE

EAST OVERSHOE, VA 55555

Corporation’s name, address, and ZIP code
CLEAN CAT PROCESSORS, INC.
111 MAIN ST, SUITE 1

EAST OVERSHOE, VA 55555

A Shareholder's percentage of stock ownership for tax year (see instructions for Schedule K-1) . L
B Internal Revenue Service Center where corporation filed its return CINCINNATL OH
C Tax shelter registration number (see instructions for Schedule K1) . . P
D Check applicable boxes: (1) O Final K-1 @ O Amended K-1
(a) Pro rata share items (b) Amount th{ecl\;zmn‘liunltgofllllﬁ;]?F(!g;eorn;
1 Ordinary income (loss) from trade or business activities 1 12,000 See page 4 of the
z :et income (loss) from rental real estat_e.e?ctwmes i g'c’ggﬂc'bfl'édﬁrs ('F"E:'n:m]“f;uss'f'
et income (loss) from other rental activities .
4 Portfolio income (loss): %
a Interest income . 4a Form 1040, line 8a
®| b (1) Qualified dividends . 4b(1) Form 1040, line 9b
3 (2) Total ordinary dividends 4b(2) Form 1040, line 9a
‘; ¢ Royalty income ac Sch. E, Part |, line 4
E| d (1) Net short-term capltal gain {Iubb) [po:-,t Md)‘ 5 2003] 4d(1) Sch. D, line 5, cal. (g)
§ (2) Net short-term capital gain (loss) {entire year) 4d(2) Sch. D, line §, cal. {f)
- e (1) Met long-term capital gain (loss) (post-May 5, 2003} 4e(1) Sch. D, line 12, col. (g)
(2) Met long-term capital gain {loss) (entire year) 4e(2) Sch. D, line 12, col. {f)
f Other portfolio income (loss) {attach schedule) 4f {Erter on aoplicabie ling of your rehurm.|
5a Net section 1231 gain (loss) (post-May 5, 2003} . 5a } See Shareholder's Instructions
b Net section 1231 gain {loss) (entire year) 5b for Schedule K-1 {Form 11208).
6 Other income (loss) (attach schedule) [ (Enter on aoplicabie ling of your rebarn.}
2| 7 Charitable contributions (attach schedule) . 7 333| Sch. A, line 15 or 16
B | 8 Section 179 expense deduction | 8 See page 5 of the Shareholder's
§ 9 Deductions related to portfolio income [Ioss] (attach schedule] 9 } '(';g‘r'nﬂ:z'%“gs{”r Schedule K-1
o [ 10 Other deductions (attach schedule) | 10 -
g 11a Interest expense on investment debts . 11a Form 4852, line 1
8 b (1) Investment income included on lines 4a, 4b(2), 40. and 4f above 11b(1) } See Shareholder's Instructions
2= (2) Investment expenses included on line & above . 11b(2) for Schedule K-1 (Form 11208),
12a Credit for alcohol used as fuel 12a Form 6478, line 10
b Low-income housing credit: %
(1) From section 42()(5) partnerships 12b(1) Form BSEE, line 5
(2) Other than on line 12b(1) . . 126(2)
un ¢ Qualified rehabilitation cxpcnchturcs related to rental real estate
ﬁ activities . 12¢
G| d Credits (other than credns shown an Iunes 12|J and 12c} related See pages & and 7 of the
to rental real estate activities | 12d S_hareholder 5 Instch}luns_ for
e Credits related to other rental activities. 12e Schedule K-1 {Form 11205
13 Other credits ., 13

For Paperwork Reduction Act Notice, see the Instructions for Form 11205.
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SCHEDULE K-1

(Form 1120S) P See separate instructions.

Lepantment of the [ressury For calendar year 2003 or tax year

Shareholder’s Share of Income, Credits, Deductions, etc.

E?71L

CME No. 1545-0130

2003

Intermal Revenue Service beginning , 2003, and ending , 20
Shareholder's identifying number & 222-22.2222 Corporation's identifying number » 55 : 5555555
Shareholder’s name, address, and ZIP code Corporation's name, address, and ZIP code
CAROL WHAT CLEAN CAT PROCESSORS, INC.
678 FELINE FREEWAY 111 MAIN ST, SUITE 1
EAST OVERSHOE, VA 55555 EAST OVERSHOE, VA 55555
A Shareholder's percentage of stock ownership for tax year (see instructions for Schedule K-1) . | 333 . %
B Internal Revenue Service Center where corporation filed its return » CINCINATTLOH
€ Tax shelter registration number (see instructions for Schedule K-1) . . R T EE R
D Check applicable boxes: (1) O Final K-1 (2 O Amended K-1
{a) Pro rata share items {b) Amount tthfﬂgmgg“BQﬂ?;ie[E;ec:n:
1 Ordinary income (loss) from trade or business activities 1 12,000 See page 4 of the
g :ei income {loss) from rental real estai.e.gctmtles W BB OE z g?ﬁ;ﬁ‘l’fﬁ'f {lggmc{'fzngs}‘f{
et income (loss) from other rental activities . . . . . . .
4 Portfolio income (loss): W
a Interest income ; 4a Farm 1040, line Ba
7| b () Qualified dividends . 4b(1) Form 1040, line 9b
o] (2) Total ordinary dividends 4b(2) Form 1040, line 9a
‘; ¢ Royalty income 4c Sch. E, Part |, line 4
E| d (1) Net short-term capital qam {loqs# {FJOSI Ma)r 5 2003:1 4d(1) Sch. D, line 5, col. (g)
3 (2) Net short-term capital gain (loss) (entire year) 4d(2) Seh. D, line 5, col. (f)
E| ¢ ()Ne long-term capital gain (loss) (post-May 5, 2003) 4e(1) Sch. D, line 12, col. (g)
(2) Net long-term capital gain (loss) (entire year) 4e(2) Sch. O, line 12, col. (f)
f Other portfolio income (loss) (attach schedule) Af (Enter cn applizztle line of your rebarn. |
5a Net section 1237 gain (loss) (post-May 5, 2003) | 5a See Sharsholders Instructions
b Net section 1231 gain (loss) (entire year) e ©opow on BB } for Bchedule K-1 {Form 11208).
6 Other income (loss) (attach schedule) . . . . . . . . . 6 (Erfer e applizable line of your return |
§ 7  Charitable contributions (attach schedule) . . . . . . . . 7 333| Sch. A, line 15 or 16
B | 8 Section 179 expense deduction . . i 8 See page § of the Sharenolder's
E 9 Deductions related to portfolio income [Ioss} (an.ach schedule] . Lo l?z}#ﬁ'?;as;m Schedule k-1
o |10 Other deductions (attach schedule) . $ B @ W s 10 ;
g 11a Interest expense on investment debts | a Form 4852, line 1
Z| b (1) Investment income included on lines da, 4b(2), dc and |1i ﬂbove 11b(1) } See Shareholders Instructions
= (2) Investment expenses included on line 9 above | 11b(2)| for Schedule K-1 (Form 11208).
12a Credit for alcohol used as fuel 12a| | Form 6478, line 10
b Low-income housing credit: W
(1) From section 42(j)(5) partnerships 126(1) Farm 8586, line 5
(2) Other than on line 12b(1) . i omowowow w1200
n ¢ Qualified rehabilitation expenditures related to rental real estate
ﬁ activities . . 12c
G| d Credis (other than m:-duLc; shuwn an Imes 12b and 12c] reIaLed See pages § and 7 of the
to rental real estate activities | 12d Shareholder's. Instructions for
Schedule K-1 {Form 11205,
e Credits related to other rental acuwues 12e
13 Other credits | 13

For Paperwork Reduction Act Notice, see the Instructions for Form 11205. Cat. Na. 115200
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Specific Instructions

Name

If the corporation did not receive a label,
print or type the corporation’s true name
{as set forth in the corporate charter or
other legal document creating it).

Address

Include the suite, room, or other unit
number after the street address. If a
preaddressed label is used, include the
information on the label. If the Post Office
does not deliver to the street address and
the corporation has a P.O. box, show the
box number instead of the street address.

Item B. Business Code No.
See the Codes for Principal Business
Activity on pages 31 through 33 of these
instructions.

Item C. Employer

Identification Number (EIN)

Enter the corporation's EIN. If the
corporation dees not have an EIN, it must
apply for one. An EIN may be applied for:
* Online—Click on the EIN link at
www.irs.gov/businesses/small. The
EIM Is Issued immediately once the
application information is validated.

* By telephone at 1-800-829-4933 from
7:30am to 5:30pm in the corparation’s
local time zone.

FIGUREA.I5

# By mailing or faxing Form 55-4,
Application for Employer |dentification
Number.

If the corporation has not received its
EIN by the time the return is due, write
“Applied for" in the space for the EIN. For
more details, see Pub. 583, Starting a
Business and Keeping Records. Please
call the toll-free Business and Specialty
Tax Line at 1-800-829-4933 for
assistance in applying for an EIN.

Item E. Total Assets

Enter the corporation’s total assets at the
end of the tax year, as determined by the
accounting method regularly used in
maintaining the corporation’s books and
records. If there were no assets at the
end of the tax year, enter "0". If the S
election terminated during the tax year,
see the instructions for Schedule L on
page 28 for special rules that may apply
when figuring the corporation's year-end
assets.

Item F. Initial Return, Final
Return, Name Change,
Address Change, and
Amended Return

® |f this is the corporation’s first return,
check the “Initial return” box,

® |f the corporation has ceased to exist,
file Form 11208 and check the "Final
return” box. Also check box D(1) on each
Schedule K-1 to indicate that it is a final
Schedule K-1.

# |f the corporation changed its name
since it last filed a return, check the box
for “Name change.” Generally, a
corporation must also have amended its
articles of incorparation and filed the
amendment with the state in which it is
incorporated.

# |f the corporation has changed its
address since it last filed a return, check
the box for “Address change."

Note: If a change in address occurs after
the refurn is filed, use Form 8822,
Change of Address, to notify the IRS of
the new address.

® |f this amends a previously filed return,
check the box for “Amended return.” If
Schedules K-1 are also being amended,
check box D(2) on each Schedule K-1.

Income

Report only trade or business

activity income or loss on lines 1a
LoD through 6. Do not report rental
activity income or portfolio income or
loss on these lines. (See Passive
Activity Limitations beginning on page 8
far definitions of rental income and
portfolio income.) Rental activity income
and portfolio income are reported on
Schedules K and K-1 (rental real estate
activities are also reported on Form
8825).
Tax-exempt income. Do not include any
tax-exempt income on lines 1 through 5.
A corporation that receives any exempt
income other than interest, or holds any
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property or engages in an activity that
produces exempt income, reports this
income on line 18 of Schedules K and

Report tax-exempt interest income,
including exempt-interest dividends
received as a shareholder in a mutual
fund or other regulated investment
company, on line 17 of Schedules K and
K-1.

See Deductions beginning on page
13 for information on how to report
expenses related to tax-exempt income.
Cancelled debt exclusion. Ifthe S
corporation has had debt discharged
resulting from a title 11 bankruptcy
proceeding, ar while insolvent, see Form
982, Reduction of Tax Attributes Due to
Discharge of Indebtedness, and Pub.
908, Bankruptcy Tax Guide.

Line 1. Gross Receipts or Sales
Enter gross receipts or sales from all
trade or business operations except those
that must be reported on lines 4 and 5. In
general, advance payments are reported
in the year of receipt. To report income
from long-term contracts, see section
460. For special rules for reporting certain
advance payments for goods and
long-term contracts, see Regulations
section 1.451-5. For permissible methods
for reporting certain advance payments
for services by an accrual method
corporation, see Rev. Proc. 71-21,1971-2

Installment sales. Generally, the
installment method cannot be used for
dealer dispositions of property. A "dealer
disposition" is any disposition of (a)
personal property by a person who
regularly sells or otherwise disposes of
personal property of the same type on the
instaliment plan or (b) real property held
for sale to customers in the ordinary
course of the taxpayer's trade or
business.

Exception. These restrictions on
using the installment method do not apply
to dispositions of property used or
produced in a farming business or sales
of timeshares and residential lots for
which the corporation elects to pay
interest under section 453(1)(3).

Enter on line 1a the gross profit on
collections from instaliment sales for any
of the following:

* Dealer dispositions of property before
March 1, 1986.

# Dispositions of property used or
produced in the trade or business of
farming.

= Certain dispositions of timeshares and
residential lots reported under the
instaliment method.

Attach a schedule showing the
following information for the current and
the 3 preceding years:
® (3ross sales.

* Cost of goods sold.

= (Gross profits.

* Percentage of gross profits to gross
sales.

* Amount collected.

= Gross profit on the amount collected.



Line 2. Cost of Goods Sold

See the instructions for Schedule A on
page 17.

Line 4. Net Gain (Loss) From
Form 4797

Include only ordinary gains or
A losses from the sale, exchange, or
T involuntary conversion of assels
used in a trade or business activity.
Ordinary gains or losses from the sale,
exchange, or involuntary conversions of
assets used in renial activities are
reported separately on Schedule K as
part of the nef income (loss) from the
rental activity in which the property was
used.

A corporation that is a partner in a
partnership must include on Form 4797,
Sales of Business Property, its share of
ordinary gains (losses) from sales,
exchanges, or involuntary or compulsory
conversions (other than casualties or
thefts) of the partnership's trade or
business assets.

If the corporation sold or otherwise
disposed of business property for which
the carporation passed through a section
179 expense deduction to its
shareholders, the disposition must be
reported separately on line 23 of
Schedule K-1 instead of being reported
on Form 4797,

Line 5. Other Income (Loss)
Enter on line 5 trade or business income
(loss) that is not included on lines 1a
through 4. List the type and amount of
income on an attached schedule. If the
corparation has only one item of other
income, describe it in parentheses on line
5. Examples of other income include:

* |nterest income derived in the ordinary
course of the corporation’s trade or
business, such as interest charged on
receivable balances,

* Recoveries of bad debts deducted in
prior years under the specific charge-off
method.

# Taxable income from insurance
proceeds.

* The amount of credit figured on Form
6478, Credit for Alcohol Used as Fuel.

The corporation must also include in
other income the:
* Recapture amount under section 280F
if the business use of listed property
draps to 50% or less. To figure the
recapture amount, the corporation must
camplete Part IV of Form 4797,
* Recapture of any deduction previously
taken under section 179A. The 5
corporation may have to recapture part or
all of the benefit of any allowable
deduction for qualified clean-fuel vehicle
property (or clean-fuel vehicle refueling
property), if the property ceases to qualify
far the deduction within 3 years after the
date it was placed in service. See Pub.
535, Business Expenses, for details on
how to figure the recapture.

If “other income" consists of only one
item, identify it by showing the account
caption in parentheses on line 5. A

separate schedule need not be attached
to the return in this case.

Do not net any expense item (such as
interest) with a similar income item.
Report all trade or business expenses on
lines 7 through 19.

Do not include items requiring
separate computations by shareholders
that must be reported on Schedules K
and K-1. See the instructions for
?ghedules K and K-1 beginning on page

Ordinary Income (Loss) From a
Partnership, Estate, or Trust
Enter the ordinary trade or business
income (loss) from a partnership shown
on Schedule K-1 (Form 1065), from an
estate or trust shown on Schedule K-1
(Form 1041), or from a foreign
partnership, estate, or trust. Show the
partnership’s, estate's, or trust's name,
address, and EIN (if any) on a separate
statement attached to this return. If the
amount entered is from more than ane
source, identify the amount from each
saurce.

Do not include portfolio income or
rental activity income (loss) from a
partnership, estate, or trust on this line.
Instead, report these amounts on the
applicable lines of Schedules K and K-1,
or on line 20a of Form 8825 if the amount
is from a rental real estate activity,

Ordinary income or loss from a
partnership that is a publicly traded
partnership is not reported on this line.
Instead, report the amount separately on
line 6 of Schedules K and K-1.

Treat shares of other items separately
reported on Schedule K-1 issued by the
other entity as if the items were realized
or incurred by the S corporation.

If there is a loss from a partnership,
the amount of the loss that may be
claimed is subject to the at-risk and basis
limitations as appropriate.

If the tax year of the S corporation
does not coincide with the tax year of the
partnership, estate, or trust, include the
ordinary income (loss) from the other
entity in the tax year in which the other
entity’s tax year ends.

Deductions

Report only lrade or business
A activity expenses on lines 7
) through 19.

Do not report rental activity expenses
or deductions allocable to portfolio
income on these lines. Rental activity
expenses are separately reported on
Form 8825 or line 3 of Schedules K and
K-1. Deductions allocable to paortfalio
income are separately reported on line 9
of Schedules K and K-1. See Passive
Activity Limitations beginning on page 8
for more information on rental activities
and portfolio income.

Do not report any nondeductible
amounts (such as expenses connected
with the production of tax-exempt income)
on lines 7 through 19, Instead, report

-13-
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nondeductible expenses on line 19 of
Schedules K and K-1. If an expense is
connacted with both taxable income and
nontaxable income, allocate a reasonable
part of the expense to each kind of
income.

Limitations on Deductions

Section 263A uniform capitalization
rules. The uniform capitalization rules of
section 263A require corporations to
capitalize or include in inventory costs
certain costs incurred in connection with;
# The production of real and tangible
personal property held in inventory or
held for sale in the ordinary course of
business.

® Real property or personal property
(tangible and intangible} acquired for
resale.

* The production of real property and
tangible personal property by a
corparation for use in its trade or business
or in an activity engaged in for profit.

The costs required to be capitalized
under section 263A are not deductible
until the property to which the costs relate
is sold, used, or otherwise disposed of by
the corporation.

Exceptions. Section 263A does not
apply to:

* Personal property acquired for resale if
the taxpayer's average annual gross
receipts for the 3 prior tax years are $10
million or less.

® Timber.

¢ Most property produced under a
long-term contract.

* Certain property produced in a farming
business. See Special rules for certain
corporations engaged in farming on
page 14.

The corporation must report the
following costs separately to the
shareholders for purposes of
determinations under section 59(e):

* Research and experimental costs
under section 174,

* |ntangible drilling costs for oil, gas, and
geothermal property.

* Mining exploration and development
costs.

* |nventoriable iterms accounted for in the
same manner as materials and supplies
that are not incidental. See Schedule A.
Cost of Goods Sold on page 17 for
details.

Tangible personal property
produced by a corporation includes a film,
sound recording, video tape, book, or
similar property.

Indirect costs. Corporations subject
to the rules are required to capitalize not
only direct costs but an allocable paortion
of most indirect costs (including taxes)
that benefit the assets produced ar
acquired for resale or are incurred by
reason of the performance of production
or resale activities.

Faor inventory, some of the indirect
costs that must be capitalized are:
= Administration expenses.
* Taxes.
= Depreciation.
* [nsurance.



* Compensation paid to officers
attributable to services,
= Rework labor.
* Contributions to pension, stock bonus,
and certain profit-sharing, annuity, or
deferred compensation plans.
Regulations section 1.263A-1(e)(3)
specifies other indirect costs that relate to
production or resale activities that must
be capitalized and those that may be
currently deducted.

Interest expense paid or incurred
during the production period of
designated properly must be capilalized
and is governed by special rules. For
more details, see Regulations sections
1.263A-8 through 1.263A-15.

For more details on the uniform
capitalization rules, see Regulations
sections 1.263A-1 through 1.263A-3.
Special rules for certain corporations
engaged in farming. For S corporations
not required to use the accrual method of
accounting, the rules of section 263A do
not apply to expenses of raising any:

* Animal or
® Plant that has a preproductive period of
2 years or less.

Shareholders of § corporations not
required to use the accrual method of
accounting may elect to currently deduct
the preproductive period expenses of
certain plants that have a preproductive
period of more than 2 years. Because
each shareholder makes the election to
deduct these expenses, the corporation
should not capitalize them. Instead, the
corporation should report the expenses
separately on line 21 of Schedule K and
each shareholder's pro rata share on line
23 of Schedule K-1.

See sections 263A(d) and (e) and
Regulations section 1.263A-4 for
definitions and other details.
Transactions between related
taxpayers. Generally, an accrual basis S
corporation may deduct business
expenses and interest owed to a related
party (including any shareholder) enly in
the tax year of the corporation that
includes the day on which the payment is
includible in the income of the related
party. See section 267 for details.
Section 291 limitations. Ifthe 5
corporation was a C corporation for any of
the 3 immediately preceding years, the
corporation may be required to adjust
deductions allowed to the corporation for
depletion of iron ore and coal, and the
amortizable basis of pollution control
facilities. See section 291 to determine
the amount of the adjustment.

B start-up exy Business
start-up expenses must be capitalized. An
election may be made to amortize them
over a period of not less than 60 months,
See section 195 and Regulations section
1.185-1,

Reducing certain expenses for which
credits are allowable. For each credit
listed below, the corporation must reduce
the otherwise allowable deductions for
expenses used to figure the credit by the
amaunt of the current year credit.

® The work opportunity credit,

* The welfare-to-work credit,

® The credit for increasing research
activities,

# The enhanced oil recovery credit,

* The disabled access credit,

* The empowerment zone and renewal
community employment credit,

* The Indian employment credit,

® The credit for employer social security
and Medicare taxes paid on certain
employee tips,

* The arphan drug credit, and

® The New York Liberty Zone business
employee credit.

If the corporation has any of these
credits, be sure to figure each current
year credit before figuring the deductions
for expenses on which the credit is based.

Line 7. Compensation of
Officers and Line 8—Salaries
and Wages

Distributions and other payments
by an S corporation to a corporate
officer must be treated as wages
to the extent the amounts are reasonable
compensation for services to the
corporation.

Enter on line 7 the total compensation
of all officers paid or incurred in the trade
or business activities of the corporation.
Enter an line 8 the amount of salaries and
wages paid or incurred to employees
(other than officers) during the tax year in
the trade or business activities of the
corporation.

Do not include amounts reported
elsewhere on the return, such as salaries
and wages included in cost of goods sold,
elective contributions to a section 401(k)
cash or deferred arrangement, or
amounts contributed under a salary
reduction SEP agreement or a SIMPLE
IRA plan.

Reduce the amounts on lines 7 and 8
by any applicable employment credits
fram:

* Form 5884, Work Opportunity Credit,
* Form 8861, Welfare-to-Work Credit,

* Form 8844, Empowerment Zone and
Renewable Community Employment
Credit,

* Form 8845, Indian Employment Credit,
and

* Form 8884, New York Liberty Zone
Business Employee Credit.

See the instructions for these forms for
mare information.

Include fringe benefit expenditures
made on behalf of officers and employees
owning more than 2% of the corporation’s
stock. Alsa report these fringe benefits as
wages in box 1 of Form W-2. Do not
include amounts paid or incurred for
fringe benefits of officers and employees
owning 2% or less of the corporation’s
stock. These amounts are reported on
line 18, page 1, of Form 1120S. See the
instructions for that line for information an
the types of expenditures that are treated
as fringe benefits and for the stock
ownership rules.
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Report amounts paid for health
insurance coverage for a more than 2%
shareholder (including that shareholder's
spouse and dependents) as an
information item in box 14 of that
shareholder's Form W-2, For 2003, a
mare-than-2% shareholder may be
allowed to deduct up to 100% of such
amounts on Form 1040, line 29.

If a shareholder or a member of the
family of one or more shareholders of the
corporation renders services or furnishes
capital to the corporation far which
reasonable compensation is not paid, the
IRS may make adjustments in the items
taken into account by such individuals
and the value of such services or capital.
See section 1366(e).

Line 9. Repairs and
Maintenance

Enter the costs of incidental repairs and
maintenance, such as labor and supplies,
that do not add to the value of the
property or appreciably prolong its life, but
only to the extent that such costs relate to
a trade or business activity and are not
claimed elsewhere on the return. New
buildings, machinery, or permanent
improvements that increase the value of
the property are not deductible. They are
chargeable to capital accounts and may
be depreciated or amortized.

Line 10. Bad Debts

Enter the total debts that became
worthless in whole or in part during the
year, but only to the extent such debts
relate to a trade or business activity.
Report deductible nonbusiness bad debts
as a short-term capital loss on Schedule
D (Form 11208).

Cash method taxpayers may not

claim a bad debt deduction unless

the amount was previously
included in income.

Line 11. Rents

If the corporation rented or leased a
vehicle, enter the total annual rent or
lease expense paid or incurred in the
trade or business activities of the
corporation. Also complete Part V of
Form 4562, Depreciation and
Amortization. IT the corporation leased a
vehicle for a term of 30 days or more, the
deduction for vehicle lease expense may
have to be reduced by an amount called
the inclusion amount. The corporation
may have an inclusion amount if:

The lease term began:

After 12/31/02 and before 1/1/04 $18,000
After 12/31/98 and before 1/1/03 $15,500
After 12/31/96 bul before 1/1/99 $15.800
After 12/31/94 but before 1/1/97 $15,500
After 12/31/93 but bafora 1/1/95 $14,600

If the lease term began before January 1, 1994, see
Pub. 463, Traval, Entertainment, Gift. and Car
Expenses, to find out i the carporation has an
inclusion amount and how to figure it




Line 12. Taxes and Licenses
Enter taxes and licenses paid or incurred
in the trade or business activities of the
corporation, if not reflected in cost of
goods sold. Federal import duties and
Federal excise and stamp taxes are
deductible only if paid or incurred in
carrying on the trade or business of the
caorparation.

Do not deduct the following taxes on
line 12:
* Federal income taxes (except for the
portion of built-in gains tax allocable to
ordinary income), or taxes reported
elsewhere on the return.
® Section 901 foreign taxes. Report these
taxes separately on line 15g, Schedule K,
® Taxes allocable to a rental activity.
Taxes allocable to a rental real estate
activity are reported on Form 8825. Taxes
allocable to a rental activity other than a
rental real estate activity are reported on
line 3b of Schedule K.
* Taxes allocable to portfolio income.
Report these taxes separately on line 9 of
Schedules K and K-1.
® Taxes paid or incurred for the
production or collection of income, or for
the management, conservation, or
maintenance of property held to produce
income. Report these laxes separately on
line 10 of Schedules K and K-1.

