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Photographs of missing children. The Internal Reve-
nue Service is a proud partner with the National Center for
Missing and Exploited Children. Photographs of missing
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children selected by the Center may appear in this publica-
tion on pages that would otherwise be blank. You can help
bring these children home by looking at the photographs
and calling 1-800-THE-LOST (1-800-843-5678) if you rec-
ognize a child.

Introduction

This publication discusses the general tax laws that apply
to ordinary domestic corporations. It explains the tax law in
plain language so it will be easier to understand. However,
the information given does not cover every situation and is
not intended to replace the law or change its meaning.

Comments and suggestions. We welcome your com-
ments about this publication and your suggestions for
future editions.

You can write to us at the following address:

Internal Revenue Service

Business Forms and Publications Branch
SE:W:CAR:MP:T:B

1111 Constitution Ave. NW, IR-6406
Washington, DC 20224

We respond to many letters by telephone. Therefore, it
would be helpful if you would include your daytime phone
number, including the area code, in your correspondence.

You can email us at *taxforms@irs.gov. (The asterisk
must be included in the address.) Put “Publications Com-
ment” on the subject line. Although we cannot respond
individually to each comment, we do appreciate your feed-
back and will consider your comments as we revise our tax
products.

Tax questions. If you have a tax question, visit
www.irs.gov or call 1-800-829-1040. We cannot answer
tax questions at either of the addresses listed above.

Ordering forms and publications. Visit www.irs.gov/
formspubs to download forms and publications, call
1-800-829-3676, or write to the National Distribution
Center at the address shown under How to Get Tax Help
on page 22 of this publication.

Forms. See page 24 for a list of forms that a corporation
may need to file in addition to the forms discussed through-
out this publication.

Useful Items
You may want to see:

Publication
0 535
0 538

0 544
0 925

Business Expenses
Accounting Periods and Methods
Sales and Other Dispositions of Assets

Passive Activity and At-Risk Rules
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Businesses Taxed as
Corporations

The rules you must use to determine whether a business is
taxed as a corporation changed for businesses formed
after 1996.

Business formed before 1997. A business formed
before 1997 and taxed as a corporation under the old rules
will generally continue to be taxed as a corporation.

Business formed after 1996. The following businesses
formed after 1996 are taxed as corporations.

* A business formed under a federal or state law that
refers to it as a corporation, body corporate, or body
politic.

¢ A business formed under a state law that refers to it
as a joint-stock company or joint-stock association.

* An insurance company.
e Certain banks.

¢ A business wholly owned by a state or local govern-
ment.

* A business specifically required to be taxed as a
corporation by the Internal Revenue Code (for exam-
ple, certain publicly traded partnerships).

¢ Certain foreign businesses.

¢ Any other business that elects to be taxed as a
corporation (for example, a limited liability company
(LLC)) by filing Form 8832, Entity Classification Elec-
tion. For more information, see the instructions for
Form 8832.

S corporations. Some corporations may meet the qualifi-
cations for electing to be S corporations. For information
on S corporations, see the instructions for Form 1120S,
U.S. Income Tax Return for an S Corporation.

Personal service corporations. A corporation is a per-
sonal service corporation if it meets all of the following
requirements.

1. Its principal activity during the “testing period” is per-
forming personal services (defined later). Generally,
the testing period for any tax year is the prior tax
year. If the corporation has just been formed, the
testing period begins on the first day of its tax year
and ends on the earlier of:

a. The last day of its tax year, or

b. The last day of the calendar year in which its tax
year begins.

2. Its employee-owners substantially perform the serv-
ices in (1). This requirement is met if more than 20%
of the corporation’s compensation cost for its activi-
ties of performing personal services during the test-
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ing period is for personal services performed by
employee-owners.

3. Its employee-owners own more than 10% of the fair
market value of its outstanding stock on the last day
of the testing period.

Personal services. Personal services include any ac-
tivity performed in the fields of accounting, actuarial sci-
ence, architecture, consulting, engineering, health
(including veterinary services), law, and the performing
arts.

