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The adjusted applicable federal short-term, mid- The collection of information con- corPoration with deductions from other
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Internal Revenue Service The burden for this requirement is rePeNsed under section 179. A commenta

tor suggested that the example implies
that a shareholder must expense its pr

1120S, “U.S. Income Tax Return for an %ﬂa share .Of section 1.79 expense from th
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SUMMARY: This document contains final artment of the Treasury, Office of Infor_throggh an S cor_poranon. The example i
not intended to imply that a shareholder

regulations relating to the passthrough ation and Regulatory Affairs, Washing- _
items of an S corporation to its shareholder: . DC 20503 ’ gust electt.to eép;anseltproperty held in ar
the adjustments to the basis of stock of the ) . . corporation before it can expense an
shareholders, and the treatment of dismblt'i'oiogfkisn?cr)rrri(;?ir(()jr? ﬁflstltngéorg:;: ggeacéeparately acquired property. However.
tions by an S corporation. Changes to t ng as their contents may become mateln'ce an S corporation elects to expens
applicable law were made by the SUbChapt%I in the administration of any internalpr.c’perty under section 179, a shareholde
S Revision Act of 1982, the Tax Reform Act ill generally elect to expense personal

of 1984, the Tax Reform Act of 1986, the{ezergtjuerr:eilmorr(ralgggrzagyé tciﬁfrizgur:gzl a;groperty only to the extent the share-
Technical and Miscellaneous Revenue Acta ’ “holder’s pro rata share of the corpora-

of 1988, and the Small Business Job ProteE:(?qUIrecj by 26 U.S.C. 6103. tion’s section 179 expense does not ex
tion Act of 1996. These regulations providgackground ceed the shareholder’s individual
the public with guidance needed to comply limitation under section 179(b). Accord-
with the applicable law and will affect S cor- This document amends 26 CFR part 1 timgly, no modifications have been made
porations and their shareholders. provide additional rules under sections 13660 the example in the final regulations.
_ 1367, and 1368 relating to the passthrough The commentator also requested tha
DATES: Effective Date These regula- of jtems of an S corporation to its shareholcthe final regulations provide additional
tions are effective August 18, 1998. (g the adjustments to the basis of stock ekamples that illustrate the aggregation o
Applicability Dates For dates of ap- the shareholders, and the treatment of distthe shareholder’s pro rata share of deduc
plicability, see §1.1366-5, §1.1367-3putions by an S corporation. tions and exclusions from an S corpora-:
and §1.1368-4, plus Transition Rule and on August 18, 1998, the IRS publishedion with deductions and exclusions from
Effective Date under in theFederal Register(63 FR 44181), a other sources and the operation of any
SUPPLEMENTARY INFORMATION. notice of proposed .rulemak.ing (REG-Iimitations on thc_Jse aggrega}t_ed deduc:
209446-82) regarding sections 1366tions and exclusions. Specifically, the
FOR FURTHER INFORMATION 1367, and 1368. Comments respondingpmmentator requested that the final reg
CONTACT: Concerning the regulationsto the proposed regulations were redlations include an example in which the
under section 1366, Martin Schafferceived. The public hearing was canceleshareholder’'s aggregate section 179 ex
Deane M. Burke, or David Shulmanbecause there were no requests to speglenses from several passthrough source
(202) 622-3070; concerning the regulaAfter considering the comments receivedexceeds the maximum section 179 ex
tions under sections 1367 and 136&he proposed regulations are adopted agnse allowable. The allocation of the
Brenda Stewart, (202) 622-3120. amended by this Treasury decision. section 179 expense among the variou

26 CFR Parts 1 and 602 flected in the burden of Form 1040, “U.S
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sources is more appropriately addressebe final regulations retain the recharacment limited the items of loss or deduc-
in the regulations under section 179 and terization rules as proposed. tion. Thus, the carryover is not available
beyond the scope of these regulation8. Gross income reporting requirement. to a transferee who acquires the stocl
Accordingly, the final regulations do not Section 1366(c), like section 702(c) inwhether by sale, death, gift, or otherwise

adopt this comment. the partnership context, provides for théccordingly, the final regulations retain
2. Recharacterization of gains and lossepassthrough of gross income to a sharéhe rule that disallowed losses and deduc
at the shareholder level. holder for federal income tax purposestions are nontransferable.