See section 263A(a) for information on
capitalization of allocable costs (including
taxes) for any property.

* Taxes not imposed on the corporation.
® Taxes, including state or local sales
taxes, that are paid or incurred in
connection with an acquisition or
disposition of property (these taxes must
be treated as a part of the cost of the
acquired property or, in the case of a
disposition, as a reduction in the amount
realized on the disposition).

® Taxes assessed against local benefits
that increase the value of the property
assessed (such as for paving, etc.).

® Taxes deducted elsewhere on the
return, such as those reflected in cost of
goods sold.

See section 164(d) for apportionment
of taxes on real property between seller
and purchaser.

Line 13. Interest

Include on line 13 only interest incurred in
the trade or business activities of the
corparation that is not claimed elsewhere
on the return. Do not include interest
expense:

* On debl used to purchase rental
property or debt used in a rental activity.
Interest allocable to a rental real estate
activity is reported on Form 8825 and is
used in arriving at net income (loss) from
rental real estate activities on line 2 of
Schedules K and K-1. Interest allocable to
a rental activity other than a rental real
estate activity is included on line 3b of
Schedule K and is used in arriving at net
income (loss) from a rental activity (other
than a rental real estate activity). This net
amount is reported on line 3c of Schedule
K and line 3 of Schedule K-1.

* Clearly and directly allocable to
portfolio or investment income. This
interest expense is reported separately on
line 11a of Schedule K.
¢ On debt proceeds allocated to
distributions made to shareholders during
the tax year. Instead, report such interest
on line 10 of Schedules K and K-1. To
determine the amount to allocate to
distributions to shareholders, see Notice
89-35, 1989-1 C.B. 675.
* On debt required to be allocated to the
production of designated property.
Interest allocable to designated property
produced by an S corporation for its own
use or for sale must instead be
capitalized. The corporation must also
capitalize any interest on debt allocable to
an asset used to produce designated
property. A shareholder may have to
capitalize interest that the shareholder
incurs during the tax year for the
production expenditures of the S
corporation. Similarly, interest incurred by
an S corporation may have to be
capitalized by a shareholder for the
shareholder's own production
expenditures. The information required by
the shareholder to properly capitalize
interest for this purpose must be provided
by the corporation on an attachment for
line 23 of Schedule K-1. See section
263A(f) and Regulations sections
1.263A-8 through 1.263A-15 for additional
information, including the definition of
"designated property.”

Special rules apply to:
® Allocating interest expense among
activities so that the limitations on passive
activity losses, investment interest, and
personal interest can be properly figured.
Generally, interest expense is allocated in
the same manner as debt is allocated.
Debt is allocated by tracing
disbursements of the debt proceeds to
specific expenditures. Temporary
Regulations section 1.163-8T gives rules
for tracing debt proceeds to expenditures.
* Prepaid interest, which generally can
only be deducted over the period to which
the prepayment applies. See section
461(g) for details.
* Limit the interest deduction if the
corporation is a policyholder or
beneficiary with respect to a life
insurance, endowment, or annuity
contract issued after June 8, 1997. For
delails, see section 264(1). Allach a
statement showing the computation of the
deduction.

Line 14. Depreciation

Enter on line 14a only the depreciation
claimed on assets used in a trade or
business activity. See the Instructions for
Form 4562 or Pub. 946, How To
Depreciate Property, to figure the amount
of depreciation to enter on this line.

Complete and attach Form 4562 only if
the corporation placed property in service
during the tax year or claims depreciation
on any car or other listed property.

Do not include any section 179
expense deduction on this line, This
amount is not deductible by the
corporation. Instead, it is passed through
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to the shareholders on line & of Schedule

Line 15, Depletion

If the corporation claims a deduction for
timber depletion, complete and attach
Form T, Forest Activities Schedule.

. Do not deduct depletion for oil and
gas properties. Each shareholder
cA figures depletion on these
properties under section 613A(c)(11). See
the instructions on page 26 for Schedule
K-1, line 23, itern 2, for information on oil
and gas depletion that must be supplied
to the shareholders by the corporation.

Line 17. Pension,
Profit-Sharing, etc., Plans

Enter the deductible contributions not
claimed elsewhere on the return made by
the corporation for its employees under a
qualified pension, profit-sharing, annuity,
ar simplified employee pension (SEP) or
SIMPLE plan, and under any other
deferred compensation plan.

If the corporation contributes to an
individual retirement arrangement (IRA)
for employees, include the contribution in
salaries and wages on page 1, line 8, or
Schedule A, line 3, and not on line 17.

Employers who maintain a pension,
profit-sharing, or other funded deferred
compensation plan, whether or not
qualified under the Internal Revenue
Code and whether or not a deduction is
claimed for the current tax year, generally
must file the applicable form listed below.
¢ Form 5500, Annual Return/Report of
Employee Benefit Plan. File this form for
a plan that is not a one-participant plan
(see below).
¢ Form 5500-EZ, Annual Return of
One-Participant (Owners and Their
Spouses) Retirement Plan. File this form
for a plan that only covers the owner (or
the owner and his or her spouse) but only
if the owner {or the owner and his or her
spouse} owns the entire business.

There are penalties for failure to file
these forms on lime and for overstating
the pension plan deduction.

Line 18. Employee Benefit
Programs

Enter amounts for fringe benefits paid or
incurred on behalf of employees owning
2% or less of the corporation's stock.
These fringe benefits include (a)
employer contributions to certain accident
and health plans, (b) the cost of up to
$50,000 of group-term life insurance on
an employee's life, and (c) meals and
lodging furnished for the employer's
convenience.

Do not deduct amounts that are an
incidental part of a pension, profit-sharing,
etc., plan included on line 17 or amounts
reported elsewhere on the return.

Report amounts paid an behall of
more than 2% shareholders on line 7 or 8,
whichever applies. A shareholder is
considered to own more than 2% of the
corporation's stock if that person owns on
any day during the tax year more than 2%
of the outstanding stock of the corporation



or stack possessing more than 2% of the
combined voting power of all stock of the
carporation. See saction 318 for
attribution rules.

Line 19. Other Deductions
Enter the total of all allowable trade or
business deductions that are not
deductible elsewhere on page 1 of Farm
11208S. Attach a schedule listing by type
and amount each deduction included on
this line.

Examples of other deductions include:

* Amortization (except as noted below)—

see the Instructions for Form 4562 for
more information. Complete and attach
Form 4562 if the corporation is claiming
amortization of costs that began during
the tax year.
® |nsurance premiums,
® | egal and professional fees.
® Supplies used and consumed in the
business.
® Utilities.

Also, see Special Rules below for
limits on certain other deductions.

Do not deduct on line 18:
e |tems that musl be reported separately
on Schedules K and K-1.
* Qualified expenditures to which an
election under section 59(e) may apply.
See the instructions on page 26 for lines
16a and 16b of Schedule K-1 for details
on treatment of these items.
* Amortization of reforestation
expenditures under section 194. The
corporation can elect to amorlize up to
$10,000 of qualified reforestation
expenditures paid or incurred during the
tax year. However, the amortization is not
deducted by the corparation but the
amortizable basis is instead separately
allocated among the shareholders. See
the instructions on page 28 for Schedule
K-1, line 23, item 22 and Pub. 535 for
more details.
* Fines or penalties paid to a government
far violating any law. Repart these
expenses on Schedule K, line 19.
* Expenses allocable to tax-exempt
income. Report these expenses on
Schedule K, line 19.
e MNet operating losses as provided by
section 172 or the special deductions in
sections 241 through 248 (excepl the

election to amortize organizational
expenditures under section 248). These
deductions cannot be claimed by an S
corporation.

Note: Shareholders are allowed, subject
to limitations, to deduct from gross
income the corporation's net operating
loss. See section 1366,

Special Rules

Commercial revitalization deduction. If
the corporation constructs, purchases, or
substantially rehabilitates a qualified
building in a renewal community, it may
qualify for a deduction of either (a) 50%: of
qualified capital expenditures in the year
the building is placed in service or (b)
amortization of 100% of the qualified
capital expenditures over a 120-moenth
period beginning with the month the
building is placed in service, If the
corporation elects to amortize these
expenditures, complete and attach Form
4562. To qualify, the building must be
nonresidential (as defined in section
168(e)(2)) and placed in service by the
corporation. The corporation must be the
original user of the building unless it is
substantially rehabilitated. The amount of
the qualified expenditures cannot exceed
the lesser of $10 million or the amount
allocated to the building by the
commercial revitalization agency of the
state in which the building is located. Any
remaining expenditures are depreciated
over the regular depreciation recovery
period. See Pub. 954, Tax Incentives for
Distressed Communities, and section
14001 for details,

Rental real estate. The corporation
cannot deduct commercial revitalization
expenditures for a building placed in
service as rental real estate. Instead, the
commercial revitalization deduction for
rental real estate is reported separately to
shareholders; see line 23, item 25, of
Schedule K-1.

Travel, meals, and entertainment.
Subject to limitations and restrictions
discussed below, a corporation can
deduct ordinary and necessary travel,
meals, and entertainment expenses paid
or incurred in its trade or business. Also,
special rules apply to deductions for gifts,
skybox rentals, luxury water travel,

convention expenses, and entertainment
tickets. See section 274 and Pub. 463 for
more details.

Travel. The corporation cannot deduct
travel expenses of any individual
accompanying a corporate officer or
employee, including a spouse or
dependent of the officer or employee,
unless:
® That individual is an employee of the
corporation and
® His or her travel is for a bona fide
business purpose and would otherwise be
deductible by that individual.

Meals and entertainment. Generally,
the corporation can deduct only 50% of
the amount otherwise allowable for meals
and entertainment expenses paid or
incurred in its trade or business. In
addition (subject to exceptions under
section 274(k)(2)):

* Meals must not be lavish or
extravagant;

= A bona fide business discussion must
accur during, immediately before, or
immediately after the meal; and

® An employee of the corporation must
be present al the meal.

See section 274(n}(3} for a special rule
that applies to expenses for meals
consumed by individuals subject to the
hours of service limits of the Department
of Transportation.

Membership dues. The corparation
may deduct amounts paid or incurred for
membership dues in civic or public
service organizations, professional
arganizations (such as bar and medical
associations), business leagues, trade
associations, chambers of commerce,
boards of trade, and real estate boards.
However, no deduction is allowed if a
principal purpose of the organization is to
entertain, or provide entertainment
facilities for, members or their guests. In
addition, corporations may not deduct
membership dues in any club organized
for business, pleasure, recreation, or
other social purpose. This includes
country clubs, golf and athletic clubs,
airline and hotel clubs, and clubs
operated to provide meals under
conditions favorable to business
discussion.

Worksheet for Line 22a

1. Enter gross receipts for the tax year
|see section 1362(d)(3}B] for gross
receipts from  the sala of :apits}
assets)

2. Enter passive |m¢estment income &=
defined in section 1362{d43)iC)"

3. Enter 25% of ling 1 {If lin= 2 i= leas than
line 3, atop hera. You are not liabie for
this tax) .

4. Excess passive investment Income—
Subtract line 3 from line 2

5. Enter deductions directly comemed
with the production of income on line
2 (see section 1375(BY2))"

B. Met passive income—Subtract fing 5
Trom line 2

7. Divide amount an line 4 by amoum an
line2 s -

B. Excess net passive Income—Multiphy
line & by line 7,

9. Enter taxable iIncome isee Ir\srruchor‘s
far taxable income below) .

10, Enter smaller of line & o line 9

11. Excess net passive Income tax—Enter
5% of line 10, Enter here and on line
22a, page 1, Form 11205 |

“Incoms and deductions on lines 1, 2, and 5 are from total operations for the tax year. This includes applicable income: and expenses from page 1, Form 112058, a5

well as those reparted separately on Schedule K. See section 1375(bW4) for an exception regarding lines 2 and 5.

Line @ of Worksheet—Taxable income

Line 9 taxable income is defined in Regulations section 1.1374-1(d). Figure this income by completing lines 1 through 28 of Form 1120,
.5, Corporation Income Tax Return. Include the Form 1120 computation with the worksheet computation you attach to Form 11205,
You do not have to attach the schedules, etc., called for on Form 1120, However, you may want to complate certain Form 1120
schedules, such as Schedule D (Form 1120) if you have capital gains or losses.

-16-

FIGUREA.I5 (Continued)

182



Entertainment facilities. The
corporation cannot deduct an expense
paid or incurred for a facility (such as a
yacht or hunting lodge) used for an
activity usually considered entertainment,
amusement, or recreation.

Note: The corparation may be able o
deduct atherwise nondeductible meals,
travel, and enterfainment expenses if the
amounts are treated as compensation
and reported on Form W-2 for an
employee or on Form 1099-MISC for an
independent contractor.

Lobbying expenses. Do not deduct
amounts paid or incurred to participate or
intervene in any political campaign on
behalf of a candidate for public office, or
to influence the general public regarding
legislative matters, elections, or
referendums. In addition, corporations
generally cannot deduct expenses paid or
incurred to influence Federal or state
legislation, or to influence the actions or
positions of certain Federal executive
branch officials. However, certain
in-house lobbying expenditures that do
not exceed $2,000 are deductible. See
section 162(e) for more details.

Clean-fuel vehicles and certain
refueling property. A deduction is
allowed for part of the cost of qualified
clean-fuel vehicle property and qualified
clean-fuel vehicle refueling property
placed in service during the tax year. For
more details, see section 179A and Pub.
535.

Certain corporations engaged in
farming. Section 464(f) limits the
deduction for certain expenditures of 5
corporations engaged in farming that use
the cash method of accounting, and
whose prepaid farm supplies are more
than 50% of other deductible farming
expenses. Prepaid farm supplies include
expenses for feed, seed, fertilizer, and
similar farm supplies not used or
consumed during the year. They also
include the cost of poultry that would be
allowable as a deduction in a later tax
year if the corporation were to (a)
capitalize the cost of poultry bought for
use in its farm business and deduct it
ratably over the lesser of 12 months or
the useful life of the poultry and (b)
deduct the cost of poultry bought for
resale in the year it sells or otherwise
disposes of it. If the limit applies, the
corporation can deduct prepaid farm
supplies that do not exceed 50% of its
other deductible farm expenses in the
year of payment. The excess is
deductible only in the year the corporation
uses or consumes the supplies (other
than poultry, which is deductible as
explained above). For exceptions and
more details on these rules, see Pub.
225, Farmer's Tax Guide.

Line 21. Ordinary Income (Loss)
Enter this income or loss on ling 1 of
Schedule K. Line 21 income is not used in
figuring the tax on line 22a or 22b. See
the instructions for line 22a for figuring
taxable income for purposes of line 22a or
22b tax.

Tax and Payments

Line 22a. Excess Net Passive
Income Tax

If the corporation has always been an 3
corporation, the excess net passive
income tax does not apply.

If the caorporation has accumulated
earmings and profits {(E&P) at the close of
its tax year, has passive investment
income for the tax year that is in excess
of 25% of gross receipts, and has taxable
income at year-end, the corporation must
pay a tax on the excess net passive
income. Complete lines 1 through 3 and
line 9 of the worksheet on page 16 to
make this determination. If line 2 is
greater than line 3 and the corporation
has taxable income (see instructions for
line 9 of worksheet), it must pay the tax.
Complete a separate schedule using the
format of lines 1 through 11 of the
worksheet on page 16 to figure the tax.
Enter the tax on line 22a, page 1, Form
11208, and attach the computation
schedule to Form 11208,

Reduce each item of passive income
passed through to shareholders by its
portion of tax on line 22a. See section
1366()(3).

Line 22b. Tax From Schedule D
(Form 11208)

Enter the built-in gains tax from line 22 of
Part Il of Schedule D. See the
instructions for Part Ill of Schedule D to
determine if the corporation is liable for
the tax.

Line 22c

Include in the total for line 22c the
following:

Invest it credit r pture tax. The
corporation is liable for investment credit
recapture attributable to credits allowed
for tax years for which the corporation
was not an S corporation. Figure the
corporation's investment credit recapture
tax by completing Form 4255, Recapture
of Investment Credit.

To the left of the line 22¢ total, enter
the amount of recapture tax and "Tax
From Form 4255." Attach Form 4255 to
Form 1120S.

LIFO recapture tax. The corporation
may be liable for the additional tax due to
LIFO recapture under Regulations section
1.1363-2 if:

® The corporation used the LIFO
inventary pricing method for its last tax
year as a C corporation, or

* A C corporation transferred LIFO
inventory to the corporation in a
nonrecagnition transaction in which those
assels were transferred basis property.

The additional tax due to LIFO
recapture is figured for the corporation's
last tax year as a C corporation or for the
tax year of the transfer, whichever
applies. See the Instructions far Forms
1120 and 1120-A to figure the tax. The
tax is paid in four equal installments. The
C corporation must pay the first
installment by the due date (not including
extensions) of Form 1120 for the
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corporation’s last tax yearas a C
corporation or for the tax year of the
transfer, whichever applies. The S
corporation must pay each of the
remaining installments by the due date
(not including extensions) of Form 11205
for the 3 succeeding tax years. Include
this year’s installment in the total amount
to be entered on line 22c. To the left of
the total on line 22¢, enter the installment
amount and "LIFO tax."

Interest due under the look-back
method for completed long-term
contracts. If the corporation owes
interest, attach Form 8697, Interest
Computation Under the Look-Back
Method for Completed Long-Term
Contracts. To the left of the total on line
22c, enter the amount owed and "From
Form 8697."

Interest due under the look-back
method for property depreciated under
the income forecast method. If the
corporation owes interest, attach Form
8866, Interest Computation Under the
Look-Back Method for Property
Depreciated Under the Income Forecast
Method. To the left of the total on line
22c, enter the amount owed and "From
Form 8866."

Line 23d

If the S corporation is a beneficiary of a
trust and the trust makes a section 643(g)
election to credit its estimated tax
payments Lo its beneficiaries, include the
corporation's share of the payment
(reported to the corporation on Schedule
K-1 (Form 1041)) in the total amount
entered on line 23d. Also, to the left of
line 23d, enter “T" and the amount of the
payment.

Line 24. Estimated Tax Penalty
A corporation that fails to make estimated
tax payments when due may be subject
to an underpayment penalty for the period
of underpayment. Use Form 2220,
Underpayment of Estimated Tax by
Corporations, to see if the corporation
owes a penalty and to figure the amount
of the penalty. If you attach Form 2220 to
Form 112085, be sure to check the box on
line 24 and enter the amount of any
penalty on this line.

Line 27. Direct Deposit of
Refund

If the corporation wants its refund directly
deposited into its checking or savings
account al any U.S. bank or other
financial institution instead of having a
check sent to the corporation, complete
Form 8050 and attach it to the
corporation’s return, However, the
corporation cannot have its refund from
an amended return directly deposited.

Schedule A. Cost of Goods
Sold

Generally, inventories are required at the
beginning and end of each tax year if the
production, purchase, or sale of
merchandise is an income-producing
factor. See Regulations section 1.471-1.



However, if the corporation is a
qualifying taxpayer ar a qualifying small
business taxpayer, it may adopt or
change its accounting method to account
for inventoriable items in the same
manner as materials and supplies that are
not incidental (unless its business is a tax
shelter (as defined in section 448(d)(3))).

A qualifying taxpayer is a taxpayer
that, for each prior tax year ending after
December 16, 1998, has average annual
gross receipts of 31 million or less for the
3-tax-year period ending with that prior
tax year. See Rev. Proc. 2001-10, 2001-2
I.R.B. 272 for details.

A qualifying small business
taxpayer is a taxpayer (a) that, for each
prior tax year ending on or after
December 31, 2000, has average annual
gross receipts of $10 million or less for
the 3-tax-year period ending with that
prior tax year and (b) whose principal
business activity is not an ineligible
activity. See Rev. Proc. 2002-28, 2002-18
|.R.B. 815 for details.

Under this accounting method,
inventory costs for raw materials
purchased for use in producing finished
goods and merchandise purchased for
resale are deductible in the year the
finished goods ar merchandise are sold
(but not before the year the corporation
paid for the raw materials or merchandise
if it is also using the cash method). For
additional guidance on this method of
accounting for inventoriable items, see
Pub. 538.

Enter amounts paid for all raw
materials and merchandise during the tax
year on line 2. The amount the
corporation can deduct for the tax year is
figured on line 8.

Section 263A Uniform Capitalization
Rules. The uniform capitalization rules of
section 263A are discussed under
Limitations on Deductions on page 13.
See those instructions before completing
Schedule A,

Line 1. Inventory at Beginning
of Year

If the corporation is changing its method
of accounting for the current tax year to
na longer account for inventories, it must
refigure last year's closing inventory using
its new method of accounting and enter
the result on line 1. If there is a difference
between last year's closing inventory and
the refigured amount, attach an
explanation and take it into account when
figuring the corporation’s section 481(a)
adjustment (explained on page 4).

Line 4. Additional Section 263A
Costs

An entry is required on this line only for
corporations that have elected a
simplified method of accounting.

For corporations that have elected the
simplified production method,
additional section 263A costs are
ganerally those costs, other than interest,
that were not capitalized under the
corporation's method of accounting
immediately prior to the effective date of

section 2634 that are required to be
capitalized under section 263A. For new
corporations, additional section 2634
costs are the costs, other than interest,
that must be capitalized under section
263A, but which the corporation would not
have been required to capitalize if it had
existed before the effective date of
section 263A. For more details, see
Regulations section 1.263A-2(b).

For corporations that have elected the
simplified resale method, additional
section 263A costs are generally those
costs incurred with respect to the
following categories.
® Off-site storage or warehousing.
® Purchasing.

* Handling, such as processing,
assembly, repackaging, and transporting,
® (General and administrative costs
(mixed service costs),

For details, see Regulations section
1.263A-3(d).

Enter on line 4 the balance of section
263A costs paid or incurred during the tax
year not includable on lines 2, 3, and 5.

Line 5. Other Costs

Enter an line 5 any other inventoriable
costs paid or incurred during the tax year
not entered an lines 2 through 4.

Line 7. Inventory at End of Year
See Regulations sections 1.263A-1
through 1.263A-3 for details on figuring
the amount of additional section 263A
costs to be included in ending inventory.

If the corporation accounts for
inventariable items in the same manner
as materials and supplies that are not
incidental, enter on line 7 the portion of its
raw materials and merchandise
purchased for resale that is included on
line 6 and was not sold during the year.

Lines 9a Through 9e. Inventory
Valuation Methods

Inventories can be valued at:

® Cost;

® Cost or market value (whichever is
lower); or

* Any other method approved by the IRS
that conforms to the requirements of the
applicable regulations cited below,

However, if the corporation is using the
cash method of accounting, it is required
to use cost.

Carporations that account for
inventariable items in the same manner
as materials and supplies that are not
incidental may currently deduct
expenditures for direct labor and all
indirect costs that would otherwise be
included in inventory costs.

The average cost (relling average)
method of valuing inventories generally
does not conform to the requirements of
the regulations. See Rev. Rul. 71-234,
1971-1 C.B. 148.

Corporations that use erroneocus
valuation methods must change to a
method permitted for Federal income tax
purposes. To make this change, use
Farm 3115,
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On line 9a, check the method(s) used
for valuing inventories. Under “lower of
cost or market,” market (for normal
goods) means the current bid price
prevailing on the inventory valuation date
for the particular merchandise in the
volume usually purchased by the
taxpayer. For a manufacturer, market
applies to the basic elements of cost—
raw materials, labor, and burden. If
section 263A applies to the taxpayer, the
basic elements of cost must reflect the
current bid price of all direct costs and all
indirect costs properly allocable to goods
on hand at the inventory date.

Inventory may be valued below cost
when the merchandise is unsalable at
normal prices or unusable in the normal
way because the goods are subnormal
due to damage, imperfections, shopwear,
etc., within the meaning of Regulations
section 1.471-2(c). These goods may be
valued at a current bona fide selling price,
minus direct cost of disposition (but not
less than scrap value) if such a price can
be established.

If this is the first year the Last-in,
First-out (LIFO) inventory method was
either adopted or extended to inventory
goods not previously valued under the
LIFO method provided in section 472,
attach Form 970, Application To Use
LIFO Inventory Methad, or a statement
with the information required by Form
970. Also check the LIFO box on line 9c.
On line 9d, enter the amount or the
percent of total closing inventories
covered under section 472. Estimates are
acceptable.

If the corporation changed or extended
its inventory method to LIFO and has had
to write up its opening inventory to cost in
the year of election, report the effect of
this write-up as income (line 5, page 1)
proportionately over a 3-year pericd that
begins with the tax year of the LIFO
election (section 472(d)).

See Pub. 538 for more information an
inventory valuation methods.

Schedule B. Other

Information

Be sure to answer the questions and
provide other information in items 1
through 8.

Line 7

Complete line 7 if the corporation (a) was
a C corporation before it elected to be an
S corporation or the corporation acquired
an asset with a basis determined by
reference to its basis (or the basis of any
other property) in the hands ofa C
corporation and (b) has net unrealized
built-in gain (defined below) in excess of
the net recognized built-in gain from prior
years.

The corporation is liable for section
1374 tax if (a) and (b) above apply and it
has a net recognized built-in gain (section
1374(d)(2)) for its tax year.

The corporation's net unrealized
built-in gain is the amount, if any, by



which the fair market value of the assets
of the corporation at the beginning of its
first 8 corporation year (or as of the date
the assets were acquired, for any asset
with a basis determined by reference to
its basis (or the basis of any other
property) in the hands of a C corporation)
exceeds the aggregate adjusted basis of
such assets at that time.

