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Re: Income Tax – Taxation of Distributions Made While Accumulated Adjustment Account 

Maintains a Positive Balance 

 Opinion No. 20200224 

Dear  

Your request for a legal opinion regarding certain distributions made by a small business 

corporation (an “S corporation”) has been referred to me for response. You stated: 

 represents a Manufacturer (the “Manufacturer”) originally organized as 

a C corporation that made an S election several years later. The Manufacturer has 

followed IRC § l68(k) allowing Special Bonus Depreciation to be claimed on 

qualifying fixed assets at the federal level. The state of Arkansas does not adopt 

bonus deprecation, per Arkansas Code § 26-51-428. 

The Manufacturer added a large amount of fixed assets in the 2019 tax year. These 

assets are eligible in accordance with IRC § 168(k) and are expensed for tax 

purposes in the 2019 tax return. Because Arkansas does not adopt bonus 

depreciation, a large federal to state net taxable income difference is created. This 

leads to a large basis difference between the federal and state fixed asset records. 

Per IRC § 1368(c)(2), any distribution made in excess of the accumulated 

adjustment account (“AAA”) will “be treated as a dividend to the extent it does not 

exceed the accumulated earnings and profits of the S corporation.”  For the tax year 

ended December 31, 2019, the Manufacturer’ s distributions will bring the AAA to 

zero and the remaining distributions will be treated as a taxable dividend from 

corporate earnings and profits, at the federal level. Due to the different treatment of 

depreciation between the federal and Arkansas returns, Arkansas’ 2019 estimated 

AAA is not brought to zero. 

Please note, we found no specific guidance on federal versus Arkansas AAA 

considerations within the Arkansas statutes and regulations addressing S 
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corporations. However, Arkansas does adopt federal subchapter S rules per ACA § 

26-51-409. 

Pursuant to ACA § 26-51-428, the Manufacturer believes it does not need to 

recognize a dividend from corporate earnings and profits on the Arkansas return 

and, as such, is requesting a Legal Opinion as to whether or not the Arkansas 

Department of Finance and Administration (“Department”) would be inclined to 

agree with the Manufacturer’s conclusion, under the Manufacturer’s set of facts 

below. 

Without respect to the large asset addition, the Manufacturer estimates December 

31, 2019, federal fixed asset costs of $333,244,690 and accumulated depreciation 

of $292,047,948. The Manufacturer’s large purchase totals $8,282,574 and is 100% 

eligible for bonus depreciation. The total depreciable basis at the federal level nets 

to $41,196,742 ($333,244,690 + $8,282,574 - $292,047,948 - $8,282,574).  The 

estimated December 31, 2019, Arkansas fixed asset cost, without regard to the large 

asset addition, is $336,980,232 and accumulated depreciation is $286,829,116. The 

addition has a cost of $8,282,574 and current year depreciation of $1,656,515 at the 

Arkansas level. Arkansas has a total depreciable basis of $56,777,175 

($336,980,232 + $8,282,574 - $286,829,116 - $1,656,515). The total federal to 

Arkansas depreciable basis difference is $15,580,433 (AR $56,777,175 - federal 

$41,196,742). 

The Manufacturer’s 2018 federal ending AAA is $4,807,626. The estimated taxable 

income, which includes bonus depreciation, and distributions made during the 2019 

tax year would cause AAA to lower to zero with $4,120,896 of distributions to be 

classified as a dividend paid from corporate earnings and profits on the federal 

return. 

The Manufacturer’s federal to Arkansas depreciable basis difference of 

$15,580,433 results in an estimated Arkansas AAA balance at December 31, 2019, 

of $11,459,537 (derived by adding $15,580,433 to a negative federal AAA balance 

of $4,120,896). Because Arkansas’ AAA balance remains positive, none of the 

distribution is reported as a dividend from corporate earnings and profit. 

For the reasons stated above, the Manufacturer believes the federal dividend from 

corporate earnings and profits is not required to be reported on the Arkansas return. 

The dividend from corporate earnings and profits on a federal basis would not be 

taxable on an Arkansas basis at the shareholder individual tax income level.  The 

result will be an Arkansas individual income tax return in which the federal column    

will show sizeable dividend income, but the state column will show $0 in dividend 

income . . .  

Revenue Legal Counsel has interpreted your request to ask whether the S corporation you represent 

and its shareholders must show the payment or receipt of a dividend on their Arkansas income tax 

returns where the S corporation’s accumulated adjustment account has a positive balance for 
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Arkansas, but, due to differences between state and federal law, their Federal accumulated 

adjustment account will be reduced below zero, resulting in the payment of dividends.  