Employee-owners. A person is an employee-owner of
a personal service corporation if both of the following
apply.

1. He or she is an employee of the corporation or per-
forms personal services for, or on behalf of, the cor-
poration (even if he or she is an independent
contractor for other purposes) on any day of the
testing period.

2. He or she owns any stock in the corporation at any
time during the testing period.

Other rules. For other rules that apply to personal serv-
ice corporations see Accounting Periods, later.

Closely held corporations. A corporation is closely held
if all of the following apply.

1. Itis not a personal service corporation.

2. At any time during the last half of the tax year, more
than 50% of the value of its outstanding stock is,
directly or indirectly, owned by or for five or fewer
individuals. “Individual” includes certain trusts and
private foundations.

Other rules. For the at-risk rules that apply to closely
held corporations, see At-Risk Limitations, later.

Property Exchanged for Stock

If you transfer property (or money and property) to a
corporation in exchange for stock in that corporation (other
than nonqualified preferred stock, described later), and
immediately afterward you are in control of the corporation,
the exchange is usually not taxable. This rule applies both
to individuals and to groups who transfer property to a
corporation. It also applies whether the corporation is be-
ing formed or is already operating. It does not apply in the
following situations.

* The corporation is an investment company.

* You transfer the property in a bankruptcy or similar
proceeding in exchange for stock used to pay credi-
tors.

* The stock is received in exchange for the
corporation’s debt (other than a security) or for inter-

est on the corporation’s debt (including a security)
that accrued while you held the debt.
a nontaxable exchange of property for stock
must attach to their income tax returns a com-
plete statement of all facts pertinent to the exchange. For
more information, see section 1.351-3 of the Regulations.

Both the corporation and any person involved in

Control of a corporation. To be in control of a corpora-
tion, you or your group of transferors must own, immedi-
ately after the exchange, at least 80% of the total
combined voting power of all classes of stock entitled to
vote and at least 80% of the outstanding shares of each
class of nonvoting stock.

Example 1. You and Bill Jones buy property for
$100,000. You both organize a corporation when the prop-
erty has a fair market value of $300,000. You transfer the
property to the corporation for all its authorized capital
stock, which has a par value of $300,000. No gain is
recognized by you, Bill, or the corporation.

Example 2. You and Bill transfer the property with a
basis of $100,000 to a corporation in exchange for stock
with a fair market value of $300,000. This represents only
75% of each class of stock of the corporation. The other
25% was already issued to someone else. You and Bill
recognize a taxable gain of $200,000 on the transaction.

Services rendered. The term property does not include
services rendered or to be rendered to the issuing corpora-
tion. The value of stock received for services is income to
the recipient.

Example. You transfer property worth $35,000 and
render services valued at $3,000 to a corporation in ex-
change for stock valued at $38,000. Right after the ex-
change, you own 85% of the outstanding stock. No gain is
recognized on the exchange of property. However, you
recognize ordinary income of $3,000 as payment for serv-
ices you rendered to the corporation.

Property of relatively small value. The term property
does notinclude property of a relatively small value when it
is compared to the value of stock and securities already
owned or to be received for services by the transferor if the
main purpose of the transfer is to qualify for the nonrecog-
nition of gain or loss by other transferors.

Property transferred will not be considered to be of
relatively small value if its fair market value is at least 10%
of the fair market value of the stock and securities already
owned or to be received for services by the transferor.

Stock received in disproportion to property trans-
ferred. If a group of transferors exchange property for
corporate stock, each transferor does not have to receive
stock in proportion to his or her interest in the property
transferred. If a disproportionate transfer takes place, it will
be treated for tax purposes in accordance with its true
nature. It may be treated as if the stock were first received
in proportion and then some of it used to make gifts, pay
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compensation for services, or satisfy the transferor’s obli-
gations.