Enter on line 7 the corporation’s net
unrealized built-in gain reduced by the net
recagnized built-in gain for prior years.
See sections 1374(c)(2) and (d)(1).
Line 8
Check the box on line & if the corporation
was a C corporation in a prior year and
has accumulated earnings and profits
(E&P) at the close of its 2003 tax year.
Far details on figuring accumulated E&P,
see section 312. If the corporation has
accumulated E&P, it may be liable for tax
imposed on excess net passive income.
See the instructions for line 22a, page 1,
of Form 11208 for details on this tax.

Line 9

Total receipts is the sum of the following
amaunts:

* Gross receipts or sales (page 1, line

1a).

e All other income (page 1, lines 4 and
5).
® Income reported on Schedule K, lines
3a, 4a, 4b(2), and 4c.

® Income or net gain reported on
Schedule K, lines 4d(2), 4e(2), 4f, 5, and
6.

® |ncome or net gain reported on Form
8825, lines 2, 19, and 20a.

General Instructions for
Schedules K and K-1.
Shareholders’ Shares of
Income, Credits,
Deductions, etc.

Purpose of Schedules

The corporation is liable for taxes on lines
22a, 22b, and 22¢, page 1, Form 1120S.
Shareholders are liable for income tax on
their shares of the corporation’s income
(reduced by any taxes paid by the
corporation an income) and must include
their share of the income on their tax
return whether or not it is distributed to
them. Unlike most partnership income, S
corporation income is not
self-employment income and is not
subject to self-employment tax.

Schedule K is a summary schedule of
all shareholders' shares of the
corporation's income, deductions, credits,
etc. Schedule K-1 shows each
shareholder's separate share. Attach a
copy of each shareholder's Schedule K-1
to the Form 11208 filed with the IRS.
Keep a copy as a part of the corporation’s
records, and give each shareholder a
separate copy.

The total pro rata share items (column
(b)) of all Schedules K-1 should equal the
amaount reported on the same line of

Schedule K, Lines 1 through 20 of
Schedule K correspond to lines 1 through
20 of Schedule K-1. Other lines do not
correspond, but instructions explain the
differances.

Be sure to give each shareholder a

copy of the Shareholder's Instructions for
Schedule K-1 (Form 11208). These
instructions are available separately from
Schedule K-1 at most IRS offices.
Note: Insiructions that apply only to line
items reported on Schedule K-1 may be
prepared and given fo each shareholder
instead of the instructions printed by the
IRS.

Substitute Forms

The corporation does not need IRS
approval to use a substitute Schedule K-1
if it is an exact copy of the IRS schedule,
or if it contains only those lines the
taxpayer is required to use, and the lines
have the same numbers and titles and
are in the same order as on the IRS
Schedule K-1. In either case, the
substitute schedule must include the
OMB number and either (a) the
Shareholder's Instructions for Schedule
K-1 (Form 1120S) or {b) instructions that
apply to the items reported an Schedule
K-1 (Form 1120S).

The corporation must request IRS
approval lo use other substilute
Schedules K-1. To request approval, write
to Internal Revenue Service, Attention;
Substitute Forms Program Coordinator,
SE:W.CAR:MP:T:T:SP, 1111 Constitution
Avenue, NW, Washington, DC 20224,

The corporation may be subject to a
penalty if it files a substitute Schedule K-1
that does not conform to the
specifications of Rev. Proc. 2003-73,
2003-39 |.LR.B. 647.

Shareholder’s Pro Rata Share
Items

General Rule

ltemns of income, loss, deductions, etc.,
are allocated to a shareholder on a daily
basis, according to the number of shares
of stock held by the shareholder on each
day during the tax year of the corporation,
See the instructions for item A.

A shareholder who disposes of stock is
treated as the shareholder for the day of
disposition. A shareholder who dies is
treated as the shareholder for the day of
the shareholder's death,

Special Rules

Termination of shareholder’'s interest.
If a shareholder terminates his or her
interest in a corporation during the tax
year, the corporation, with the consent of
all affected shareholders (including the
ane whose interest is terminated), may
elect to allocate income and expenses,
etc., as if the corporation’s tax year
consisted of 2 separate tax years, the first
of which ends on the date of the
shareholder's termination.

To make the election, the corporation
must attach a statement to a timely filed
ariginal or amended Form 112083 for the
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tax year for which the election is made. In
the statement, the corporation must state
that it is electing under section 1377(a)(2)
and Regulations section 1.1377-1(b) to
treat the tax year as if it consisted of 2
separate tax years. The statement must
also explain how the shareholder’s entire
interest was terminated (e.g., sale or gift),
and state that the corporation and each
affected shareholder consent to the
corporation making the election. A single
statement may be filed for all terminating
elections made for the tax year. If the
election is made, write “Section
1377(a)(2) Election Made™ at the top of
each affected shareholder's Schedule
K-1.

For more details on the election, see
Temporary Regulations section
1.1377-1T(b).

Qualifying dispositions. If a qualifying
disposition takes place during the tax
year, the corporation may make an
irrevocable election to allocate income
and expenses, etc., as if the corporation’s
tax year consisted of 2 tax years, the first
of which ends on the close of the day the
qualifying disposition occurs.

A qualifying disposition is:

1. A disposition by a shareholder of at
least 20% of the corporation’s outstanding
stock in one or more transactions in any
30-day period during the tax year,

2. A redemption treated as an
exchange under section 302(a) or 303(a)
of at least 20% of the corporation’s
outstanding stock in one or more
transactions in any 30-day period during
the tax year, or

3. Anissuance of stock that equals at
least 25% of the previously outstanding
slock to one or more new shareholders in
any 30-day period during the tax year.

To make the election, the corporation
must attach a statement to a timely filed
original or amended Form 112083 for the
tax year for which the election is made. In
the statement, the corporation must state
that it is electing under Regulations
section 1.1368-1(g)(2)(i) to treat the tax
year as if it consisted of separate tax
years, give the facts relating to the
qualifying disposition (e.qg., sale, gift,
stock issuance, or redemption), and state
that each shareholder who held stock in
the corporation during the tax year
consents to the election. A single election
statement may be filed for all elections
made under this special rule for the tax
year,

For more details on the election, see
Temporary Regulations section
1.1368-1T{(g)(2).

Specific Instructions
(Schedule K-1 Only)

General Information

On each Schedule K-1, complete the date
spaces at the top; enter the names,
addresses, and identifying numbers of the
shareholder and corporation; complete
items A through D; and enter the



shareholder's pro rata share of each item.
Schedule K-1 must be prepared and
given to each shareholder on or before
the day on which Form 112085 is filed.

Note: Space has been provided on line
23 (Supplemental Information) of
Schedule K-1 for the corporation to
provide additional information to
shareholders. This space, if sufficient,
should be used in place of any atfached
schedules required for any lines on
Schedule K-1, or other amounts not
shown on lines 1 through 22 of Schedule
K-1. Please be sure to identify the
applicable line number next to the
information entered below line 23.

Special Reporting
Requirements for Corporations
With Multiple Activities

If items of income, loss, deduction, or
credit from more than ane activity
(determined for purposes of the passive
aclivity loss and credit limitations) are
reported on lines 1, 2, or 3 of Schedule
K-1, the carporation must provide
information for each activity to its
shareholders. See Passive Activity
Reporting Requirements on page 11 for
details on the reporting requirements.

Special Reporting
Requirements for At-Risk
Activities

If the corperation is involved in one or
more at-risk activities for which a loss is
reported on Schedule K-1, the corporation
must report information separately for
each at-risk activity. See section 465(c)
for a definition of al-risk activities,

For each at-risk activity, the following
information must be provided on an
attachment to Schedule K-1:

1. A statement that the information is
a breakdown of at-risk activity loss
amaunts.

2. The identity of the at-risk activity;
the loss amount for the activity; other
income and deductions; and other
information that relates to the activity.

Specific ltems

Item A

If there was no change in shareholders or
in the relative interest in stock the
shareholders owned during the tax year,
enter the percentage of total stock owned
by each shareholder during the tax year.
For example, if shareholders X and Y’
each owned 50% for the entire tax year,
enter 50% in item A for each shareholder.
Each shareholder’s pro rata share items
(lines 1 through 20 of Schedule K-1) are
figured by multiplying the Schedule K
amaount on the corresponding line of
Schedule K by the percentage in item A,
If there was a change in shareholders
or in the relative interest in stock the
shareholders owned during the tax year,
each shareholder's percentage of
awnearship is weighted for the number of
days in the tax year that stock was
owned. For example, A and B each held
50% for half the tax year and A, B, and C

held 40%, 40%, and 20%, respectively,
for the remaining half of the tax year. The
percentage of ownership for the year for
A, B, and Cis figured as follows and is
then entered in item A,

a b cla * bj
% of total %ol tax | %6 of awnership
stock owned year hald for the year
A &0 =) 25
40 =) +20 a5
B 50 =) 25
40 50 +20 45
c 20 50 10 10
Total 100%

If there was a change in shareholders
or in the relative interest in stock the
shareholders owned during the tax year,
each shareholder's pro rata share items
generally are figured by multiplying the
Schedule K amount by the percentage in
item A. However, if a shareholder
terminated his or her entire interest in the
corporation during the year or a qualifying
disposition took place, the corporation
may elect to allocate income and
expenses, etc., as if the tax year
consisted of 2 tax years, the first of which
ends on the day of the termination or
qualifying disposition. See Special Rules
an page 19 for more details. Each
shareholder's pro rata share items are
figured separately for each period on a
daily basis, based on the percentage of
stock held by the shareholder on each
day.

Item C

If the corporation is a registration-required
tax sheller or has invested in a
registration-required tax shelter, it must
enter its tax shelter registration number in
item C. Also, a corporation that has
invested in a registration-required shelter
must furnish a copy of its Form 8271 to its
shareholders. See Form 8271 for more
details.

Specific Instructions
(Schedules K and K-1,
Except as Noted)

Income (Loss)

Reminder: Before entering income items
on Schedule K or K-1, be sure to reduce
the items of income for the following:

1. Built-in gains tax (Schedule D,
Part lll, line 22). Each recognized built-in
gain itern {within the meaning of section
1374({d)(3)) is reduced by its
proportionate share of the built-in gains
tax.

2. Excess net passive income tax
(line 22a, page 1, Form 11208}). Each
item of passive investment income (within
the meaning of section 1362{d)({3)(C)) is
reduced by its proportionate share of the
net passive income tax.
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Line 1. Ordinary Income (Loss)
From Trade or Business Activities

Enter the amount from line 21, page 1.
Enter the income or loss without
reference to (a) shareholders' basis in the
stock of the corporation and in any
indebtedness of the corporation to the
shareholders (section 1366(d)), (b)
shareholders’ at-risk limitations, and (c)
shareholders’ passive activity limitations.
These limitations, if applicable, are
determined at the shareholder level.

If the corporation is involved in more
than one trade or business activity, see
Passive Activity Reporting
Requirements on page 11 for details on
the information to be reported for each
activity. If an at-risk activity loss is
reported on line 1, see Special
Reporting Requirements for At-Risk
Activities above.

Line 2. Net Income (Loss) From
Rental Real Estate Activities

Enter the net income or loss from rental
real estate activities of the corparation
from Form 8825, Rental Real Estate
Income and Expenses of a Partnership or
an S Corporation. Each Form 8825 has
space for reporting the income and
expenses of up to eight properties.

If the corporation has income or loss
from more than one rental real estate
activity reported on line 2, see Passive
Activity Reporting Requirements an
page 11 for details on the information to
be reporled for each activity, If an at-risk
activity loss is reported on line 2, see
Special Reporting Requirements for
At-Risk Activities above.

Line 3. Income and Expenses of
Other Rental Activities

Enter on lines 3a and 3b of Schedule K
(line 3 of Schedule K-1) the income and
expenses of rental activities other than
those reported on Form 8825. If the
corporation has more than one rental
activity reported on line 3, see Passive
Activity Reporting Requirements on
page 11 for details on the information to
be reported for each activity. If an at-risk
aclivity loss is reported on line 3, see
Special Reporting Requirements for
At-Risk Activities above. Also see
Rental Activities on page 8 for a
definition and other details on other rental
activities.

Lines 4a Through 4f. Portfolio
Income (Loss)

Enter portfolio income (loss) on lines 4a
through 4f. See Portfolio Income on
page 9 for the definition of partfolio
income. Do not reduce portfolio income
by deductions allocated to it. Report such
deductions (other than interest expense)
on line 9 of Schedules K and K-1, Interest
expense allocable to portfolio income is
generally investment interest expense
and is reported on line 11a of Schedules
K and K-1.

Line 4a. Enter only taxable interest on
this line from portfolio income. Interest
income derived in the ordinary course of
the corporation’s trade or business, such



as interest charged on receivable
balances, is reported on line 5, page 1,
Form 11205. See Temporary Regulations
section 1.469-2T(c)(3).

Lines 4b(1) and 4b(2). Enter only
taxable ordinary dividends on these lines.
Enter on line 4b(1) all qualified dividends
from line 4b(2).

Qualified dividends. Except as provided
below, qualified dividends are dividends
received after December 31, 2002, from
domaestic corporations and qualified
foreign corporations.

Exceptions. The following dividends
are not qualified dividends:
® Dividends the corporation received on
any share of stock held for less than 61
days during the 121-day period that
began €0 days before the ex-dividend
date. When determining the number of
days the corporation held the stock, it
cannot count certain days during which
the corporation’s risk of loss was
diminished. See Pub. 550 for more
details. The ex-dividend dale is the first
date following the declaration of a
dividend an which the purchaser of a
stock is not entitled to receive the next
dividend payment. When counting the
number of days the corporation held the
stock, include the day the corporation
disposed of the stock but not the day the
corporation acquired it.

* Dividends altributable to periods
totaling more than 366 days that the
carparation received on any share of
preferred stock held for less than 91 days
during the 181-day period that began 20
days before the ex-dividend date. When
determining the number of days the
corparation held the stock, do not count
certain days during which the
corporation’s risk of loss was diminished.
See Pub. 550 for more details. Preferred
dividends attributable to periods totaling
less than 367 days are subject to the
61-day holding period rule above.
s Dividends that relate to payments that
the corporation is obligated to make with
respect to short sales or positions in
substantially similar or related property.
e Dividends paid by a regulated
investment company that are not treated
as qualified dividend income under
section 854.
* Dividends paid by a real estate
investment trust that are not treated as
qualified dividend income under section
57(c).

Qualified foreign corporation. A
foreign corporation is a qualified foreign
carporation if it is:

1. Incorporated in a possession of the
United States or

2. Eligible for benefits of a
comprehensive income tax treaty with the
United States that the Secretary
determines is satisfactory for this purpose
and that includes an exchange of
information program. See Notice 2003-889,
2003-42 |.R.B. 851 for details,

If the foreign corporation does not
meet either 1 or 2 above, then it may be
treated as a qualified foreign corporation
for any dividend paid by the corporation if

the stock associated with the dividend
paid is readily tradable on an established
securities market in the United States.

However, qualified dividends do not
include dividends paid by the following
foreign entities in either the tax year of the
distribution or the preceding tax year:

* A foreign investment company (section
1246(b)),

® A passive foreign investment company
(section 1297), or

* A foreign personal holding company
(section 552).

See Notice 2003-79 for more details.
Lines 4d(1) and 4d(2). Enter on line
4d(1) the Post-May 5, 2003, gain or loss
from line 8a of Schedule D {(Form 11208).
Enter on line 4d(2) the gain (loss) for the
entire year from line 6b of Schedule D
(Form 1120S).

Lines 4e(1) and 4e(2). Enter on line
4e(1) the Post-May 5, 2003, gain or loss
that is portfolio income (loss) from
Schedule D (Form 1120S), line 13. Enter
on line 4e(2) the gain or loss for the entire
year that is portfolio income (loss) from
Schedule D (Form 11208), line 14,

. If any gain or loss from lines 6, 13,
and 14 of Schedule D is not
L) portfolio income (e.g., gain or loss
from the disposition of nondepreciable
personal property used in a trade or
business), do not report this income or
loss on lines 4d(1) through 4e(2). Instead,
report it on line 6.

Line 4f. Enter any other portfolio income
not reported on lines 4a through 4e.

If the corporation holds a residual
interest in a REMIC, report on an
attachment for line 4f each shareholder's
share of taxable income (net loss) from
the REMIC (line 1b of Schedule Q (Form
1066)); excess inclusion (line 2c of
Schedule Q (Form 1066)); and section
212 expenses (line 3b of Schedule Q
(Form 1066)). Because Schedule Q
(Form 1066) is a quarterly statement, the
corporation must follow the Schedule G
(Form 1066) Instructions for Residual
Interest Holder to figure the amounts to
report to shareholders for the
corporation's tax year.

Line 5. Net Section 1231 Gain
(Loss) (Except From Casualty or
Theft)

Enter on line 5a the Post-May 5, 2003,
net section 1231 gain (loss) from Form
4797, line 7, column (h). Enter on line 5b
the net section 1231 gain (loss) for the
entire year from Form 4797, line 7,
column (g). If the corporation had a gain
prior to May 6, 2003, from any section
1231 property held more than 5 years,
show the total of all such gains on an
attachment to Schedule K-1 (do not
include any gain attributable to
straight-line depreciation from section
1250 property). Indicate on the statement
that this amount should be included in the
shareholder's computation of qualified
S-year gain only if the amount on the
shareholder's Form 4797, line 7, is more
than zero.
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Do not include gain or loss from
invaluntary conversians due to casualty or
theft on lines 5a or 5b. Report net gain or
loss from involuntary conversions due to
casualty or theft on line 6.

If the corporation is involved in more
than one trade or business or rental
activity, see Passive Activity Reporting
Requirements on page 11 for details on
the information to be reported for each
activity. If an at-risk activity loss is
reported on line 5, see Special
Reporting Requirements for At-Risk
Activities on page 20.

Line 6. Other Income (Loss)

Enter any other item of income or loss not
included on lines 1 through 5. ltems to be
reported on line 6 include:

* Recoveries of tax benefit items (section
111).

® Gambling gains and losses {section
165(d)).

® (ains from the disposition of an
interest in oil, gas, geothermal, or other
mineral properties (section 1254).

* Net gain (loss) from involuntary
conversions due to casualty or theft. The
amount for this item is shown on Form
%gd. Casuallies and Thefls, line 38a or
38b.

* Any net gain or loss from section 1256
contracts from Form 6781, Gains and
Losses From Section 1256 Contracts and
Straddles.

® (Gain from the sale or exchange of
qualified small business stock (as defined
in the Instructions for Schedule D) that is
eligible for the 50% section 1202
exclusion. To be eligible for the section
1202 exclusion, the stock must have been
held by the corporation for more than 5
years, Corporate shareholders are not
eligible for the section 1202 exclusion.
Additional limitations apply at the
shareholder level. Report each
shareholder's share of section 1202 gain
on Schedule K-1, Each shareholder will
determine if he or she qualifies for the
section 1202 exclusion. Report on an
attachment to Schedule K-1 for each sale
or exchange the name of the qualified
small business that issued the stock, the
shareholder's share of the corporation’s
adjusted basis and sales price of the
stock, and the dates the stock was bought
and sold.

* (Gain eligible for section 1045 rollover
(replacement stock purchased by the
corporation). Include only gain from the
sale or exchange of qualified small
business stock (as defined in the
Instructions for Schedule D) that was
deferred by the corporation under section
1045 and reported on Schedule D. See
the Instructions for Schedule D for more
details. Corporate shareholders are not
eligible for the section 1045 rollover.
Additional limitations apply at the
sharehalder level. Report each
shareholder's share of the gain eligible for
section 1045 rollover on Schedule K-1.
Each shareholder will determine if he or
she qualifies for the rollover. Report on an
attachment to Schedule K-1 for each sale
ar exchange the name of the qualified



small business that issued the stock, the
shareholder's share of the corporation's
adjusted basis and sales price of the
stock, and the dates the stock was bought
and sold.

* (Gain eligible for section 1045 rollover
(replacement stock not purchased by the
corporation). Include only gain from the
sale or exchange of qualified small
business stock (as defined in the
Instructions for Schedule D) the
carporation held for more than 6 months
but that was not deferred by the
corporation under section 1045, See the
Instructions for Schedule D for more
details. A shareholder {other than a
corporation) may be eligible to defer his
or her pro rata share of this gain under
section 1045 if he or she purchases other
qualified small business stock during the
60-day period that began on the date the
stock was sold by the corporation.
Additional limitations apply at the
shareholder level. Report on an
attachment to Schedule K-1 for each sale
or exchange the name of the qualified
small business that issued the stock, the
shareholder's share of the corporation's
adjusted basis and sales price of the
stock, and the dates the stock was bought
and sold.

e |f the corporation had a gain before
May 6, 2003, from the disposition of
non-depreciable personal property used
in a trade or business held more than 5
years, show the total of all such gains on
an attachment to Schedule K-1. Indicate
on the statement that the shareholder
should include this amount on line 5 of
the worksheet for line 35 of Schedule D
(Form 1040). If the income or loss is
attributable to more than one activity,
report the income or loss amount
separately for each activity on an
attachment to Schedule K-1 and identify
the activity to which the income or loss
relates.

If the corporation is involved in more
than one trade or business or rental
activity, see Passive Activity Reporting
Requirements on page 11 for details on
the infarmation to be reported for each
activity. If an at-risk activity loss is
reported on line 6, see Special
Reporting Requirements for At-Risk
Activities on page 20.

Deductions

Line 7. Charitable Contributions
Enter the amount of charitable
contributions paid during the tax year. On
an attachment to Schedules K and K-1,
show separately the dallar amount of
contributions subject to each of the 50%,
30%, and 20% of adjusled gross income
limits. For additional information, see
Pub. 526, Charitable Contributions.

An accrual basis S corporation
may not elect fo treat a
L contribution as having been paid
in the tax year the board of directors
authorizes the payment if the contribution
is not actually paid until the next tax year.
Generally, no deduction is allowed for
any contribution of $250 or more unless

the corporation obtains a written
acknowledgment from the charitable
organization that shows the amount of
cash contributed, describes any property
contributed, and gives an estimate of the
value of any goods or services provided
in return for the contribution. The
acknowledgment must be obtained by the
due date (including extensions) of the
corporation's return, or if earlier, the date
the corporation files its return. Do not
attach the acknowledgment to the tax
return, but keep it with the corporation’s
records. These rules apply in addition to
the filing requirements for Form 8283
described below.

Certain contributions made to an
organization conducting lobbying
activities are not deductible. See section
170(1)(9) for more details.

IT the deduction claimed for noncash
contributions exceeds $500, complete
Form 8283, Noncash Charitable
Contributions, and attach it to Form
11208. The corporation must give a copy
of its Form 8283 to every shareholder if
the deduction for any item or group of
similar items of contributed property
exceeds $5,000, even if the amount
allocated to any shareholder is $5,000 or
less.

If the deduction for an item or group of
similar items of contributed property is
55,000 or less, the corporation must
report each shareholder’s pro rata share
of the amount of noncash contributions to
enable individual shareholders to
complete their own Forms 8283. See the
Instructions for Form 8283 for more
information.

If the corporation made a gualified
conservation contribution under section
170(h), also include the fair market value
of the underlying property before and
after the donation, as well as the type of
legal interest contributed, and describe
the conservation purpose furthered by the
donation. Give a copy of this information
to each shareholder.

Line 8. Section 179 Expense
Deduction

An S corporation may elect to expense
part of the cost of certain property that the
corporation purchased during the tax year
for use in its trade or business or certain
rental activities. See the Instructions for
Form 4562 for more information.

Complete Part | of Form 4562 to figure
the corporation’s section 179 expense
deduction. The corporation does not claim
the deduction itself, but instead passes it
through to the shareholders. Attach Form
4562 to Form 11208 and show the total
section 179 expense deduction on
Schedule K, line 8. Report each individual
shareholder's pro rata share on Schedule
K-1, line 8. Do not complete line 8 of
Schedule K-1 for any sharehaolder that is
an estate or trust.

If the corporation is an enterprise zone
business, also report on an attachment to
Schedules K and K-1 the cost of section
179 property placed in service during the
year that is qualified zone property.
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See the instructions for line 23 of
Schedule K-1, item 3, for sales or other
dispaositions of property for which a
section 179 expense deduction has
passed through to shareholders. See item
4 for recapture if the business use of the
property dropped to 50% or less.

Line 9. Deductions Related to
Portfolio Income (Loss)

Enter on line 9 the deductions clearly and
directly allocable to portfolio income
(other than interest expense). Interest
expense related to portfolio income is
investment interest expense and is
reported on line 11a of Schedules K and
K-1. Generally, the line @ expenses are
section 212 expenses and are subject to
section 212 limitations at the shareholder
level.,

Note: No deduction is allowed under
section 212 for expenses allocable to a
convention, seminar, or similar meeting.
Because these expenses are not
deductible by shareholders, the
corporation does not report these
expenses on line 9 or fine 10, The
expenses are nondeductible and are
reported as such on line 19 of Schedules
K and K-1.

Line 10. Other Deductions

Enter any other deductions not included
on lines 7, 8, 9, and 15g. On an
attachment, identify the deduction and
amount, and if the corporation has more
than one activity, the activity to which the
deduction relates.

Examples of items to be reported on
an attachment to line 10 include:
* Amounts (other than investment
interest required to be reported on line
11a of Schedules K and K-1) paid by the
corporation that would be allowed as
itemized deductions on a shareholder's
income tax return if they were paid
directly by a shareholder for the same
purpose. These amounts include, but are
not limited to, expenses under section
212 for the production of income other
than from the corporation's trade or
business.
* Any penalty on early withdrawal of
savings not reported on line 9 because
the corporation withdrew funds from its
time savings deposit bafore its maturity,
® Soil and water conservation
expenditures (section 175).
= Expenditures paid or incurred for the
removal of architectural and
transportation barriers to the elderly and
disabled that the corporation has elected
to treat as a current expensa. See section

80

* Contributions to a capital construction
fund.

