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Bef ore BOMWAN and MURPHY, Circuit Judges, and KYLE,! District
Judge.

BOMWAN, Circuit Judge.

John P. and Teena G Broadaway and John M and Caroline D. Caneron
appeal froma final decision of the Tax Court? uphol ding the Conm ssioner’s
assessnent of tax deficiencies based on dividend distributions from Cameron
Construction Conpany made to the Broadaways and the Canerons during the
1989 tax year. W affirm

This case was subnitted to the Tax Court on the basis of a fully
stipulated record that provides the following salient facts. The
Br oadaways and the Canerons are shareholders in Caneron Construction
Conpany (the Conpany) which operated and paid taxes as a Subchapter C
corporation, see |.R C. 88 301-385 (1988),°% until Cctober 31, 1988. The
Conpany has at all tinmes been engaged in the road and hi ghway construction
busi ness and has at all tines calculated its taxable incone fromlong-term

The Honorable Richard H Kyle, United States District Judge
for the District of Mnnesota, sitting by designation.

2The Honorabl e David Laro, Judge, United States Tax Court.

3Unl ess otherwi se indicated, all references to the Internal
Revenue Code are to the 1988 edition of Title 26 of the United
St ates Code, as anended effective through Decenber 31, 1989,
which is applicable to the tax years in dispute. W have
di sregarded anendnents effective after Decenber 31, 1989.
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construction contracts using the conpl eted contract nmethod of accounting.?
Wi | e

“Under the conpleted contract nethod, the total income from
a contract is recognized, and the total costs of performance are
deducted, in the taxable year in which the contract is conpleted.
See Treas. Reg. 8 1.451-3(d)(1) (as anended in 1985). Wile
income fromnost |ong-termconstruction contracts nust be
reported using the percentage of conpletion nethod, see | .R C 8§
460(a), (b) (Supp. | 1989), the Code provi des an exception for
construction contracts estimated to be conpleted within two
years. This exception applies only to taxpayers whose average
annual gross receipts for the three preceding taxable years do
not exceed ten mllion dollars. See |I.R C.
8§ 460(e)(1)(B)
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operating as a C corporation, the Conpany was required to maintain an
earnings and profits account from which distributions to Conpany
shar ehol der s--i ncl udi ng the Broadaways and the Canerons--woul d be taxed as
dividends. See |I.R C 8§ 316(a). For purposes of determn ning earnings and
profits, the parties agree that the Conpany, even though it calculated its
taxabl e incone under the conpleted contract nethod of accounting, was
required under I.R C. 8§ 312(n)(6) to account for its long-termconstruction
contracts under the percentage of conpletion nmethod of accounting.?®

The dispute in this case flows fromthe Conpany’s el ection pursuant
tol.RC § 1362(a) to switch from Subchapter C status and to be taxed as
a Subchapter S corporation, see |I.R C 88 1361-1379, effective upon the
close of the Conpany’'s taxable year ended Cctober 31, 1988. Under
Subchapter S, the Conpany does not pay corporate-level incone taxes.
I nstead, the Conpany’s incone is taxed directly to its sharehol ders based
on their ownership of

°The percentage of conpletion nmethod of accounting requires
that the Conpany account for inconme fromlong-termcontracts each
t axabl e year as the work progresses. The anmount of incone
accrued for each taxable year is that proportion of the expected
total contract inconme that the anobunt of costs incurred through
the end of the taxable year bears to the total expected costs,
reduced by cunul ative anmounts of contract incone that were
reported for previous years. See |.R C. 8§ 460(b) (Supp. | 1989);
Berger Eng’g Co. v. Conmi ssioner, 20 T.C.M (CCH) 1518, 1522
(1961) (“The object of the percentage of conpletion nethod is to
provi de a neans of reporting inconme in a steady flow as work on
the contract advances toward conpletion.”).

-4-



corporate stock--whether or not the funds are actually distributed to the
shar ehol ders.® |nstead of nmintaining an earnings and profits account, an
S corporation nonitors its undistributed corporate earnings, those that
have been taxed to the shareholders but not yet distributed, using an
accunmul at ed adj ustnments account from which distributions to sharehol ders
are generally tax-free.” See |I.R C. 8§ 1368(c)(1). The parties agreed in
their jointly filed stipulation of facts that the Conpany remained
obligated to account for its earnings and profits in 1989 under the
percentage of conpletion nethod of accounting, despite the Conpany's
election to switch to Subchapter S status. A nunber of long-term
construction contracts begun while the Conpany was a C corporation were
conpl eted after it becane an S corporati on.