Generally, the items of an S corporaThus, where it is necessary to determine The proposed regulations also provide
tion that are passed through, and reportéde amount or character of the gross irthat if a shareholder transfers all of the
by, a shareholder are characterized at tlteme of a shareholder, the proposed regahareholder’s stock in the corporation,
corporate level in the same manner thaations provide that a shareholder’s grosany disallowed loss or deduction is per-
partnership items are characterized at thiecome includes the shareholder’s pronanently disallowed. A commentator
partnership level. rata share of the gross income of the 8uggested that the final regulations permi

However, the proposed regulations alsoorporation. This amount is the amouna former shareholder of an S corporatiol
contain exceptions to this general rule foof gross income of the corporation used tawvho subsequently reacquires stock in th
contributions of either noncapital gainderive the shareholder’s pro rata share & corporation to utilize the losses and de
property or capital loss property if an SS corporation taxable income or loss.  ductions previously disallowed to the
corporation is formed or availed of by any A commentator suggested that the rulshareholder.
shareholder or shareholders for a princin the proposed regulations attempts to Losses and deductions that are disa
pal purpose of selling or exchanging th@arrow the disclosure exception undelowed in any taxable year carry over
property that in the hands of the sharesection 6501(e) by applying a pro ratainder section 1366(d) to the succeedin
holder or shareholders would have proeoncept with respect to a shareholdertaxable year of the corporation with re-
duced a different character of gain or losgross income. The commentator reconspect to a particular shareholder. |If ¢
The character of the gain or loss will benended that the final regulations noshareholder completely terminates its in:
the same as it would have been if thadopt the gross income reporting rules oterest in the corporation, the shareholde
property were in the hands of the sharelternatively, provide a de minimis excepwill not be a shareholder in the succeed
holder or shareholders at the time of théon to the rule for certain shareholdersng taxable year of the corporation and the
sale or exchange. who own minority interests in an S corpodisallowed losses would not carry over.

Commentators suggested that, in thetion. There is no statutory authority for the car-
absence of a statutory provision like sec- The rule in the proposed regulationgyover of disallowed items if a share-
tion 724 in the partnership context, thearallels the rules for determining thenholder is not a shareholder in the year suc
IRS lacked the authority to recharacterizamount of gross income reported by aeeding the disallowance. The disallowec
gain or loss at the shareholder levelpartner in a partnership. See sectioitems of loss and deduction are amount
Thus, the commentators asserted that tf®2(c); §1.702-1(c)(2). Accordingly, that exceed the shareholder’'s economi
final regulations should not adopt thehe final regulations do not adopt thisnvestment in the corporation. Once the
recharacterization rules. suggestion. shareholder terminates its interest in th

Alternatively, the commentators sug<4. Carryover of disallowed losses undecorporation, it is not necessary to preserv
gested limiting the recharacterization ruleection 1366(d). the shareholder’s position in the corpora
to sales or exchanges occurring within a Section 1366(d) provides that a shargion. Thus, the final regulations do not
specified time period. holder’s disallowed losses and deductionsdopt this commentator’s suggestion.

Unlike the partnership rules, thefor any taxable year shall be treated as i». Basis in S corporation stock receivec
recharacterization rules in the proposedurred by the corporation in the succeeds a gift.
regulations are limited to transactions ifng taxable year with respect to that share- Section 1366(d)(1) limits the amount of
which an S corporation is used for a prinholder. The proposed regulations provideorporate losses and deductions that ce
cipal purpose of changing the character dhat a shareholder’s losses and deductiopass through to, and be deducted by,
the gain or loss of contributed propertydisallowed under section 1366(d) are peshareholder to the shareholder’s adjuste
These rules are reasonable approachessianal to the shareholder and cannot in arbasis in the corporation’s stock and deb
remedying any improper attempts to utimanner be transferred to another persoaf the corporation to the shareholder.
lize section 1366(b) to avoid tax. TheA commentator requested that the final The proposed regulations provide that
length of time between the contribution ofegulations provide an exception to thigor purposes of section 1366(d)(1), a
the property to the S corporation and the &ile for transferees that have an identitghareholder’s basis in stock acquired b
corporation’s sale or exchange of thef investment interest or common basigift is the basis of the stock used for pur-
property will be a factor considered inwith the transferor, such as when stock igsoses of determining loss under sectiol
evaluating whether the S corporation wasansferred incident to divorce under sect015. Thus, if the fair market value of the
availed of for a principal purpose oftion 1041. stock exceeds the donor’s adjusted bas
changing the character of the gain or loss. Under section 1366(d), the carryover obn the date of the gift, for purposes of sec
However, the final regulations do notdisallowed losses and deductions is witkion 1366(d)(1), the adjusted basis of the
adopt any particular time period. Thustespect to the shareholder whose investtock in the hands of the donee is its ac