Money or other property received. If, in an otherwise
nontaxable exchange of property for corporate stock, you
also receive money or property other than stock, you may
have to recognize gain. You must recognize gain only up to
the amount of money plus the fair market value of the other
property you receive. The rules for figuring the recognized
gain in this situation generally follow those for a partially
nontaxable exchange discussed in Publication 544 under
Like-Kind Exchanges. If the property you give up includes
depreciable property, the recognized gain may have to be
reported as ordinary income from depreciation. See chap-
ter 3 of Publication 544. No loss is recognized.

Nonqualified preferred stock. Nonqualified preferred
stock is treated as property other than stock. Generally, it
is preferred stock with any of the following features.

* The holder has the right to require the issuer or a
related person to redeem or buy the stock.

* The issuer or a related person is required to redeem
or buy the stock.

* The issuer or a related person has the right to re-
deem or buy the stock and, on the issue date, it is
more likely than not that the right will be exercised.

* The dividend rate on the stock varies with reference
to interest rates, commodity prices, or similar indi-
ces.

For a detailed definition of nonqualified preferred stock,
see section 351(g)(2) of the Internal Revenue Code.

Liabilities. If the corporation assumes your liabilities,
the exchange generally is not treated as if you received
money or other property. There are two exceptions to this
treatment.

¢ |f the liabilities the corporation assumes are more
than your adjusted basis in the property you transfer,
gain is recognized up to the difference. However, if
the liabilities assumed give rise to a deduction when
paid, such as a trade account payable or interest, no
gain is recognized.

* |f there is no good business reason for the corpora-
tion to assume your liabilities, or if your main pur-
pose in the exchange is to avoid federal income tax,
the assumption is treated as if you received money
in the amount of the liabilities.

For more information on the assumption of liabilities, see
section 357(d) of the Internal Revenue Code.

Example. You transfer property to a corporation for
stock. Immediately after the transfer, you control the corpo-
ration. You also receive $10,000 in the exchange. Your
adjusted basis in the transferred property is $20,000. The
stock you receive has a fair market value (FMV) of
$16,000. The corporation also assumes a $5,000 mort-
gage on the property for which you are personally liable.
Gain is realized as follows.

Page 4

FMV of stock received . . . .. ......... .. ...... $16,000
Cashreceived .......... ... ... ... ... ... 10,000
Liability assumed by corporation . . . ............ 5,000
Totalreceived. . .. ....... ... ... ... . $31,000
Minus: Adjusted basis of property transferred . . . . . . 20,000
Realizedgain . ........................... $11,000

The liability assumed is not treated as money or other
property. The recognized gain is limited to $10,000, the
cash received.

Loss on exchange. If you have a loss from an exchange
and own, directly or indirectly, more than 50% of the
corporation’s stock, you cannot deduct the loss. For more
information, see Nondeductible Loss under Sales and Ex-
changes Between Related Persons in chapter 2 of Publica-
tion 544.

Basis of stock or other property received. The basis of
the stock you receive is generally the adjusted basis of the
property you transfer. Increase this amount by any amount
treated as a dividend, plus any gain recognized on the
exchange. Decrease this amount by any cash you re-
ceived, the fair market value of any other property you
received, and any loss recognized on the exchange. Also
decrease this amount by the amount of any liability the
corporation or another party to the exchange assumed
from you, unless payment of the liability gives rise to a
deduction when paid.

Further decreases may be required when the corpora-
tion or another party to the exchange assumes from you a
liability that gives rise to a deduction when paid after
October 18, 1999, if the basis of the stock would otherwise
be higher than its fair market value on the date of the
exchange. This rule does not apply if the entity assuming
the liability acquired either substantially all of the assets or
the trade or business with which the liability is associated.

The basis of any other property you receive is its fair
market value on the date of the trade.

Basis of property transferred. A corporation that re-
ceives property from you in exchange for its stock gener-
ally has the same basis you had in the property, increased
by any gain you recognized on the exchange. However,
the increase for the gain recognized may be limited. For
more information, see section 362 of the Internal Revenue
Code.

