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ACTION:  Final regul ations.

SUMVARY: This docunent contains final regulations relating to

t he passthrough of itens of an S corporation to its sharehol ders,
the adjustnents to the basis of stock of the sharehol ders, and
the treatnent of distributions by an S corporation. Changes to
the applicable | aw were made by the Subchapter S Revision Act of
1982, the Tax Reform Act of 1984, the Tax Reform Act of 1986, the
Techni cal and M scel | aneous Revenue Act of 1988, and the Snal

Busi ness Job Protection Act of 1996. These regul ati ons provide
the public with guidance needed to conply with the applicable | aw
and will affect S corporations and their sharehol ders.

DATES: Effective Date: These regul ations are effective August

18, 1998.

Applicability Dates: For dates of applicability, see

81.1366-5, 81.1367-3, and 81.1368-4, plus Transition Rule and
Ef fective Date under SUPPLEMENTARY | NFORVATI ON.

FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ations
under section 1366, Martin Schaffer, Deane M Burke, or David

Shul man (202) 622-3070; concerning the regul ati ons under sections
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1367 and 1368, Brenda Stewart, (202) 622-3120.
SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The collection of information contained in these final
regul ati ons has been revi ewed and approved by the Ofice of
Managenent and Budget in accordance with the Paperwork Reduction
Act of 1995 (44 U.S.C. 3507) under control nunber 1545-1613.
Responses to this collection of information are nmandatory.

An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless the
collection of information displays a valid control nunber.

The burden for this requirement is reflected in the burden
of Form 1040, “U.S. Individual Incone Tax Return”, and Form
1120S, “U.S. Inconme Tax Return for an S corporation”.

Suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: |RS Reports C earance Oficer
OP: FS: FP, Washi ngton, DC 20224, and to the O fice of Managenent
and Budget, Attn: Desk Oficer for the Departnent of the
Treasury, O fice of Information and Regul atory Affairs,
Washi ngt on, DC 20503.

Books or records relating to this collection of information
nmust be retained as long as their contents nmay becone material in
the adm nistration of any internal revenue law. Cenerally, tax
returns and tax return information are confidential, as required
by 26 U.S.C. 6103.

Backgr ound
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Thi s docunent anends 26 CFR part 1 to provide additional
rul es under sections 1366, 1367, and 1368 relating to the
passt hrough of itens of an S corporation to its sharehol ders, the
adjustnents to the basis of stock of the sharehol ders, and the
treatnment of distributions by an S corporation.

On August 18, 1998, the IRS published in the Federal
Regi ster (63 FR 44181), a notice of proposed rul emaki ng (REG
209446- 82) regarding sections 1366, 1367, and 1368. Conmments
respondi ng to the proposed regul ati ons were received. The public
heari ng was cancel ed because there were no requests to speak.
After considering the coments received, the proposed regul ations
are adopted as anended by this Treasury deci sion.
Expl anati on of Revisions and Sunmary of Comments

1. Aggregation of deductions froman S corporation with

deductions from ot her sources.

The proposed regul ati ons provide that a sharehol der of an S
corporation nust aggregate its separate deducti ons and excl usions
with the shareholder’s pro rata share of the S corporation’s
separately stated deductions or exclusions in determning the
al | owabl e anount of any deduction or exclusion that is subject to
alimtation in the Code.

The proposed regul ati ons provide an exanple of this rule for
property expensed under section 179. A conmentator suggested
that the exanple inplies that a sharehol der nust expense its pro
rata share of section 179 expense fromthe S corporation before

It can expense any separately acquired property.
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The exanple is intended to illustrate that a sharehol der may
expense only up to the anount all owabl e under section 179 in any
gi ven year regardl ess of whether the property is owned
i ndi vidual ly or through an S corporation. The exanple is not
intended to inply that a sharehol der nust elect to expense
property held in an S corporation before it can expense any
separately acquired property. However, once an S corporation
el ects to expense property under section 179, a sharehol der w |l
generally elect to expense personal property only to the extent
t he shareholder’s pro rata share of the corporation’ s section 179
expense does not exceed the shareholder’s individual limtation
under section 179(b). Accordingly, no nodifications have been
made to the exanple in the final regul ations.

The commentator al so requested that the final regul ations
provide additional exanples that illustrate the aggregation of
the shareholder’s pro rata share of deductions and excl usions
froman S corporation with deductions and excl usions from ot her
sources and the operation of any limtations on those aggregated
deductions and exclusions. Specifically, the comrentator
requested that the final regul ations include an exanple in which
t he sharehol der’ s aggregate section 179 expenses from sever al
passt hr ough sources exceeds the maxi mum section 179 expense
al l owabl e. The allocation of the section 179 expense anong the
vari ous sources is nore appropriately addressed in the
regul ati ons under section 179 and is beyond the scope of these

regul ations. Accordingly, the final regulations do not adopt



this comment.

2. Recharacterization of gains and | osses at the sharehol der

lLevel .

Generally, the itens of an S corporation that are passed
t hrough, and reported by, a sharehol der are characterized at the
corporate level in the sane manner that partnership itens are
characterized at the partnership |evel.

However, the proposed regul ations al so contain exceptions to
this general rule for contributions of either noncapital gain
property or capital |oss property if an S corporation is forned
or availed of by any sharehol der or sharehol ders for a principal
pur pose of selling or exchanging the property that in the hands
of the sharehol der or sharehol ders woul d have produced a
different character of gain or loss. The character of the gain
or loss will be the sanme as it would have been if the property
were in the hands of the sharehol der or shareholders at the tine
of the sale or exchange.

Comment at ors suggested that, in the absence of a statutory
provision |like section 724 in the partnership context, the IRS
| acked the authority to recharacterize gain or loss at the
sharehol der level. Thus, the conmmentators asserted that the
final regul ations should not adopt the recharacterization rules.
Al ternatively, the commentators suggested limting the
recharacterization rule to sales or exchanges occurring within a
specified tinme period.

Unli ke the partnership rules, the recharacterization rules
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In the proposed regulations are limted to transactions in which
an S corporation is used for a principal purpose of changing the
character of the gain or loss of contributed property. These
rul es are reasonabl e approaches to renmedyi ng any i nproper
attenpts to utilize section 1366(b) to avoid tax. The |length of
time between the contribution of the property to the S
corporation and the S corporation’s sale or exchange of the
property will be a factor considered in evaluating whether the S
corporation was availed of for a principal purpose of changing
the character of the gain or |loss. However, the final
regul ati ons do not adopt any particular tine period. Thus, the
final regulations retain the recharacterization rules as
proposed.

3. Goss incone reporting requirenent.

Section 1366(c), |ike section 702(c) in the partnership
context, provides for the passthrough of gross inconme to a
sharehol der for federal incone tax purposes. Thus, where it is
necessary to determ ne the amobunt or character of the gross
i ncome of a sharehol der, the proposed regul ati ons provide that a
sharehol der's gross incone includes the shareholder's pro rata
share of the gross inconme of the S corporation. This anount is
t he amount of gross incone of the corporation used to derive the
sharehol der's pro rata share of S corporation taxable income or
| oss.

A comment at or suggested that the rule in the proposed

regul ations attenpts to narrow the di sclosure exception under
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section 6501(e) by applying a pro rata concept with respect to a
sharehol der’s gross incone. The commentator recommended that the
final regulations not adopt the gross incone reporting rules or,
alternatively, provide a de mnims exception to the rule for
certain shareholders who own mnority interests in an S
cor poration.

The rule in the proposed regulations parallels the rules for
determ ning the anmount of gross incone reported by a partner in a
partnership. See section 702(c); 81.702-1(c)(2). Accordingly,

the final regulations do not adopt this suggestion.

4. Carryover of disallowed | osses under section 1366(d).

Section 1366(d) provides that a sharehol der’s disall owed
| osses and deductions for any taxable year shall be treated as
i ncurred by the corporation in the succeedi ng taxable year with
respect to that shareholder. The proposed regul ations provide
that a shareholder's | osses and deducti ons disal | owed under
section 1366(d) are personal to the sharehol der and cannot in any
manner be transferred to another person. A commentator requested
that the final regulations provide an exception to this rule for
transferees that have an identity of investnent interest or
comon basis with the transferor, such as when stock is
transferred incident to divorce under section 1041.

Under section 1366(d), the carryover of disallowed | osses
and deductions is with respect to the sharehol der whose
investnment |imted the itens of |oss or deduction. Thus, the

carryover is not available to a transferee who acquires the stock
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whet her by sale, death, gift, or otherwi se. Accordingly, the
final regulations retain the rule that disallowed | osses and
deductions are nontransferable.

The proposed regul ations al so provide that if a sharehol der
transfers all of the shareholder’s stock in the corporation, any
di sal l oned | oss or deduction is permanently disallowed. A
comment at or suggested that the final regulations permt a forner
shar ehol der of an S corporation who subsequently reacquires stock
in the S corporation to utilize the | osses and deductions
previously disallowed to the sharehol der.