* |nterest expense allocated to
debt-financed distributions. See Notice
£9-35, 1989-1 C.B. 675, for more
infarmation.

® |f there was a gain (loss) from a
casualty or theft to property not used in a
trade or business or for income-producing
purposes, provide each shareholder with
the needed information to complete Form



Investment Interest

Complete lines 11a and 11b for all
shareholders.

Line 11a. Investment Interest
Expense

Include on this line the interest properly
allocable to debt on property held for
investment purposes. Property held for
investment includes property that
produces income (unless derived in the
ordinary course of a trade or business)
from interest, dividends, annuities, or
royalties; and gains from the disposition
of property that produces those types of
income or is held for investment.

Investment interest expense does not
include interest expense allocable to a
passive activity.

Report investment interest expense
only on line 11a of Schedules K and K-1.

The amount on line 11a will be
deducted by individual shareholders on
Schedule A (Form 1040}, line 13, after
applying the investment interest expense
limitations of section 163(d).

For more information, see Form 4952,
Investment Interest Expense Deduction.

Lines 11b(1) and 11b(2).
Investment Income and Expenses
Enter an line 11b{1) only the investment
income included on lines 4a, b(2), ¢, and f
of Schedule K-1. Do not include other
partfalio gains or losses on this line.

Enter on line 11b{2) only the
investment expense included on line 9 of
Schedule K-1.

If there are other items of investment
income or expense included in the
amounts that are required to be passed
through separately to the shareholders on
Schedule K-1, such as net short-term
capital gain or loss, net long-term capital
gain or loss, and other portfolio gains or
losses, give each shareholder a schedule
identifying these amounts.

Investment income includes gross
income from property held for investment,
the excess of net gain attributable to the
disposition of property held for investment
aver net capital gain from the disposition
of property held for investment, and any
net capital gain from the disposition of
property held for investment that each
shareholder elects to include in
investment income under section
163(d)(4)B)(iii). Generally, investment
income and investiment expenses do not
include any income or expenses from a
passive activity. See Regulations section
1.469-2(f){10) for exceptions.

Property subject to a net lease is not
treated as investment property because it
is subject to the passive loss rules. Do not
reduce investment income by losses from
passive activities.

Investment expenses are deductible
expenses (other than interest) directly
connected with the production of
investment income. See the Instructions
for Form 4952 for more information on
investment income and expenses.

Credits

Note: If the corporation has credits from
mare than one trade or business activity
on line 12a or 13, or from more than one
rental activity on line 12b, 12c, 12d, or
12e, it must report separately on an
altachment to Schedule K-1, the amount
of each credit and provide any other
applicable activity information listed in
Passive Activity Reporting
Requirements on page 11. However, do
not attach Form 3800, General Business
Credit, to Form 1120S.

Line 12a. Credit for Alcohol Used
as Fuel

Enter on line 12a of Schedule K the credit
for alcohol used as fuel attributable to
trade or business activities. Enter on line
12d or 12e the credit for alcohol used as
fuel attributable to rental activities. Figure
the credit on Form 6478, Credit for
Alcohol Used as Fuel, and attach it to
Form 11208, The credit must be included
in income on page 1, line 5, of Form
11208, See section 40(f) for an election
the corporation can make to have the
credit not apply.

Enter each shareholder’s share of the
credit for alcohol used as fuel on line 12a,
12d, or 12e of Schedule K-1.

If this credit includes the small ethanol
producer credit, identify on a statement
attached to each Schedule K-1 (a) the
amount of the small producer credit
included in the total credit allocated to the
sharehalder, (b) the number of gallans of
qualified ethanol fuel production allocated
to the shareholder, and (¢} the
shareholder's pro rata share, in gallons,
of the corporation’s productive capacity
for alcohol.

Line 12b. Low-Income Housing
Credit

Section 42 provides for a credit that may
be claimed by owners of low-income
residential rental buildings. If
shareholders are eligible to claim the
low-income housing credit, complete the
applicable parts of Form 8586,
Low-Income Housing Credit, and attach it
to Form 11208S. Enter the credit figured by
the corporation on Form 8586, and any
low-income housing credit received from
ather entities in which the corporation is
allowed to invest, on the applicable line
as explained below. The corporation must
also complete and attach Form 8609,
Low-Income Housing Credit Allocation
Certification, and Schedule A (Form
8609), Annual Statement, to Form 11208,
See the Instructions for Form 8586 and
Farm 8609 for information on completing
these forms.

Line 12b(1). If the corporation invested in
a partnership to which the provisions of
section 42(j)(5) apply, report on line
12b(1) the credil the partnership reported
to the corporation on line 12a(1) o
Schedule K-1 (Form 1065).

Line 12b(2). Report on line 12b(2) any
low-income housing credit not reported on
line 12b{1). This includes any credit from
a partnership reported to the corporation
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on line 12a(2) of Schedule K-1 (Form
1065).

Note: If part or all of the credit reported
on line 12b(1) or 12b{2) is attributable to
additions to qualified basis of property
placed in service before 1990, report on
an attachment to Schedules K and K-1
the amount of the credit on each line that
is attributable to property placed in
service (a) before 1990 and (b) after
1989,

Line 12c. Qualified Rehabilitation
Expenditures Related to Rental
Real Estate Activities

Enter total qualified rehabilitation
expenditures related to rental real estate
aclivities of the corporation, For line 12¢
of Schedule K, complete the applicable
lines of Form 3468, Investment Credit,
that apply to qualified rehabilitation
expenditures for property related to rental
real estate activities of the corporation for
which income or loss is reported on line 2
of Schedule K. See Farm 3468 for details
on qualified rehabilitation expenditures.
Attach Form 3468 to Form 11208,

For line 12c of Schedule K-1, enter
each shareholder's pro rata share of the
expenditures. On the dotted line to the left
of the entry space for line 12¢, enter the
line number of Form 3468 on which the
sharehelder should report the
expenditures. If there is maore than one
type of expenditure, or the expenditures
are from more than one line 2 activity,
report this information separately for each
expenditure or activity on an attachment
to Schedules K and K-1.

Note: Qualified rehabilitation
expenditures not refaled to rental real
estate activities must be listed separately
on fine 23 of Schedule K-1.

Line 12d. Credits (Other Than
Credits Shown on Lines 12b and
12c) Related to Rental Real Estate
Activities

Enter on line 12d any other credit {other
than credits on lines 12b and 12c) related
to rental real eslale activities. On the
dotted line to the left of the entry space
for line 12d, identify the type of credit. If
there is more than one type of credit or
the credit is from more than one line 2
activity, report this information separately
for each credit or activity on an
attachment to Schedules K and K-1.
These credits may include any type of
credit listed in the instructions for line 13.

Line 12e. Credits Related to Other
Rental Activities

Enter on line 12e any credit related to
other rental activities for which income or
loss is reported on line 3 of Schedules K
and K-1. On the dotted line to the left of
the entry space for line 12e, identify the
type of credil. I there is more than one
type of credit or the credit is from more
than one line 3 activity, report this
information separately for each credit or
activity an an attachment to Schedules K
and K-1. These credits may include any
type of credit listed in the instructions for
line 13.



Line 13. Other Credits

Enter on line 13 any other credit, except
credits or expenditures shown or listed for
lines 12a through 12e of Schedules K and
K-1 or the credit for Federal tax paid on
fuels {which is reported on line 23c of
page 1). On the dolted line to the left of
the entry space for line 13, identify the
type of credit. If there is more than one
type of credit or the credit is from more
than one activity, report this information
separately for each credit or activity on an
attachment to Schedules K and K-1.

The credits to be reported on line 13
and other required attachments follow.
® Credit for backup withholding on
dividends, interest, or patronage
dividends.
* Nonconventional source fuel credit,
Figure this credit on a separate schedule
and attach it to Form 1120S. See section
29 for rules on figuring the credit.
® Qualified electric vehicle credit (Form
8834),
® Unused investment credit from
cooperatives. If the corporation is a
member of a cooperative that passes an
unused investment credit through to its
members, the credit is in turn passed
through to the corporation’s shareholders.
e Work opportunity credit (Form 5884).
® \Welfare-to-work credit (Form 8861).
® Credit for increasing research activities
(Form 6765).
* Enhanced oil recovery credit (Form
8830).
® Disabled access credit (Form 8826).
e Renewable electricity production credit
(Form 8835).
* Empowerment zone and renewal
community employment credit (Form
8844),
e |ndian employment credit (Form 8845).
* Credit for employer social security and
Medicare taxes paid on certain employee
tips (Form 8848).
® Orphan drug credit (Form 8820).
® New markets credit (Form 8874).
® Credit for contributions to selected
community development carparations
(Form 8847).
e Credit for small employer pension
start-up costs (Form 8881).
® Credit for employer-provided child care
facilities and services (Form 8882).
® MNew York Liberty Zone business
employee credit (Form 8884).
® Qualified zone academy bond credit
(Form 8860).
® (General credits from an electing large
partnership,

See the instructions for line 21
(Schedule K) and line 23 (Schedule K-1)
to repart expenditures qualifying for the
(a) rehabilitation credit not related to
rental real estate activities, (b) energy
credit, or (¢) reforestation credit.

Adjustments and Tax
Preference ltems
Lines 14a through 14e must be
completed for all shareholders.

Enter items of income and deductions
that are adjustments or tax preference
itemns for the alternative minimum tax

(AMT). See Form 6251, Alternative
Minimum Tax—Individuals, or Schedule |
of Form 1041, U.5. Income Tax Return
for Estates and Trusts, to determine the
amounts to enter and for other
information.

Da not include as a tax preference
item any qualified expenditures to which
an election under section 59(e) may
apply. Because these expenditures are
subject to an election by each
shareholder, the corporation cannot figure
the amount of any tax preference related
to them. Instead, the corporation must
pass through to each shareholder on lines
16a and 16b of Schedule K-1 the
infarmation needed to figure the
deduction.

Line 14a. Depreciation Adjustment
on Property Placed in Service After

Figure the adjustment for line 14a based
anly on tangible property placed in
service after 1986 (and tangible property
placed in service after July 31, 1886, and
before 1987 for which the corporation
elected to use the general depreciation
system). Do not make an adjustment for
motion picture films, videotapes, sound
recordings, certain public utility property
(as defined in section 168(f)(2)), property
depreciated under the unit-of-production
method (or any other method not
expressed in a term of years), qualified
Indian reservation property, property
eligible for a special depreciation
allowance, qualified revitalization
expenditures, or the section 179 expense
deduction.

For property placed in service before
1999, refigure depreciation for the AMT
as follows (using the same canvention
used for the regular tax):

e For section 1250 property (generally,
residential rental and nonresidential real
property), use the straight line method
aver 40 years.

® For tangible property (other than
section 1250 property) depreciated using
the straight line method for the regular
tax, use the straight line method over the
property's class life. Use 12 years if the
property has no class life.

® For any ather tangible property, use the
150% declining balance method,
switching to the straight line method the
first tax year it gives a larger deduction,
over the property’'s AMT class life. Use 12
years if the property has no class life.
Note: See Pub. 946 for a table of class
lives.

For property placed in service after
1998, refigure depreciation for the AMT
only for property depreciated for the
regular tax using the 200% declining
balance method. For the AMT, use the
150% declining balance method,
switching to the straight line method the
first tax year it gives a larger deduction,
and the same convention and recovery
period used for the regular tax.

Figure the adjustment by subtracting
the AMT deduction for depreciation from
the regular tax deduction and enter the
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result on line 14a. If the AMT deduction is
more than the regular tax deduction, enter
the difference as a negative amount.
Depreciation capitalized to inventory must
also be refigured using the AMT rules.
Include on this line the current year
adjustment to income, if any, resulting
from the difference.

Line 14b. Adjusted Gain or Loss

If the corporation disposed of any tangible
property placed in service after 1986 (or
after July 31, 1986, if an election was
made to use the General Depreciation
System), or if it disposed of a cerified
pollution control facility placed in service
after 19886, refigure the gain or loss from
the disposition using the adjusted basis
for the AMT. The property's adjusted
basis for the AMT is its cost or other basis
minus all depreciation or amaortization
deductions allowed ar allowable for the
AMT during the current tax year and
previous tax years, Enter on this line the
difference between the regular tax gain
(loss) and the AMT gain (loss). If the AMT
gain is less than the regular tax gain, or
the AMT loss is more than the regular tax
loss, or there is an AMT loss and a
regular tax gain, enter the difference as a
negative amount.

If any part of the adjustment is
allocable to net short-term capital gain
(loss), net long-term capital gain (loss), or
net section 1231 gain (loss), attach a
schedule that identifies the amount of the
adjustment allocable to each type of gain
or loss. For a net long-term capital gain
(loss), also identify the amount of the
adjustment that is 28% rate gain (loss).
For a net section 1231 gain (loss), also
identify the amount of adjustment that is
unrecaptured section 1250 gain. Also
indicate the amount of any qualified
5-year gain and the portion of each
amount that is post-May 5, 2003, gain or
loss.

Line 14c. Depletion (Other Than Oil
and Gas)

Do not include any depletion on cil and
gas wells. The shareholders must figure
their depletion deductions and preference
items separately under section 613A.

Refigure the depletion deduction under
section 611 for mines, wells (other than
oil and gas wells). and other natural
deposits for the AMT. Percentage
depletion is limited to 50% of the taxable
income from the property as figured under
section 613(a), using only income and
deductions for the AMT. Also, the
deduction is limited to the property’s
adjusted basis at the end of the year, as
refigured for the AMT. Figure this limit
separately for each property. When
refiguring the property's adjusted basis,
take into account any AMT adjustments
made this year or in previous years that
affect basis (other than the current year's
depletion).

Enter the difference between the
regular tax and AMT deduction, If the
AMT deduction is greater, enter the
difference as a negative amount.



Lines 14d(1) and 14d(2)

Generally, the amounts to be entered on
these lines are only the income and
deductions for oil, gas, and geotharmal
properties that are used to figure the
amount an line 21, page 1, Form 11203,

If there are any items of income or
deductions for oil, gas, and geothermal
properties included in the amounts that
are required to be passed through
separately to the shareholders on
Schedule K-1, give each shareholder a
schedule that shows, for the line on which
the income or deduction is included, the
amount of income or deductions included
in the total amount for that line. Do not
include any of these direct pass-through
amounts on line 14d{1) or 14d(2). The
shargholder is told in the Shareholder’s
Instructions for Schedule K-1 (Form
11208) to adjust the amaounts on lines
14d{1) and 14d{2) for any other income or
deductions from oil, gas, or geothermal
properties included on lines 2 through 10
and 23 of Schedule K-1 in order to
determine the total income and
deductions from cil, gas, and geothermal
properties for the corporation.

Figure the amounts for lines 14d(1)
and 14d{2) separately for oil and gas
properties that are not geothermal
deposits and for all properties that are
geothermal deposits.

Give the shareholders a schedule that
shows the separate amounts included in
the computation of the amounts on lines
14d(1) and 14d{2).

Line 14d(1). Gross income from oil,
gas, and geothermal properties. Enter
the total amount of gross income (within
the meaning of section 613(a)} from all
oil, gas, and geothermal properties
received or accrued during the tax year
and included on page 1, Form 1120S.

Line 14d(2). Deductions allocable to
oil, gas, and geothermal properties.
Enter the amount of any deductions
allowed for the AMT that are allocable to
oil, gas, and geothermal properties.

Line 14e. Other Adjustments
and Tax Preference ltems

Attach a schedule that shows each
shareholder’s share of other items not
shown an lines 14a through 14d(2) that
are adjustments or tax preference items
or that the shareholder needs to complete
Form 6251 or Schedule | of Form 1041.
See these forms and their instructions to
determine the amount to enter.

Other adjustments or tax preference
items include the following:
* Accelerated depreciation of real
property under pre-1987 rules.
* Accelerated depreciation of leased
personal property under pre-1987 rules.
* |ong-term contracts entered into after
February 28, 1986. Except for certain
home construction contracts, the taxable
income from these contracts must be
figured using the percentage of
completion method of accounting for the
AMT.

* Losses from tax shelter farm activities.
No loss from any tax shelter farm activity
is allowed for the AMT,

Foreign Taxes

Lines 15a through 15h must be
completed if the corparation has foreign
income, deductions, or losses, or has
paid or accrued foreign taxes. See Pub.
514, Foreign Tax Credit for Individuals,
for more information.

Line 15a. Name of Foreign Country
or U.S. Possession

Enter the name of the foreign country or
U.S. possession from which the
corporation had income or to which the
corporation paid or accrued taxes. If the
corporation had income from, or paid or
accrued taxes to, more than one foreign
country or U.S. possession, enter "See
attached" and attach a schedule for each
country for lines 15a through 15h.

Line 15b. Gross Income From All
Sources

Enter the corporation’s gross income from
all sources, (both U.S. and foreign).

Line 15c. Gross Income Sourced at
Shareholder Level

Enter the total gross income of the
corporation that is required to be sourced
at the shareholder level. This includes
income from the sale of most personal
property ather than inventory, depreciable
property, and certain intangible property.
See Pub. 514 and section 865 for details.
Altach a schedule showing the following
information:

* The amount of this gross income
(without regard to its source) in each
category identified in the instructions for
line 15d, including each of the listed
categories.

* Specifically identify gains on the sale of
personal property other than inventory,
depreciable property, and certain
intangible property on which a foreign tax
of 10% or more was paid or accrued. Also
list losses on the sale of such property if
the foreign country would have imposed a
10% or higher tax had the sale resulted in
a gain. See Sales or Exchanges of
Certain Personal Property in Pub. 514
and section 865.

* Specify foreign source capital gains or
losses within each separate limitation
category. Also separately identify foreign
source gains or losses within each
separate limitation category that are 28%
rate gains and losses, unrecaptured
section 1250 gains, and qualified 5-year
gains and indicate the post-May 5, 2003,
portion of each,

Line 15d. Foreign Gross Income
Sourced at Corporate Level
Separately report gross income from
sources outside the United States by
category of income as follows. See Pub.
514 for information on the categories of
income.

Line 15d(1). Passive foreign source
income.

Line 15d(2). Attach a schedule showing
the amount of foreign source income
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included in each of the following listed
categories of income:

* Financial services income;

® High withholding tax interest;

* Shipping income;

* Dividends from each noncontrolled
section 902 corporation;

® Dividends from a domestic international
sales corporation (DISC) or a former
DISC;

# Distributions from a foreign sales
corporation {(FSC) or a former FSC;

® Section 901(j) income; and

# Certain income re-sourced by treaty.

Line 15d(3). General limitation foreign
source income (all other foreign source
income).

Line 15e. Deductions Allocated
and Apportioned at Shareholder
Level

Enter on line 15e(1) the corporation's total
interest expense (including interast
equivalents under Temporary Regulations
section 1.861-9T(b)). Do not include
interest directly allocable under
Temporary Regulations section
1.861-10T to income from a specific
property. This type of interest is allocated
and apportioned at the corporate level
and is included on lines 15f(1) through
(3). On line 15e(2), enter the total of all
other deductions or losses that are
required to be allocated at the
shareholder level. For example, include
on line 15e(2) research and experimantal
expenditures (see Regulations section
1.861-17(f)).

Line 15f. Deductions Allocated and
Apportioned at Corporate Level to
Foreign Source Income

Separately report corporate deductions
that are apportioned at the corporate level
to (1) passive foreign source income, (2)
each of the listed foreign categories of
income, and (3) general limitation foreign
source income (see the instructions for
line 15d). See Pub. 514 for more
information.

Line 15g. Total Foreign Taxes

Enter in U.S. dollars the total foreign
laxes (described in seclion 901 or seclion
903) that were paid or accrued by the
corporation (according to its method of
accounting for such taxes). Translate
these amounts into U.S. dollars by using
the applicable exchange rate (see Pub.
514).

Attach a schedule reporting the
following information:

1. The total amount of foreign taxes
(including foreign taxes on income
sourced at the shareholder level) relating
to each category of income (see
instructions for line 15d),

2. The dates on which the taxes were
paid or accrued, the exchange rates
used, and the amounts in both foreign
currency and U.S. dollars, for:

® Taxes withheld at source on
interest.

® Taxes withheld at source on
dividends.



* Taxes withheld at source on rents
and royalties.
® Other foreign taxes paid or accrued.

Line 15h. Reduction in Taxes
Available for Credit

Enter the total reductions in taxes
available for credit. Altach a schedule
showing the reductions for:

* Taxes on foreign mineral income
(=ection 901(e)).

® Taxes on foreign oil and gas extraction
income (section 907(a)).

* Taxes attributable to boycott operations
(section 908).

® Failure to timely file (or furnish all of the
information required on) Forms 5471 and
BBE5.

® Any ather items (specify).

Other

Lines 16a and 16b. Section 53(e)(2)
Expenditures

Generally, section 59(e) allows each
shareholder to make an election to deduct
the shareholder's pro rata share of the
corporation’s otherwise deductible
qualified expenditures ratably over 10
years (3 years for circulation
expenditures), beginning with the tax year
in which the expenditures were made (or
for intangible drilling and development
costs, over the 60-month period
beginning with the month in which such
costs were paid or incurred). The term
“gualified expenditures” includes only the
following types of expenditures paid or
incurred during the tax year:

® Circulation expenditures.

® Research and experimental
expendilures,

® |ntangible drilling and development
costs.

® Mining exploration and development
costs.

If a shareholder makes the election,
the above items are not treated as tax
preference items.

Because the shareholders are
generally allowed to make this election,
the corporation cannot deduct these
amounts or include them as adjustments
ar tax preference items on Schedule K-1.
Instead, on lines 16a and 16b of
Schedule K-1, the corporation passes
through the information the shareholders
need to figure their separate deductions.

On line 16a, enter the type of
expenditures claimed on line 16b. Enter
on line 16b the qualified expenditures
paid or incurred during the tax year to
which an election under section 59(g)
may apply. Enter this amount for all
shareholders whether or not any
shareholder makes an election under
section 59(e). If the expenditures are for
intangible drilling and development costs,
enter the month in which the expenditures
were paid or incurred (after the type of
expenditures on line 16a). If there is more
than one type of expenditure included in
the total shown on line 16b (or intangible
drilling and development costs were paid
ar incurred for more than 1 month), report

this information separately for each type
of expenditure (or month) on an
attachment to Schedules K and K-1.

Line 17. Tax-Exempt Interest
Income

Enter on line 17 tax-exempt interest
income, including any exempt-interest
dividends received from a mutual fund or
other regulated investment company. This
information must be reported by
individuals on line 8b of Form 1040,
Generally, the basis of the shareholder's
stock is increased by the amount shown
on this line under section 1367 (a)(1)(A).

Line 18. Other Tax-Exempt Income
Enter on line 18 all income of the
corporation exempt from tax other than
tax-exempt interest (e.g., life insurance
proceeds). Generally, the basis of the
shareholder's stock is increased by the
amount shown on this line under section
1367(a)(1)(A).

Line 19. Nondeductible Expenses
Enter on line 19 nondeductible expenses
paid or incurred by the corporation. Do
not include separately stated deductions
shown elsewhere on Schedules K and
K-1, capital expenditures, or items for
which the deduction is deferred to a later
tax year, Generally, the basis of the
shareholder's stack is decreased by the
amount shown on this line under section
1367(a)(2)(D).

Line 20

Enter total distributions made to each
shareholder other than dividends reported
on line 22 of Schedule K. Noncash
distributions of appreciated property are
valued at fair market value. See
Distributions on page 29 for the ordering
rules on distributions.

Line 21 (Schedule K Only)

Attach a statement to Schedule K to
report the corporation’s total income,
expenditures, or other information for
iterns 1 through 28 of the line 23
(Schedule K-1 Only) instruction below.

Line 22 (Schedule K Only)

Enter total dividends paid to shareholders
from accumulated earnings and profits.
Report these dividends to shareholders
on Form 1099-D1V. Do not report them on
Schedule K-1,

Lines 22a and 22b (Schedule K-1
Only). Recapture of Low-Income
Housing Credit

If recapture of part or all of the
low-income housing credit is required
because (a) prior year gualified basis of a
building decreased or (b) the corporation
disposed of a building or part of its
interest in a building, see Form 8611,
Recapture of Low-Income Housing Credit.
The instructions for Form 8611 indicate
when Form 8611 is completed by the
corporation and what information is
pravided ta shareholders when recapture
is required.

Note: If a shareholder’s ownership
interest in a building decreased because
of a transaction at the shareholder level,
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the corporation must provide the
necessary information to the shareholder
to enable the shareholder to figure the
recaplure.

If the corparation filed Form 8693,
Low-Income Housing Credit Disposition
Bond, to avoid recapture of the
low-income housing credit, no entry
should be made on line 22 of Schedule
K-1.

See Form 8586, Form 8611, and
section 42 for more information.

Supplemental Information

Line 23 (Schedule K-1 Only)

Enter in the line 23 Supplemental
Information space of Schedule K-1, or on
an attached schedule if more space is
needed, each shareholder's share of any
information asked for on lines 1 through
27 that is required to be reported in detail,
and items 1 through 28 below. Please
identify the applicable line number next to
the information entered in the
Supplemental Information space. Show
income or gains as a positive number,
Show losses in parentheses.

1. Taxes paid en undistributed capital
gains by a regulated investment company
or a real estate investment trust (REIT).
As a shareholder of a regulated
investment company or a REIT, the
corporation will receive notice on Form
2439, Notice to Shareholder of
Undistributed Long-Term Capital Gains,
of the amount of tax paid an undistributed
capital gains.

2. Gross income and other
information relating to oil and gas well
properties that are reported to
shareholders to allow them to figure the
depletion deduction for cil and gas well
properties. See seclion 613A(c)(11) for
details.

The corporation cannot deduct
depletion on oil and gas wells. Each
shareholder must determine the allowable
amount to report an his or her return. See
Pub. 535 for mare information.