Election to reduce basis. In a section 351 transaction,
if the adjusted basis of the property transferred exceeds
the property’s fair market value, the transferor and trans-
feree may make an irrevocable election to treat the basis of
the stock received by the transferor as having a basis
equal to the fair market value of the property transferred.
The transferor and transferee must make this election by
attaching a statement to their tax returns filed by the due
date (including extensions) for the tax year in which the
transaction occurred. For more information on making this
election see section 362(e)(2)(C) of the Internal Revenue
Code, and Notice 2005-70, 2005-41 |.R.B. 694.
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Capital Contributions

This section explains the tax treatment of contributions
from shareholders and nonshareholders.

Paid-in capital. Contributions to the capital of a corpora-
tion, whether or not by shareholders, are paid-in capital.
These contributions are not taxable to the corporation.

Basis. The corporation’s basis of property contributed to
capital by a shareholder is the same as the basis the
shareholder had in the property, increased by any gain the
shareholder recognized on the exchange. However, the
increase for the gain recognized may be limited. For more
information, see Basis of property transferred, earlier, and
section 362 of the Internal Revenue Code.

The basis of property contributed to capital by a person
other than a shareholder is zero.

If a corporation receives a cash contribution from a
person other than a shareholder, the corporation must
reduce the basis of any property acquired with the contri-
bution during the 12-month period beginning on the day it
received the contribution by the amount of the contribution.
If the amount contributed is more than the cost of the
property acquired, then reduce, but not below zero, the
basis of the other properties held by the corporation on the
last day of the 12-month period in the following order.

1. Depreciable property.

2. Amortizable property.

3. Property subject to cost depletion but not to percent-
age depletion.

4. All other remaining properties.

Reduce the basis of property in each category to zero
before going on to the next category.

There may be more than one piece of property in each
category. Base the reduction of the basis of each property
on the following ratio:

Basis of each piece of property
Bases of all properties (within that category)

If the corporation wishes to make this adjustment in some
other way, it must get IRS approval. The corporation files a
request for approval with its income tax return for the tax
year in which it receives the contribution.

Filing and Paying Income
Taxes

The federal income tax is a pay-as-you-go tax. A corpora-
tion generally must make estimated tax payments as it
earns or receives income during its tax year. After the end
of the year, the corporation must file an income tax return.
This section will help you determine when and how to pay
and file corporate income taxes.

For certain corporations affected by Presiden-
@ tially declared disasters relating to Hurricanes

Katrina, Rita, and Wilma, the due dates for filing
returns, paying taxes, and performing other time-sensitive
acts may be extended. The IRS may also forgive the
interest and penalties on any underpaid tax for the length
of any extension. For more information, see Publication
4492, Information for Taxpayers Affected by Hurricanes
Katrina, Rita, and Wilma; and Publication 553, Highlights
of 2005 Tax Changes.

Income Tax Return

This section will help you determine when and how to
report a corporation’s income tax.

Who must file. Unless exempt under section 501 of the
Internal Revenue Code, all domestic corporations in exis-
tence for any part of a tax year (including corporations in
bankruptcy) must file an income tax return whether or not
they have taxable income.

Which form to file. A corporation generally must file Form
1120 to report its income, gains, losses, deductions, cred-
its, and to figure its income tax liability. A corporation may
file Form 1120-A if its gross receipts, total income, and
total assets are each under $500,000 and it meets certain
other requirements. Also, certain organizations must file
special returns. For more information, see the Instructions
for Forms 1120 and 1120-A.

Electronic filing. Corporations can generally file Form
1120 and certain related forms, schedules, and attach-
ments electronically. Certain corporations must electroni-
cally file Form 1120. However, these corporations can
request a waiver. For more information regarding elec-
tronic filing, visit www.irs.gov/efile.

When to file. Generally, a corporation must file its income
tax return by the 15th day of the 3rd month after the end of
its tax year. A new corporation filing a short-period return
must generally file by the 15th day of the 3rd month after
the short period ends. A corporation that has dissolved
must generally file by the 15th day of the 3rd month after
the date it dissolved.

Example 1. A corporation’s tax year ends December
31. It must file its income tax return by March 15th.