justed basis in the hands of the donotion 355 (or so much of section 356 as Section 1366(f)(3) provides that if
However, if the donor’s adjusted basis imelates to section 355) applies, any disakny tax is imposed under section 137¢
the stock exceeds the stock’s fair markdbwed loss or deduction with respect to éor a taxable year, each item of passive
value on the date of the gift, for purposeshareholder of the distributing corporainvestment income is reduced by an
of section 1366(d)(1), the adjusted basigon immediately before the transactioramount which bears the same ratio tc
of the stock in the hands of the donee is allocated between the distributing corthe amount of the tax as the amount o
the stock’s fair market value on the datporation and the controlled corporatiorthe item bears to the total passive invest
of the gift. with respect to the shareholder. Thenent income for the taxable year.

One commentator argued that th@roposed regulations provide that the A commentator requested guidance in
basis for determining loss under sectioamount of disallowed loss or deductiorthe final regulations on whether the allo-
1015 is applicable only on the disposiallocated to the distributing (or con-cation of any tax imposed under sectior
tion of the gifted asset. The basis for derolled) corporation with respect to thel375 is made based on the total gross c
termining loss in section 1015 generallyshareholder is an amount that bears thetal net passive investment income.
does not affect the basis for depreciatiosame ratio to each item of disallowedJnder section 1375, the amount of ex-
or the deductibility of net expenses aristoss or deduction as the value of theess passive investment income is allo
ing out of the use or operation of theshareholder’s stock in the distributingcated to the items of passive investmen
gifted asset. (or controlled) corporation bears to thencome based on the net passive invest

The proposed regulations, howevertotal value of the shareholder’s stock iment income of the corporation. The al-
apply the loss basis rule in section 1018he distributing and controlled corporadocation of the tax imposed on the ex-
not for purposes of determining the detions, in each case as determined immeess passive investment income shoul
preciable basis of a gifted asset, budiately after the distribution. be similarly allocated. Accordingly, the
rather for purposes of determining the A commentator suggested that théinal regulations clarify that the alloca-
amount of passthrough losses and déerm value as used in the proposed regtion of any tax under section 1375 is
ductions (including depreciation deduciations is ambiguous and that the finabased on the total net passive investmer
tions and operating losses) that are ategulations should specifically statancome for the taxable year.
lowable to a shareholder under sectioffair market value.” The commentator8. Accrual of charitable contribution de-
1366. The donee of loss stock cann@lso recommended that because thaductions under section 170(a)(2).
dispose of the stock and recognize theomputation of fair market value intro- The proposed regulations under sec
loss inherent in the stock on the date afuces a host of valuation issues into thigon 1366 provide that each shareholde
gift. If the donee could use the donor’sransaction, the final regulations shoulanust take into account the shareholder™
basis to take depreciation deductionpermit an allocation of disallowed lossegro rata share of any charitable contribu-
and operating losses of the S corporand deductions based on the relative ations paid by the corporation during the
tion, the donee in effect would realizgusted bases of the assets of the distrilsorporation’s taxable year. A commen-
the benefit of the loss inherent in thauting and controlled corporations. Fi-tator requested that the final regulations
stock. nally, the commentator requested thatlarify that separately stated items in-

Another commentator agreed that théhe final regulations allow S corpora-clude charitable contributions paid or
basis for determining loss in sectiortions to allocate disallowed losses andeemed to be paid. The commentato
1015 ought to be the basis of giftedleductions to the controlled or distributsuggested that an accrual basis S corpc
stock for purposes of section 1366ing corporation based upon the source stion may elect under section 170(a)(2)
Thus, the final regulations continue tadhose losses and deductions. The fin&b treat charitable contributions as paid
provide that for purposes of sectiomregulations permit shareholders to alloin the year prior to the year in which the
1366, the basis of stock acquired by giftate disallowed losses and deductionsharitable contribution is actually paid.
is the basis for determining loss undeaccording to any reasonable method, in- Under section 1363(b), S corporations

section 1015. cluding a method based on the relativgenerally compute their taxable income
6. Allocation of disallowed losses in cerfair market value of the shareholder’sn the same manner as in the case of a
tain corporate separations. stock in the distributing and controlledindividual. However, S corporations are