3. Gain or loss on the sale, exchange,
or other disposition of property for which a
section 179 expense deduction has been
passed through to shareholders. The
corporation must pravide all the following
information with respect to a disposition of
property for which a section 179 expense
deduction was passed through to
shareholders (see the instructions for line
4 on page 13).

a. Description of the property.

b. Date the property was acquired.

c. Date of the sale or cther disposition
of the property.

d. The shareholder’s pro rata share of
the gross sales price.

e. The shareholder's pro rata share of
the cost or other basis plus expense of
sale (reduced as explained in the
instructions for Form 4797, line 21).

f. The shareholder’s pro rata share of
the depreciation allowed or allowable,
determined as described in the
instructions for Farm 4797, line 22, but



excluding the section 179 expense
deduction.

g. The shareholder's pro rata share of
lhe section 179 expense deduction (if
any) passed through for the property and
the corporation’s tax year(s) in which the
amount was passed through.

h. An indication if the disposition is
from a casualty or theft,

i. For an installment sale made
during the corporation's tax year, any
information needed to complete Form
6252, Installment Sale Income. The
carpaoration also must separately report
the shareholder's pro rata share of all
payments received for the property in
future tax years. (Installment payments
received for installment sales made in
prior tax years should be reported in the
same manner used in prior tax years.)

4. Recapture of section 179 expense
deduction if business use of the property
dropped to 50% or less. If the business
use of any property (placed in service
after 1986) for which a section 172
expense deduction was passed through
to shareholders dropped to 50% or less
(for a reason other than disposition), the
corparation must provide all the following
information.

a. The shareholder's pro rata share of
the original basis and depreciation
allowed or allowable (not including the
section 179 expense deduction).

b. The shareholder's pro rata share of
the section 179 expense deduction (if
any) passed through for the property and
the corporation’s tax year(s) in which the
amount was passed through,

5. Recapture of certain mining
exploration expenditures (section 617).

6. Any information or statements the
corporation is required to furnish to
shareholders to allow them to comply with
requirements under section 6111
(registration of tax shelters) or section
6662(d)(2)(B)(ii} (regarding adequate
disclosure of items that may cause an
understatement of income tax).

7. If the corporation is involved in
farming or fishing activities, report the
gross income from these activities to
shareholders.

8. Any information needed by a
shareholder to compute the interest due
under section 453(1)(3). If the corporation
elected to report the dispositions of
certain timeshares and residential lots on
the installment method, each
shareholder’s tax liability must be
increased by the shareholder's pro rata
share of the interest on tax attributable to
the installment payments received during
the tax year.

9. Any information needed by a
shareholder to compute the interest due
under section 453A(c). If an cbligation
arising from the disposition of property to
which section 453A applies is outstanding
at the close of the year, each
shareholder's tax liability must be
increased by the tax due under section
453A(c) on the shareholder's pro rata
share of the tax deferred under the
installment method.

10. Any information needed by a
shareholder to properly capitalize interest
as required by section 263A(f). See
Section 263A uniform capitalization
rules on page 13 for more information.

11. If the corporation is a closely held S
corporation (defined in section 460(b))
and it entered into any long-term
contracts after February 28, 1986, that
are accounted for under either the
percentage of completion-capitalized cost
method or the percentage of completion
methad, it must attach a schedule to
Form 11205 showing the information
required in items (a) and (b) of the
instructions for lines 1 and 3 of Part |l for
Form 8697, Interest Computation Under
the Lock-Back Method for Completed
Long-Term Contracts. It must also report
the amounts for Part I, lines 1 and 3, to
its shareholders. See the Instructions for
Form 8697 for more information,

12, Expenditures qualifying for the (a)
rehabilitation credit not related to rental
real estate activities, (b) energy credit, or
(c) reforestation credit. Complete and
attach Form 3468 to Form 11208, See
Form 3468 and related instructions for
information on eligible property and the
lines on Form 3468 to complete. Do not
include that part of the cost of the
property the corporation has elected to
expense under section 179. Attach to
each Schedule K-1 a separate schedule
in a format similar to that shown on Form
3468 detailing each shareholder's pro
rata share of qualified expenditures. Also
indicate the lines of Form 3468 on which
the shareholders should report these
amounts.

13. Recapture of investment credit,
Complete and attach Form 4255,
Recapture of Investment Credit, when
investment credit property is disposed of,
or it no longer gualifies for the credit,
before the end of the recapture period or
the useful life applicable to the property.
State the type of property at the top of
Form 4255, and complete lines 2, 4, and
5, whether or not any shareholder is
subject to recapture of the credit. Attach
to each Schedule K-1 a separate
schedule providing the information the
corperation is required to show on Form
4255, but list only the shareholder’s pro
rata share of the cost of the property
subject to recapture. Also indicate the
lines of Form 4255 on which the
shareholders should report these
amounts.

The corporation itself is liable for
investment credit recapture in certain
cases. See the instructions for line 22c,
page 1, Form 11208, for details.

14. Any information needed by a
shareholder to compute the recapture of
the qualified electric vehicle credit. See
Pub. 535 for mare information.

15. Recapture of new markets credit
(Form B874).

16. Any information a shareholder may
need to figure recapture of the Indian
employment credit. Generally, if the
corporation terminates a qualified
employee less than 1 year after the date
of initial employment, any Indian
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employment credit allowed for a prior tax
year by reasen of wages paid or incurred
to that employee must be recaptured. For
details, see section 45A(d).

17. Nongualified withdrawals by the
corporation from a capital construction
fund.

18. Unrecaptured section 1250 gain.
Figure this amount for each section 1250
property in Part Il of Form 4797 (except
property for which gain is reported using
the installment method on Form 6252) for
which you had an entry in Part | of Form
4797 by subtracting line 26g of Form
4797 from the smaller of line 22 or line
24 of Form 4797. Figure the total of these
amounts for all section 1250 properties.
Generally, the result is the corporation’s
unrecaptured section 1250 gain.
However, if the corporation is reporting
gain on the installment method for a
section 1250 property held more than 1
year, see the next paragraph to figure the
unrecaptured section 1250 gain on that
propertly allocable to this tax year. Report
each shareholder's pro rata share of the
total amount as “Unrecaptured section
1250 gain.”

The total unrecaptured section 1250
gain for an installment sale of section
1250 property held more than 1 year is
figured in a manner similar to that used in
the preceding paragraph. However, the
total unrecaptured section 1250 gain must
be allocated to the installment payments
received from the sale. To do so, the
corporation generally must treat the gain
allocable to each installment payment as
unrecaplured section 1250 gain until all
such gain has been used in full. Figure
the unrecaptured section 1250 gain for
installment payments received during the
tax year as the smaller of (a) the amount
from line 26 or line 37 of Form 6252
(whichever applies) or (b) the total
unrecaptured section 1250 gain for the
sale reduced by all gain reported in prior
years (excluding section 1250 ordinary
income recapture). However, if the
corporation chose not to treat all of the
gain from payments received after May 6,
1987, and before August 24, 1999, as
unrecaptured section 1250 gain, use only
the amount the corporation chose to treat
as unrecaptured section 1250 gain for
those payments to reduce the total
unrecaptured section 1250 gain
remaining to be reported for the sale.

If the corporation received a Schedule
K-1 or Form 1099-DIV from an estate, a
trust. a REIT, or a mutual fund reporting
“unrecaptured section 1250 gain,” do not
add it to the corporation’s own
unrecaptured section 1250 gain. Instead,
report it as a separate amount, For
example, if the corporation received a
Farm 1098-DIV from a REIT with
unrecaptured section 1250 gain, report it
as “Unrecaptured section 1250 gain from
aREIT."

Also report as a separate amount any
gain from the sale ar exchange of an
interest in a partnership attributable to
unrecaptured section 1250 gain. See
Regulations section 1.1(h)-1 and attach a



statement required under Regulations
section 1.1(h)-1(e).

19. 28% rate gain (loss). Figure this
amount attributable to collectibles from
the amount reported on Schedule D
(Form 1120S) line 14. A collectibles
gain (loss) is any lang-term gain or
deductible long-term loss from the sale ar
exchange of a collectible that is a capital
asset.

Collectibles include works of art, rugs,
antiques, metal (such as gold, silver,
platinum bullion), gems, stamps, coin,
aleoholic beverages, and certain other
tangible property.

Also, include gain (but not loss) from
the sale or exchange of an interest in a
partnership or trust held for more than 1
year and attributable to unrealized
appreciation of collectibles. For details,
see Regulations section 1.1{h)-1. Also
attach the statement required under
Regulations section 1.1(h}-1(e).

20. Qualified 5-year gain. Attach a
statement lo each Schedule K-1
indicating the amount of net long-term
gain (not losses) from the disposition of
assets (excluding stock that could qgualify
for section 1202 gain) held more than 5
years that are partfalio income included
on line 14 of Schedule D (Form 11203).
Alsa indicated the aggregate amount of
all section 1231 gains from property held
more than 5 years. Qualified 5-year gains
should be reported only for the portion of
the tax year before May 6, 2003, Do not
include any section 1231 gain attributable
to straight-line depreciation from section
1250 property. Indicate on the statement
that this amount should be included in the
shareholder's computation of qualified
S-year gain only if the amount on the
shareholder's Form 4797, line 7, column
(g}, is more than zero, and that none of
the gain is unrecaptured section 1250
gain.

21. If the corporation is a closely held S
corporation {defined in section 460(b){4)}
and it depreciated certain property placed
in service after September 13, 1995,
under the income forecast method, it
must attach to Form 11208 the
information specified in the instructions
for Form 8866, line 2, for the 3rd and 10th
tax years beginning after the tax year the
property was placed in service. It must
also report the line 2 amounts to its
shareholders. See the Instructions for
Farm BB&E for mare details.

22. Amortization of reforestation
expenditures. Report the amortizable
basis and year in which the amortization
began for the current year and the 7
preceding years. For limits that may
apply, see section 194 and Pub. 535,

23. Any information needed by a
shareholder to figure the interest due
under section 1260(b). If any portion of a

constructive ownership transaction was
open in any prior year, each
shareholder's tax liability must be
increased by the shareholder's pro rata
share of interest due on any deferral of
gain recognition. See section 1260(b) for
details, including how to figure the
interest.

24, Any information needed by a
shareholder to figure the extraterritorial
income exclusion. See Extraterritorial
Income Exclusion on page 11 for more
infarmation.

25. Commercial revitalization deduction
from rental real estate activities. See Line
19— 0Other Deducti for the Special
Rules that apply to the deduction.

26. If the corporation participates in a
transaction that must be disclosed on
Form 8886 (see page 7), both the
corporation and its shareholders may be
required to file Form 8886. The
corporation must determine if any of its
shareholders are required to disclose the
transaction and provide those
shareholders with information they will
need to file Form B886. This
determination is based on the category(s)
under which a transaction qualified for
disclosures. See the instructions for Form
8886 for details.

27. Recapture of the credit for
employer-provided child care facilities and
services (Form 8882).

28. Any other information the
shareholders need to prepare their tax
returns.

Schedule L. Balance
Sheets per Books

The balance sheets should agree with the
corporation’s books and records. Include

certificates of deposit as cash on line 1 of
Schedule L.

If the S election terminated during the
tax year, the year-end balance sheet
generally should agree with the books
and records at the end of the C short
year. However, if the corporation elected
under section 1362(e)(3) to have items
assigned to each short year under normal
tax accounting rules, the year-end
balance sheet should agree with the
books and records at the end of the S
short year.

Line 5. Tax-Exempt Securities
Include on this line:

® State and local government obligations,
the interest on which is excludible from
gross income under section 103(a), and

e Stock in a mutual fund or other
regulated investment company that
distributed exempt-interest dividends
during the tax year of the corporation.
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Line 24. Retained Earnings

If the corporation maintains separate
accounts for appropriated and
unappropriated retained earnings, it may
want to continue such accounting for
purposes of preparing its financial
balance sheet, Also, if the carporation
converts to C corporation status in a
subsequent year, it will be required to
report its appropriated and
unappropriated retained earnings on
separate lines of Schedule L of Form
1120

Line 25. Adjustments to
Shareholders’ Equity

Some examples of adjustments to report
on this line include:

® Unrealized gains and losses on
securities held “available for sale."

* Foreign currency translation
adjustments.

® The excess of additional pension
liability over unrecognized prior service
cost.

* Guarantees of employee stock (ESOP)
debt.

* Compensation related to employee
stock award plans.

If the total adjustment to be entered is
a negative amount, enter the amount in
parentheses.

Schedule M-1.
Reconciliation of Income
(Loss) per Books With
Income (Loss) per Return

Line 3b. Travel and

Entertainment

Include on this line:

» Neals and entertainment not allowed

under section 274(n).

* Expenses for the use of an

entertainment facility.

& The part of business gifts over $25.

* Expenses of an individual allocable to

conventions on cruise ships over $2,000.

* Employee achievement awards over
400.

® The part of the cost of entertainment
tickets that exceeds face value {also
subject to 50% limit).

® The part of the cost of skyboxes that
exceeds the face value of nonluxury box
seal tickets,

® The part of the cost of luxury water
travel not allowed under section 274(m).
* Expenses for travel as a form of
education; nondeductible club dues.

® Other travel and entertainment
expenses.



EIETE]  Worksheet

{a) Accumulated {b) Other adi {a) 5t ! undistributed
adjustrments account account taxabde income previcusty laxed
1 Balance at beginning of tax year -0- -0-
2 Ordinary income from page 1, line 21 10,000
3  Other additions p 20,000 5,000
4 Loss from page 1, line 21 ﬁ )
5 Other reductions 3 { 36,000 Rl )
6 Combing lines 1 through 5 R 6,000 ) 5,000
7  Distributions other than dividend distribution: -0- 5,000
8 Balance at end of tax year. Subtract line 7
from line 6 E AR i { 6,000 | -0-

Schedule M-2. Analysis of
Accumulated Adjustments
Account, Other
Adjustments Account, and
Shareholders’
Undistributed Taxable
Income Previously Taxed

Column (a). Accumulated
Adjustments Account

The accumulated adjustments account
(AAA) is an account of the S corporation
that generally reflects the accumulated
undistributed net income of the
corporation for the corporation’s
post-1982 years. 5 corporations with
accumulated E&P must maintain the AAA
to determine the tax effect of distributions
during S years and the post-termination
transition period. An S corporation without
accumulated E&F does not need to
maintain the AAA in order to determine
the tax effect of distributions.
MNevertheless, if an S corporation without
accumulated E&P engages in certain
transactions to which section 381(a)
applies, such as a merger into an S
corporation with accumulated E&P, the S
corporation must be able to calculate its
AAA at the time of the merger for
purposes of determining the tax effect of
post-merger distributions. Therefore, it is
recommended that the AAA be
maintained by all § corporations.

On the first day of the corporation’s
first tax year as an S corporation, the
balance of the AAA is zero. At the end of
the tax year, adjust the AAA for the items
for the tax year as explained below and in
the order listed.

1. Increase the AAA by income (other
than tax-exempt income) and the excess
of the deduction for depletion over the
basis of the property subject to depletion
(unless the property is an oil and gas
property the basis of which has been
allocated to shareholders).

2. Generally, decrease the AAA by
deductible losses and expenses,
nondeductible expenses (other than
expenses related to tax-exempt income
and Federal taxes attributabletoa C

corporation tax year), and the sum of the
shareholders’ deductions for depletion for
any oil or gas property held by the
corporation as described in section
1367(a)(2)(E). However, if the total
decreases under 2 exceeds the total
increases under 1 above, the excess is a
“net negative adjustment.” If the
corporation has a net negative
adjustment, do not take it into account
under 2. Instead, take it into account only
under 4 below.

3. Decrease AAA (but not below zero)
by property distributions (other than
dividend distributions from accumulated
E&P), unless the corporation elects to
reduce accumulated E&P first. See
Distributions below for definitions and
other details.

4. Decrease AAA by any net negative
adjustment. For adjustments to the AAA
for redemptions, reorganizations, and
corporate separations, see Regulations
section 1.1368-2(d),

Note: The AAA may have a negative

balance at year end. See section 1368(e).

Column (b). Other Adjustments
Account

The other adjustments account is
adjusted for tax-exempt income (and
related expenses) and Federal taxes
attributable to a C corporation tax year.
After these adjustments are made, the
account is reduced for any distributions
made during the year. See Distributions
below.

Column (c). Shareholders’
Undistributed Taxable Income
Previously Taxed

The shareholders’ undistributed taxable
income previously laxed account, also
called previously taxed income (PTI), is
maintained only if the corporation had a
balance in this account at the start of its
2003 tax year. If there is a beginning
balance for the 2003 tax year, no
adjustments are made to the account
except to reduce the account for
distributions made under section 1375(d)
(as in effect before the enactment of the
Subchapter S Revision Act of 1982). See
Distributions below for the order of
distributions from the account.

Each shareholder's right to nontaxable
distributions from PTI is personal and
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cannot be transferred to another person.
The corporation is required to keep
records of each shareholder's net share
of PTI

Distributions

General rule. Unless the corporation
makes one of the elections described
below, property distributions (including
cash) are applied in the following order to
reduce accounts of the S corporation that
are used to figure the tax effect of
distributions made by the corporation to
its shareholders:

1. Reduce the AAA determined
without regard to any net negative
adjustment for the tax year (but not below
zero). If distributions during the tax year
exceed the AAA at the close of the tax
year determined without regard to any net
negative adjustment for the tax year, the
AAA is allocated pro rata to each
distribution made during the tax year. See
section 1368(c).

2. Reduce shareholders’ PTI account
for any section 1375(d) (as in effect
hefore 1983) distributions. A distribution
from the PTI account is tax free to the
extent of a shareholder's basis in his or
her stock in the corporation.

3. Reduce accumulated E&P.
Generally, the S corporation has
accumulated E&P anly if it has not
distributed E&P accumulated in prior
years when the S corporation was a C
corporation (section 1361(a)(2)). See
section 312 for information on E&P. The
only adjustments that can be made to the
accumulated E&P of an S corporation are
(a) reductions for dividend distributions;
(b) adjustments for redemptions,
liquidations, recrganizations, etc.; and {c)
reductions for investment credit recapture
tax for which the corporation is liable. See
sections 1371(c) and (d){3).

4. Reduce the other adjustments
account,

5. Reduce any remaining
shareholders’ equity accounts.

Elections relating to source of
distributions. The corporation may
madify the above ordering rules by
making one or more of the following
elections:

1. Election to distribute
accumulated E&P first. If the
corporation has accumulated E&P and



wants to distribute this E&P before
making distributions from the AAA, it may
elect o do so with the consent of all its
affected shareholders (section
1368(e)(3)(B)). This election is
irrevocable and applies only for the tax
year for which it is made. For details on
making the election, see Statement
regarding elections below.

2. Election to make a deemed
dividend. If the corporation wants to
distribute all or part of its accumulated
E&P through a deemed dividend, it may
elect to do so with the consent of all its
affected shareholders (section
1368(e)(3)(B)). Under this election, the
corporation will be treated as also having
made the election to distribute
accumulated E&P first. The amount of the
deemed dividend cannot exceed the
accumulated E&P at the end of the tax
year, reduced by any actual distributions
of accumulated E&P made during the tax
year. A deemed dividend is treated as if it
were a pro rata distribution of money to
the shareholders, received by the
shareholders, and immediately
contributed back to the corporation, all on
the last day of the tax year. This election
is irrevocable and applies only for the tax
year for which it is made. For details on
making the election, see Statement
regarding elections below.

3. Election to forego PTI. If the
corperation wants to forego distributions
of PTI, it may elect to do so with the
consent of all its affected shareholders
(section 1368(e)(3)(B)}. Under this
election, paragraph 2 under the General
rule on page 29 does not apply to any
distribution made during the tax year. This

election is irrevocable and applies only for
the tax year for which it is made. For
details on making the election, see
Statement regarding elections below.

Statement regarding elections. To
make any of the above elections, the
corporation must attach a statement to a
timely filed original or amended Form
11208 for the tax year for which the
election is made. In the statement, the
corparation must identify the election it is
making and must state that each
shareholder consents to the election. The
statement of election to make a deemed
dividend must include the amount of the
deemed dividend distributed to each
shareholder. For more details on the
election, see Temporary Regulations
section 1.1388-1T{f)(5).

Example
The following example shows how the
Schedule M-2 accounts are adjusted for
items of income (loss), deductions, and
distributions reported on Form 1120S. In
this example, the corporation has no PTI
or accumulated E&P.
Items per return are:

1. Page 1, line 21 income—%10,000

2. Schedule K, line 2 loss—($3,000)

3. Schedule K, line 4a income—
54,000

4. Schedule K, line 4b(2) income—
$16,000

5. Schedule K, line 7 deduction—
$24,000

6. Schedule K, line 10 deduction—

7. Schedule K, line 13 work
opportunity credit—$6,000

8. Schedule K, line 17 tax-exempt
interest—55,000

9. Schedule K, line 19 nondeductible
expenses—3$6,000 (reduction in salaries
and wages for work opportunity credit),
and

10. Schedule K, line 20 distributions—

$65,000.

Based on return items 1 through 10
and starting balances of zero, the
columns for the AAA and the other
adjustments account are completed as
shown in the Schedule M-2 Worksheet on
page 29.

For the AAA, the worksheet line 3—
$20,000 amount is the total of the
Schedule K, lines 4a and 4b(2) income of
34,000 and $16,000. The worksheet line
5—536,000 amount is the total of the
Schedule K, line 2 loss of ($3,000), line 7
deduction of $24,000, line 10 deduction of
$3,000, and the line 19 nondeductible
expenses of §6,000. The worksheet line 7
is zero. The AAA at the end of the tax
year (figured without regard to
distributions and the net negative
adjustment of $6,000) is zero, and
distributions cannot reduce the AAA
below zero.

For the other adjustments account, the
worksheet line 3 amount is the Schedule
K. line 17, tax-exempt interest income of
$5,000, The worksheet line 7 amount is
$5,000, reducing the other adjustments
account to zero. The remaining $60,000
of distributions are not entered on
Schedule M-2.

Paperwork Reduction Act Notice. We ask for the information on this form to carry out the Internal Revenue laws of the United
States. You are required to give us the information. We need it to ensure that you are complying with these laws and to allow us to

figure and collect the right amount of tax.

You are not required to provide the information requested on a form that is subject to the Paperwork Reduction Act unless the
form displays a valid OMB control number. Books or records relating to a form or its instructions must be retained as long as their
contents may become material in the administration of any Internal Revenue law. Generally, tax returns and return information are

confidential, as required by section 6103,

The time needed to complete and file this form and related schedules will vary depending on individual circumstances. The

estimated average times are:

Form Recordkeeping
11208 65 hr., 45 min.
Sch. D (11208) 10 hr., 2 min.
Sch. K-1(11208) 16 hr., 58 min.

Learning about the
law or the form

Preparing the form

Copying, assembling, and
sending the form to the IRS

25 hr., 11 min. 47 hr., 44 min. 5 hr., 54 min.
4 hr., 31 min. 9 hr., 32 min. 1 hr., 20 min.
10 hr., 36 min. 15 hr., 4 min. 1hr., 4 min.

We Welcome Comments on Forms. I you have comments concerning the accuracy of these time estimates or suggestions for
making these forms simpler, we would be happy to hear from you. You can write to the Tax Products Coordinating Committee,
\Western Area Distribution Center, Rancho Cordova, CA 95743-0001. Do not send the tax form to this address. Instead, see Where

To File on page 3.

FIGUREA.I5 (Continued)

196



Useful Forms

Form 1065, U.S. Return of Partnership Income
Filed by a Limited Liability Company (LLC)

This LLC has not elected to be taxed otherwise than as a partnership, so it
reports income and expenses on this partnership return form. All of the in-
come and deductions flow into one bucket of ordinary income on line 22
and each individual partner (LLC member) receives a Form K-1, on
which is listed his or her share of the income, $56,000 in this case. The
member pays income tax, as well as Social Security tax, on that $56,000
share of earnings.

As was the case with the S corporation, the LLC also made a $1,000 con-
tribution to an eligible charity. This item is not deducted in computing the
LLC income shared by the members, but one-third of that amount is
listed separately on Form K-1 that each member receives. That member
then lists that $333 contribution on his or her individual income tax return
as an itemized deduction. (If the member does not itemize deductions, the
tax benefit of the charitable contribution is lost forever.)

As for the S corporation tax return, Form K-1 for a member provides a
laundry list of items that “flow through” to the members. (Only one Form
K-1 is reproduced here, but as each of these three members own 33.3 per-
cent of the LLC, each would receive an identical Form K-1.)
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o 1065 U.S. Return of Partnership Income OME No. 1545-0039

Cepartrent of the Treasury For calendar year 2003, or tax year beginning ____ e 20?3, andending .___.____,20____ . 2@“3

Internal Revere Service P See separate instructions. 2

A Principal business activity Mame of partnership D Employer identitication number
SALES |he the| CLEAN CAT PROCESSORS, LLC 55 | 5555555

B Frincipal product of service | label, Mumber, street, and room or suite no. If a P.O. box, see page 14 of the instructions. E Date business started
PET SUPPLIES Other- | 111 MAIN ST., SUITE 1 1/1/03

€ Business code number printr City or town, state, and ZIP code F Total assets (see page 14 of

453910 ortype. | EAST OVERSHOE, VA 55555 E i 99 I

G Check applicable boxes: (1) A Initial return (2) [T Final return 3 [ name change {4) [ address change (5) [ amended ratrn
H Check accounting method: (1) O cash (2) [ accrual {3) [ other [ 5 e R L e Y S A G o
I Mumber of Schedules K-1. Attach one for each person who was a partner at any time during the tax year ™. iirii e,

Caution: Inciude only trade or business income and expenses on lines 1a through 22 below. See the instructions for more information.

