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An S “election” represents a change in a bank’s tax status.  When a bank “elects” S corporation status, it opts 

to become taxed under Subchapter S of the U.S. Tax Code, instead of Subchapter C of the Code.  When taxed 

as a C corporation, the bank pays federal income taxes on its taxable income.  By making the S election, 

the bank no longer pays federal income tax itself.  The tax liability does not disappear altogether, though.  

Instead, the tax liability “passes through” to the shareholders.  This means that the bank’s tax liability 

becomes the obligation of the bank’s shareholders.  While no guarantees generally exist, the bank will 

ordinarily intend to distribute enough cash to the shareholders to enable them to satisfy the tax liability.

AN EXAMPLE

The following table shows what happens when a bank makes an S election.  In the table, the bank no longer 

incurs any federal tax liability following the S election.  However, the $350 tax obligation simply “passes 

through” to the shareholders.

S ELECTION BENEFITS

In the preceding table, the bank’s pre-tax income generated a $350 tax obligation, regardless of whether 

the bank was taxed as a C or S corporation.  In the C corporation scenario, the bank directly paid the tax 

obligation to the government; in the S corporation alternative, the shareholders paid the taxes due on 

the bank’s earnings.  Since the taxes due remain constant at $350 regardless of whether the bank elects 

S corporation status or not, what incentive exists for banks to elect S corporation status? 

BANK PERSPECTIVE C CORP. S. CORP

Pre-Tax income $1,000 $1,000

Federal Income Tax 35% (350) 0

After-Tax Income $650 $1,000

SHAREHOLDER PERSPECTIVE C CORP. S. CORP

Taxable Income 0 $1,000

Pass-Through Tax Liability 35% 0 $350

Sub-Chapter S Conversions
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The S election creates two primary tax advantages relative to C corporations:

Dividends paid by a C corporation are taxable to the shareholders.  However, shareholders in an 

S corporation incur no tax liability beyond the taxes on their pro rata share of the S corporation’s 

taxable income.

In a C corporation, a shareholder’s tax basis generally remains constant during the period the 

shareholder holds the investment.  S corporation shareholders, however, benefi t because their tax 

basis increases to the extent that the bank retains earnings.  This may reduce the capital gains taxes 

payable when a shareholder sells any shares of the bank’s stock.

 The best way to illustrate tax advantage #1 is with an example.   

In the C corporation scenario, the bank pays $200 of dividends to shareholders.  After the shareholders 

pay taxes on these dividends (at a 15% tax rate on dividends), the shareholders will have after-tax cash 

fl ow of $170 from their investment.  Assume, instead, that the bank elects S corporation status.  In this 

case, the shareholders owe taxes of $350 (35% of the bank’s $1,000 pre-tax income), but the bank makes 

distributions of $550.1   This leaves the shareholders with $200 of after-tax cash fl ow.  No further taxes 

are owed on the $200.  In fact, for any amount of distributions between zero and $1,000 (the bank’s pre-

tax earnings), the shareholders will generally face tax liability of $350.  By electing S corporation status, 

therefore, shareholders increase their after-tax cash fl ow from $170 to $200, an 18% increase.

DISADVANTAGES OF AN S ELECTION

Given the aforementioned tax benefi ts, why would every bank not elect S corporation status?  Several 

potential disadvantages of the election exist:

Limitations exist on the type and number of shareholders that may hold stock in an S corporation.  

If the bank currently has too many shareholders, a transaction that “squeezes out” certain 

shareholders may be necessary in order to make the election.  This gives rise to the risk that 

shareholders can sue, demanding a greater amount for their shares than offered by the bank.

1.

2.

»
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BANK PERSPECTIVE C CORP. S. CORP

Pre-Tax income $1,000 $1,000

Federal Income Tax 35% (350) 0

After-Tax Income $650 $1,000

PASS-THROUGH TAX LIABILITY C CORP. S. CORP

Taxable Income 0 $1,000

Pass-Through Tax Liability 35% 0 $350

SHAREHOLDER PERSPECTIVE C CORP. S. CORP

Shareholder Dividends/Distributions $200 $550

   Taxes on Dividends 15% (30) 0

   Pass-Through Tax Liability 0 (350)

After-Tax Cash Flow to Shareholders $170 $200

  1 This example is constructed such that the bank retains $450 in both the C corporation and S corporation scenarios.  In the C corporation scenario, 
the bank has after-tax income of $650 but pays dividends of $200.  In the S corporation alternative, the bank has pre-tax income of $1,000 and 
makes distributions of $550.

C O M I N G  S O O N
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» S elections can increase the risk associated with an investment in the bank.  For instance, assume that the 

bank reports a pre-tax loss of $1,000.  If the bank is taxed as a C corporation, it will generally record a tax 

benefi t related to the loss, and, the bank’s retained earnings will fall by only $650 (the $1,000 pre-tax loss 

minus a $350 tax benefi t, assuming a 35% tax rate).  However, if the bank is taxed as an S corporation, 

it will record no tax benefi t in its books, and the entire $1,000 pre-tax loss will fl ow through retained 

earnings.  Thus, in the event a loss occurs, the S corporation’s capital account will be $350 less than 

the capital account of a similarly situated C corporation (which is equal to the amount of the tax benefi t 

recorded by the C corporation).  In the event that the losses are material to the bank, the adverse capital 

treatment of an S corporation can prove material.