The proposed regulations providecorporations immediately after the dishot permitted to take charitable contri-
rules for the carryover of disallowedtribution, a method based on the relativbution deductions by virtue of the cross
losses and deductions in the case of caadjusted bases of the assets in the dieference in section 1363(b)(2) to sec-
tain corporate reorganizations. In theributing and controlled corporationstion 703(a)(2). Instead, the deductions
case of an S corporation that transfersimmediately after the distribution, or, infor charitable contributions pass through
part of its assets constituting an activéhe case of losses and deductions clearly the shareholders of the S corporation
trade or business to another corporatioattributable to either the distributing orindividuals cannot make the election
in a transaction to which sectioncontrolled corporation, a method that alunder section 170(a)(2). Treasury anc
368(a)(1)(D) applies, and immediatelylocates such losses and deductions atte Service believe that an S corporatior
thereafter the stock and securities of theordingly. also cannot make the election under sec
controlled corporation are distributed in7. Allocation of tax on passive investtion 170(a)(2). Accordingly, the final
a distribution or exchange to which secment income under section 1366(f)(3). regulations do not adopt this suggestion



9. Treatment of section 108 income  mining Tax Effect of Distribution. ending on the effective date of the final
The regulations enumerate items of Section 1.1368-2 of the proposed regregulations.
income (including tax-exempt income),ulations provides rules for determining gections 1.1367-3 and 1.1368-4 of the
loss, deduction, or credit of an S corpothe source of a distribution made by an §, 4 regulations reflect this comment
ration that must be taken into accountorporation with respect to its stock ang,nq provide that for taxable years begin
separately by each shareholder pursuatite tax effect of the distribution to thening on or after January 1, 1997, and be
to section 1366(a)(1)(A). “Tax-exemptshareholders for taxable years of thg, e August 18, 1998, the adjustments t
income” does not include income fromcorporation beginning on or after Au-the pasis of a shareholder’s stock an
discharge of indebtedness excludedust 18, 1998. the treatment of distributions by an S
from income under section 108 because One commentator interpretedcorporaﬂon, respectively, must be deter
such income is not permanently excludi§1.1368-2(a)(5) of the proposed regulamined in a reasonable manner, takin
ble from income in all circumstances intions, which prescribes the order ifpto account the statute and the Iegisla{
which section 108 applies. One comwhich adjustments are made to the AAAjye history. Return positions consistent
mentator objected to this treatment ofor purposes of determining the sourcgith the final regulations will be consid-
section 108 income, arguing that sucbf a distribution, as providing that thegred reasonable.
income is tax-exempt and that applicaAAA is adjusted in the same order as the
tion of section 108 at the S corporatioradjustments to the basis of a share &fpecjal Analyses
level pursuant to section 108(d)(7)(A)stock under §1.1367-1 of the proposed
does not preclude the pass-through okgulations. The commentator stated |t has been determined that this Trea
section 108 income. Another commenthat although the Small Business JoBuyry decision is not a significant regula-
tator, however, agreed with the approacRrotection Act of 1996 (1996 Act) tory action as defined in Executive Order
taken by the regulations. changed the order of the adjustments t2866. Therefore, a regulatory assess
Treasury and the Service continue tthe basis of a share of stock, the 199§ent is not required. It has also been de
believe that the absence of a stock basfect did not change the order of the adtermined that section 553(b) of the Ad-
increase for income of an S corporatiojustments to the AAA except in situa-ministrative Procedure Act (5 U.S.C.
excluded under section 108(a) is consigions involving a net negative adjustchapter 5) does not apply to these regule
tent with the legislative history of sec-ment (where the reductions in thejons. Itis hereby certified that the collec-
tion 108 and the specific rules that applyccount for the taxable year exceed thgon of information in these regulations
to the discharge of indebtedness incomecreases for the taxable year). When gj|| not have a significant economic im-
of S corporations. Accordingly, thenet negative adjustment occurs, th@act on a substantial number of small en
treatment of section 108 income is UNAAA is adjusted to take into accounttities. This certification is based upon the

changed in the final regulations. distributions before the AAA is adjustedsact that these regulations do not impose
10. Adjustment to Basis of Stock to take into account any net negative ad-gllection of information that is not al-
Section 1367(a) and §1.1367-1 of thgustment. ready required by the underlying statute