Example 2. A corporation’s tax year ends June 30. It
must file its income tax return by September 15th.

If the due date falls on a Saturday, Sunday, or legal
holiday, the due date is extended to the next business day.

Extension of time to file. File Form 7004, Application
for Automatic 6-Month Extension of Time To File Certain
Business Income Tax, Information and Other Returns, to
request a 6-month extension of time to file a corporation
income tax return. The IRS will grant the extension if you
complete the form properly, file it, and pay any tax due by
the original due date for the return.

Form 7004 does not extend the time for paying the tax
due on the return. Interest, and possibly penalties, will be
charged on any part of the final tax due not shown as a
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balance due on Form 7004. The interest is figured from the
original due date of the return to the date of payment.

For more information, see the instructions for Form
7004.

How to pay your taxes. A corporation must pay its tax
due in full no later than the 15th day of the 3rd month after
the end of its tax year. The two methods of depositing
taxes are discussed below.

Electronic Federal Tax Payment System (EFTPS).
The corporation must use EFTPS in the current tax year to
make deposits of all tax liabilities (including social security,
Medicare, withheld income, excise, and corporate income
taxes) if:

* The corporation paid more than $200,000 in federal
depository taxes in the second preceding tax year;
or

* The corporation was required to make electronic de-
posits in the prior tax year.

For example, if the corporation made more than $200,000
in federal depository taxes in 2004, or the corporation was
required to use EFTPS in 2005, it would be required to use
EFTPS in 2006.

Once a corporation is required to use EFTPS it must
continue to do so in all subsequent tax years. If the corpo-
ration is required to use EFTPS because of the $200,000
threshold it must continue to use EFTPS in later years
even if subsequent deposits are less than the $200,000. If
the corporation fails to use EFTPS, it may be subject to a
10% penalty.

If the corporation is not required to use EFTPS, it may
voluntarily make deposits using EFTPS. However, if the
corporation is voluntarily using EFTPS it will not be subject
to the 10% penalty if it makes deposits using a paper
coupon.

For more information on EFTPS and enrollment, visit
www.eftps.gov or call 1-800-555-4477. Also see Publica-
tion 966, The Secure Way to Pay Your Federal Taxes.

Deposits with Form 8109. If the corporation does not
use EFTPS, it must deposit its income tax payments with
an authorized financial institution using Form 8109, Fed-
eral Tax Deposit Coupon. For more information on depos-
its, see the instructions in the coupon booklet (Form 8109)
and Publication 583, Starting a Business and Keeping
Records.

Penalties

Late filing of return. A corporation that does not file its
tax return by the due date, including extensions, may be
penalized 5% of the unpaid tax for each month or part of a
month the return is late, up to a maximum of 25% of the
unpaid tax. If the corporation is charged a penalty for late
payment of tax (discussed next) for the same period of
time, the penalty for late filing is reduced by the amount of
the penalty for late payment. The minimum penalty for a
return that is over 60 days late is the smaller of the tax due
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or $100. The penalty will not be imposed if the corporation
can show the failure to file on time was due to a reasonable
cause. A corporation that has a reasonable cause to file
late must attach a statement to its tax return explaining the
reasonable cause.

Late payment of tax. A corporation that does not pay the
tax when due may be penalized ¥z of 1% of the unpaid tax
for each month or part of a month the tax is not paid, up to a
maximum of 25% of the unpaid tax. The penalty will not be
imposed if the corporation can show that the failure to pay
on time was due to a reasonable cause.

Trust fund recovery penalty. If income, social security,
and Medicare taxes that a corporation must withhold from
employee wages are not withheld or are not deposited or
paid to the United States Treasury, the trust fund recovery
penalty may apply. The penalty is the full amount of the
unpaid trust fund tax. This penalty may apply to you if these
unpaid taxes cannot be immediately collected from the
business.

The trust fund recovery penalty may be imposed on all
persons who are determined by the IRS to be responsible
for collecting, accounting for, and paying these taxes, and
who acted willfully in not doing so.