Losses and deductions that are disallowed in any taxable
year carry over under section 1366(d) to the succeedi ng taxable
year of the corporation with respect to a particul ar sharehol der.
If a sharehol der conpletely termnates its interest in the
corporation, the shareholder will not be a shareholder in the
succeedi ng taxable year of the corporation and the disall owed
| osses would not carry over. There is no statutory authority for
the carryover of disallowed itens if a shareholder is not a
sharehol der in the year succeeding the disallowance. The
di sallowed itens of |oss and deduction are anounts that exceed
t he sharehol der’s econom c investnent in the corporation. Once
t he sharehol der termnates its interest in the corporation, it is
not necessary to preserve the shareholder’s position in the
corporation. Thus, the final regulations do not adopt this
coment ator’ s suggestion

5. Basis in S corporation stock received as a gift.
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Section 1366(d)(1) limts the anobunt of corporate |osses and
deductions that can pass through to, and be deducted by, a
sharehol der to the sharehol der’s adjusted basis in the
corporation’s stock and debt of the corporation to the
shar ehol der

The proposed regul ati ons provide that, for purposes of
section 1366(d)(1), a shareholder’s basis in stock acquired by
gift is the basis of the stock used for purposes of determ ning
| oss under section 1015. Thus, if the fair market value of the
stock exceeds the donor’s adjusted basis on the date of the gift,
for purposes of section 1366(d)(1), the adjusted basis of the
stock in the hands of the donee is its adjusted basis in the
hands of the donor. However, if the donor’s adjusted basis in
t he stock exceeds the stock’s fair market value on the date of
the gift, for purposes of section 1366(d)(1), the adjusted basis
of the stock in the hands of the donee is the stock’s fair market
value on the date of the gift.

One commentator argued that the basis for determ ning |oss
under section 1015 is applicable only on the disposition of the
gifted asset. The basis for determining loss in section 1015
general ly does not affect the basis for depreciation or the
deductibility of net expenses arising out of the use or operation
of the gifted asset.

The proposed regul ati ons, however, apply the |loss basis rule
I n section 1015 not for purposes of determning the depreciable

basis of a gifted asset, but rather for purposes of determ ning
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t he amount of passthrough | osses and deductions (i ncl uding
depreci ati on deducti ons and operating | osses) that are allowabl e
to a sharehol der under section 1366. The donee of |o0ss stock
cannot di spose of the stock and recognize the |oss inherent in
the stock on the date of gift. |If the donee could use the
donor’s basis to take depreciation deductions and operating
| osses of the S corporation, the donee in effect would realize
the benefit of the loss inherent in the stock.

Anot her comment at or agreed that the basis for determ ning
|l oss in section 1015 ought to be the basis of gifted stock for
pur poses of section 1366. Thus, the final regulations continue
to provide that for purposes of section 1366, the basis of stock
acquired by gift is the basis for determ ning | oss under section
1015.

6. Allocation of disallowed |losses in certain corporate

separations.

The proposed regul ations provide rules for the carryover of
di sal | oned | osses and deductions in the case of certain corporate
reorgani zations. |In the case of an S corporation that transfers
a part of its assets constituting an active trade or business to
anot her corporation in a transaction to which section
368(a)(1) (D) applies, and imedi ately thereafter the stock and
securities of the controlled corporation are distributed in a
di stribution or exchange to which section 355 (or so nmuch of
section 356 as relates to section 355) applies, any disallowed

| oss or deduction with respect to a sharehol der of the
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di stributing corporation imediately before the transaction is
al | ocated between the distributing corporation and the controlled
corporation wth respect to the shareholder. The proposed
regul ati ons provide that the anopunt of disallowed |oss or
deduction allocated to the distributing (or controlled)
corporation wth respect to the shareholder is an anmount that
bears the sane ratio to each itemof disallowed |oss or deduction
as the value of the shareholder’s stock in the distributing (or
controll ed) corporation bears to the total value of the
sharehol der’s stock in the distributing and controll ed
corporations, in each case as determned i mediately after the
di stribution.

A comment at or suggested that the termvalue as used in the
proposed regul ations i s anbi guous and that the final regul ations
shoul d specifically state "fair market value." The comment at or
al so recormmended that because the conputation of fair market
val ue introduces a host of valuation issues into the transaction,
the final regulations should permt an allocation of disallowed
| osses and deductions based on the relative adjusted bases of the
assets of the distributing and controlled corporations. Finally,
the commentator requested that the final regulations allow S
corporations to allocate disallowd | osses and deductions to the
controlled or distributing corporation based upon the source of
t hose | osses and deductions. The final regulations permt
sharehol ders to allocate disallowed | osses and deducti ons

according to any reasonabl e nethod, including a nethod based on
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the relative fair market value of the shareholder’s stock in the
distributing and controlled corporations i mediately after the
distribution, a nethod based on the relative adjusted bases of
the assets in the distributing and controlled corporations
I medi ately after the distribution, or, in the case of |osses and
deductions clearly attributable to either the distributing or
controll ed corporation, a nethod that allocates such | osses and
deductions accordingly.
7. Allocation of tax on passive investnent incone under section

1366(f)(3).
Section 1366(f)(3) provides that if any tax is inposed under

section 1375 for a taxable year, each item of passive investnent
I ncome is reduced by an anmount which bears the sane ratio to the
amount of the tax as the anmount of the item bears to the total
passi ve investnent incone for the taxable year.

A comment at or requested gui dance in the final regul ati ons on
whet her the allocation of any tax inposed under section 1375 is
made based on the total gross or total net passive investnent
i ncome. Under section 1375, the anount of excess passive
I nvestnment inconme is allocated to the itens of passive investnent
I nconme based on the net passive investnent incone of the
corporation. The allocation of the tax inposed on the excess
passi ve investnent incone should be simlarly allocated.
Accordingly, the final regulations clarify that the allocation of
any tax under section 1375 is based on the total net passive

I nvestment incone for the taxable year.
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8. Accrual of charitable contribution deductions under section

170(a) (2).

The proposed regul ati ons under section 1366 provide that

each sharehol der nust take into account the shareholder’s pro
rata share of any charitable contributions paid by the
corporation during the corporation’s taxable year. A commentator
requested that the final regulations clarify that separately
stated itens include charitable contributions paid or deened to
be paid. The comrentator suggested that an accrual basis S
corporation may el ect under section 170(a)(2) to treat charitable
contributions as paid in the year prior to the year in which the
charitable contribution is actually paid.

Under section 1363(b), S corporations generally conpute
their taxable income in the same manner as in the case of an
i ndi vidual. However, S corporations are not permtted to take
charitabl e contribution deductions by virtue of the cross
reference in section 1363(b)(2) to section 703(a)(2). Instead,
t he deductions for charitable contributions pass through to the
sharehol ders of the S corporation. |Individuals cannot nake the
el ection under section 170(a)(2). Treasury and the Service
believe that an S corporation also cannot nake the el ection under
section 170(a)(2). Accordingly, the final regulations do not
adopt this suggestion.

9. Treatnent of section 108 incone

The regul ations enunerate itens of incone (including tax-

exenpt incone), |oss, deduction, or credit of an S corporation
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that nmust be taken into account separately by each sharehol der
pursuant to section 1366(a)(1l)(A). “Tax-exenpt inconme” does not
i ncl ude i nconme from di scharge of indebtedness excluded from

I ncome under section 108 because such incone is not permanently
excludible fromincone in all circunstances in which section 108
applies. One commentator objected to this treatnent of section
108 income, arguing that such incone is tax-exenpt and that
application of section 108 at the S corporation |evel pursuant to
section 108(d)(7)(A) does not preclude the pass-through of
section 108 inconme. Another commentator, however, agreed with

t he approach taken by the regul ati ons.

Treasury and the Service continue to believe that the
absence of a stock basis increase for income of an S corporation
excl uded under section 108(a) is consistent with the |egislative
hi story of section 108 and the specific rules that apply to the
di scharge of indebtedness income of S corporations. Accordingly,
the treatnment of section 108 incone is unchanged in the final
regul ati ons.

10. Adjustnent to Basis of Stock

Section 1367(a) and 81.1367-1 of the proposed regul ations
prescribe the order of adjustnents required by subchapter S to
the basis of a shareholder’s stock in an S corporation and the
manner in which those adjustnents are nmade.

A commrent at or suggested that the final regulations should

provide that |ife insurance prem uns on policies owed by the S
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corporation do not affect either a shareholder’s basis in
stock/ debt or the corporation’s accunul ated adj ust nents account
(AAA). The commentator further suggested that 81.1367-1(c)(2)
(relating to noncapital, nondeductibl e expenses) be anended to
make speci al provision for accounts receivabl e when debt is
restored.

Because these coments relate to provisions in 81.1367-1
that were not affected by the anmendnents contained in the
proposed regul ati ons, the comments are not reflected in the final

regul ati ons.

11. Adjustnents Required Before Determ ning Tax Effect of

Di stribution.

Section 1.1368-2 of the proposed regul ations provides rul es
for determning the source of a distribution nmade by an S
corporation wth respect to its stock and the tax effect of the
distribution to the sharehol ders for taxable years of the
corporation beginning on or after August 18, 1998.