During an email exchange, you indicated that you were seeking a non-binding, advisory opinion 

rather than a binding opinion issued to a specific Arkansas taxpayer. The following opinion 

addresses the broad legal issue raised by your opinion request but does not apply that law to any 

specific scenario. You may request a supplemental opinion if you would like a binding opinion 

issued to a specific taxpayer.  

Nothing in this opinion is intended to endorse the method used to calculate the federal or Arkansas 

AA Account balances described in your opinion request or to concede that your client’s Arkansas 

AA Account balance is in fact positive. This opinion is limited to the classification of such 

distributions were the Arkansas AA Account balance actually positive. 

RESPONSE 

You are correct that distributions made by an S corporation in a tax year where its Accumulated 

Adjustment Account (“AA Account”) maintains a positive balance need not be reported by the S 

corporation or the shareholders as a dividend.  

Arkansas has not adopted the bonus depreciation allowance described at 26 U.S.C. § 168(k).  

Subchapter S of the Internal Revenue Code determines when distributions of property from an S 

corporation are treated as dividends: 

(a) General rule.--A distribution of property made by an S corporation with respect 

to its stock to which (but for this subsection) section 301(c) would apply shall be 

treated in the manner provided in subsection (b) or (c), whichever applies. 

(b) S corporation having no earnings and profits.--In the case of a distribution 

described in subsection (a) by an S corporation which has no accumulated earnings 

and profits-- 

(1) Amount applied against basis.--The distribution shall not be included in 

gross income to the extent that it does not exceed the adjusted basis of the stock. 

(2) Amount in excess of basis.--If the amount of the distribution exceeds the 

adjusted basis of the stock, such excess shall be treated as gain from the sale or 

exchange of property. 

(c) S corporation having earnings and profits.--In the case of a distribution 

described in subsection (a) by an S corporation which has accumulated earnings 

and profits-- 

(1) Accumulated adjustments account.--That portion of the distribution which 

does not exceed the accumulated adjustments account shall be treated in the 

manner provided by subsection (b). 
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(2) Dividend.--That portion of the distribution which remains after the 

application of paragraph (1) shall be treated as a dividend to the extent it does 

not exceed the accumulated earnings and profits of the S corporation. 

(3) Treatment of remainder.--Any portion of the distribution remaining after the 

application of paragraph (2) of this subsection shall be treated in the manner 

provided by subsection (b). 

Except to the extent provided in regulations, if the distributions during the taxable 

year exceed the amount in the accumulated adjustments account at the close of the 

taxable year, for purposes of this subsection, the balance of such account shall be 

allocated among such distributions in proportion to their respective sizes. 

26 U.S.C. § 1368. 

To properly apply 26 U.S.C. § 1368, one must understand that a AA Account is:  

an account of the S corporation which is adjusted for the S period in a manner 

similar to the adjustments under section 1367 (except that no adjustment shall be 

made for income (and related expenses) which is exempt from tax under this title 

and the phrase “(but not below zero)” shall be disregarded in section 1367(a)(2)) 

and no adjustment shall be made for Federal taxes attributable to any taxable year 

in which the corporation was a C corporation. 

26 U.S.C. § 1368(e)(1)(A).  

Arkansas has adopted “26 U.S.C. § 1361 et seq., as in effect on January 1, 2019, regarding small 

business corporations, . . . for the purpose of computing Arkansas income tax liability.” Ark. Code 

Ann. § 26-51-409 (Supp. 2019). That means 26 U.S.C. § 1368 has been adopted by the Arkansas 

General Assembly. No Arkansas law has been passed to alter 26 U.S.C. § 1368 or how it operates 

to classify distributions made by S corporations. Therefore, distributions that do not exceed an S 

corporations’ Arkansas AA Account are not included in gross income to the extent they do not 

exceed the adjusted basis of the stock. Where the adjusted basis of the stock is exceeded, that 

portion exceeding the adjusted basis is treated as a gain from the sale or exchange of property. 

Therefore, an S corporation with a positive Arkansas AA Account balance need not report its 

distributions as dividends, so long as the distributions do not exceed the adjusted basis of the stock. 

The same rule applies regardless of whether the S corporation’s federal return reflects the payment 

of dividends. Your interpretation of the treatment of distributions is correct. 

This opinion is based upon my understanding of the facts as set out in your inquiry and as current 

Arkansas laws and rules govern those facts. Any change in the facts or law could result in a 

different opinion. This opinion is intended only for informational purposes and is not binding on 

the Department. 
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Sincerely, 

 

 

 

 

Keith K. Linder, Attorney 

Revenue Legal Counsel 

 