A responsible person can be an officer or employee of a
corporation, an accountant, or a volunteer director/trustee.
A responsible person also may include one who signs
checks for the corporation or otherwise has authority to
cause the spending of business funds.

Willfully means voluntarily, consciously, and intention-
ally. A responsible person acts willfully if the person knows
the required actions are not taking place.

For more information on withholding and paying these
taxes, see Publication 15 (Circular E), Employer's Tax
Guide.

Other penalties.

Other penalties can be imposed for negligence, sub-
stantial understatement of tax, reportable transaction un-
derstatements, and fraud. See sections 6662, 6662A, and
6663 of the Internal Revenue Code.

Estimated Tax

Generally, a corporation must make installment payments
if it expects its estimated tax for the year to be $500 or
more. If the corporation does not pay the installments
when they are due, it could be subject to an underpayment
penalty. This section will explain how to avoid this penalty.

When to pay estimated tax. Installment payments are
due by the 15th day of the 4th, 6th, 9th, and 12th months of
the corporation’s tax year.

Example 1. Your corporation’s tax year ends Decem-
ber 31. Installment payments are due on April 15, June 15,
September 15, and December 15.

Example 2. Your corporation’s tax year ends June 30.
Installment payments are due on October 15, December
15, March 15, and June 15.
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If any due date falls on a Saturday, Sunday, or legal
holiday, the installment is due on the next business day.

How to figure each required installment. Use Form
1120-W, Estimated Tax for Corporations, as a worksheet
to figure each required installment of estimated tax. You
will generally use one of the following two methods to
figure each required installment. You should use the
method that yields the smallest installment payments.

Note. In these discussions, “return” generally refers to
the corporation’s original return. However, an amended
return is considered the original return if it is filed by the
due date (including extensions) of the original return.

Method 1. Each required installment is 25% of the in-
come tax the corporation will show on its return for the
current year.

Method 2. Each required installment is 25% of the in-
come tax shown on the corporation’s return for the previ-
ous year.

To use Method 2:

1. The corporation must have filed a return for the pre-
vious yeat,

2. The return must have been for a full 12 months, and

3. The return must have shown a positive tax liability
(not zero).

Also, if the corporation is a large corporation, it can use
Method 2 to figure the first installment only.

A large corporation is one with at least $1 million of
modified taxable income in any of the last 3 years. Modified
taxable income is taxable income figured without net oper-
ating loss or capital loss carrybacks or carryovers.

Other methods. If a corporation’s income is expected
to vary during the year because, for example, its business
is seasonal, it may be able to lower the amount of one or
more required installments by using one or both of the
following methods.

1. The annualized income installment method.
2. The adjusted seasonal installment method.

Use Schedule A of Form 1120-W to determine if using one
or both of these methods will lower the amount of any
required installments.

Refiguring required installments. If after the corpora-
tion figures and deposits its estimated tax it finds that its tax
liability for the year will be more or less than originally
estimated, it may have to refigure its required installments
to see if an underpayment penalty may apply. An immedi-
ate catchup payment should be made to reduce any pen-
alty resulting from the underpayment of any earlier
installments.

Underpayment penalty. If the corporation does not pay a
required installment of estimated tax by its due date, it may
be subject to a penalty. The penalty is figured separately

for each installment due date. The corporation may owe a
penalty for an earlier due date, even if it paid enough tax
later to make up the underpayment. This is true even if the
corporation is due a refund when its return is filed.

Form 2220. Use Form 2220, Underpayment of Esti-
mated Tax by Corporations, to determine if a corporation is
subject to the penalty for underpayment of estimated tax
and to figure the amount of the penalty.

If the corporation is charged a penalty, the amount of the
penalty depends on the following three factors.

1. The amount of the underpayment.

2. The period during which the underpayment was due
and unpaid.

3. The interest rate for underpayments published quar-
terly by the IRS in the Internal Revenue Bulletin.

A corporation generally does not have to file Form 2220
with its income tax return because the IRS will figure any
penalty and bill the corporation. However, even if the
corporation does not owe a penalty, complete and attach
the form to the corporation’s tax return if any of the follow-

ing apply.