In addition to the preceding effect on capital, it is entirely possible for the S corporation bank to have 

taxable income (thereby creating a tax obligation on the part of the bank’s shareholders) but a net loss 

for book purposes.  This could occur because, for instance, loan loss provisions in excess of actual loan 

losses may not be tax deductible.  This situation could create a highly negative outcome for the bank’s 

shareholders – the shareholders may face a personal tax liability but the bank’s capital position may limit 

its ability to make distributions to the shareholders.

To minimize these risks, the board of directors and management may adopt a more conservative 

management style for the S corporation bank than the C corporation bank.  For instance, higher capital 

ratios may be desirable.  In addition, the bank may adopt more strict underwriting requirements or 

maintain a lower loan/deposit ratio to reduce the risk of losses.

The advantages of S elections depend to some degree on the relationship between corporate, personal, 

and dividend tax rates.  In the future, changes in the relationship between these tax rates could make 

S elections less desirable.  For instance, a reduction in the C corporation tax rate, while the personal tax 

rate increases, could reduce or eliminate the benefi ts associated with an S election.

Certain one-time costs associated with an S election exist.  For example, a bank must generally write-off 

its deferred tax asset upon the S election.  This write-off will reduce earnings and capital in the year it 

occurs.

The bank may still face federal income taxes on certain assets sold within ten years of the S election.  This 

is referred to as the “built-in gains” tax.

CONCLUSION

S corporation elections may be an attractive alternative for banks, but a careful examination of the advantages 

and disadvantages is necessary.  Banks with relatively low balance sheet growth and high profi tability often make 

the best candidates for S elections, because these banks have the capacity to distribute a large portion of their 

earnings.  On the other hand, an S election would be less benefi cial for other types of banks.  For instance, banks 

that intend to pursue acquisitions or that have potentially volatile earnings may be better served by remaining 

C corporations.

If your bank does elect to make an S election, it is typically more complicated than simply “checking a box” on a tax 

fi ling.  Instead, a number of professionals may need to be involved to ensure the bank’s goals are achieved:

The bank’s corporate attorney would be involved throughout the process.  The attorney would assist 

in handling any shareholders that do not qualify as S corporation shareholders (such as negotiating a 
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voluntary repurchase or structuring an involuntary transaction), drafting any necessary proxy statements 

distributed to the shareholders, and creating the shareholder agreement that restricts the sale of the 

bank’s shares to preserve the S election.

The bank’s tax accountant or tax attorney would also have an important role.  This includes analyzing the 

shareholder base to determine which shareholders may not qualify as S corporation shareholders and 

considering any specifi c tax issues relevant to a particular bank.

A business appraiser has several roles.  First, the bank may require an appraisal of its stock prior to the 

S election for purposes of the built-in gains tax that may arise if the bank is eventually sold.  Second, 

appraisals are often necessary when repurchasing stock from non-qualifying shareholders, whether the 

transaction is voluntary or involuntary.  Third, a fairness opinion may be needed to determine the fairness 

to the bank’s shareholders or one specifi c group of shareholders such as the ESOP of the “squeeze out” 

transaction.
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TITLE DESCRIPTION     INVESTMENT           RELEASE DATE

The QMDM Companion, Version 4.0 (2008)

The Quantitative Marketability Discount Model (QMDM) presents a practical 
model to assist business appraisers in developing, quantifying and defending 
marketability discounts under the income approach. The very latest version 
of the QMDM now includes a revised and expanded explanatory manual. The 
model and manual are delivered as a .zip file electronically via email.

$125.00 Currently Available

Valuing Financial Institutions We are responding to requests to put this 1992 book back into print and we are 
doing so as an E-Book $65.00 Currently Available

Are S Corporations Worth More Than
C Corporations?

An e-booklet that adds to the S Corp vs. C Corp debate.
$19.95 Currently Available

Embedded Capital Gains A closer look at the Embedded Capital Gains issue. $19.95 Currently Available

Rate & Flow: An Alternative Approach to 
Determining Active/Passive Appreciation in 
Marital Dissolutions

In this e-book, we present an alternative model for determining active / passive 
appreciation in a marital dissolution. Complimentary Currently Available

QMDM Fact Sheet The latest information about the QMDM in a pdf format
Complimentary Currently Available

Visit our website at www.mercercapital.com for more information or to download an e-book.

MERCER CAPITAL’S E-BOOK LIBRARY

TITLE DESCRIPTION    INVESTMENT           RELEASE DATE

Understand the Value of Your 
  Local Exchange Carrier

Over the past decade, the telecommunications industry has been characterized 
both by rapid innovation and obsolescence. Whether through selling, acquiring, 
divesting, or any other major strategic change, it is important to realize the 
value of your telecommunications company as it stands today. 