One commentator interpreted 81.1368-2(a)(5) of the proposed
regul ati ons, which prescribes the order in which adjustnents are
made to the AAA for purposes of determ ning the source of a
distribution, as providing that the AAAis adjusted in the sane
order as the adjustnents to the basis of a share of stock under
81.1367-1 of the proposed regul ations. The conmentator stated
t hat al though the Small Business Job Protection Act of 1996 (1996
Act) changed the order of the adjustnents to the basis of a share

of stock, the 1996 Act did not change the order of the
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adj ustnments to the AAA except in situations involving a net
negati ve adjustnment (where the reductions in the account for the
t axabl e year exceed the increases for the taxable year). Wen a
net negative adjustnent occurs, the AAAis adjusted to take into
account distributions before the AAAis adjusted to take into
account any net negative adjustnent.

Consi stent with the comment received, the final regulations
make cl ear that except in situations involving a net negative
adj ustnment, the order of adjustnments to the AAA is not changed.
Exanpl es are added to the final regulations to illustrate the
effect of the 1996 Act on the AAA ordering rules.

12. Transition Rule and Effective Date sections 1367 and 1368.

Sections 1.1367-3 and 1.1368-4 of the proposed regul ations
provide that the anmendnents to the final regulations under
section 1367 and 1368 apply only to taxable years of the
corporation beginning on or after August 18, 1998.

Comment at ors suggested that because the anendnents to
sections 1367 and 1368 under the 1996 Act are effective for
t axabl e years begi nning after Decenber 31, 1996, the final
regul ati ons should be effective, at |east on an elective basis,
for the period beginning fromthe effective date of the 1996 Act
and ending on the effective date of the final regul ations.

Sections 1.1367-3 and 1.1368-4 of the final regul ations
reflect this comment and provide that for taxable years beginning
on or after January 1, 1997, and before August 18, 1998, the

adjustnents to the basis of a shareholder’s stock and the
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treatnment of distributions by an S corporation, respectively,
must be determned in a reasonabl e manner, taking into account
the statute and the legislative history. Return positions
consistent wwth the final regulations will be considered
reasonabl e.
Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive O der
12866. Therefore, a regulatory assessnent is not required. It
has al so been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U S.C. chapter 5) does not apply
to these regulations. It is hereby certified that the collection
of information in these regulations will not have a significant
econonm ¢ i npact on a substantial nunber of small entities. This
certification is based upon the fact that these regul ati ons do
not inpose a collection of information that is not already
required by the underlying statute or the current regulations and
reflected in the appropriate fornms. Therefore, a Regul atory
Flexibility Analysis under the Regulatory Flexibility Act (5
U S. C chapter 6) is not required. Pursuant to section 7805(f)
of the Internal Revenue Code, the notice of proposed rul emaki ng
precedi ng these regul ations was submtted to the Chief Counsel
for Advocacy of the Small Business Adm nistration for comment on
Its inpact on small business.
Drafting Information

The principal authors of these final regulations are
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Terri A Belanger, Deane M Burke, and Brenda Stewart of the
O fice of Chief Counsel (Passthroughs and Special |ndustries),
I nternal Revenue Service. However, other personnel fromthe IRS
and Treasury Departnent participated in their devel opnent.
Li st of Subjects
26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.

26 CFR Part 602

Reporting and recordkeepi ng requirenents.
Adopti on of Anendnents to the Regul ations

Accordingly, 26 CFR parts 1 and 602 are anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

Authority: 26 U S.C. 7805 * * *

Par. 2. Sections 1.1366-0 and 1.1366-1 are added, 81.1366-2
I's revised, and 881.1366-3 through 1.1366-5 are added to read as
fol | ows:

81.1366-0 Table of contents.

The follow ng table of contents is provided to facilitate
the use of 881.1366-1 through 1.1366-5:

81.1366-1 Shareholder's share of itens of an S corporation.

(a) Determnation of shareholder's tax liability.

(1) In general.

(2) Separately stated itens of incone, |oss, deduction, or
credit.

(3) Nonseparately conputed incone or | oss.

(4) Separate activities requirenent.

(5) Aggregation of deductions or exclusions for purposes of
I

mtations.
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Character of itens constituting pro rata share.

I n general .

Exception for contribution of noncapital gain property.
Exception for contribution of capital |oss property.

G oss inconme of a sharehol der.

I n general .

G oss inconme for substantial om ssion of itens.

Shar ehol ders hol ding stock subject to community property

g N N N e e e e

" Net operating | oss deduction of shareholder of S
por ati on.
Cross-reference.

~ O M A A S SN
O MDOYAOANFO WNRFRDT

N = N

81.1366-2 Limtations on deduction of passthrough itens of an S
corporation to its sharehol ders.

(a) In general.

(1) Limtation on | osses and deductions.

(2) Carryover of disallowance.

(3) Basis limtation anount.

(i) Stock portion.

(i1) I'ndebtedness portion.

(4) VLimtation on |osses and deductions allocated to each item
(5) Nontransferability of |osses and deducti ons.

(6) Basis of stock acquired by gift.

(b) Special rules for carryover of disallowed | osses and
deductions to post-termnation transition period described in
section 1377(b).

(1) In general.

(2) Limtation on | osses and deductions.

(3) Limtation on |osses and deductions allocated to each item
(4) Adjustnent to the basis of stock.

(c) Carryover of disallowed | osses and deductions in the case of
| i qui dati ons, reorganizations, and divisions.

(1) Liquidations and reorganizations.

(2) Corporate separations to which section 368(a)(1)(D) applies.

81.1366-3 Treatnent of famly groups.

(a) In general.
(b) Exanples.

81.1366-4 Special rules limting the passthrough of certain
items of an S corporation to its sharehol ders.

(a) Passthrough inapplicable to section 34 credit.

(b) Reduction in passthrough for tax inposed on built-in gains.
(c) Reduction in passthrough for tax inposed on excess net
passi ve i ncone.

81.1366-5 Effective date.
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81.1366-1 Shareholder's share of itens of an S corporation.

(a) Determ nation of shareholder's tax liability--(1) In

general. An S corporation nust report, and a shareholder is
required to take into account in the shareholder's return, the
sharehol der's pro rata share, whether or not distributed, of the
S corporation's itenms of incone, |oss, deduction, or credit
described in paragraphs (a)(2), (3), and (4) of this section. A
sharehol der's pro rata share is determ ned in accordance with the
provi sions of section 1377(a) and the regul ati ons thereunder.

The sharehol der takes these itens into account in determning the
sharehol der's taxable incone and tax liability for the

sharehol der's taxable year with or within which the taxable year
of the corporation ends. |If the shareholder dies (or if the
sharehol der is an estate or trust and the estate or trust

term nates) before the end of the taxable year of the
corporation, the shareholder's pro rata share of these itens is
taken into account on the shareholder's final return. For the
limtation on allowance of a shareholder's pro rata share of S
corporation | osses or deductions, see section 1366(d) and

81. 1366- 2.

(2) Separately stated itens of incone, |oss, deduction, or

credit. Each sharehol der nust take into account separately the
sharehol der's pro rata share of any item of incone (including

t ax- exenpt incone), |oss, deduction, or credit of the S
corporation that if separately taken into account by any

shar ehol der could affect the shareholder's tax liability for that
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taxabl e year differently than if the sharehol der did not take the
iteminto account separately. The separately stated itens of the
S corporation include, but are not Iimted to, the foll ow ng
Itens--

(i) The corporation’s conbi ned net anount of gains and
| osses from sal es or exchanges of capital assets grouped by
appl i cabl e hol ding periods, by applicable rate of tax under
section 1(h), and by any other classification that may be
rel evant in determning the shareholder’s tax liability;

(i1) The corporation’s conbined net anount of gains and
| osses from sales or exchanges of property described in section
1231 (relating to property used in the trade or business and
I nvol untary conversions), grouped by applicable hol ding periods,
by applicable rate of tax under section 1(h), and by any other
classification that may be relevant in determning the
sharehol der’s tax liability;

(iii) Charitable contributions, grouped by the percentage
limtations of section 170(b), paid by the corporation within the
t axabl e year of the corporation;

(iv) The taxes described in section 901 that have been paid
(or accrued) by the corporation to foreign countries or to
possessi ons of the United States;

(v) Each of the corporation’ s separate itens involved in the
determ nation of credits against tax all owabl e under part |V of
subchapter A (section 21 and follow ng) of the Internal Revenue

Code, except for any credit allowed under section 34 (relating to
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certain uses of gasoline and special fuels);

(vi) Each of the corporation’s separate itens of gains and
| osses fromwagering transactions (section 165(d)); soil and
wat er conservation expenditures (section 175); deduction under an
el ection to expense certain depreciable business expenses
(section 179); nedical, dental, etc., expenses (section 213); the
additional item zed deductions for individuals provided in part
VIl of subchapter B (section 212 and follow ng) of the Internal
Revenue Code; and any other item zed deductions for which the
limtations on item zed deducti ons under sections 67 or 68
appl i es;

(vii) Any of the corporation’s itens of portfolio inconme or
| oss, and expenses related thereto, as defined in the regul ations
under section 469;

(viii) The corporation s tax-exenpt income. For purposes of
subchapter S, tax-exenpt incone is incone that is permanently
excludi ble fromgross incone in all circunstances in which the
applicabl e provision of the Internal Revenue Code applies. For
exanpl e, inconme that is excludible fromgross incone under
section 101 (certain death benefits) or section 103 (interest on
state and | ocal bonds) is tax-exenpt incone, while inconme that is
excl udi bl e fromgross inconme under section 108 (incone from
di scharge of indebtedness) or section 109 (inprovenents by | essee
on | essor’s property) is not tax-exenpt incone;

(ix) The corporation’s adjustnents described in sections 56

and 58, and itens of tax preference described in section 57; and
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(x) Any itemidentified in guidance (including forns and
I nstructions) issued by the Comm ssioner as an itemrequired to
be separately stated under this paragraph (a)(2).