1. The annualized income installment method was used
to figure any required installment.

2. The adjusted seasonal installment method was used
to figure any required installment.

3. The corporation is a large corporation figuring its first
required installment based on the prior year’s tax.

How to pay estimated tax. If the corporation is required
to use EFTPS to pay its taxes, it must also use EFTPS to
make its estimated tax deposits. If the corporation does not
use EFTPS it should make its estimated tax deposits with
an authorized financial institution using Form 8109.

Quick refund of overpayments. A corporation that has
overpaid its estimated tax for the tax year may be able to
apply for a quick refund. Use Form 4466, Corporation
Application for Quick Refund of Overpayment of Estimated
Tax, to apply for a quick refund of an overpayment of
estimated tax. A corporation can apply for a quick refund if
the overpayment is:

¢ Atleast 10% of its expected tax liability, and
* At least $500.

Use Form 4466 to figure the corporation’s expected tax
liability and the overpayment of estimated tax.

File Form 4466 before the 16th day of the 3rd month
after the end of the tax year, but before the corporation files
its income tax return. Do not file Form 4466 before the end
of the corporation’s tax year. An extension of time to file the
corporation’s income tax return will not extend the time for
filing Form 4466. The IRS will act on the form within 45
days from the date you file it.
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U.S. Real Property Interest

If a domestic corporation acquires a U.S. real property
interest from a foreign person or firm, the corporation may
have to withhold tax on the amount it pays for the property.
The amount paid includes cash, the fair market value of
other property, and any assumed liability. If a domestic
corporation distributes a U.S. real property interest to a
foreign person or firm, it may have to withhold tax on the
fair market value of the property. A corporation that fails to
withhold may be liable for the tax, and any penalties and
interest that apply. For more information, see section 1445
of the Internal Revenue Code; Publication 515, Withhold-
ing of Tax on Nonresident Aliens and Foreign Entities;
Form 8288, U.S. Withholding Tax Return for Dispositions
by Foreign Persons of U.S. Real Property Interest; and
Form 8288-A, Statement of Withholding on Dispositions by
Foreign Persons of U.S. Real Property Interests.

Accounting Methods

An accounting method is a set of rules used to determine
when and how income and expenses are reported. Tax-
able income should be determined using the method of
accounting regularly used in keeping the corporation’s
books and records. In all cases, the method used must
clearly show taxable income.

Generally, permissible methods include:

e Cash,
e Accrual, or

¢ Any other method authorized by the Internal Reve-
nue Code.

Accrual method. Generally, a corporation (other than a
qualified personal service corporation) must use the ac-
crual method of accounting if its average annual gross
receipts exceed $5 million. A corporation engaged in farm-
ing operations also must use the accrual method.

If inventories are required, the accrual method generally
must be used for sales and purchases of merchandise.
However, qualifying taxpayers and eligible businesses of
qualifying small business taxpayers are excepted from
using the accrual method for eligible trades or businesses
and may account for inventoriable items as materials and
supplies that are not incidental.

Under the accrual method, an amount is includable in
income when:

1. All the events have occurred that fix the right to
receive the income, which is the earliest of the date:

a. The required performance takes place,
b. Payment is due, or

c. Payment is received and

2. The amount can be determined with reasonable ac-
curacy.
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Generally, an accrual basis taxpayer can deduct ac-
crued expenses in the tax year when:

¢ All events that determine the liability have occurred,

* The amount of the liability can be figured with rea-
sonable accuracy, and

¢ Economic performance takes place with respect to
the expense.

There are exceptions to the economic performance rule
for certain items, including recurring expenses. See sec-
tion 461(h) of the Internal Revenue Code and the related
regulations for the rules for determining when economic
performance takes place.

Nonaccrual experience method. Accrual method corpo-
rations are not required to maintain accruals for certain
amounts from the performance of services that, on the
basis of their experience, will not be collected, if:

* The services are in the fields of health, law, engi-
neering, architecture, accounting, actuarial science,
performing arts, or consulting; or

* The corporation’s average annual gross receipts for
the 3 prior tax years does not exceed $5 million.