proposed regulations prescribe the order Consistent with the comment re-or the current regulations and reflected ir
of adjustments required by subchapter &eived, the final regulations make cleathe appropriate forms. Therefore, a Regu
to the basis of a shareholder’s stock ithat except in situations involving a nefatory Flexibility Analysis under the Reg-
an S corporation and the manner imegative adjustment, the order of adjusilatory Flexibility Act (5 U.S.C. chapter
which those adjustments are made. ments to the AAAis not Changed. Exame) is not required_ Pursuant to sectior
A commentator suggested that th@les are added to the final regulations tggo5(f) of the Internal Revenue Code, the
final regulations should provide that lifeillustrate the effect of the 1996 Act ONnotice of proposed ru|emaking preceding

insurance premiums on policies ownedhe AAA ordering rules. these regulations was submitted to th
by the S corporation do not affect eithed2. Transition Rule and Effective Datechief Counsel for Advocacy of the Small
a shareholder’s basis in stock/debt or theections 1367 and 1368. Business Administration for comment on

corporation’s accumulated adjustments Sections 1.1367-3 and 1.1368-4 of thgs impact on small business.

account (AAA). The commentator fur-proposed regulations provide that the

ther suggested that 8§1.1367-1(c)(2) (reemendments to the final regulation®rafting Information

lating to noncapital, nondeductible ex-under section 1367 and 1368 apply only

penses) be amended to make specitl taxable years of the corporation be- The principal authors of these final

provision for accounts receivable wheminning on or after August 18, 1998.  regulations are Terri A. Belanger, Deane

debt is restored. Commentators suggested that becausé. Burke, and Brenda Stewart of the
Because these comments relate the amendments to sections 1367 an@ffice of Chief Counsel (Passthroughs

provisions in §1.1367-1 that were notl368 under the 1996 Act are effectivand Special Industries), Internal Rev-

affected by the amendments containefbr taxable years beginning after Deenue Service. However, other personne

in the proposed regulations, the comeember 31, 1996, the final regulationsrom the IRS and Treasury Departmen

ments are not reflected in the final regushould be effective, at least on an ele@articipated in their development.

lations. tive basis, for the period beginning from

11. Adjustments Required Before Detetthe effective date of the 1996 Act and * ok ok ok ok



Adoption of Amendments to the allocated to each item. end of the taxable year of the corporation

Regulations (5) Nontransferability of losses and dethe shareholder’s pro rata share of thes
i ductions. items is taken into account on the share
Accordingly, 26 CFR parts 1 and 6024 gagjs of stock acquired by gift. holder’s final return. For the limitation
are amended as follows: (b) Special rules for carryover of disal-on allowance of a shareholder’s pro rate
PART 1—INCOME TAXES lowed losses and deductions to post-teshare of S corporation losses or deduc
mination transition period described irtions, see section 1366(d) and §1.1366-2.
Paragraph 1. The authority citation fosection 1377(b). (2) Separately stated items of income,
part 1 continues to read in part as followsi1) In general. loss, deduction, or creditEach share-
Authority: 26 U.S.C. 7805 * * * (2) Limitation on losses and deductions. holder must take into account separately
Par. 2. Sections 1.1366-0 and 1.1366B) Limitation on losses and deductionshe shareholder’s pro rata share of an
are added, 81.1366-2 is revised, angllocated to each item. item of income (including tax-exempt in-
§81.1366-3 through 1.1366-5 are added {@) Adjustment to the basis of stock. ~ come), loss, deduction, or credit of the S
read as follows: (c) Carryover of disallowed losses andorporation that if separately taken into
§1.1366-0 Table of contents. deductions in the case of liquidations, reaccount by any shareholder could affeci
The following table of contents is pro-grganizations, and divisions. the shareholder’s tax liability for that tax-
vided to facilitate the use of §81.1366-¥1) Liquidations and reorganizations. ~ able year differently than if the share-
through 1.1366-5: (2) Corporate separations to which sedwolder did not take the item into account
§1.1366-1 Shareholder's share of itemgon 368(a)(1)(D) applies. separately. The s_eparately stated items (
of an S corporation. ) _the S corporat|on_ mc_lude, but are not lim-
81.1366-3 Treatment of family groups. ited to, the following items—
(a) Determination of shareholder’s tax liya) |n general. (i) The cor.poration’s combined net
ability. (b) Examples. amount of gains and losses from sales o
(1) In general. exchanges of capital assets grouped b
(2) Separately stated items of income§1.1366-4 Special rules limiting theapplicable holding periods, by applicable
loss, deduction, or credit. passthrough of certain items of an S corate of tax under section 1(h), and by any
(3) Nonseparately computed income gporation to its shareholders. other classification that may be relevant
loss. ) . . in determining the shareholder’s tax lia-
(4) Separate activities requirement. (a) Passthrough inapplicable to sectiopjir, .
(5) Aggregation of deductions or exclu34 credit. (i) The corporation’s combined net
sions for purposes of limitations. (b) Reduction in passthrough for tax imymaunt of gains and losses from sales o
(b) Character of items constituting prd®©S€d on built-in gains. exchanges of property described in sec
rata share. (c) Reduction in passthrough for tax imliion 1231 (relating to property used in the
(1) In general. posed on excess net passive income. trade or business and involuntary conver:
(2) Exception for contribution of noncap- sions), grouped by applicable holding pe-
ital gain property. 81.1366-5 Effective date. 81.1366-%iods, by applicable rate of tax under sec:
(3) Exception for contribution of capital Shareholder’s share of items of an S cotion 1(h), and by any other classification
loss property. poration. that may be relevant in determining the
(c) Gross income of a shareholder. (a) Determination of shareholder’s taxshareholder’s tax liability;
(1) Ingeneral. liability—(1) In general. An S corpora-  (iii) Charitable contributions, grouped
(2) Gross income for substantial omistion must report, and a shareholder is réoy the percentage limitations of section
sion of items. quired to take into account in the sharet70(b), paid by the corporation within the
(d) Shareholders holding stock subject taolder’s return, the shareholder’s pro rattaxable year of the corporation;
community property laws. share, whether or not distributed, of the S (iv) The taxes described in section 901
(e) Netoperating loss deduction of shargorporation’s items of income, loss, dethat have been paid (or accrued) by the
holder of S corporation. duction, or credit described in paragraphsorporation to foreign countries or to pos-
(f) Cross-reference. (a)(2), (3), and (4) of this section. Asessions of the UniteBtates;