(3) Nonseparately conputed incone or |oss. Each sharehol der

nmust take into account separately the shareholder’s pro rata
share of the nonseparately conputed inconme or |loss of the S
corporation. For this purpose, nonseparately conputed inconme or

| oss neans the corporation’s gross income |ess the deductions

all owed to the corporation under chapter 1 of the Interna

Revenue Code, determ ned by excluding any itemrequiring separate
conput ati on under paragraph (a)(2) of this section.

(4) Separate activities requirenent. An S corporation nust

report, and each sharehol der nust take into account in the
sharehol der’s return, the shareholder’s pro rata share of an S
corporation’s itenms of incone, |oss, deduction, or credit
described in paragraphs (a)(2) and (3) of this section for each
of the corporation’s activities as defined in section 469 and the

regul ati ons thereunder.

(5) Aggregation of deductions or exclusions for purposes of

limtations--(i) In general. A sharehol der aggregates the

shar ehol der’ s separate deductions or exclusions with the
sharehol der’s pro rata share of the S corporation’s separately
stated deductions or exclusions in determning the anmount of any
deduction or exclusion allowable to the sharehol der under
subtitle A of the Internal Revenue Code as to which a limtation

I's 1 nposed.
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(i1) Exanple. The provisions of paragraph (a)(5)(i) of this
section are illustrated by the foll ow ng exanpl e:

Exanple. In 1999, Corporation M a cal endar year S
corporation, purchases and places in service section 179 property
costing $10,000. Corporation Melects to expense the entire cost
of the property. Shareholder A owns 50 percent of the stock of
Corporation M  Shareholder A's pro rata share of this itemafter
Corporation Mapplies the section 179(b) limtations is $5, 000.
Because the aggregate anount of Shareholder A's pro rata share
and separately acquired section 179 expense may not exceed
$19, 000 (the aggregate maxi mum cost that may be taken into
account under section 179(a) for the applicable taxable year),
Shar ehol der A may el ect to expense up to $14,000 of separately
acquired section 179 property that is purchased and placed in
service in 1999, subject to the [imtations of section 179(b).

(b) Character of itens constituting pro rata share--(1) In

general. Except as provided in paragraph (b)(2) or (3) of this
section, the character of any itemof inconme, |oss, deduction, or
credit described in section 1366(a)(1)(A) or (B) and paragraph
(a) of this section is determned for the S corporation and
retains that character in the hands of the shareholder. For
exanple, if an S corporation has capital gain on the sale or
exchange of a capital asset, a shareholder’s pro rata share of
that gain will also be characterized as a capital gain regardl ess
of whether the shareholder is otherwi se a dealer in that type of
property. Simlarly, if an S corporation engages in an activity
that is not for profit (as defined in section 183), a

sharehol der’s pro rata share of the S corporation’ s deductions

wi |l be characterized as not for profit. Also, if an S
corporation nmakes a charitable contribution to an organi zation
qual i fyi ng under section 170(b)(1)(A), a shareholder’s pro rata

share of the S corporation’s charitable contribution wll be
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characterized as made to an organi zation qualifying under section
170(b) (1) (A).

(2) Exception for contribution of noncapital gain property.

If an S corporation is forned or availed of by any sharehol der or
group of shareholders for a principal purpose of selling or
exchangi ng contributed property that in the hands of the

shar ehol der or sharehol ders woul d not have produced capital gain
I f sold or exchanged by the sharehol der or sharehol ders, then the
gain on the sale or exchange of the property recognized by the
corporation is not treated as a capital gain.

(3) Exception for contribution of capital |oss property. |If

an S corporation is formed or availed of by any sharehol der or
group of shareholders for a principal purpose of selling or
exchangi ng contributed property that in the hands of the

shar ehol der or sharehol ders woul d have produced capital loss if
sol d or exchanged by the sharehol der or sharehol ders, then the

| oss on the sale or exchange of the property recognized by the
corporation is treated as a capital loss to the extent that,

I medi ately before the contribution, the adjusted basis of the
property in the hands of the sharehol der or sharehol ders exceeded
the fair market value of the property.

(c) Goss incone of a shareholder--(1) In general. \Were it

IS necessary to determ ne the anmount or character of the gross
I ncome of a sharehol der, the sharehol der’s gross incone includes
t he shareholder’s pro rata share of the gross incone of the S

corporation. The shareholder’s pro rata share of the gross
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i ncome of the S corporation is the ambunt of gross incone of the
corporation used in deriving the shareholder’s pro rata share of
S corporation taxable income or loss (including itens described
in section 1366(a)(1)(A) or (B) and paragraph (a) of this
section). For exanple, a shareholder is required to include the
sharehol der’s pro rata share of S corporation gross inconme in
conputing the sharehol der’s gross inconme for the purposes of
determ ning the necessity of filing a return (section 6012(a))
and the sharehol der’s gross incone derived fromfarmng (sections

175 and 6654(i)).

(2) Goss incone for substantial om ssion of itenms--(i) In
general. For purposes of determ ning the applicability of the 6-
year period of limtation on assessnent and coll ection provided
In section 6501(e) (relating to om ssion of nore than 25 percent
of gross incone), a shareholder’s gross inconme includes the
sharehol der’s pro rata share of S corporation gross incone (as
described in section 6501(e)(1)(A)(i)). In this respect, the
anount of S corporation gross incone used in deriving the
sharehol der’s pro rata share of any itemof S corporation inconeg,
| oss, deduction, or credit (as included or disclosed in the
sharehol der’s return) is considered as an anount of gross incone
stated in the shareholder’s return for purposes of section
6501(e).

(i11) Exanple. The follow ng exanple illustrates the
provi sions of paragraph (c)(2)(i) of this section:

Exanpl e. Sharehol der A, an individual, owns 25 percent of
the stock of Corporation N, an S corporation that has $10, 000
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gross inconme and $2, 000 taxable incone. A reports only $300 as
A's pro rata share of N s taxable incone. A should have reported
$500 as A's pro rata share of taxable incone, derived fromA's
pro rata share, $2,500, of N s gross incone. Because A's return

i ncluded only $300 without a disclosure neeting the requirenents
of section 6501(e)(1)(A)(ii) describing the difference of $200, A
is regarded as having reported on the return only $1, 500

($300/ $500 of $2,500) as gross income from N.

(d) Sharehol ders hol ding stock subject to conmunity property

laws. |If a sharehol der holds S corporation stock that is

comunity property, then the shareholder's pro rata share of any
itemor itens listed in paragraphs (a)(2), (3), and (4) of this
section with respect to that stock is reported by the husband and
wife in accordance with conmunity property rules.

(e) Net operating |oss deduction of shareholder of S

corporation. For purposes of determning a net operating |oss

deduction under section 172, a sharehol der of an S corporation
nmust take into account the shareholder's pro rata share of itens
of income, |oss, deduction, or credit of the corporation. See
section 1366(b) and paragraph (b) of this section for rules on
determ ning the character of the itens. In determ ning under
section 172(d)(4) the nonbusiness deductions allowable to a
sharehol der of an S corporation (arising fromboth corporation
sources and any ot her sources), the sharehol der separately takes
I nto account the shareholder's pro rata share of the deductions
of the corporation that are not attributable to a trade or

busi ness and conbi nes this anount wth the sharehol der's

nonbusi ness deductions from any ot her sources. The sharehol der
al so separately takes into account the shareholder's pro rata

share of the gross incone of the corporation not derived froma
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trade or business and conbines this anobunt with the sharehol der’s
nonbusi ness incone fromall other sources. See section 172 and
the regul ati ons t hereunder.

(f) Cross-reference. For rules relating to the consistent

tax treatnent of subchapter S itens, see section 6037(c).

81.1366-2 Limtations on deduction of passthrough itens of an S

corporation to its sharehol ders.

(a) In general--(1) Limtation on | osses and deducti ons.
The aggregate anount of | osses and deductions taken into account
by a sharehol der under 81.1366-1(a)(2), (3), and (4) for any
taxabl e year of an S corporation cannot exceed the sum of - -

(i) The adjusted basis of the shareholder's stock in the
corporation (as determ ned under paragraph (a)(3)(i) of this
section); and

(i1) The adjusted basis of any indebtedness of the
corporation to the sharehol der (as determ ned under paragraph
(a)(3)(ii) of this section).

(2) Carryover of disallowance. A sharehol der's aggregate

amount of | osses and deductions for a taxable year in excess of
the sum of the adjusted basis of the shareholder's stock in an S
corporation and of any indebtedness of the S corporation to the
sharehol der is not allowed for the taxable year. However, any

di sal l owed | oss or deduction retains its character and is treated
as incurred by the corporation in the corporation's first
succeedi ng taxabl e year, and subsequent taxable years, with

respect to the shareholder. For rules on determ ning the
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adj ust ed bases of stock of an S corporation and indebtedness of
the corporation to the sharehol der, see paragraphs (a)(3)(i) and
(ii) of this section.