Complimentary Currently Available

Understand the Value of Your 
  Electrical Distributorship

Electrical equipment wholesalers operate in a highly fragmented industry, 
consisting largely of family-owned business with a few locations within a 
relatively close proximity. This article provides insight into the situational 
(when and why) and analytical (how) aspects of valuing electrical distributors.

Complimentary Currently Available

Understand the Value of Your 
  Start-Up Business

Valuation for start-up enterprises can be a tricky proposition.  Regardless of 
industry, start-ups generally share a common set of operational characteristics 
and valuation needs that are distinct from mature firms.  This article discusses 
specific valuation considerations relevant to start-up companies.

Complimentary Currently Available

Understand the Value of Your 
   Independent Trust Company

Due to their variance in size, there is no one-size-fits-all definition of an 
independent trust company, and recognition of the particular attributes of 
independent trust companies is significant to understanding their value.

Complimentary Currently Available

Understand the Value of Your 
  Brick Business

This article provides an informative overview regarding the valuation of 
businesses operating in the brick industry, including a discussion of value as 
it relates generally to both manufacturers and wholesalers, as understanding 
how brick businesses are valued may help you understand how to grow the 
value of your business. 

Complimentary Currently Available

Understand the Value of Your 
  Insurance Brokerage

For the past several years, insurance brokerages have been in a period of 
consolidation, and the current soft market is expected to persist for at least 
the near term.  As such, it is an opportune time for business owners to have an 
idea of what their brokerage business is worth. 

Complimentary Currently Available

Understand the Value of Your 
  Physician Practice

The event that triggers ownership transfer can be categorized as either volun-
tary or involuntary.  It is important for physicians to consider the universe of 
ownership transfer possibilities, because sooner or later, you will be involved.

Complimentary Currently Available

Understand the Value of Your 
  Auto Dealership

Because your dealership will change hands, it is important for you to under-
stand the key concepts of business value and how value is determined for your 
dealership.

Complimentary Currently Available

Understand the Value of Your 
  Wholesale Distributorship of 
  Malt Beverage Products

The financial landscape is littered with rules of thumb pertaining to the value 
of privately owned businesses. Perhaps in no other industry is the rule of 
thumb concept more prevalent than in beer distribution. It is critical that value 
be determined and articulated in a credible fashion.  

Complimentary Currently Available

NEW WHITEPAPER SERIES: “UNDERSTAND THE VALUE OF ...”

Visit our website at www.mercercapital.com for more information or to download a whitepaper.

U P D A T E D
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INTERNET COMMERCE: OBTAIN PROPOSALS TO VALUE YOUR COMPANY, BANK, FLP OR LLC VIA OUR WEBSITE

The cost of your time and delays in obtaining proposals has just gone down. Use one of the PROPOSAL REQUEST FORMS on our website.

Many of your colleagues have already used our PROPOSAL REQUEST FORMS and are impressed by the decrease in transactional overhead and 

the increased ease in obtaining actionable proposals for their clients. We are pleased to be doing business with them. Try it yourself!  Visit our 

website and provide us with the pertinent information via this form, and we’ll prepare a proposal and deliver it to you via e-mail, fax or USPS. 

Complete confi dentiality is assured.

UNSUBSCRIBE

We will continue to send the newsletter as published at no cost unless you notify us that you wish to be removed from the distribution list.  To REMOVE 

yourself from this list, send an e-mail to: newsletters@mercercapital.com and type the words “Unsubscribe – Value Matters” in the subject line (without 

the quotation marks).
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DISCLAIMER. This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to our clients 
and friends. Those interested in specific guidance for legal and accounting matters should seek competent professional advice. Inquiries to discuss specific 
valuation or corporate finance matters are welcomed.  Permission is specifically granted to send copies of this Value Matters™ to others who might have an 
interest in its contents. Permission is also granted to quote portions of this newsletter with proper attribution.

Copyright © 2008 by Mercer Capital Management, Inc., all rights reserved. Text, graphics, and HTML code are protected by US and International Copyright 
Laws, and may not be copied, reprinted, published, translated, hosted, or otherwise distributed by any means without explicit permission.

A GENTLE PLUG FOR OUR FIRM

MERCER CAPITAL is a business valuation and investment banking fi rm serving a national and international clientele. Our reputation for excellence is 

based on an ability to solve complex fi nancial problems expeditiously.  We convert over 20 years of experience, including thousands of assignments, into 

solutions for the issues of today.  

Corporate Valuation. Mercer Capital provides a broad range of independent valuation and fi nancial advisory services, including:

Dispute Analysis Services and Expert Testimony

Valuation for Corporate Tax Matters

Valuation for Corporate Income Tax Issues 

Valuation for ESOPs

Purchase Price Allocations 
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Valuation of Employee Options

Goodwill Impairment Testing  

Valuation of Intangible Assets

Fairness Opinions
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Mercer Capital’s investment banking professionals specialize in providing merger and acquisition services to sellers or buyers of private businesses or 

public companies divesting divisions and subsidiaries. In addition, we assist  clients in industry consolidations, roll ups, and refi nancings. 
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