1a Gross receipts orsales . . . . . . . . . . . . . . |1a 1,000,000
b Less returns and allowances. 1b 1c 1,000,000
2 Cost of goods sold (Schedule A, line 8) 2 600,000
g 3 Gross profit, Subtract line 2 from line e, . . . . . . . . . . . . . . . 3 400,000
8 4 Ordinary income (loss) from other partnerships, estates, and trusts (attach schedule). 4
£ | 5 Net farm profit (loss) (attach Schedule F (Form 1040)) 5
6 Met gain (loss) from Form 4797, Part I, line 18, 6
7 Other income (loss) (attach schedule) . . . . . . . . . . . .« o« . . . . . . LT
8 Total income (loss). Combine lines 3through 7 . . . . . . . . . . . . . . . 8 400,000
g
2| 9 Salaries and wages (other than to partners) (less employment credits). . . . . . . . |9 42,500
E|10 Guaranteed payments tlo partners . . . . . . . . . . . . . . . . . . . . |10
5111 Repairsandmaintenance. . . . . . . . . o. .o ... ... ... .. N 12,000
E 12 Baddebbsi: o ow o w v s o 5w R 8 T B W R B o 0 % BB o & o e |12
Bl18 Rerts vor i 6 v 6 S v FH F E AN W E VR SR EAA S E e 13
E[14 Taxesand iCENSES . . . . . . . . . . . . e e L |4 1,000
E195 Imterest. . . . . oo e e e s 2000
= | 16a Depreciation (if required, attach Form 4562) . . . . . . . |16a] 2,000 |
E‘: b Less depreciation reported on Schedule A and elsewhere on return Iﬁb | 16c 2,000
@ 17 Depletion (Do not deduct oil and gas depletion.) . . . . . . . . . . . . . . 17
“118 Retirement plans, etc. . 18
§ 19 Employee benefit programs . 19
=
7] ;
2|20 Other deductions (attach schedule) 20 172,500
@
0|21 Total deductions. Add the amounts shown in the far right column for lines 9 through 20 . | 21 232,000
22 Ordinary income (loss) from trade or business activities. Subtract line 21 from line 8 . . 22 168,000
Under penalties of perjury, | declare that | have examined this return, including accompanying schedules and staterments, and Lo the best of my knowledge
and belief, it is true, comect. and complete. Declaration of preparer [other than general partner or limited liability company member) is based an all
SI n infarmation of which preparer has any knowledge,
g May the IRS descuss this setun
Here with the preparer shown belaw [see
instuztansy? Yes No
’ Signature of general partner or limited liability company member ’ Dale
_ Prepares’s Date: Check i Preparer's 55N ar PTIN
Paid . signatura self-employed » []
Praparer 9 Firm's name (or yours | EIN =
Use u“'\f if sclf—cmplo%;m], ’
ardress, and 717 code | Phon no. { }
For Paperwork Reduction Act Notice, see separate instructions. Cat Mo, 113802 rarm 1065 (2003

FIGUREA.16 IRS Form 1065 (U.S. Return of Partnership Income)
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Form 1065 (2003) Page 2
LIS EGITEYY  Cost of Goods Sold (see page 18 of the instructions)

00~ o W -

w
o

oan o

0
720,000

Inventory at beginning of year |

Purchases less cost of items wslhdrawn for pcrsonal use .
Caost of labor,
Additional section 253A costs (at.rach schedu!e)
Other costs (attach schedule) .
Total. Add lines 1 through 5

Inventory at end of year .
Cost of goods sold. Subtract line 7 Irom I|ne 6. EntPr here and on pagp 1 ime 2
Check all methods used for valuing closing inventory:

(i) M Cost as described in Regulations section 1.471-3

(ii) [J Lower of cost or market as described in Regulations section 1.471-4
(i) [ Other (specify method used and attach explanation) B ... e
Check this box if there was a writedown of "subnormal® goods as described in Regulations section 1.471-2c). . . . ®» O
Check this bax if the LIFO inventory method was adopted this tax year for any goods (if checked, attach Form §70) . . » [

Do the rules of section 263A (for property produced or acquired for resale) apply to the partnership? . . [ Yes M No
Was there any change in determining quantities, cost, or valuations between opening and closing inventory? [ Yes No
If "Yes," attach explanation.

720,000
120,000
600,000

00 |~ |0 [N & L0 (M |=

=LY Other Information

a
C
e

2

3

o

What type of entity is filing this return? Check the applicable box: Yes| No
[J Domestic general partnership b [J Domestic limited partnership

Domestic limited liability company d [ Domestic limited liability partnership

[J Foreign partnership i E o R 4
Are any partners in this partnership also partnerships? ¥
During the partnership's tax year, did the partnership own any interest in anolhcr partnershlp or in any forclgn

entity that was disregarded as an entity separate from its owner under Reglﬂdllonb sections 301.7701-2 and v
301.7701-37 If yes, see instructions for required attachment

Is this partnership subject to the consolidated audit procedures of sections 6221 throuqh 52331‘ If Yes " see v
Designation of Tax Matters Partner below . .

Does this partnership meet all three of the following requ:rempnts’r‘

The partnership's total receipts for the tax year were less than $250,000;

The partnership's total assets at the end of the tax year were less than $600,000; and

Schedules K-1 are filed with the return and furnished to the partners on or before the due date (including
extensions) for the partnership return, //
If"¥es,” the partnership is not required to complete Schedules L, M-1, and M-2; ltem F on page 1 of Form 1065, v
or Item J on Schedule K-1 ., i

Does this partnership have any foreign panners’? If Yes the pannership may have to file Forms B804, BB05

and 8813. See page 20 of the instructions 4 2

Is this partnership a publicly traded partnership as de(lnﬁd in section 469[k]{2]‘? v . v
Has this partnership filed, or is it required to file, Form 8264, Application for Registration of a Tax Sheltel’? v

At any time during calendar year 2003, did the partnership have an interest in or a signature or other authority
over a financial account in a foreign country (such as a bank account, securities account, or other financial v
account)? See page 20 of the instructions for exceptions and filing requirernents for Form TD F 90-22.1, If "Yes,"
enter the name of the foreign country. & ...

During the tax year, did the partnership receive a dlstrlbunon from or was it lhe granlor of or transferor to, a v
foreign trust? I "Yes,” the partnership may have to file Form 3520, See page 20 of the instructions

Was there a distribution of property or a transfer (e.g., by sale or death) of a partnership interest during the tax
year? If "Yes,” you may elect to adjust the basis of the partnership’s assets under section 754 by attaching the v
statement described under Elections Made By the Partnership on page 9 of the instructions .
Enter the number of Forms 8865, Return of U.S. Persons With qupprt to Certain Foreign Partnerships, altarhed %
to this return ., | i < d e e 0

Designation of Tax Matters F'artner (see page 20 of the |nstruct|on5)
Enter below the general partner designated as the tax malters partner (TMP) for the tax year of this return:

MName of Identifying
designated TMP number of TMP
Address of

designated TMP

Form 1065 (2003)

FIGUREA.16 (Continued)
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Form 1065 (2003)
Schedule K Partners’ Shares of Income, Credits, Deductions, etc.

Page 3

(a) Distributive share items

(b) Total amount

1 Ordinary income (loss) from trade or business activities (page 1, line 22) . 1| 168,000
2 Net income (loss) from rental real estate activities (attach Form 8825) | 2 I
3a Gross income from other rental activities . 3a
b Expenses fram ather rental activities (attach schcdurc}
= ¢ Met income (loss) from other rental activities. Subtract line 3b from line 3a 3“ ) |
g 4 Portfolio income (loss) (attach Schedule D {Form 1065) far lines 4d and 4e): ///%////////////////ﬁ
= a Inmerest income C e e e e e 4a
g b Dividends: (1) Qualified d|\r|c[ends b __________________________ (2) Total ordinary dividends » | 4b(@)
g ¢ Royalty income SN 4c
£ d Net short-term capital gam {Ioss} [1} posl May 5 2003 b _________________ [,2] Enure year b- | 4d(2)
e Net long-term capital gain (loss): (1) post-May 5, 2003 » ________________. (2) Entire year b | 4e(2)
f Other portfolio income (loss) (attach schedule) Af
5 (Guaranteed payments to partners 5
6a Net section 1231 gain (loss) (post-May 5, 2003) {aftach Form 4?9?) Ga
b Met section 1231 gain (loss) (entire year) (attach Form 4797) . 6b
7 Other income (loss) (attach schedule) 7
& 8 Charitable contributions {sttach schedulg) . . 8 1,000
.g g 9 Section 179 expense deduction (attach Form 4562), 9
g .g 10 Deductions rglalecl to portiolio income (itemize) . 10
11 Other deductions (attach schedule) . R 1"
12a Low-income housing credit: (1) From partnerships to which section 42(j)(5) applies . 12al1)
@ (2) Other than on line 12a(1) . i 12a(2)
- b Qualified rehabilitation expenditures related o renlal real estate activities rarracn Form 3468} 12b
3 ¢ Credits {other than credits shown on lines 12a and 12b) related to rental real estate activities 12c
d Credits related to other rental activities . 12d
13 Other credits . 13
& 1 14a Interest expense an investment debts . 14a
] E &| b (1) Investment income included on lines 4a, 4b{2] 4c, ancl 4f above 14b(1)
EEE (2) Investment expenses included on line 10 above, 14b(2)
= [15a Net earnings (loss) from self-employment . 15a
:; E-E b Gross farming or fishing income . . . . . 15b
®d E| ¢ Gross nonfarm income . T R R T T 15¢
B = |16a Depreciation adjustment on property placed in service after 1986
% § b Adjusted gain or loss
5 'E E ¢ Depletion (other than oil and gas}
E & =| d (1) Gross income from oil, gas, and geothermal propemes
EE (2) Deductions allocable to oil, gas, and geothermal properties |
- e Other adjustments and tax preference items (attach scheduie)
17a Name of foreign country or U.S. possession P i iiiiieeaas
b Gross income frem all sources
0 ¢ Gross income sourced at partner ie\rel .
% d Foreign gross income sourced at partnership level:
- (1) Passive ™ ... ... (2) Listed cateqories (attach schedule) » ... (3) General limitation = [
E._. e Deductions allocated and apportioned at partner level:
B (1) Interest expense » .......... 2 (2)Other . . . . . . . . .P
,E f Deductions allocated and appomoned at partnership level to foreign source income:
(1) Passive ™ ... (2) Listed cateqories fattach schedule) » ... (3) General limitation w [176(3)
g Total foreign taxes (check one): » Paid (] Accrued © i% n e B 17g
h Reduction in taxes available for credit {attach schedule) 17h
18 Section 59(e)(2) expenditures: a Type ™ . b Amount » [ 18D
19 Tax-cxempt interost income . . . L . . 19
5 |20 Other tax-exempt income . 20
g 21 Nondeductible expenses 21
22 Distributions of money {cash and mark:-tablv SE0 unnes] 22
23 Distributions of property other than money . | 23
24 Other items and amounts required to be reported b{.pdrdlll.‘w tD partncrs r’an‘a‘ch sch.r,du.f(.‘ WW

FIGUREA.16 (Continued)
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Form 1065 (F003)

Page: 4

Analysis of Net Income (Loss)

1

sum of Schedule K. lines B through 11, 14a, 17g. and 18b .

Met income (loss). Combine Schedule K, lines 1 through 7 in column (b). From the result, subtract the

|

167,000

{ii) Individual

Analysis by {active)

partner type:

(i) Corparate

{iii) Indivicual
{passive)

{v) Exernpt

{hy Partnciship organization

{vi) Nomines/Othar|

a General partners 3

b Limited partners

Note: Schedules L, M-1 and M-2 are not required if Question 5 of Schedule B is answered "Yes.”

Schedule L Balance Sheets per Books Beginning of tax year End of tax year
Assets (a) (b) {c) (d)
2a Trade notes and accounts receivable . W 50,000 7 7
b Less allowance for bad debts _ _ 50,000
3 |nventories . e e 7 _% 120,000
4 LS. government obligations . ]
5 Tax-exempt secorities . . ., . .
6 Other current assels (attach schedule)
7 Mortgage and real estate loans |
8 Other investments (attach schedule)
9a Buildings and other depreciable assets i 10,000 777722277
b Less accumulated depreciation . o 7 8,000
10a Depletable assets ¥ W Z %
b Less accumulated depletion . L L.
11 Land (net of any amortization) Z —/ =
12a Intangible assets (amortizable only), Z 7 %
b Less accumulated amortization . _ _
13  Other assets {attach schedule) 7 _W
14 Totalassets . . . . . . . . ] | 217,000
Liabilities and Capital 7 7 7
15 Accounts payable . . . . . . . . . . 55,000
16 Mortgages, notes, bonds payable in less than 1 year ]
17 Other current liabilities (attach schedule) . —
18 All nonrecourse loans | R R _
19 Mortgages, notes, bonds payable in 1 year or more ] 40,000
20 Other liabilities (attach schedulel _

21  Partners’ capital accounts ] 122,000
22 Total liabilities and capital ; 7 7 217,000
Reconciliation of Income (Loss) per Books With Income (Loss r Return

1 Netincome (loss) per books | P 35,000 § Income recorded on books this year not included
2  Income included on Schedule K, lines 1 on Schedule K, lines 1 through 7 (itermnize):
through 4, 6b, and 7, not recorded on a Tax-exempt interest §
books this year (itemize): ... ...
3 Guaranteed payments {other than health 7 Deductions included on Schedule K, lines 1
insurance) . ; SR W IR through 11, 14a, 17g, and 18b, not charged
4  Expenses recorded on books this year not against book income this year (itemize):
included on Schedule K, lines 1 through a Depreciation $
11. 14a, 17g. and 18b (itemize): suin
a Depreciation $ ... ... o
b Travel and entertainment $ ___ 8 Add lines 6 and 7 -
9 Income (loss) (Analysis of Net Income (Loss),
5  Add lines 1 through 4 . . 35,000 line 1). Subtract line 8 from line § . . 35,000
Analysis of Partners’ Capital Accounts
1 Balance at beginning of year 0| 6 Distributions: a Cash . 135,000
2 Capital contributed: a Cash ., 75,000 b Property . P
b Property . 7 Other decreases (itemize); ...
3  Netincome (loss) per books . . 167,000
4  Other increases (itemize): |l e -
________________________________________________ 8 Add lines 6 and 7 EEE 135,000
5 Add lines 1 through 4 . 242,000 9 Balance at end of year. Subtract line 8 from line 5 107,000

®

FIGUREA.16 (Continued)
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USEFUL FORMS

CLEAN CAT PROCESSORS, INC.

Employer Identification Number 55-5555555
Form 1065, year ended 12/31/2003

Line 26, Other deductions

Professional services $ 3,250
Office expense 2,500
Supplies 1,000
Insurance 5,000
Telephone 5,000
Payroll tax, regular employees 4,250
Advertising 150,000
Utilities 1,500

$172,500
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SCHEDULE K-1
{(Form 1065)

Leparment af e |rsasury
For

Partner's Share of Income, Credits, Deductions, etc.

> See separate instructions.

b51L

OME No. 1545-005%

2003

20

Internal Roverve Servics year 2003 or tax year

, 2003, and ending

Partner's identifying number » 000-00-0000 Partnership’s identifying number b 55 5555555
Partner's name, address, and ZIP code Partnership's name, address, and ZIP code
ANNE WHO CLEAN CAT PROCESSORS, LLC
234 CAT COURT 111 MAIN ST., SUITE 1
EAST OVERSHOE, VA 55555 EAST OVERSHOE, VA 55555
A This partner is a general partner . limited partner F Partner's share of liabilitics (sce instructions):
O limited liability company member Nonrecourse . $
B Whal lype of enlily is this partner? INDIVIDUAL Qualified nonrecourse ﬁndnung $
C s this partner a A domestic or a [ foreign partner? Other $
{i) Beloe change {ii) Erd ol X :
ar termination year G Tax shelter registration number ,  ® ...
D Enter partner's percentage of:
Profit sharing . - % H Check here il this partnership is a publicly traded
Loss sharing . . ¥ partnership as defined in section 469(kW2) |
Ownership of capital P £
E |IRS Center where p'}rrnflr*amp fI|Pd return: CINCINATTI | Check applicable boxes: (1) [ Final K-1 (2) ] Amended K-1
J Analysis of partner's capital account:
(&} Capital account ar {b} Capital contribisterd [r:; I':Jr;r::‘r; H:;rr: “‘IFOI(I‘?B {d) Withdrawals and {EBL(&;:'J=[:!t:srlni‘u'-neJIr-'?)Illji::.“-’la‘l?l
beginning of year uring year = ISCher.illlle M-2 ! distributions e thmugh'[d]] gl
1] 25,000 55,667 |( 40,000) 40,667
{a) Distributive share item {b)} Amount a{;)ulg:c:nﬁ::e;lsuf:rf{irb]tien:
1 Ordinary income (loss) from trade or business activities 1 56,667 | 5o page & of Partner's
2 Nel income (Inss) from rental real estale activitios . 2 Instructions for Schedule K-1
3 Mot income (loss) from ather rental activities . 3 o
4 Portfolio income (loss): %
a Interest income . 4a Form 1040, line Sa
7 b (1) Qualiied dividends . 4b(1) Form 1040, line 9b
a (2) Total ordinary dividends 4b(2) Farm 1040, line Ba
< ¢ Royalty income . 4c Sch. E, Part |, line 4
E d (1) Net short-term capital g']m (Iosq] [poqt May 5 2003] 4d(1), . 5ch D, line 5, col. (g)
=] (2) Net short-term capital gain (loss) (entire year) 4d(2) Sch. O, line 5. eol. {f)
E e (1) Nel long-Lerm capilal gain (loss) (past-May 5, 2003) de(1) 5ch. D, line 12, col. {g)
(2) Net long-lerm capital gain (loss) (entine year) Ae(2) Sch D, line 12, col. {f)
f Othor portfolio income (loss) (attach schoedul) Af
5 Guaranteed payments to partner . 5 See pages § and 7 of
6a Net section 1231 gain (loss) (post-May 5, 2003]_ Ga Parner's Instructions far
b Nt soction 1231 gain (Joss) {ontire year) . 6b Sehedule K-1 [Form 1063},
7 Other income {loss) (@ttach schedula) . i
& | 8  Charitable contributions (see instructions) {attach schedufe) 8 333| scho A line 16 or 16
.g g 9 Section 179 expense deduction 9 See page 8 of Partner's
8 = |10 Deductions related to portfolio income (afracn qchpd&rﬁe} 10 {"_sz;cf_'g'sj;] for Schedule K-1
11 Other deductions {attach schedule), 11 o
12a Low-income housing credit: (1) From section 42()(5) partnerships 12a(1) } Faorm 8588, line 5
(2) Othor than on line 12a(1) . 12a(2)
u b Qualified rehabilitation expenditures related to rental real estate
o activities |
o Ser page 9 of Partner's
5} ¢ Credils (other than © [(‘[1I|‘\ ‘sh[].‘u’l’l on I|n+“» T2d dl’1d 12hJ [I‘!dl[‘[j Instructions for Schadule K-1
to rental real estate activities. 12c {Farm T0B5),
d Credits related to other rental activities 12d
13 Other credits . 13

For Paperwork Reduction Act Nul.lCe. see Inslruclluns for For111 1055

Cat Mo. 11384R Schedule K-1 {Form 1065) 2003

FIGUREA.17 Schedule K-1 (Partner’s Share of Income, Credits,

Deductions, etc.)
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Srhedule K-1

{Form 1065) 2003

k512

Paga 2

(a) Distributive share item

(b) Amount

{c) 1040 filers enter the
amount in column (b) on:

54 7
E 2142 interest expense on investment debs . 1da Formiagszpiied. .,
SE| b (1) Investment income included on lines 4a. Ab(2), 4c, and 4f T4b(1) }ﬁ;f,ﬁft?:n_‘q o Paners
= (2) Investment expenses included on line 10, 14b(2)| (Form 1065).
E E |15a Mot carnings (lass} from self-cmployment . 15a Sch. SE, Section A or B
¥ E i ST See pagea 9 of Pariner's
< E| b Gross farming or fishing income, 15b } aiel il -l
wE ¢ Gross nonfarm income, 15¢c (Form 1065).
E g 16a Depreciation adjustment on property placed in service after 1986 16a \
EE b Adjusted gain or loss 16b Ser pages 9 and 10 of
s 16¢ Partne: s Instructions
E 2 ¢ Depletion (other than oil and gas! 5 T6d01 for Schedule K1
E :: d (1) Gross income from oil, gas, and geothermal propemes () (Farm 1066) and
2: {2) Deductions allocable to oil, gas, and geothermal properties  |16d(2) Instructinbsfdr Form 6251,
= e Other adjustments and tax preference items (attach scheduls) 16e /
17a MName of foreign country or U.S. possession & . __ %1 1
b Gross income from all sources | 17b
¢ Gross income sourced at partner level . %—
d Foreign gross income sourced al partnership IPveI
(1) Passive . 17d(1
w (2) Listed categories {atiach smeduie} 17d{2
g (3) General limitation 3 17d(3
] ;
= e Deductions allocated and appomoned at partner level: ﬂ b Form 1116, Part 1
5 (1) Interest expense 17e(1)
(3 (2) Other . L
E f Deductions allucatvd and apportionod at partnership lovel to %
foreign source income:
(1) Passive 17i(1)
(2) Listed mtegoues {affach sc.hedu!e} 171(2)
(3) General limitation 171(3) J
g Total foreign taxes (check nn[‘] P D P.«ud I:l Arrrut‘d 17g Farm 1176, Part |l
h  Reduction in taxes available for credit (aftach schedula) | 17h Farm 1116, line 12
- i . See page 10 of Partner's
18 Section 59(e)2) expenditures: a Type & ... 7 ot atioris fr Sebaie K1
b Amount F 18k (Farm 1065)
19 Tax-exempt interest income . 19 Farm 10401, line 4k
‘_ 20 Other lax-exemnpl income . 20
] Sew page 10 of Partner's
£ |21 Nondeductible expenses . . . 2! Instriiclions far Schedule K-1
(] 22 Distributions of money (cash and markelablp SPCLIFILIEES,'I 22 (Farm 1065)
23 Distributions of property ather than money 23
24 Recapture of low-income housing credit:
a From section 42()(5) partnerships 24a | } Form 8611, line 8
b Other Lhan on line 24a, . [24b |
25  Supplemental information required to be roported separately to cach partner (@ttach additional schedules i more space is
neodod):
c
5 P e N M A L A ISt LA st KA S N A NS A S AN L A e M A N S Ml AL A
=
]
£
£
£
Il
L3
[
g g o g oo P R
E
2
BLE | i A T A S A s i A
o
=]
"

FIGUREA.17 (Continued)
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SCHEDULE K-1
(Form 1065)

Dpartment of the Trssurg

Partner's Share of Income,

- See separate instructions.

L51L

DMB Mo, 15450058

2003

Credits, Deductions, etc.