(3) Basis limtation anmount--(i) Stock portion. A

shar ehol der generally determ nes the adjusted basis of stock for
pur poses of paragraphs (a)(1)(i) and (2) of this section
(l'imting | osses and deductions) by taking into account only

I ncreases in basis under section 1367(a)(1) for the taxable year
and decreases in basis under section 1367(a)(2)(A), (D) and (E)
(relating to distributions, noncapital, nondeductibl e expenses,
and certain oil and gas depletion deductions) for the taxable
year. In so determining this loss limtation anmount, the

shar ehol der di sregards decreases in basis under section
1367(a)(2)(B) and (C) (for |losses and deductions, including

| osses and deductions previously disallowed) for the taxable
year. However, if the shareholder has in effect for the taxable
year an el ection under 81.1367-1(g) to decrease basis by itens of
| oss and deduction prior to decreasing basis by noncapital,
nondeducti bl e expenses and certain oil and gas depletion
deductions, the sharehol der al so di sregards decreases in basis
under section 1367(a)(2)(D) and (E). This basis limtation
anount for stock is determned at the tinme prescribed under
81.1367-1(d) (1) for adjustnments to the basis of stock.

(i1) lIndebtedness portion. A shareholder determnes the

shar ehol der's adjusted basis in indebtedness of the corporation

for purposes of paragraphs (a)(1)(ii) and (2) of this section
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(l''mting | osses and deductions) w thout regard to any adjustnent
under section 1367(b)(2)(A) for the taxable year. This basis
limtation anount for indebtedness is determned at the tine
prescribed under 81.1367-2(d)(1) for adjustnents to the basis of
I ndebt edness.

(4) Limtation on | osses and deductions allocated to each

item |If a shareholder's pro rata share of the aggregate anount
of | osses and deductions specified in 81.1366-1(a)(2), (3), and
(4) exceeds the sum of the adjusted basis of the sharehol der's
stock in the corporation (determ ned in accordance wth paragraph
(a)(3)(i) of this section) and the adjusted basis of any

I ndebt edness of the corporation to the shareholder (determ ned in
accordance wth paragraph (a)(3)(ii) of this section), then the
limtation on | osses and deductions under section 1366(d) (1) nust
be all ocated anong the shareholder's pro rata share of each | oss
or deduction. The amount of the limtation allocated to any | oss
or deduction is an anount that bears the sane ratio to the anount
of the limtation as the | oss or deduction bears to the total of
the | osses and deductions. For this purpose, the total of |osses
and deductions for the taxable year is the sumof the

sharehol der's pro rata share of | osses and deductions for the
taxabl e year, and the | osses and deductions disall owed and
carried forward fromprior years pursuant to section 1366(d)(2).

(5) Nontransferability of |osses and deductions. Any |oss

or deduction disallowed under paragraph (a)(1l) of this section is

personal to the sharehol der and cannot in any manner be
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transferred to another person. |f a shareholder transfers sone
but not all of the shareholder’s stock in the corporation, the
anount of any disallowed | oss or deduction under this section is
not reduced and the transferee does not acquire any portion of
the disallowed | oss or deduction. |If a shareholder transfers al
of the shareholder’s stock in the corporation, any disallowed

| oss or deduction is permanently disall owed.

(6) Basis of stock acquired by gift. For purposes of
section 1366(d) (1) (A and paragraphs (a)(1)(i) and (2) of this
section, the basis of stock in a corporation acquired by gift is
the basis of the stock that is used for purposes of determ ning
| oss under section 1015(a).

(b) Special rules for carryover of disallowed |Iosses and

deductions to post-termnation transition period described in

section 1377(b)--(1) In general. |If, for the |last taxable year

of a corporation for which it was an S corporation, a |oss or
deduction was disallowed to a sharehol der by reason of the
limtation in paragraph (a) of this section, the | oss or
deduction is treated under section 1366(d)(3) as incurred by that
sharehol der on the | ast day of any post-term nation transition
period (wthin the neaning of section 1377(b)).

(2) Limtation on | osses and deductions. The aggregate

anount of | osses and deductions taken into account by a
shar ehol der under paragraph (b)(1) of this section cannot exceed
t he adjusted basis of the shareholder’s stock in the corporation

determned at the close of the |last day of the post-term nation
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transition period. For this purpose, the adjusted basis of a
sharehol der’s stock in the corporation is determ ned at the close
of the last day of the post-termnation transition period w thout
regard to any reduction required under paragraph (b)(4) of this
section. |If a sharehol der di sposes of a share of stock prior to
the close of the |ast day of the post-termi nation transition
period, the adjusted basis of that share is its basis as of the
cl ose of the day of disposition. Any |osses and deductions in
excess of a sharehol der’s adjusted stock basis are permanently
di sal | omed. For purposes of section 1366(d)(3)(B) and this
paragraph (b)(2), the basis of stock in a corporation acquired by
gift is the basis of the stock that is used for purposes of
determ ning | oss under section 1015(a).

(3) Limtation on | osses and deductions allocated to each

item If the aggregate anount of |osses and deductions treated
as incurred by the sharehol der under paragraph (b)(1) of this
section exceeds the adjusted basis of the sharehol der’s stock
determ ned under paragraph (b)(2) of this section, the limtation
on | osses and deductions under section 1366(d)(3)(B) nust be

al |l ocated anong each | oss or deduction. The anount of the
limtation allocated to each | oss or deduction is an anount that
bears the sane ratio to the anmount of the |imtation as the
amount of each |oss or deduction bears to the total of all the

| osses and deducti ons.

(4) Adjustnent to the basis of stock. The shareholder’s

basis in the stock of the corporation is reduced by the anount
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all oned as a deduction by reason of this paragraph (b). For
rul es regarding adjustnments to the basis of a sharehol der’s stock
in an S corporation, see 81.1367-1.

(c) Carryover of disallowed |osses and deductions in the

case of liquidations, reorganizations, and divisions--(1)

Li qui dati ons and reorgani zations. |If a corporation acquires the
assets of an S corporation in a transaction to which section
381(a) applies, any |l oss or deduction disallowed under paragraph
(a) of this section with respect to a sharehol der of the
distributor or transferor S corporation is available to that

shar ehol der as a sharehol der of the acquiring corporation. Thus,
where the acquiring corporation is an S corporation, a |oss or
deduction of a sharehol der of the distributor or transferor S
corporation disallowed prior to or during the taxable year of the
transaction is treated as incurred by the acquiring S corporation
Wi th respect to that shareholder if the shareholder is a

shar ehol der of the acquiring S corporation after the transaction.
Where the acquiring corporation is a C corporation, a post-
termnation transition period arises the day after the |ast day
that an S corporation was in existence and the rules provided in
paragraph (b) of this section apply with respect to any

shar ehol der of the acquired S corporation that is also a

shar ehol der of the acquiring C corporation after the transaction.
See the special rules under section 1377 for the availability of
the post-termnation transition period if the acquiring

corporation is a C corporation.
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(2) Corporate separations to which section 368(a)(1)(D)

applies. |If an S corporation transfers a portion of its assets
constituting an active trade or business to another corporation
In a transaction to which section 368(a)(1)(D) applies, and

I medi ately thereafter the stock and securities of the controlled
corporation are distributed in a distribution or exchange to

whi ch section 355 (or so nmuch of section 356 as relates to
section 355) applies, any |oss or deduction disall owed under

par agraph (a) of this section with respect to a sharehol der of
the distributing S corporation imedi ately before the transaction
I's allocated between the distributing corporation and the
controlled corporation with respect to the sharehol der. Such

al l ocation shall be made according to any reasonabl e net hod,

i ncluding a nethod based on the relative fair market value of the
sharehol der’s stock in the distributing and controll ed
corporations imediately after the distribution, a nmethod based
on the relative adjusted basis of the assets in the distributing
and controll ed corporations imediately after the distribution,
or, in the case of |osses and deductions clearly attributable to
either the distributing or controlled corporation, any nethod
that allocates such | osses and deductions accordingly.

81.1366-3 Treatnent of famly groups.

(a) Ln general. Under section 1366(e), if an individual,
who is a nenber of the famly of one or nore shareholders of an S
corporation, renders services for, or furnishes capital to, the

corporation w thout receiving reasonabl e conpensation, the
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Comm ssi oner shall prescribe adjustnments to those itens taken
I nto account by the individual and the sharehol ders as nmay be
necessary to reflect the value of the services rendered or
capital furnished. For these purposes, in determning the
reasonabl e value for services rendered, or capital furnished, to
t he corporation, consideration will be given to all the facts and
ci rcunstances, including the amount that ordinarily would be paid
in order to obtain conparable services or capital froma person
(other than a nmenber of the famly) who is not a shareholder in
the corporation. |In addition, for purposes of section 1366(e),
If a menber of the fam |y of one or nore shareholders of the S
corporation holds an interest in a passthrough entity (e.g., a
partnership, S corporation, trust, or estate), that perforns
services for, or furnishes capital to, the S corporation w thout
recei ving reasonabl e conpensati on, the Comm ssioner shal
prescri be adjustnents to the passthrough entity and the
corporation as may be necessary to reflect the value of the
services rendered or capital furnished. For purposes of section
1366(e), the termfam |y of any sharehol der includes only the
shar ehol der’ s spouse, ancestors, |ineal descendants, and any
trust for the primary benefit of any of these persons.