From Novenber 1, 1988 through Decenber 31, 1989, the Conpany incurred
costs on long-term contracts begun while it was a C corporation that
exceeded the reasonabl e estimates the Conpany had used under the percentage
of conpletion nmethod of accounting to calculate earnings and profits for
its last taxable year as a C corporation.® As a result of the disparity
bet ween t he Conpany’'s

For S corporations with no carried-over earnings and
profits, any distribution to a shareholder is treated first as a
nont axabl e return of capital to the extent of the sharehol der’s
stock basis, and second, to the extent the distribution exceeds
t he sharehol der’s stock basis, as a capital gain. See |.RC
§ 1368(b).

"The accumul at ed adj ustnents account is a corporate |evel
account that begins with a zero balance and is adjusted to
reflect the net earnings of the corporation. The account is
adj usted upward by the anmount of the corporation’s incone and is
decreased by the amobunt of any | osses and by return-of-capital
distributions to shareholders. See |I.R C. 8 1368(e)(1)(A).

8As a C corporation, the Conpany conputed its taxable incone
based on a fiscal year ending October 31. As an S corporation,
the Conpany was required to conpute its taxable incone on a
cal endar year basis. See |I.R C. 8 1378. The Conpany’'s first tax
year as an S corporation was a short year begi nning on Novenber
1, 1988 and endi ng on Decenber 31, 1988. See id.
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reasonabl e cost estinmates and its actual costs to conplete these long-term
contracts, the taxpayers argue that the accunul ated earnings and profits
account carried over from the Conpany’'s existence as a C corporation®
reflects an artificially high balance. This artificially high earnings and
profits bal ance, they contend, ultimately resulted in the Conm ssioner’s
i nproper characterization of a $300,000 distribution to the taxpayers as
a taxable dividend to the extent of the balance in the Conpany’'s carried-
over earnings and profits account. The parties stipulate that the bal ance
in the Conpany’s earnings and profits account as of October 31, 1988--the
end of the Conpany’'s |last year as a C corporation--was $251, 650.13. The
t axpayers argue that the Conpany should be allowed to adjust this anpunt
by retroactively revising the reasonable cost estimates that it used to
calculate earnings and profits on long-term contracts in progress on
Cctober 31, 1988 to reflect the actual, higher costs eventually incurred
during its 1989 tax year

The Tax Court rejected the taxpayers’ argunments and concl uded that
for purposes of calculating the taxable anpbunt of the dividend
distribution, the Conpany’'s earnings and profits for its last year as a C
corporation nmust be conputed on the basis of estimates of the total costs
of its long-termcontracts nmade on Oct ober 31, 1988

°An S corporation will have an earnings and profits account
derived only fromone or nore of the follow ng sources: (1) its
prior existence as a C corporation, (2) earnings prior to 1983,
when earnings and profits concepts were still applicable to S
corporations; or (3) the acquisition of another C corporation
wi th an earnings and profits account bal ance. See Boris |
Bittker & Janmes J. Eustice, Federal |ncone Taxation of
Cor porations and Shareholders § 6.08[1] (6th ed. 1994).
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Wi thout retroactive adjustnent to reflect actual, higher costs incurred
during the 1989 tax year. Accordingly, the court wupheld the tax
deficienci es assessed by the Conmi ssioner. The taxpayers appeal the Tax
Court’s deci sion.

We have jurisdiction over appeals from final decisions of the Tax
Court, see |.R C § 7482(a) (1994), and we review the | egal concl usions of
the Tax Court de novo. See Chakales v. Conm ssioner, 79 F.3d 726, 728 (8th
Cr.), cert. denied, 117 S. Ct. 85 (1996). The taxpayers nmke severa
argunents to support their claimthat the Tax Court erroneously concl uded
that the Conpany could not adjust its carried-over earnings and profits

account to reflect events occurring after the Conpany becane an S
corporation. W agree with the Tax Court that the Internal Revenue Code
does not permt such adjustnents to be nmade.

Under I.R C. 8§ 1371(c)(1), with linmted exceptions, “no adjustnent
shall be nmade to the earnings and profits of an S corporation.” This
provision effectively suspends activity related to the earnings and profits
account, and the account bal ance carried over to an S corporation fromits
previous existence as a C corporation remai ns unchanged fromyear to year
unl ess one of a linmted nunber of specific events occur that warrant
adjustnent to the account. The carried-over earnings and profits account
can be decreased under the Code only to reflect (1) dividend distributions
to sharehol ders to the extent nmade out of accunul ated earnings and profits,
see |.R C. 88 1371(c)(3), 1368(c)(2); (2) distributions resulting from
redenptions, |iquidations, reorganizations, or



divisives,® see I.RC 8§ 1371(c)(2); and (3) tax paid by an S corporation
as a result of recapture of investnent credit taken when the corporation
was a C corporation, see |.RC 8§ 1371(d)(3). |In addition, the earnings
and profits account can be increased if the S corporation acquires another
corporation with an earnings and profits account balance. See |I.R C §
381(c)(2) (1988 & Supp. | 1989).