Intermal Revenue Senice For year 2003 or tax year . 2003, and ending . 20
Partner’s identifying ber » 111-11-1111 Partnership's identifying ber » 55 - 5555555
Partner's name, address, and ZIP code Partnership’s name, address, and ZIP code
BAXTER WHEN CLEAN CAT PROCESSO0ORS, LLC
345 CAT AVENUE 111 MAIN ST., SUITE 1
EAST OVERSHOE, VA 55555 EAST OVERSHOE, VA 55555
A This partner is a general partner [ limited partner F Partner's share of liabilities (see instructions):
[ limited liability company member Nonrecourse . $
B \What type of entity is this partner? #  INDIVIDUAL Qualified nonrecourse Tlnancmg %
C s this partner a [l domestic or a [ foreign partner? Other 5
(i) Before change i) End of . )
ar termination year G Tax shelter registration number . ...
D Enter partner's percentage of:
Profit sharing . H Check here if this partnership is a publicly traded
Loss sharing partnership as defined in section 469(k)(2) .
Ownership of capltai . -
E [IRS Center where parmersmp ﬁled re[urn CINCINATTI | Check applicable boxes: (1) L] Final K-1 (2) ] Amended K-1
J Analysis of partner’'s capital account:
ital . il {e) Partner's share of lines " {e) Capital account at end of
{a}bg;%;?n; cocfoylg;trat © Cadpdtr?rt; 3;tarll_butcd 3 ‘.ggﬁe&u:—:aﬂ; 085, @ \':ilg‘jr?tr:fl\;\gfsand year lcotm-gz‘t;hcfdlll:mns [l
0 25,000 55,667 |( 40,000) 40,667
(a) Distributive share item (b) Amount aﬁjalg‘ﬂ:glsu;':‘tig;gi
1 Ordinary income (loss) from trade or business activities 1 55,667 | | see page & of Partner’s
2 Met income (loss) from rental real estate activities | 2 Egzﬂcfligg;] for Schedule K-1
3 Net income {loss) from other rental activities . 3 '
4 Portfolio income {loss): %
a Interest income . 4a Form 1040, line 8a
- b (1) Qualified dividends . 4b(1) Form 1040, line 9b
@ (2) Total ordinary dividends 4b(2) Form 1040, line 8a
= ¢ Royalty income . 4c Sch, E, Part |, line 4
“E-' d (1) Net short-term Lamtal gain (105&:) {post May 5 2003] 4d(1) Sch, D, line 5, col. (g)
8 {2) Net short-term capital gain (loss) {entire year) 4d(2) Sch, D, line 5, col. ()
E e (1) Nel long-lerm capital gain (loss) (post-May 5, 2003) 4e(1) Sch. D, line 12, col. (g)
(2) Met long-term capital gain (loss) (entire year) Me(2) | 5choDline 12, col. (f)
f Other portfolio income (loss) (attach schedule) . ar
5 Guaranteed payments to partner . . . 5 See pages § and 7 of
Ba Met section 1237 gain (loss) (post-May 5, 2()[)?]_ 6a Partner’s Instructions for
b Net section 1231 gain {loss) (entire year) . &b Schedule K-1 (Farm 1065,
7 Other income (loss) (attach schedule) | L. 7
O w 8 Charitable contributions (see instructions) (attach schedule) . 8 333 | sch. A fine 15 or 16
2 | 9 Section 179 expense deduction . . . 9 Sea page 8 ol Painer's
-8 S 10 Deductions related to portfolio income (HH.-J( h S hf‘dm‘f‘) 10 } Instructions for Schedule K-1
o 11 Other deductions (attach schedule), 11 {Form 1065).
12a Low-income housing credit: (1) From section 42(j)(5) partnerships 12a(1) } Form 8586, line 5
{2) Other than on line 12a(1) . . {2]
] b Qualified rehabilitation expenditures related to r[‘ntal rnal estate
g activities. . V } Sea page 9 of Parners
O ¢ Credits [other than credits shown on lines 12a and 1.2I3) related Instructions for Schedule K-1
Lo rental real estale aclivilies, 12¢ {F orm 1065).
d Credits related to other rental activities 12d
13 Other credits . 13

For Paperwork Reduction Act Nnuce, see Instrucuons fnr Furrn 1065

FIGUREA.17 (Continued)

Cat. No. 11394R Schedule K-1 (Form 1065) 2003
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SCHEDULE K-1
(Form 1065)

Dipartment aof the Treasury

Interral Revenue Seevice

For

Partner's Share of Income, Credits, Deductions, etc.
- See separate instructions.

b51L

OME No. 1545-0059

2003

. 20

year 2003 or tax year

; 2003, and ending

Partner's identifying number » 222-22.2222 Partnership's identifying number » 55 5555555
Partner's name, address, and ZIP code Partnership's name, address, and ZIP code
CAROL WHAT CLEAN CAT PROCESSORS, LLC
678 FELINE FREEWAY 111 MAIN ST., SUITE 1
EAST OVERSHOE, VA 55555 EAST OVERSHOE, VA 55555
A This partner is a ¥ general partner [ limited partner F Partner's share of liabilities (see instructions):
O limited liability company member Nonrecourse | . . -
B \What type of entity is this partner? #  INDIVIDUAL Qualified nonrecourse f|nancmg . 5
C s this partner a ¥l domestic or a [ foreign partner” Other S
(i} Before change (i) End of . )
or termination year G Tax shelter registration number . P ...
D Enter partner's percentage of:
Profit sharing . . . . . . . ... % H Check here if this partnership is a publicly traded
Loss sharing . . . . . . . ... o partnership as defined in section 469(k)(2) .
Ownership of capnal . Yo .
E IRS Center where partnershlp f||ed return CINCINATTI | Check applicable boxes: (1) [ Final K-1 (2) (J Amended K-1
J Analysis of partner’'s capital account:
@G st | @ o comouren | TSRS | s o | S e
Legginning af year dhuring year o .énhn{llulﬁ -2 o distributions yea .thrnug.h .ldJ:' o
0 25,000 55,667 |1 40,000) 40,667
(a) Distributive share item (b) Amount aﬁ]otl‘:c;:l:e;?u;r;ﬁ;;ﬁ:
1 Ordinary income (loss) from trade or business activities 1 55,667 | | see page 6 of Parner's
2 Met income (loss) from rental real estate activities | 2 'l?gtrrr”n‘:%gg; for Schedule K-1
3 Net income (loss) from other rental activities . 3 '
4 Portfolio income (loss): %
a Interest income | . 4a Form 1040, ling Ba
- b (1) Qualified dividends . 4b(1) Form 1040, line 9b
2 (2) Total ordinary dividends 4b(2) Farm 1040, line 8a
= ¢ Royalty income . . ic Sch, E, Part |, line 4
“E’ d (1) Met short-term mputﬂl gain {Iuss] [pust May 5 200%] . 4d(1) Sch. 0, line &, col. (g)
5 (2) Net shorl-lerm capital gain (joss) (entire year) Ad(2) Sch. O, line 5, col. {f)
g e (1) Net long-term capital gain (loss) (post-May 5, 2003) [4e(1) Sch. O, line 12, col. (g)
(2) Net long-term capital gain (loss) (entire year) 4e(2) Sch. D, ling 12, col. i)
f  Other portfolio income (loss) (attach schedule) . Af
5 Guaranteed payments to partner 5 See pages B and 7 of
6a Net section 1231 gain (loss) (post-May 5, 2003) 6a Parner’s Instructions lor
b Net section 1231 gain (loss) (entire year) . &b Schedule K-1 [Form 1065}
7 Other income {loss) (alttach schedule) | 7
S 8 Charitable contributions [see instructions) (attach schedule) | 8 333| sch. A, line 15 or 16
% g 9 Section 179 expense deduction, . 9 See page B of Partner’s
8 5|10 Deductions related to portfolio income (1ttach schcdurc,l 10 '['If;ﬁﬁfg;] for Schedule K-1
11 Other deductions {attach schedule). 11 )
12a Low-income housing credit: (1) From section 42(j)(5) partnerships 12a(1) } Form 8586, line 5
(2) Other than on line 12a(1) . . 12a(2)
] b Qualified rehabilitalion expendilures rPIaLE'd Lo rPnLaI rFal eslale
h-] activities
2 Sow page 9 of Parne s
o ¢ Credits {other than credits shown on lines 12a and ‘I.Zb) related Instructons far Schodule K-1
1o rental real estate activities, . Form 1063},
d Credits related to other rental activities l
13 Other credits .

For Paperwork Reduction Act Nutlce, see lnstruchons fur Form 1055
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Y | Application for Employer Identification Number
(For use by employ i par ips, trusts, estates, churches, EN
(Rev. December 2001) government agencies, Indian tribal entities, certain individuals, and others.)
Department of the Treasury . . i OMB No. 1545-0003
Internal Revenue Service See separate instructions for each line. Keep a copy for your records.
1 Legal name of entity (or individual) for whom the EIN is being requested
2 Trade name of business (if different from name on line 1) 3 Executor, trustee, “care of” name
=
g 4a Mailing address (room, apt., suite no. and street, or P.0. box) 5a Street address (if different) (Do not enter a P.0. box.)
o
E 4h City, state, and ZIP code 5h City, state, and ZIP code
=
;_ 6 County and state where principal business is located
=
7a Name of principal officer, general partner, grantor, owner, or trustor 7b SSN, ITIN, or EIN
8a Type of entity (check only one box) [ Estate (SSN of decedent)
[ Sole proprietor (SSN) HE [ Plan administrator (SSN) HE
[ Partnership [ Trust (SSN of grantor) HE
[ Corporation (enter form number to be filed) p [ National Guard [ state/local government
[ Personal service corp. [J Farmers’ cooperative [ Federal government/military
[ church or church-controlled organization [ Remic [ Indian tribal governments/enterprises
[ other nonprofit organization (specify) p Group Exemption Number (GEN)

] other (specify) p-

8b If a corporation, name the state or foreign country State Foreign country
(if applicable) where incorporated
9 Reason for applying  (check only one box) O Banking purpose (specify purpose) »
[ started new business (specify type) p [ Changed type of organization (specify new type) p
[ Purchased going business
[ Hired employees (Check the box and see line 12.) [ Created a trust (specify type) b
[] Compliance with IRS withholding regulations [] Created a pension plan (specify type) p
[] Other (specify) p-
10 Date business started or acquired (month, day, year) 11 Closing month of accounting year
12 First date wages or annuities were paid or will be paid (month, day, year). Note: /f applicant is a withholding agent, enter date income will
first be paid to nonresident alien. (month, day, year) . . . . . . . . P
13 Highest number of employees expected in the next 12 months. Note: /f the applicant does not Agricultural Household Other
expect to have any employees during the period, enter “-0-.". . . . . . . . P
14 Check one box that best describes the principal activity of your business. |:| Health care & social assistance I:I Wholesale-agent/broker
[ Construction [] Rental & leasing ~ [] Transportation & warehousing ~ [] Accommodation & food service [ Wholesale-other [ Retail
[J Realestate  [] Manufacturing [J Finance & insurance [ other (specify)
15 Indicate principal line of merchandise sold; specific construction work done; products produced; or services provided.
16a Has the applicant ever applied for an employer identification number for this or any other business? , . . . . . O Yes [ Ne
Note: /If “Yes,” please complete lines 16b and 16c.
16b  If you checked“Yes”online 16a, give applicant’s legal name and trade name shown on prior application if different from line 1 or 2 above.
Legal name p Trade name p
16c  Approximate date when, and city and state where, the application was filed. Enter previous employer identification number if known.
Approximate date when filed (mo., day, year) City and state where filed Previous EIN
Complete this section only if you want to authorize the named individual to receive the entityis EIN and answer questions about the completion of this form.
Third Designee’s name Designee’s telephone number (include area code)
Party ( )
Designee Address and ZIP code Designee’s fax number (include area code)

Under penalties of perjury, | declare that | have examined this application, and to the best of my knowledge and belief, it is true, correct, and complete.

Applicant’s telephone number (include area code)

Name and title (type or print clearly) ( )

Applicant's fax number (include area code)
Signature b Date P ( )
For Privacy Act and Paperwork Reduction Act Notice, see separate instructions. Cat. No. 16055N Form  88-4  (Rev. 12-2001)
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.. 4626 Alternative Minimum Tax-Corporations B o, TopOTT8
Department of the Treasury See separale instructions. 2@03
Internal Revenue Service Attach to the corporation’s tax return.
Name Employer identification number
Note: See page 1 of the instructions to find out if the corporation is a small corporation exempt %
from the AMT under section 55(g).
1 Taxable income or (loss) before net operating loss deduction . 1
2 Adjustments and preferences:
a Depreciation of post-1986 property . 2a
b Amortization of certified pollution control facilities . 2h
¢ Amortization of mining exploration and development costs . . 2c
d Amortization of circulation expenditures (personal holding companies only) 2d
e Adjusted gain or loss . 2e
f Long-term contracts . 2f
g Merchant marine capital constructlon funds . 29
h  Section 833(b) deduction (Blue Cross, Blue Shield, and 5|m|Iar type orgamzatlons only) . 2h
i Tax shelter farm activities (personal service corporations only) . 2i
j Passive activities (closely held corporations and personal service corporatlons only) 2]
k Loss limitations . 2k
| Depletion . i 2l
m Tax-exempt interest income from specmed pr|vate actmty bonds 2m
n Intangible drilling costs 2n
o Other adjustments . e e e e 20
3 Pre-adjustment alternative minimum Iaxable income (AMTI) Combine lines 1 through 20 . 3
4 Adjusted current earnings (ACE) adjustment:
a ACE from line 10 of the worksheet on page 11 of the instructions . . . . . da
b Subtract line 3 from line 4a. If line 3 exceeds line 4a, enter the difference as a
negative amount. See examples on page 6 of the instructions . . . . . . 4b
¢ Multiply line 4b by 75% (.75). Enter the result as a positive amount . . . . . 4c
d Enter the excess, if any, of the corporation’s total increases in AMTI from prior
year ACE adjustments over its total reductions in AMTI from prior year ACE
adjustments (see page 6 of the instructions). Note: You must enter an amount
on line 4d (even if line 4b is positive). . . . . . . . . . . 4d
e ACGE adjustment.
If line 4b is zero or more, enter the amount from line 4c
If line 4b is less than zero, enter the smaller of line 4c or line 4d as a negative amount
5 Combine lines 3 and 4e. If zero or less, stop here; the corporation does not owe any AMT 5
6 Alternative tax net operating loss deduction (see page 7 of the instructions) 6
7  Alternative minimum taxable income. Subtract line 6 from line 5. If the corporation held a resujual
interest in a REMIC, see page 7 of the instructions 7
8  Exemption phase-out (if line 7 is $310,000 or more, skip I|nes 8a and 8b and enter 0 on I|ne 80)
a Subtract $150,000 from line 7 (if completing this line for a member of a controlled
group, see page 7 of the instructions). If zero or less, enter-0- . . . . . . 8a
b Multiply line 8a by 25% (25) . . . 8b
¢ Exemption. Subtract line 8b from $40,000 (if completmg th|s I|ne for a member of a controlled group,
see page 7 of the instructions). If zero or less, enter -0- . 8c
9  Subtract line 8c from line 7. If zero or less, enter -0- 9
10 Multiply line 9 by 20% (.20) . . 10
11 Alternative minimum tax foreign tax credit (see page 7 of the mstructlons) 1
12 Tentative minimum tax. Subtract line 11 from line 10 12
13  Regular tax liability before all credits except the foreign tax credit and possessmns tax cred|t . 13
14 Alternative minimum tax. Subtract line 13 from line 12. If zero or less, enter -0-. Enter here and on
Form 1120, Schedule J, line 4, or the appropriate line of the corporation’s income tax return . 14

For Paperwork Reduction Act Notice, see page 10 of the instructions.

®
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Adjusted Current Earnings Worksheet
See ACE Worksheet Instructions (which begin on page 8).

1 Pre-adjustment AMTI. Enter the amount from line 3 of Form 4626
2 ACE depreciation adjustment:

a AMT depreciation . . . . . . . . . . . . 2a
b ACE depreciation:
(1) Post-1993 property . Lo |2ea)

(2) Post-1989, pre-1994 property . . |20(2)
(3) Pre-1990 MACRS property . . . |2b@
(4) Pre-1990 original ACRS property . |2b(4)
(5) Property described in  sections

168(H(1) through (4) . . . . |2b(B)
(6) Other property . . 2h(6),
(7) Total ACE depreciation. Add lines 2b(1)through 2b(6) ... =@

o

ACE depreciation adjustment. Subtract line 2b(7) from line 2a
3 Inclusion in ACE of items included in earnings and profits (E&P):

a Tax-exempt interest income . O I
b Death benefits from life insurance contracts .. . 3b
¢ All other distributions from life insurance contracts (|nc|ud|ng surrenders) 3c
d Inside buildup of undistributed income in life insurance contracts . 3d
e Other items (see Regulations sections 1.56(g)-1(c)(6)(iii) through (ix)

for a partial list) . . 3e

Total increase to ACE from |nc|u5|0n in ACE of |tems |nc|uded in E&P Add lines 3a through 3e
4 Disallowance of items not deductible from E&P:

a Certain dividends received . .. |4
b Dividends paid on certain preferred stock of publrc utrlrtres that are
deductible under section 247 . . .. | 4
¢ Dividends paid to an ESOP that are deductrble under sectron 404(k) 4c
d Nonpatronage dividends that are paid and deductible under section
13820c) . . . e 4d
e Other items (see Regulatwns sect|0ns 1 56(g) 1(d)(3)(i) and (ii) for a
partial list) . . . . 4e
f Total increase to ACE because of dlsallowance of |tems not deductlble from E&P Add lines 4a
through 4e .
5 Other adjustments based on rules for frgunng E&P
a Intangible drilling costs . . . . . . . . . . . 5a
b Circulation expenditures . . . . . . . . . . . 5b
¢ Organizational expenditures e [
d LIFO inventory adjustments O A
e Installmentsales . . P 5e
f Total other E&P adjustments. Comblne Ilnes 5a through 5e
6 Disallowance of loss on exchange of debt pools . .
7 Acquisition expenses of life insurance companies for qualified fore|gn contracts
8 Depletion
9 Basis adjustments in determlnlng ga|n or Ioss from sale or exchange of pre- 1994 property
10

Adjusted current earnings. Combine lines 1, 2c, 3f, 4f, and 5f through 9. Enter the result here
and on line 4a of Form 4626 . e e e .

-11-
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USEFUL FORMS

Is an investment in a corporation a type of equity or is it debt?

This list of factors that courts have considered and on which they have
based many decisions, was created by the staff of the Congressional Joint
Committee on Taxation in 1989. Bear in mind that this document is not
authoritative as an IRS regulation would be, but it is one of the few gov-
ernment documents, except for court transcripts, that provides some guid-
ance. (See the discussion in Chapter 2.)

. Is there a written unconditional promise to pay on demand or on a

specific date a certain sum of money in return for an adequate con-
sideration in money or money’s worth, and to pay a fixed rate of in-
terest?

. Is there a preference over, or lack of subordination to, other inter-

ests in the corporation?

. Is there a relatively low corporate debt/equity ratio?

4. Is there a lack of convertibility into the stock of the corporation?

. Is there independence between the holdings of the stock of the cor-

poration and the holdings of the interest in question?

. Is there an intent of the parties to create a creditor-debtor relation-

ship?

. Are there principal and interest payments that are not subject to the

risks of the corporation’s business?

. Is there the existence of security to ensure the payment of interest

and principal, including sinking fund arrangements, if appropriate?

. Is the existence of rights of enforcement and default remedies?
10.

Is there an expectation of repayment?
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I1.

12.
13.
14.

15.

Useful Forms

Does the holder lack voting and management rights (except in the
case of default or similar circumstances)?

Is there availability of other credit sources at similar terms?
Is there the ability to transfer the interest freely?

Are the interest payments not contingent on or subject to manage-
ment or board of directors’ discretion?

Is the labeling and financial statement classification of the instru-
ment debt?
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— APPENDIX B —_—

Useful Addresses

Securities and Exchange Commission (SEC)
Contact Information

Small Business Ombudsman

U.S. Securities and Exchange Commission
450 Fifth Street, N.W.

Mail Stop 3-4

Washington, DC 20549

800-SEC-0330

www.sec.gov/smbus

Addresses of Secretaries of State Business Sections

Most states have Internet sites that provide forms and other information
about business registration in that state. However, Internet addresses do
change. If an Internet address following does not work, try the National As-
sociation of Secretaries of State at: http://www.nass.org/sos/sosflags.html.
This site provides links to business registration offices of most states.

Secretary of State of Alabama

Corporation Section

Montgomery, AL 36103-5616

334-242-5324
http://www.sos.state.al.us/business/domestic.htm
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USEFUL ADDRESSES

State of Alaska

Department of Commerce and Economic Development
Division of Banking, Securities, and Corporations

P.O. Box 110807

Juneau, AK 99811-0807

907-465-2521
http://www.mycorporation.com/secretary-state/Alaska.htm

Arizona Corporation Commission
1300 West Washington

Phoenix, AZ 85007-2996
602-542-3135
http://www.cc.state.az.us/

Secretary of State
Corporation Division

Aegon Building

501 Woodlane, Suite 210
Little Rock, AR 72201
501-682-3409
http://www.sosweb.state.ar.us/

California Secretary of State

1500 11th Street

Sacramento, CA 95814

916-653-6814
http://www.ss.ca.gov/cgi-bin/contacts.cgi
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Useful Addresses

Secretary of State of Colorado
Corporations Office

1560 Broadway, Suite 200
Denver, CO 80202
303-894-2200 or 303-894-2203
http://www.sos.state.co.us/

Office of Secretary of State
State of Connecticut

30 Trinity Street

Hartford, CT 06106
860-509-6001
http://www.sots.state.ct.us/

Office of Secretary of State

Department of State

Division of Corporations

P.O. Box 898

Dover, DE 19903

302-739-3073
http://www.state.de.us/corp/default.shtml

Florida Department of State

Secretary of State

Division of Corporations

P.O. Box 6327

Tallahassee, FL. 32314

850-487-6866
http://www.dos.state.fl.us/doc/index.html
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USEFUL ADDRESSES

State of Georgia

Secretary of State

Corporations Division

Suite 315 West Tower

2 Martin Luther King, Jr. Drive

Atlanta, GA 30334

404-656-2817
http://www.sos.state.ga.us/corporations/

State of Hawaii

Department of Commerce and Consumer Affairs
Business Registration Division

1010 Richards Street

Honolulu, HI 96810

808-586-2727
http://www.ehawaiigov.org/initials/

Secretary of State of Idaho

700 W. Jefferson, Room 203

Boise, ID 83720-0080

208-334-2300
http://www.idsos.state.id.us/corp/corindex.htm

Secretary of State of Illinois

Department of Business Services

Room 328 Howlett Building

Springfield, IL 62756

217-782-2201 or 800-252-8980
http://www.sos.state.il.us/departments/business_services/
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Useful Addresses

Secretary of State’s Office, Corporations Division
302 West Washington Street, Room E-018
Indianapolis, IN 46204

317-232-6576
http://www.in.gov/sos/business/idnex.html

Secretary of State of lowa

Hoover State Office Building, 2nd floor

Des Moines, 1A 50319

515-281-5204
http://www.sos.state.ia.us/business/index.html

Kansas Secretary of State

Corporation Division

State Capitol, 2nd Floor

300 S.W. 10th Avenue

Topeka, KS 66612-1594

785-296-7456
http://www.kssos.org/business/business.html

Business Filings

Office of the Secretary of State

700 Capitol Avenue

Suite 152, State Capitol

Frankfort, KY 40601

502-564-3490
http://www.kysos.com/busser/corporations/corporations.asp
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USEFUL ADDRESSES

Secretary of State of Louisiana

Commercial Division

P.O. Box 94125

Baton Rouge, LA 70804-9125

504-922-2675 or 800-259-0001
http://www.sec.state.la.us/comm/corp/corp-filings.htm

Secretary of State of Maine

Bureau of Corporations, Elections and Commissions
Division of Corporations

101 State House Station

Augusta, ME 04333-0101

207-287-4190

http://www.maine.gov/sos/cec/corp/

State of Maryland

State Department of Assessments and Taxation
301 W. Preston Street

Baltimore, MD 21201

410-767-1350

http://www.sos.state.md.us/

Massachusetts Secretary of the Commonwealth
Corporations Division

One Ashburton Place, Room 1717

Boston, MA 02108

617-727-9640
http://www.sec.state.ma.us/cor/coridx.htm
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Useful Addresses

Michigan State Government

Department of Consumer & Industry Services

Corporation, Securities, and Land Development Bureau
Corporation Division

Corporations and Securities Bureau

P.O. Box 30054

Lansing, MI 48909-7554

517-334-6323

http://www.michigan.gov/businessstartup/ (Search for forms index)

Business Services Division

Office of the Secretary of State

180 State Office Building

100 Constitution Avenue

St. Paul, MN 55155-1299

612-296-2803
http://www.sos.state.mn.us/business/forms.html

Secretary of State of Mississippi
P.O. Box 136

Jackson, MS 39205-0136
601-359-1350

800-256-3494
http://www.sos.state.ms.us/

Secretary of State of Missouri

State Capitol, Room 209

P.O. Box 778

Jefferson City, MO 65102
573-751-4153
http://www.sos.mo.gov/section2.asp
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USEFUL ADDRESSES

Business Services Bureau

Secretary of State of Montana

Montana State Capitol, Room 225

P.O. Box 202801

Helena, MT 59620-2801

406-444-3665
http://www.sos.state.mt.us/css/BSB/Filing_Forms.asp

Secretary of State of Nebraska

Corporate Division

State Capitol, Suite 1301

P.O. Box 94608

Lincoln, NE 68509-4608

402-471-4079
http://www.sos.state.ne.us/htm/corpmenu.htm

State of Nevada

Secretary of State

101 N. Carson Street, Suite 3

Carson City, NV 89701-4786

775-684-5708
http://sos.state.nv.us/../comm_rec/crforms/crforms.htm

Secretary of State of New Hampshire
Office of the Secretary of State

State House, Room 204

Concord, NH 03301-4989

603-225-4033
http://www.sos.nh.gov/corporate/index.html
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Useful Addresses

State of New Jersey

Department of Treasury

Division of Revenue/Commercial Recording
P.O. Box 308

Trenton, NJ 08625-0308

609-530-6400
http://www.state.nj.us/Business/shtml

State of New Mexico

Public Regulation Commission
P.O. Drawer 1269

Santa Fe, NM 87504-1269
505-827-4500
http://www.state.nm.us/scc

New York State Department of State

Division of Corporations, State Records and Uniform Commercial
Code

41 State Street

Albany, NY 12231-0001

518-473-2492

http://www.dos.state.ny.us/corp/corpspub.html

Secretary of State of North Carolina

The Corporations Division

300 N. Salisbury Street

Raleigh, NC 27603-5909

919-733-4201
http://www.secretary.state.nc.us/Corporations/
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USEFUL ADDRESSES

Secretary of State of North Dakota

Capitol Building

600 East Boulevard Avenue

Bismarck, ND 58505-0500

701-328-4284
http://www.state.nd.us/sec/businessserv/registrations/index

Ohio Secretary of State, Business Services Division
30 East Broad Street, 14th Floor

Columbus, OH 43266-0418

614-466-3910
http://www.sos.state.oh.us/sos//busiserv/index.html

Secretary of State of Oklahoma

Office of the Secretary of State

191 State Capitol

Oklahoma City, OK 73105

405-521-3911
http://www.sos.state.ok.us/business/business_filing.htm

Oregon Secretary of State

Corporation Division, Business Registry
Public Service Building

225 Capitol Street NE, Suite 151

Salem, OR 97310-1327

503-986-2222
http://www.filinginoregon.com/
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Useful Addresses

Commonwealth of Pennsylvania

Department of State, Corporation Bureau

P.O. Box 8722

Harrisburg, PA 17105-8722

717-787-1057
http://www.dos.state.pa.us/corps/site/default.asp

Secretary of State of Rhode Island

First Stop Business Center

100 North Main Street

Providence, RI 02903

401-222-2185
http://www?2.corps.state.ri.us/corporations/

Secretary of State of South Carolina
Office of the Secretary of State
Edgar Brown Building, Suite 525
P.O. Box 11350

Columbia, SC 29211

803-734-2170
http://www.scsos.com/

Secretary of State of South Dakota
State Capitol, Suite 204

500 East Capitol

Pierre, SD 57501-5070
605-773-4845
http://www.sdsos.gov/corporations/
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USEFUL ADDRESSES

Secretary of State of Tennessee
Corporations Section

James K. Polk Building, Suite 1800
Nashville, TN 37243-0306
615-741-0537
http://www.state.tn.us/sos/service.htm

Secretary of State of Texas

Statutory Filings Division

Corporations Section

P.O. Box 13697

Austin, TX 78711-3697

512-463-5580
http://www.sos.state.tx.us/corp/forms/shtml

State of Utah

Department of Commerce

Division of Corporations

160 East 300 South

P.O. Box 146705

Salt Lake City, UT 84145-6705
801-530-4849
http://www.utah.gov/services/business.html

Secretary of State of Vermont

Office of the Secretary of State

Business Registry Division

109 State Street

Montpelier, VT 05609-1101

802-828-2386
http://www.sec.state.vt.us/corps/corpindex.htm
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Useful Addresses

Commonwealth of Virginia

State Corporation Commission

Division of Information Resources

P.O. Box 1197

Richmond, VA 23218

804-371-9967 or 800-552-7945
http://www.state.va.us/scc/division/clk/brg.htm

Secretary of State of Washington
Office of the Secretary of State
Corporations Division

505 East Union, 2nd Floor

P.O. Box 40234

Olympia, WA 98504-0234
360-753-7115
http://www.secstate.wa.gov/corps/

Secretary of State of West Virginia

Building 1, Suite 157-K

1900 Kanawha Boulevard East

Charleston, WV 25305-0770

304-558-6000
http://www.wvsos.com/common/startbusiness.htm

Secretary of State of Wisconsin
Corporations Division

P.O. Box 7846

Madison, WI 53707-7848
608-266-3590
http://www.wdfi.org/corporations/
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USEFUL ADDRESSES

Secretary of State of Wyoming

Capitol Building

Cheyenne, WY 82002

307-777-6217
http://soswy.state.wy.us/corporat/corporat.htm

Office of the Secretary

District of Columbia

John A. Wilson Building

1350 Pennsylvania Avenue, NW

Washington, DC 20004
http://brc.dc.gov/whattodo/business/index.asp

Departamento de Estado

P.O. Box 9023271

San Juan, Puerto Rico 00902-3271

787-722-2121
http://www.estado.gobierno.pr/Corporaciones.htm

Office of Lieutenant Governor

Division of Corporation and Trademark

Kongens Gade #18

St. Thomas, USVI 00802
http://www.ltg.gov.vi/departments/corp.html#department
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— APPENDIX € —_—

Short Course in Corporate
Finance Terms

The most important number that most owners (stockholders) of corpora-
tions want to know is how much did the corporation earn during the last
month, quarter, or year. To obtain a number, the corporation accounting
staff keeps track of the numbers in such a way that they can be put to-
gether in what is generally called an income statement. (The numbers are
for this example only and do not represent any real situation.)