(b) Exanples. The provisions of this section may be
Illustrated by the foll ow ng exanples:

Exanple 1. The stock of an S corporation is owned 50
percent by F and 50 percent by T, the mnor son of F. For the
taxabl e year, the corporation has itens of taxable incone equa
to $70,000. Compensation of $10,000 is paid by the corporation

to F for services rendered during the taxable year, and no
conpensation is paid to T, who rendered no services. Based on
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all the relevant facts and circunstances, reasonable conpensation
for the services rendered by F would be $30,000. 1In the

di scretion of the Internal Revenue Service, up to an additional
$20, 000 of the $70,000 of the corporation’s taxable incone, for
tax purposes, may be allocated to F as conpensation for services
rendered. |f the Internal Revenue Service allocates $20,000 of
the corporation’'s taxable inconme to F as conpensation for

servi ces, taxable inconme of the corporation would be reduced by
$20, 000 to $50, 000, of which F and T each woul d be all ocated
$25,000. F would have $30,000 of total conpensation paid by the
corporation for services rendered.

Exanple 2. The stock of an S corporation is owned by A and
B. For the taxable year, the corporation has paid conpensation
to a partnership that rendered services to the corporation during
the taxable year. The spouse of Ais a partner in that
partnership. Consequently, if based on all the relevant facts
and circunstances the partnership did not receive reasonabl e
conpensation for the services rendered to the corporation, the
I nternal Revenue Service, in its discretion, may nmake adjustnents
to those itens taken into account by the partnership and the
corporation as may be necessary to reflect the value of the
services render ed.

81.1366-4 Special rules limting the passthrough of certain

items of an S corporation to its sharehol ders.

(a) Passthrough inapplicable to section 34 credit. Section

1.1366-1(a) does not apply to any credit allowabl e under section
34 (relating to certain uses of gasoline and special fuels).

(b) Reduction in passthrough for tax inposed on built-in

gains. For purposes of 81.1366-1(a), if for any taxable year of
the S corporation a tax is inposed on the corporation under
section 1374, the anount of the tax inposed is treated as a | oss
sustai ned by the S corporation during the taxable year. The
character of the deenmed loss is determ ned by allocating the |oss
proportionately anong the net recognized built-in gains giving
rise to the tax and attributing the character of each net

recogni zed built-in gain to the allocable portion of the |oss.
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(c) Reduction in passthrough for tax inposed on excess net

passive incone. For purposes of 81.1366-1(a), if for any taxable

year of the S corporation a tax is inposed on the corporation
under section 1375, each item of passive investnent incone shal
be reduced by an anount that bears the sanme ratio to the anount
of the tax as the anmount of the itembears to the total net
passi ve investnent incone for that taxable year.

81.1366-5 Effective date.

Sections 1.1366-1 through 1.1366-4 apply to taxable years of
an S corporation beginning on or after August 18, 1998.
Par. 3. Section 1.1367-0 is anended in the table as foll ows:

1. The entries for 81.1367-1(e) through (g) are revised.

2. The entries for 81.1367-1(h) through (j) are added.

The additions and revisions read as foll ows:

81.1367-0 Table of contents.

* * % * *

81.1367-1 Adjustnents to basis of shareholder's stock in an S
cor poration.

* * % * *

(e) Odering rules for taxable years beginning before January 1,
1997.

(f) Odering rules for taxable years beginning on or after
August 18, 1998.

(g) Elective ordering rule.

(h) Exanpl es.

(i) [Reserved]

(J) Adjustnents for itens of income in respect of a decedent.

* * % * *

Par. 4. Section 1.1367-1 is anended as foll ows:

1. The paragraph heading and introductory text of paragraph
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(e) are revised.

2. Paragraphs (f) and (g) are redesignated as paragraphs
(g) and (h), respectively.

3. New paragraph (f) is added.

4. The first and second sentences of newy designated
paragraph (g) are revised.

5. New y designated paragraph (h) is amended as foll ows:

a. The heading for Exanple 1 is revised.

b. Exanple 2 and Exanple 3 are redesignated as Exanple 3

and Exanple 4, respectively.
c. New Exanple 2 is added.

d. The heading of newy designated Exanple 4 is revised.

e. Exanple 5 is added.

6. Paragraph (i) is added and reserved and paragraph (j) is
added.

The additions and revisions read as foll ows:

81.1367-1 Adjustnents to basis of shareholder's stock in an S

cor poration.

* * % * *

(e) Odering rules for taxable years begi nning before

January 1, 1997. For any taxable year of a corporation begi nning

before January 1, 1997, except as provided in paragraph (g) of
this section, the adjustnents required by section 1367(a) are
made in the foll ow ng order--

* * % * *

(f) Odering rules for taxable years beginning on or after
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August 18, 1998. For any taxable year of a corporation begi nning

on or after August 18, 1998, except as provided in paragraph (Qg)
of this section, the adjustnents required by section 1367(a) are
made in the foll ow ng order--

(1) Any increase in basis attributable to the incone itens
described in section 1367(a)(1)(A) and (B), and the excess of the
deductions for depletion described in section 1367(a)(1)(CO;

(2) Any decrease in basis attributable to a distribution by
the corporation described in section 1367(a)(2)(A);

(3) Any decrease in basis attributable to noncapital,
nondeducti bl e expenses described in section 1367(a)(2)(D), and
the oil and gas depletion deduction described in section
1367(a)(2)(E); and

(4) Any decrease in basis attributable to itens of |oss or

deduction described in section 1367(a)(2)(B) and (C).

(g) Elective ordering rule. A shareholder may elect to
decrease basis under paragraph (e)(3) or (f)(4) of this section,
whi chever applies, prior to decreasing basis under paragraph
(e)(2) or (f)(3) of this section, whichever applies. If a
shar ehol der nakes this election, any anopunt described in
paragraph (e)(2) or (f)(3) of this section, whichever applies,
that is in excess of the shareholder’s basis in stock and
I ndebt edness is treated, solely for purposes of this section, as
an anmount described in paragraph (e)(2) or (f)(3) of this
section, whichever applies, in the succeedi ng taxable

year. * * *
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(h) * * *

Exanple 1. Adjustnents to basis of stock for taxable years
begi nni ng before January 1, 1997. * * *

Exanple 2. Adjustnents to basis of stock for taxable years
begi nning on or after August 18, 1998. (i) On Decenber 31, 2001,
A owns a block of 50 shares of stock with an adjusted basis per
share of $6 in Corporation S. On Decenber 31, 2001, A purchases
for $400 an additional block of 50 shares of stock with an
adj usted basis of $8 per share. Thus, A holds 100 shares of
stock for each day of the 2002 taxable year. For S s 2002
taxable year, A's pro rata share of the anmount of itens descri bed
In section 1367(a)(1)(A) (relating to increases in basis of
stock) is $300, A's pro rata share of the amobunt of the itens
described in section 1367(a)(2)(B) (relating to decreases in
basis of stock attributable to itens of |oss and deduction) is
$300, and A's pro rata share of the anount of the itens descri bed
In section 1367(a)(2)(D) (relating to decreases in basis of stock
attributable to noncapital, nondeductible expenses) is $200. S
makes a distribution to Ain the amount of $100 during 2002.

(i1) Pursuant to the ordering rules of paragraph (f) of this
section, A first increases the basis of each share of stock by $3
($300/ 100 shares) and then decreases the basis of each share by
$1 ($100/ 100 shares) for the distribution. A next decreases the
basi s of each share by $2 ($200/ 100 shares) for the noncapital,
nondeducti bl e expenses and then decreases the basis of each share
by $3 ($300/ 100 shares) for the itens of |oss. Thus, on
January 1, 2003, A has a basis of $3 per share in the original
bl ock of 50 shares ($6 + $3 - $1 - $2 - $3) and a basis of $5 per
share in the second bl ock of 100 shares ($8 + $3 - $1 - $2 - $3).

* * % * *

Exanple 4. Effects of section 1377(a)(2) election and
distribution on basis of stock for taxable yvears beqi nning before
January 1, 1997. * * *

Exanple 5. Effects of section 1377(a)(2) election and
distribution on basis of stock for taxable years begi nning on or
after August 18, 1998. (i) The facts are the sane as in
Exanpl e 4, except that all of the events occur in 2001 rather
than in 1994 and except as follows: On June 30, 2001, B sells 25
shares of her stock for $5,000 to D and 25 shares back to
Corporation S for $5,000. Under section 1377(a)(2)(B) and
81.1377-1(b)(2), B and C are affected sharehol ders because B has
transferred shares to Corporation S. Pursuant to section
1377(a)(2) (A and 81.1377-1(b)(1), B and C, the affected
shar ehol ders, and Corporation S agree to treat the taxable year
2001 as if it consisted of two separate taxable years for al
af fected sharehol ders for the purposes set forth in 81.1377-
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1(b) (3) (1) .