This provision does not apply if interest is required to be
paid on the amount or if there is any penalty for failure to
pay the amount timely.

Percentage of completion method. Long-term contracts
(except for certain real property construction contracts)
must generally be accounted for using the percentage of
completion method described in section 460 of the Internal
Revenue Code.

Mark-to-market accounting method. Generally, dealers
in securities must use the mark-to-market accounting
method described in section 475 of the Internal Revenue
Code. Under this method any security held by a dealer as
inventory must be included in inventory at its FMV. Any
security not held as inventory at the close of the tax year is
treated as sold at its FMV on the last business day of the
tax year. Any gain or loss must be taken into account in
determining gross income. The gain or loss taken into
account is treated as ordinary gain or loss.

Dealers in commodities and traders in securities and
commodities can elect to use the mark-to-market account-
ing method.

Change in accounting method. A corporation can
change its method of accounting used to report taxable
income (for income as a whole or for the treatment of any
material item). The corporation must file Form 3115, Appli-
cation for Change in Accounting Method. For more infor-
mation, see Form 3115 and Publication 538.

Section 481(a) adjustment. The corporation may have
to make an adjustment under section 481(a) of the Internal
Revenue Code to prevent amounts of income or expense
from being duplicated or omitted. The section 481(a) ad-
justment period is generally 1 year for a net negative
adjustment and 4 years for a net positive adjustment.
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However, a corporation can elect to use a 1-year adjust-
ment period if the net section 481(a) adjustment for the
change is less than $25,000. The corporation must com-
plete the appropriate lines of Form 3115 to make the
election.

Accounting Periods

A corporation must figure its taxable income on the basis of
a tax year. A tax year is the annual accounting period a
corporation uses to keep its records and report its income
and expenses. Generally, corporations can use either a
calendar year or a fiscal year as its tax year. A corporation
must adopt a tax year by the due date (not including
extensions) of its first income tax return.

Personal service corporation. A personal service cor-
poration must use a calendar year as its tax year unless:

¢ |t elects to use a 52—53 week tax year that ends
with reference to the calendar year;

* |t can establish a business purpose for a different tax
year and obtains approval of the IRS. See Form
1128, Application To Adopt, Change, or Retain a
Tax Year, and Publication 538; or

¢ |t elects under section 444 of the Internal Revenue
Code to have a tax year other than a calendar year.
Use Form 8716, Election to Have a Tax Year Other
Than a Required Tax Year, to make the election.

If a personal service corporation makes a 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.

Change of tax year. Generally, a corporation must get
the consent of the IRS before changing its tax year by filing
Form 1128. However, under certain conditions, a corpora-
tion can change its tax year without getting the consent.
For more information see Form 1128 and Publication 538.

Recordkeeping

A corporation should keep its records for as long as they
may be needed for the administration of any provision of
the Internal Revenue Code. Usually records that support
items of income, deductions, or credits on the return must
be kept for 3 years from the date the return is due or filed,
whichever is later. Keep records that verify the
corporation’s basis in property for as long as they are
needed to figure the basis of the original or replacement
property.

The corporation should keep copies of all filed returns.
They help in preparing future and amended returns.

Income, Deductions, and
Special Provisions

Rules on income and deductions that apply to individuals
also apply, for the most part, to corporations. However, the
following special provisions apply only to corporations.

Costs of Going Into Business

When you go into business, treat all costs you incur to get
your business started as capital expenses. See Capital
Expenses in chapter 1 of Publication 535 for a discussion
of how to treat these costs if you do not go into business.

However, a corporation can elect to deduct a limited
amount of start-up or organizational costs. Any cost not
deducted can be amortized.

Start-up costs are costs for creating an active trade or
business or investigating the creation or acquisition of an
active trade or business. Organizational costs are the
direct costs of creating the corporation.

For more information on deducting or amortizing
start-up and organizational costs, see the Instructions for
Fo