The Blue Radish Corporation

Income Statement
For the Year 20XX

Total (gross) income, sales, or revenue. Although there
1s some technical distinction between these three terms,
most people use them synonymously. $1,000,000

From the total revenue, subtract the cost of the goods (or

services) sold. Note that this is the cost of goods sold,

and that is not necessarily the same as the cost of goods

purchased at wholesale. (The corporation may have

some of those purchases still on the shelf as inventory.) 600,000

The resulting difference is what is called gross profit. 400,000
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SHORT COURSE IN CORPORATE FINANCE TERMS

Of course, the corporation does not operate in a
vacuum. It has operating expenses such as rent,
utilities, administrative salaries, office supplies,
and so on. 350,000

What is left is the operating profit. 50,000

And there are nonoperating expenses that have to
be deducted from the operating profit, the most
famous of which is federal income tax. 7,500

What is finally left is called net income or net profit. $ 42,500

Now we can compute a favorite statistic, which is net income per share of
stock. If 10,000 shares of stock were issued, we divide the net income by
that 10,000 to arrive at a net income per share of $4.25. Obviously, this is
not a significant statistic if one person owns all of the outstanding stock.
However, if there are many stockholders with varying amounts of stock
owned, it makes it easy for each stockholder to compute his or her share
of the earnings in relation to their investment in the stock.

There is more to financial statements. Stockholders, as well as directors
and management of the corporation, should want to know how much cash
is left in the till (or the bank account), what other items the corporation
owns, as well as what the corporation owes. To give us that information,
the accounting staff creates a balance sheet.
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Short Course in Corporate Finance Terms
The Blue Radish Corporation

Balance sheet
as of December 31, 20XX

The first class of items in this report is called assets. This term includes
tangible items, such as currency in the cash register, merchandise held
for sale to customers, machinery, vehicles, real estate, and so on. It also
includes intangible items such as cash in the bank and accounts
receivable from customers. The list for this corporation looks like this:

Cash in bank $10,000
Accounts receivable 20,000
Inventory (radishes in the cooler, ready to ship to customers) 15,000
Machinery (scrubbing and packaging equipment) 50,000

Total assets $95,000

It’s nice to have lots of assets, but on the other hand, we have to account
for what the corporation owes to other entities. In other words, we have
to list the liabilities.

Account payable to Eccentric Farm (the radish grower) $15,000
Loan from bank 30,000
Total liabilities $45,000

We now have enough information to compute what the corporation is
worth. It is worth the amount of its assets ($95,000) minus the amount of
its liabilities ($45,000) which equals $50,000. This used to be called net
worth, but the modern convention is to call it equity. It would be nice to
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know what created that equity, and the financial statements tell us as
follows:

10,000 shares stock were originally issued for one

dollar per share $10,000

Net income of the corporation for this first year

of operations 42.500
Subtotal 52,500

Before the end of the year, the corporation paid
a dividend of $.25 per share to the stockholders.
That, in effect, transfers $2,500 of equity from the

corporation to the stockholders. 2,500
Equity at the end of the year 50,000
Total liabilities and equity $95,000

You should be aware of some interrelationships between the income
statement and the balance sheet. First, total assets should add to the same
amount as the total of liabilities and equity. That’s why it’s called a bal-
ance sheet. Also, the net income of the corporation as computed on the in-
come statement shows up on the balance sheet in the equity section. Why
these interrelationships exist we will leave to the accounting theory
courses, but it is important to know that they do exist and that if they do
not exist in a set of financial statements, those statements should be
viewed as unreliable.
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Glossary

alternative minimum tax A computation of income tax that must be
made by most corporations with annual gross revenue of $5 million or
more. The income tax computed by the regular tax rules is that compared
to the income tax computed by the alternative minimum tax rules and the
higher tax is what the corporation must pay to the IRS.

assets Refer to the Short Course in Corporate Finance Terms in this Ap-
pendix.

balance sheet Refer to the Short Course in Corporate Finance Terms in
this Appendix.

bond A formal document that indicates the holder thereof is owed a
certain amount by the corporation and what interest rate will be paid.
Generally, a bond is issued when the bondholder loans cash to the corpo-
ration by purchasing a bond. It should be noted that interest paid to bond-
holders by a corporation is usually tax deductible, whereas dividends paid
to stockholders (both common and preferred) are not deductible by the
corporation.

bondholder An owner of a corporate bond; in essence, a creditor of the
corporation.

C corporation A term brought about by federal tax law and the IRS.
This type of corporation pays its own tax on the income it earns. Its rate
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of tax and other tax factors have no relationship to the tax picture of the
owners (stockholders) of the corporation. (See S corporation.)

chairman of the board The chairperson of the board of directors. He
or she is elected by the members of the board.

chief executive officer (CEQ) The individual responsible for the total
operation of the company. Generally synonymous with the title of presi-
dent and is appointed by majority vote of the directors.

chief financial officer (CFO) The individual responsible for the finan-
cial records of the corporation and financial planning for the future of the
business. May also hold title of treasurer.

chief operating officer (COQO) The individual responsible for the day
to day operations of the whole corporation. He or she may also hold a for-
mal title such as executive vice president.

class of stock a means of separating stock in which some stockhold-
ers have certain rights and privileges that are denied to other stock-
holders.

close corporation A means of streamlining corporate management hi-
erarchy permitted by many states. It is designed for corporations with few
stockholders, where most of the stockholders are also active as employees
of the corporation (example: a family business). There is no board of di-
rectors, as stockholders operate as such, directly electing the corporate of-
ficers and participating in major management decisions. In other words, it
recognizes the fact that a board of the directors interposed between stock-
holders and officers is often merely a formality and allows the elimination
of such.

common stock The most common class of stock. The owners of
common stock share, pro rata to their percentage of ownership, with
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other common stockholders in dividends and other manifestations of
the success of the corporation. Usually, but not always, owners of com-
mon stock have voting rights in the election of directors. (See voting
rights and directors.)

convertible bond Like convertible preferred stock, this type of bond
can be converted to common stock under certain circumstances. Because
of the fact that this bond (a corporate debt) may become stock (corporate
ownership), there is always a question of whether the income paid to
bondholders is deductible as interest or is really a disguised dividend and
therefore not deductible.

convertible preferred stock Under certain circumstances, and at the
option of the preferred stockholder, this class of stock may be converted
into common stock. The conversion rate (how many shares of common
stock equal how many shares of preferred stock) should be set forth in the
preferred stock certificates when they are issued.

corporate charter A document that is issued by the state, when it cre-
ates a corporation, that specifies the name of the corporation, the initial
incorporators, and what ownership securities (stocks) the corporation
may issue. Historically, the charter specified the nature of the activity in
which the corporation would engage, but modern procedure generally is
to include no such specification or a specification which is so broad as to
permit any type of activity.

corporation An entity that is created by the state that can contract in its
own name, sue in court and be sued, and, in general, conduct business in
its own right. If the corporation is formed to conduct a profit-making
business, it is initially owned by those who petitioned the state to form
the corporation, but such ownership may be transferred to others after for-
mation of the corporation. If a corporation is formed for a nonprofit activ-
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ity, it may have members, but they are not owners. Unlike a live individ-
ual, a corporation may have infinite life, unless it is initially formed for a
specific period of years.

cost of goods sold Refer to the Short Course in Corporate Finance
Terms in Appendix C.

cumulative preferred stock Preferred stock on which, if the specified
dividends have not been paid over one or more previous years, the cumu-
lative feature requires that those prior dividends be paid before the divi-
dends can be paid to common stockholders.

depreciation An accounting process that spreads to cost of a long-lived
asset over the useful life of the asset. (In the simplest method, the cost of
a machine that was purchased for $50,000, with a five-year useful life
would appear on the financial statements as an annual expense of $10,000
in each of those five years.)

directors Individuals who are a elected by stockholders who have vot-
ing rights. It is the duty of each director to meet as a board to elect the
corporate officers. Directors should also meet frequently to oversee the
management of the company.

distribution Cash, or other property, that is paid to owners of a busi-
ness as a share of earnings of that business. While dividends to stockhold-
ers of a C corporation are a form of distribution, the term is usually
reserved to describe payments to owners that are not dividends. Specifi-
cally, that includes payments to owners made by S corporations, limited
liability companies, and partnerships.

dividend An amount, paid out of present or prior corporate earnings, to
stockholders. The amount and date of payment is determined by the board
of directors.
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equity Refer to the Short Course in Corporate Finance Terms in Ap-
pendix C.

gross income Refer to the Short Course in Corporate Finance Terms in
Appendix C.

income Refer to the Short Course in Corporate Finance Terms in Ap-
pendix C.

income statement Refer to the Short Course in Corporate Finance
Terms in Appendix C.

liabilities Refer to the Short Course in Corporate Finance Terms in this
Appendix C.

limited liability company Form of doing business that is, in essence, a
partnership with limited liability. Like a corporation, it must be created by
the state before it can operate. The owners are known as members rather
than partners.

liquidating dividend A payment made to stockholders of a C corpora-
tion when the corporation is in the process of going out of business and
liquidating its assets. These dividends may or may not be taxable to the
stockholders, depending on various factors.

officers of a corporation Most states require that a corporation, at a
minimum, have a president, secretary, and treasurer. These officers are
elected by the board of directors and serve at the pleasure of that board.
Many states allow alternate names for these positions, such as chief exec-
utive officer. (See president, secretary, and treasurer.)

partnership Form of doing business in which two or more individuals
or other entities join together to operate a profitmaking business. The in-
dividual partners pay taxes on his or her share of the income, so the part-
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nership pays no income tax. This form provides no limited liability to the
owners and is therefore avoided except for the smallest of enterprises
where the partners may have little or no assets. (See limited liability com-
pany for a viable alternative.)

preferred stock A class of stock the owners of which have preference
as to dividends before owners of common stock. Generally, the dividends
are specified as a dollar amount when the stock is issued by the corpora-
tion, and once that dollar amount has been paid to the preferred stock-
holders, the common stockholders may be paid up to any amount, limited
only by the decision of the board of directors and the amount of earnings
available from which to pay the dividends.

registered agent An individual who registers with the state as the per-
son who will accept legal process to be served on the corporation. If a
corporation does business in many states, it would have a registered agent
for each state.

revenue Refer to the Short Course in Corporate Finance Terms in Ap-
pendix C.

S corporation A corporation that passes its income and other tax attrib-
utes through to its stockholders, and the stockholders pay the income tax
on their share of the corporation’s taxable income, regardless of whether
or not they received cash from the corporation.

secretary This position is also appointed by majority vote of the board
of directors, and the individual is responsible for maintaining minutes of
the meetings of the board of directors and attesting to various legal docu-
ments signed by the corporation, such as annual reporting to the state.

stock certificate A document, often in a fancy form, that specifies how
many shares of ownership (stock) in the corporation an individual or
other entity owns.
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stockholder An owner of stock (common or preferred) in the corpo-
ration.

treasurer The individual responsible for corporate cash and other cor-
porate assets. He or she is appointed by the board of directors, and the po-
sition is generally required by state statute. It often is held by the same
individual who is the chief financial officer.

voting rights In C or S corporations, the right of stockholders to vote
for members of the board of directors. Certain classes of stock, if so pro-
vided in the stock certificate, may be denied voting rights. This is often
the case for preferred stock.
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Acceptance by registered agent,
97-98

Accountants, 9, 67-68. See also
Certified public accountants
(CPAs)

Accounting methods, 102

Accounts receivable, 70

Accrual-based accounting, 102

Accumulated earnings, 28

Acquisitions, 28

Additional paid-in capital, 34, 57, 76

Adjusted Current Earnings
Worksheet, 29

Advertising, 85

Alternative business entities, 41-49

Alternative minimum tax (AMT),
22-23,29-30

Amount of stock, 72-74

Annual meeting, 7, 104-105

Annual reporting requirements, 106

Architects, incorporation by, 9, 95

Articles of incorporation, 93-97, 99,
104, 108

Asset exchange for stock, 70

Asset liability, 5-7

Assets, types of, 17, 52-53

Asset valuation, 53

Assignment of responsibilities/duties,
77-78

Attorney, 67, 80

Attracting investors, strategies for,
47-49

Audits, 60

Balance sheet, 17, 52-53, 56, 59, 77,
229-230

Bank accounts, 78, 100, 105

Banking relationships, 104

Bankruptcy, 6, 69

Basic corporation structure, 52-54

Basis of stock, 34-35

Benefits of incorporation, 1-3, 5-11,
51-52

Better Business Bureau, 81

Board meetings, 99-100, 104-105,
115-118. See also Organizational
meetings

Board of directors, 89, 104—105

Bonuses, 27, 78

Bookkeeping guidelines, 10, 42, 61,
70, 103

Book value, 91, 103

Borrowing, board approvals, 100,
104. See also Loans from
stockholders; specific types of
loans

Business assets, 69-70

Business cards, 85
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Business expansion, 28

Business expenses, deductible, 35
Business failure, 5, 69

Business forms, dealing with, 11-12
Business name selection, 8588
Business-related expenditures, 58
Bylaws, sample, 100, 119-127

Capital gains, 11, 16, 25, 27, 39, 46,
70

Capital losses, 20, 70

Capital structure, 29, 51-63

Capital surplus, 76

Cash accounting method, 102

Cash flow budgets, 68

C corporations, characteristics of,
16-17, 31-33, 35, 44, 47-48, 84,
144, 149-167

Certified public accountants (CPAs),
67-68

Charitable contributions, 35-36, 168,
198

Chief executive officer (CEO), 28, 78,
100

Chief financial officer (CFO), 78,
100

Classes of stock, 36-37

Close corporation, 89, 97

Closely held corporations, 88—89.
See also C corporations;
S corporations

Collections, 6, 14, 55

Common stock, 11, 29, 57-60, 70,
75-76

Common stockholders, 57-58

Communication skills, 105

Computer software, tax programs,
22

Congressional Joint Committee on
Taxation (1989), 61, 210

Contact information, 213-226

Control issues, 62—-63

Convertible loans, 37

Copies and certification services fee
schedule, 111

Corporate minutes, 7, 28, 37, 99,
104-105, 112-118

Corporate Shareholders Agreement
Form, 92, 127-137

Corporate veil, 6-8, 12-14, 70,
104-105

Corporation, defined, 3—4

Cost of goods sold, 227

Costs, types of, 10, 12—13

Creditor protection, 7-8, 57-58, 70,
92

DBA (doing business as), 12
Debt, 5,7, 12, 43

Debt vs. equity, 58-61, 210-211
Deductible loan interest, 62
Deductible salaries, 2627
Delaware, incorporation in, 84
Depreciation, 17, 51, 102-103
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Director(s), 77-78, 95. See also Board Financial statements, 76, 227-230

of directors
Disbursements, 35
Distributions, 7, 24, 32-33
Dividend reinvestment, 24-25
Dividends, 15-16, 24, 38, 46, 59-61
Do-it-yourself incorporation, 65-66,
83
Double taxation, 23-29, 48, 61, 91

Earnings, 24-25, 42-43

Earnings distribution, 44

Elections, 102

Emergency loans, 61

Employees, number of, 101. See also
Stockholders/employees

Employer identification number
(EIN), 101

Engineers, incorporation by, 9, 95

Equipment ownership, 51-52, 68-70

Equipment purchases, 58

Equity, 17, 52-54, 60, 229-230. See
also Debt vs. equity

Estates/estate planning, 34, 71

Existing businesses, incorporation of,
71

Family, as stockholders/employees,
26

Family-held corporations, 88

Federal securities laws, 62

Fees, types of, 65, 74, 85, 102

24|

Flow-through of tax attributes, 35-36,
198

For-profit corporations, 4

Foreign corporations, 80-81, 86,
101-102

Formation process, overview of,
93-103

Fractional shares, 11, 73

Fraudulent activities, 8

Funding sources, 54-58, 68-70

Gains and losses, see Capital gains;
Capital losses

General partner, 43

General partnerships, 4243, 45

Goodwill, 11, 87

Governance, simplified procedures,
88-89

Gross profit, 227

Guaranteed loans, 34-35

How to Start Your Own S Corporation
(Cooke), 36

Income statement, 17

Income tax, 21-23

Incorporation, defined, 3—4

Incorporators, 4, 79-80

Individual tax rates, 63

Information resources, contact
information, 213-226
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Initial investment, 68—71

Initial public offerings (IPOs), 69

Insurance policies, 2, 9

Interest, treatment of, 46, 58-59

Interest income, 16

Interest payments, to stockholders,
28-29

Interest rates, 37, 59, 62

Internal Revenue Code, 8, 10, 16, 36,
106

Internal Revenue Service (IRS), 6, 15,
18, 20, 26-29, 31, 33, 35, 38, 46,
48, 52, 60-61, 71, 100-101, 145

Inventory, 70, 102

Investment income, 16

Investments, types of, 54-58, 68-71

IRS Form 990, 106

IRS Form 1023, 106

IRS Form 1040, Schedule C, 18,
147-148

IRS Form 1065, 197-202

IRS Form 1065, Schedule K-1,
203-206

IRS Form 1120, 149-155

IRS Form 11208, 154-172

IRS Form 1120S, Schedule K, 36,
171-172

IRS Form 1120S, Schedule K-1, 48,
174-196

IRS Form 1120S, Schedule M-2,
195-196

IRS Form 2553, 102, 138-143

IRS Form 4626, 29, 208-209
IRS Form SS-4, 100-101, 106, 207
IRS forms, see specific tax forms

Jobs and Growth Tax Act of 2003, 15
Judgment-proof businesses, 2-3, 12

Large corporations, 26

Leasing, 70

Letterhead, 85, 105

Liabilities, 17, 52-53, 60, 229

Liens, 57

Limited liability/liabilities, 2, 5-9,
13-14, 104

Limited liability companies (LLCs),
4, 33,4345, 47-49, 144, 145,
198-209

Limited liability limited partnership
(LLLP), 46

Limited liability partnerships, 45-46

Limited partnerships, 43

Litigation, 87

Loans from stockholders, 29, 36-37,
55, 58-59, 61

Location of business, registration
issues, 83-85. See also Foreign
corporations

Losses, 35. See also Net losses;
Passive losses

Maintenance processes, 103—105
Malpractice, 9
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Market value, 53-54, 103

Married couples, tax treatment of, 34
Medicare tax, 16—-17, 20, 25, 29, 33,

37-38, 42-43
Micromanagement, 63
Minority stockholders, 90
Minutes, see Corporate minutes
Model Corporation Act, 66
Mortgages, 13, 57

Motivations for incorporation, 5-11

Net income, 42, 228

Net losses, 30-31

Net profit, 228

Net worth, 229

Nevada, incorporation in, 82—85

Nonbusiness assets, 13

Nonoperating expenses, 228

Nonprofit charitable organizations,
106

Nonvoting stock, 63

Officer elections, 7, 77-78, 105
Operating capital, 54-55, 70
Operating expenses, 228
Operating profit, 228

Operations, types of, 12—13. See also

Maintenance processes

Index

Ownership, 4, 10-11, 37, 47-48,
71-72

Ownership control, 62-63

Ownership transfer, 71

Paid-in capital, 34

Partnership agreement, 42, 49

Partnership interest, 42

Partnerships, 4, 11-12, 16, 45, 72,
199-209

Par value stock, 7677

Passive income, 46

Passive investors, 26, 44

Passive losses, 46—47

Patents, 11

Payment dates, 37

Payroll taxes, 6, 9, 20, 32, 101

Penalties, tax, 60, 102

Personal assets, 104

Personal liability/liabilities, 5, 9, 13,
79-80

Personal tax returns, 34, 168

Planning strategies, 65-92

Preferred stock/preferred
stockholders, 56-59

Pre-incorporation agreement, 79, 89-90

Price per share, 74-76, 91

Professional advisors, functions of, 11,

Ordinary income, 19-20, 27, 103, 198 23,31, 60, 67-68, 71, 83, 84-85,

Organizational meetings, 99-100,
112-114
Outstanding shares, 75

103, 105-106, 144. See also
Accountants; Attorney; Certified
public accountants (CPAs)
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Profit corporation fee schedule,
109-110
Progressive tax system, 22
Promissory notes, 59
Property, sale or purchase, 100,
104
Proxy, 99-100
Publicly held corporations, 63
Purpose of incorporation, 1-3, 5-11

Rate of return, 47

Real estate investments, 44

Reclassified loans, 29, 36

Registered agent, 80
acceptance by, 97-98

Registration, 7-8, 49, 100-101

Regulatory agencies, 62

Rent, 16

Replacement value, 13

Resident agent, selection of,

80-81

Retirement planning, 72

Return on investment, 47

Revenue, 35

Reverse dividends, 30-31

Risk management, 47-49

S status election, 102, 138-143

Salaries/compensation, 7, 25-26, 32,
46,78, 83

Sale of securities, 49

Sale of stock, restriction of, 88, 91-92

S corporations, characteristics of, 16,
21, 31-38, 45, 48, 61-62, 83-84,
144, 168—-172

Secretary/Secretaries of State, 65, 89,
213-226

Section 351 statement, 103

Section 501(c)(3) organizations,
106

Section 1244 treatment,
71

Secured lenders, 57-58

Secured loans, 13

Securities and Exchange Commission
(SEC), 49, 62, 213

Self-employment, 16, 20, 146. See
also Sole proprietorships

Set-up costs, 38, 58. See also Initial
investment

Shareholders agreement, 100,
127-136. See also Stockholders’
agreement

Short-term loans, 61

Signage, 85

Single-member LLC, 45

Size of business, 13

Size of investment, 68—70

Small-business corporations, 13, 22,
26-27,37,57,70-71, 85-86,
138-143

Social Security taxes, 16-17, 20,
25-26, 29, 33, 37-38, 42-43,
146, 169, 197
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Sole proprietorships, characteristics
of, 10-12, 15, 17-20, 34, 41-42,
45, 102-103

State Corporation Commission, 65

State laws, 62

State selection, 82—-85

State tax authorities, registration with,
101-102

State taxes, 83

Stock certificates, 54, 56, 91

Stock issuance, 37, 60-61, 71-74

Stock options, 9

Stock purchase, 100

Stock subscriptions, 81-82

Stockholder meetings, 99-100. See
also Organizational meetings

Stockholders, 4-5, 7-9, 25, 33-34,
61-62

Stockholders/employees, 7, 25-28,
32,37,78

Stockholders’ agreement, 78, 90-92.
See also Shareholders agreement

Summons, dealing with, 80

Tangible assets, 11

Tax benefits, overview of, 9, 12—13,
15-31

Tax brackets, 22, 25, 38, 103

Tax forms, see specific IRS forms

Tax-free distributions, 33

Tax home, 83. See also Foreign
corporations; Location of
business

Tax planning, importance of, 15, 23

Tax rate(s), 15, 19, 21-22, 25-27, 38,
42, 61

Tax returns, 60, 62, 102-103, 168. See
also specific IRS forms

Thin corporation, 59-60

Total income/sales/revenue, 227

Trademark, 87

Trade name, 11, 87

Transfer of assets, 70

Transfer of ownership, 10-11

Transfer of stock, 37

Trustee, defined, 95

Trusts, 34, 72

U.S. Patent and Trademark Office,
87
Unsecured lenders, 58

Venture capitalists, 63
Voting rights, 63

Wages, 46. See also Bonuses;
Salaries/compensation
Working capital, 28, 58, 68-69
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