(ii1) On June 30, 2001, B and C, pursuant to the ordering
rul es of paragraph (f)(1) of this section, increase the basis of
each share by $60 ($6, 000/ 100 shares) for the nonseparately
conputed incone. Then B and C reduce the basis of each share by
$120 (%12, 000/ 100 shares) for the distribution. Finally, B and C
decrease the basis of each share by $40 (%$4,000/100 shares) for
the separately stated deduction item

(iii) The basis of the stock of B is reduced from $120 to
$20 per share ($120 + $60 - $120 - $40). Prior to accounting for
the separately stated deduction item the basis of the stock of C
is reduced from$80 to $20 ($80 + $60 - $120). Finally, because
the period from January 1 through June 30, 2001 is treated under
81.1377-1(b)(3)(i) as a separate taxable year for purposes of
maki ng adj ustnents to the basis of stock, under section 1366(d)
and 81.1366-2(a)(2), C may deduct only $20 per share of the
remai ni ng $40 of the separately stated deduction item and the
basis of the stock of Cis reduced from $20 per share to $0 per
share. Under section 1366 and 81.1366-2(a)(2), C s renaining
separately stated deduction itemof $20 per share is treated as
havi ng been incurred in the first succeedi ng taxable year of
Corporation S, which, for this purpose, begins on July 1, 2001.

(i) [Reserved]

(j) Adjustnents for itens of incone in respect of a

decedent. The basis determ ned under section 1014 of any stock
in an S corporation is reduced by the portion of the value of the
stock that is attributable to itens constituting incone in
respect of a decedent. For the determ nation of itens realized
by an S corporation constituting income in respect of a decedent,
see sections 1367(b)(4)(A) and 691 and applicable regul ations
t hereunder. For the determ nation of the allowance of a
deduction for the anount of estate tax attributable to incone in
respect of a decedent, see section 691(c) and applicable
regul ati ons thereunder.

Par. 5. 81.1367-3 is revised to read as foll ows:

8§1.1367-3 Effective date and transition rule.
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Except for 81.1367-1(f), (h) Exanple 2 and Exanple 5, and
(j), 881.1367-1 and 1.1367-2 apply to taxable years of the
corporation beginning on or after January 1, 1994. Section
1.1367-1(f), (h) Exanple 2 and Exanple 5, and (j) apply only to
taxabl e years of the corporation beginning on or after August 18,
1998. For taxable years begi nning before January 1, 1994, and
t axabl e years begi nning on or after January 1, 1997, and before
August 18, 1998, the basis of a sharehol der's stock nust be
determned in a reasonabl e manner, taking into account the
statute and | egislative history. Except for 81.1367-1(f), (h)
Exanple 2 and Exanple 5, and (j), return positions consistent
with 881.1367-1 and 1.1367-2 are reasonable for taxable years
begi nni ng before January 1, 1994. Return positions consistent
with 81.1367-1(f), (h) Exanple 2 and Exanple 5, and (j) are
reasonabl e for taxable years beginning on or after January 1,
1997, and before August 18, 1998.

Par. 6. Section 1.1368-0 is anended in the table as
fol | ows:

1. The entry for 81.1368-1(e) is revised and entries for
81.1368-1(e) (1) and (2) are added.

2. The entry for 81.1368-2(a)(4) is revised.

3. An entry for 81.1368-2(a)(5) is added.

4. The entry for 81.1368-2(d) is revised.

The additions and revisions read as foll ows:

81.1368-0 Table of contents.

* * % * *
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81.1368-1 Distributions by S corporations.

* * % *

e) Certain adjustnents taken into account.

1) Taxabl e years begi nning before January 1, 1997.

2) Taxabl e years beginning on or after August 18, 1998.
*

* * %

F~A~NA F

81.1368-2 Accunul ated adjustnents account (AAA).

a)***

(4) Odering rules for the AAA for taxable years begi nning before
January 1, 1997.

(5) Odering rules for the AAA for taxable years beginning on or
after August 18, 1998.

* * % *

(d) Adjustnent in the case of redenptions, |iquidations,
reorgani zati ons, and divi sions.

* * % * *

Par. 7. Section 1.1368-1 is anmended by revising paragraphs
(d)(1) and (e) to read as follows:

81.1368-1 Distributions by S corporations.

* * % * *

(d) S corporation with earnings and profits--(1) General

treatnment of distribution. Except as provided in paragraph

(d)(2) of this section, a distribution made with respect to its
stock by an S corporation that has accunul ated earni ngs and
profits as of the end of the taxable year of the S corporation in
which the distribution is nmade is treated in the manner provided
In section 1368(c). See section 316 and 81.316-2 for provisions
relating to the allocation of earnings and profits anong

di stributions.

* * % * *

(e) Certain adjustnents taken into account--(1) Taxable

years beginning before January 1, 1997. For any taxable year of

t he corporation beginning before January 1, 1997, paragraphs (c)
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and (d) of this section are applied only after taking into
account - -

(1) The adjustments to the basis of the shares of a
sharehol der’ s stock described in section 1367 (without regard to
section 1367(a)(2)(A) (relating to decreases attributable to
distributions not includible in incone)) for the S corporation’s
t axabl e year; and

(i1) The adjustnents to the AAA required by section
1368(e)(1) (A (but without regard to the adjustnents for
di stributions under 81.1368-2(a)(3)(iii)) for the S corporation's
t axabl e year

(2) Taxable years beginning on or after August 18, 1998.

For any taxable year of the corporation beginning on or after
August 18, 1998, paragraphs (c) and (d) of this section are
applied only after taking into account--

(1) The adjustnments to the basis of the shares of a
sharehol der's stock described in section 1367(a)(1) (relating to
I ncreases in basis of stock) for the S corporation's taxable
year; and

(i1) The adjustnments to the AAA required by section
1368(e)(1) (A (but without regard to the adjustnents for
di stributions under 81.1368-2(a)(3)(iii)) for the S corporation's
taxabl e year. Any net negative adjustnent (as defined in section
1368(e) (1) (O (ii)) for the taxable year shall not be taken into

account .

* * % * *
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Par. 8. Section 1.1368-2 is anended as foll ows:
1. Paragraphs (a)(1l) and (a)(3)(ii), and the paragraph
headi ng and introductory text of paragraph (a)(4) are revised.
2. Paragraph (a)(5) is added.
3. The paragraph heading for paragraph (d) is revised.

The additions and revisions read as foll ows:

81.1368-2 Accunul ated adjustnents account (AAA).

(a) Accunul ated adjustnents account--(1) In general. The

accunul ated adj ustnments account is an account of the S
corporation and is not apportioned anong sharehol ders. The AAA
Is relevant for all taxable years beginning on or after January
1, 1983, for which the corporation is an S corporation. On the
first day of the first year for which the corporationis an S
corporation, the balance of the AAAis zero. The AAAis
i ncreased in the manner provided in paragraph (a)(2) of this
section and is decreased in the manner provided in paragraph
(a)(3) of this section. For the adjustnents to the AAAin the
case of redenptions, |iquidations, reorganizations, and corporate
separations, see paragraph (d) of this section.
* ok x k%

(3) * * *

(i1) Extent of allowable reduction. The AAA may be

decreased under paragraph (a)(3)(i) of this section bel ow zero.
The AAA is decreased by noncapital, nondeducti bl e expenses under
paragraph (a)(3)(i)(C of this section even though a portion of

t he noncapital, nondeducti bl e expenses is not taken into account
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by a sharehol der under 81.1367-1(g) (relating to the elective
ordering rule). The AAA is al so decreased by the entire anount
of any |l oss or deduction even though a portion of the |oss or
deduction is not taken into account by a sharehol der under
section 1366(d)(1) or is otherwi se not currently deducti bl e under
the Internal Revenue Code. However, in any subsequent taxable
year in which the |oss, deduction, or noncapital, nondeductible
expense is treated as incurred by the corporation with respect to
t he sharehol der under section 1366(d)(2) or 81.1367-1(g) (or in
which the [ oss or deduction is otherwise allowed to the
sharehol der), no further adjustnment is made to the AAA

* * % * *

(4) Odering rules for the AAA for taxable years beginning

before January 1, 1997. For any taxabl e year begi nning before

January 1, 1997, the adjustnents to the AAA are nade in the

foll owi ng order--

* * % * *

(5) Odering rules for the AAA for taxable years beginning

on or after August 18, 1998. For any taxable year of the S

corporation beginning on or after August 18, 1998, the
adjustnents to the AAA are nade in the foll ow ng order--

(i) The AAA is increased under paragraph (a)(2) of this
section before it is decreased under paragraph (a)(3)(i) of this
section for the taxable year;

(i1) The AAA is decreased under paragraph (a)(3)(i) of this

section (wthout taking into account any net negative adj ustnent
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(as defined in section 1368(e)(1)(C(ii)) before it is decreased
under paragraph (a)(3)(iii) of this section;

(iii) The AAA is decreased (but not bel ow zero) by any
portion of an ordinary distribution to which section 1368(b) or
(c)(1) applies;

(iv) The AAA is decreased by any net negative adjustnent (as
defined in section 1368(e)(1)(Q(ii)); and

(v) The AAA is adjusted (whether negative or positive) for
redenption distributions under paragraph (d)(1) of this section.