None of the triggering events that would permt the Conpany to reduce
its earnings and profits account bal ance occurred from COctober 31, 1988
t hrough Decenber 31, 1989. As a result, the Conpany’'s Cctober 31, 1988
earnings and profits account balance of $251,650.13 remai ned unchanged
until the Conpany depleted the account by making the $300,000 dividend
distribution to the taxpayers in 1989. See |I.R C. 88 1371(c)(3);
1368(c) (2).

The taxpayers argue that the |anguage of |.R C. 8§ 1371(c)(2) supports
their position. This subsection provides that “[i]n the case of any
transaction invol ving the application of subchapter Cto any S corporation
proper adjustment to any accurmulated earnings and profits of the

corporation shall be nade.” However, the title of this subsection,
“Adjustnents for redenptions, |iquidations, reorganizations, divisives,
etc.,” belies this argunent and specifically limts this exception to the

enunerat ed situati ons where an S corporation undergoes fundanental changes
that would likely require adjustnents to an accunul ated earnings and
profits account. The plain |anguage of & 1371(c)(2), coupled with the
general rule of § 1371(c) (1), precludes adjustnents to the

9The term “di vi si ves” has not been defi ned under the

I nternal Revenue Code. It presunably refers to corporate
separations such as spin-offs, split-offs, and split-ups. See
Boris I. Bittker and James J. Eustice, Federal |ncone Taxation of

Cor porations and Shareholders f 6.08 (6th ed. 1994).
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accunul ated earni ngs and profits account of an S corporation except in the
specific instances enunerated. An adjustnent to the accunul ated earni ngs
and profits account of an S corporation to rectify ultimately inaccurate
estimates of the costs necessary to conplete long-term construction
contracts is not the sort of “transaction involving the application of
subchapter C' to which I.R C. 8§ 1371(c)(2) applies.

The taxpayers argue that conpliance with I.R C. § 312(n)(6) (1988 &
Supp. | 1989), which requires conputation of the Conpany’s earnings and
profits wusing the percentage of conpletion nethod of accounting,
necessitates adjustnent to the earnings and profits account to reflect the
reasonable cost estimates to conplete long-term contracts as yet
unconpl eted at the close of tax year 1989. This argunent is without nerit.
Once the Conpany elected to switch from Subchapter C to Subchapter S
treatnment, the Conpany was required to track its earnings using an
accunul ated adjustnents account rather than the earnings and profits
account utilized while the Conpany was a C corporation. See |.RC 8
1368(e) (1) (A). Wen the Conpany incurred costs during 1989 that exceeded
its reasonable estimates of these costs as of OCctober 31, 1988, these
additional costs were attributable to the Conpany’'s operations as an S
corporation and, by virtue of I.R C § 1371(c)(1), cannot be used to adj ust
t he Conpany’s carried-over earnings and profits account.

The taxpayers further argue that, as a matter of fairness, the
Conpany should be allowed to revise retroactively the cost estimtes used
on Cctober 31, 1988 to calculate earnings and profits for the Conpany’'s
final year as a C corporation to reflect nore accurately the higher costs
actually incurred during 1989 to conplete the contracts. This argunent is
not unattractive, but given the terns of the governing Code provisions,
whi ch we already have di scussed at sone length, it cannot prevail. Once
t he



Conpany el ected to be taxed under Subchapter S, the taxpayers thereafter
were prevented from taking advantage of the adjustnments to earnings and
profits normal ly avail abl e under Subchapter C. Consequently, there can be
no reduction in the taxable portion of the dividend distribution nade in
1989. The earnings and profits account bal ance cal cul ated on Cctober 31,
1988, the close of the Conpany’'s last year as a C corporation, was based
on cont enpor aneous, reasonable estimates of costs to conplete long-term
contracts that cannot be reconputed retroactively after the Conpany has
becone an S corporation to account for unforeseen increases in actual
costs. This no-retroactive-reconputation rule is plainly established in
the applicable statutory provisions, and represents a burden the taxpayers
necessarily assuned in order to gain the benefits of being taxed as an S
corporation instead of as a C corporation

V.

For the foregoi ng reasons, the decision of the Tax Court is affirned.

A true copy.
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