* * % * *

(d) Adjustnment in the case of redenptions, |iquidations,

reorgani zati ons, and divisions * * *

* * % * *

Par. 9. Section 1368-3 is anended as foll ows:

1. The heading for Exanple 1 is revised.

2. Exanple 3 through Exanple 6 are redesignated as Exanple 6
t hrough Exanple 9, respectively.

3. Exanple 2 is redesignated as Exanple 3.
4. The heading for newy redesignated Exanple 3 is revised.

5. New Exanple 2, Exanple 4, and Exanple 5 are added.

The revisions and additions read as foll ows:

81.1368-3 Exanpl es.

* * % * *

Exanple 1. Distributions by S corporations wthout C
corporation earnings and profits for taxable years beginning
before January 1, 1997. * * *

Exanple 2. Distributions by S corporations w thout earnings
and profits for taxable years beginning on or after August 18,
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1998. (i) Corporation S, an S corporation, has no earnings and
profits as of January 1, 2001, the first day of its 2001 taxable
year. S's sole shareholder, A holds 10 shares of S stock with a
basis of $1 per share as of that date. On March 1, 2001, S nakes
a distribution of $38 to A The balance in Corporation S s AAA
is $100. For S's 2001 taxable year, A's pro rata share of the
anount of the itens described in section 1367(a)(1) (relating to
increases in basis of stock) is $50. A's pro rata share of the
amount of the itens described in sections 1367(a)(2)(B) through
(D) (relating to decreases in basis of stock for itens other than
distributions) is $26, $20 of which is attributable to itens
described in section 1367(a)(2)(B) and (C) and $6 of which is
attributable to itens described in section 1367(a)(2)(D
(relating to decreases in basis attributable to noncapital,
nondeducti bl e expenses).

(i1) Under section 1368(d) (1) and 81.1368-1(e)(1) and (2),
the adjustnents to the basis of A's stock in S described in
sections 1367(a)(1l) are nade before the distribution rules of
section 1368 are applied. Thus, A s basis per share in the stock
is $6.00 ($1 + [$50/10]) before taking into account the
distribution. Under section 1367(a)(2)(A), the basis of A's
stock is decreased by distributions to A that are not includible
in A's incone. Under 81.1367-1(c)(3), the anpunt of the
distribution that is attributable to each share of A's stock is
$3.80 ($38 distribution/10 shares). Thus, A s basis per share in
the stock is $2.20 ($6.00 - $3.80), after taking into account the
distribution. Under section 1367(a)(2)(D), the basis of each
share of A's stock in S after taking into account the
di stribution, $2.20, is decreased by $.60 ($6 noncapital,
nondeducti bl e expenses/10). Thus, A s basis per share after
taking into account the nondeductible, noncapital expenses is
$1.60. Under section 1367(a)(2)(B) and (O, A's basis per share
is further decreased by $2 ($20 itens described in section
1367(a)(2)(B) and (C)/10 shares). However, basis may not be
reduced bel ow zero. Therefore, the basis of each share of A's
stock is reduced to zero. As of January 1, 2002, A has a basis
of $0 in his shares of S stock. Pursuant to section 1366(d)(2),
the $.40 of loss in excess of A's basis in each of his shares of
S stock is treated as incurred by the corporation in the
succeedi ng taxable year with respect to A

Exanple 3. Distributions by S corporations with C
corooratlon earnings and profits for t axabl e years begi nni ng
bef ore January 1, 1997. * * *

Exanple 4. Distributions by S corporations with earnings
and profits and no net negative adjustnent for taxable years
begi nning on or after August 18, 1998. (i) Corporation S, an S
corporation, has accumul ated earnings and profits of $1,000 and a
bal ance in the AAA of $2,000 on January 1, 2001. S s sole
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sharehol der B hol ds 100 shares of stock with a basis of $20 per
share as of January 1, 2001. On April 1, 2001, S nekes a

di stribution of $1,500 to B. B's pro rata share of the incone
earned by S during 2001 is $2,000 and B's pro rata share of S's
| osses is $1,500. For the taxable year endi ng Decenber 31, 2001,
S does not have a net negative adjustnment as defined in section
1368(e)(1)(C) . S does not meke the el ection under section
1368(e)(3) and 81.1368-1(f)(2) to distribute its earnings and
profits before its AAA

(ii) The AAAis increased from $2,000 to $4,000 for the
$2, 000 of inconme earned during the 2001 taxable year. The AAA is
decreased from $4,000 to $2,500 for the $1,500 of |osses. The
AAA is decreased from $2,500 to $1,000 for the portion of the
di stribution ($1,500) to B that does not exceed the AAA

(iii) As of Decenber 31, 2001, B's basis in his stock is $10
($20 + $20 ($2,000 incone/ 100 shares) - $15 (%1, 500
di stribution/ 100 shares) - $15 ($1,500 | oss/100 shares).

Exanple 5. Distributions by S corporations with earnings
and profits and net negative adjustnent for taxable years
begi nning on or after August 18, 1998. (i) Corporation S, an S
corporation, has accumul ated earnings and profits of $1,000 and a
bal ance in the AAA of $2,000 on January 1, 2001. S's sole
sharehol der B hol ds 100 shares of stock with a basis of $20 per
share as of January 1, 2001. On April 1, 2001, S nekes a
di stribution of $2,000 to B. B s pro rata share of the incone
earned by S during 2001 is $2,000 and B's pro rata share of S's
| osses is $3,500. For the taxable year endi ng Decenber 31, 2001,
S has a net negative adjustnent as defined in section
1368(e)(1)(C) . S does not meke the el ection under section
1368(e)(3) and 81.1368-1(f)(2) to distribute its earnings and
profits before its :

(ii) The AAA is increased from $2,000 to $4,000 for the
$2, 000 of inconme earned during the 2001 taxable year. Because
under section 1368(e)(1)(C(ii)and 81.1368-2(a)(ii), the net
negati ve adjustnment is not taken into account, the AAAis
decreased from $4,000 to $2,000 for the portion of the | osses
(%$2,000) that does not exceed the incone earned during the 2001
taxabl e year. The AAA is reduced from $2,000 to zero for the
portion of the distribution to B ($2,000) that does not exceed
the AAA. The AAA is decreased fromzero to a negative $1,500 for
the portion of the $3,500 of |oss that exceeds the $2,000 of
I ncome earned during the 2001 taxable year

(iii) Under 81.1367-1(c)(1), the basis of a shareholder’s
share in an S corporation stock may not be reduced bel ow zero.
Accordi ngly, as of Decenber 31, 2001, B' s basis per share in his
stock is zero ($20 + $20 incone - $20 distribution - $35 | 0ss).
Pursuant to section 1366(d)(2), the $15 of loss in excess of B's
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basis in each of his shares of S stock is treated as incurred by
the corporation in the succeeding taxable year with respect to B.

* * % * *

Par. 10. 81.1368-4 is revised to read as foll ows:

8§1.1368-4 Effective date and transition rule.

Except for 881.1368-1(e)(2), 1.1368-2(a)(5), and 1.1368-3
Exanple 2, Exanple 4, and Exanple 5, 881.1368-1, 1.1368-2, and

1.1368-3 apply to taxable years of the corporation begi nning on
or after January 1, 1994. Section 1.1368-1(e)(2), 81.1368-

2(a)(5), and 81.1368-3 Exanple 2, Exanple 4, and Exanple 5 apply

only to taxable years of the corporation beginning on or after
August 18, 1998. For taxable years begi nning before January 1,
1994, and taxable years beginning on or after January 1, 1997,
and before August 18, 1998, the treatnment of distributions by an
S corporation to its shareholders nust be determned in a
reasonabl e manner, taking into account the statute and

| egi sl ative history. Except with regard to the deened divi dend
rul e under 81.1368-1(f)(3), 81.1368-1(e)(2), 81.1368-2(a)(5), and
81.1368-3 Exanple 2, Exanple 4, and Exanple 5, return positions

consistent wth 881.1368-1, 1.1368-2, and 1.1368-3 are reasonabl e
for taxable years beginning before January 1, 1994. Return
positions consistent wth 881.1368-1(e)(2), 1.1368-2(a)(5), and

1.1368-3 Exanple 2, Exanple 4, and Exanple 5 are reasonable for

t axabl e years begi nning on or after January 1, 1997, and before
August 18, 1998.
PART 602--QOvB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT

Par. 11. The authority citation for part 602 continues to



read as foll ows:

Aut hori ty:

26 U.S. C. 7805.

51
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Par. 12. In 8602.101, paragraph (b) is anmended by adding
the entry for 1.1366-1 to the table as foll ows:
§602. 101 OMB Control nunbers.

* * % * *

(b)***
CFR part or section where Current OVB
identified and descri bed control No.

* * % * *

1. 1366- . . . 1545-1613

* * % * *

Deputy Conm ssioner of Internal Revenue
Robert E. Wenzel

Approved: Decenber 13, 1999

Acting Assistant Secretary of the Treasury

Jonat han Tal i sman