§1.1366-2 Limitations on deduction Ofshareholder’s pro rata share is determined (v) Each of the corporation’s separate
paésthrough items of an S corporation t&')n accordance with the provisions of secitems involved in the determination of
its shareholders tion 1377(a) and the regulations thereurcredits against tax allowable under par

der. The shareholder takes these itenh¥ of subchapter A (section 21 and fol-

(@) In general. into account in determining the sharelowing) of the Internal Revenue Code,
(1) Limitation on losses and deductions. holder’s taxable income and tax liabilityexcept for any credit allowed under sec-
(2) Carryover of disallowance. for the shareholder’s taxable year with otion 34 (relating to certain uses of gaso-
(3) Basis limitation amount. within which the taxable year of the cordine and special fuels);

(i) Stock portion. poration ends. If the shareholder dies (or (vi) Each of the corporation’s separate
(i) Indebtedness portion. if the shareholder is an estate or trust arittms of gains and losses from wagering

(4) Limitation on losses and deductionshe estate or trust terminates) before theansactions (section 165(d)); soil and



water conservation expenditures (se@ro rata share of an S corporation’s itemganization qualifying under section
tion 175); deduction under an election t@f income, loss, deduction, or credit de170(b)(1)(A), a shareholder’s pro rata
expense certain depreciable business eseribed in paragraphs (a)(2) and (3) of thishare of the S corporation’s charitable
penses (section 179); medical, dentagection for each of the corporation’s activeontribution will be characterized as
etc., expenses (section 213); the addities as defined in section 469 and the regrade to an organization qualifying undel
tional itemized deductions for individu- ulations thereunder. section 170(b)(1)(A).

als provided in part VIl of subchapter B (5) Aggregation of deductions or exclu- (2) Exception for contribution of non-
(section 212 and following) of the Inter-sions for purposes of limitations(i) In capital gain property If an S corporation
nal Revenue Code; and any other itengeneral. A shareholder aggregates thes formed or availed of by any shareholde
ized deductions for which the limita-shareholder’s separate deductions or ers group of shareholders for a principal
tions on itemized deductions undeclusions with the shareholder’s pro ratgurpose of selling or exchanging con-
sections 67 or 68 applies; share of the S corporation’s separateliyibuted property that in the hands of the

(vii) Any of the corporation’s items of stated deductions or exclusions in deteshareholder or shareholders would no
portfolio income or loss, and expenses renining the amount of any deduction ohave produced capital gain if sold or ex-
lated thereto, as defined in the regulationsxclusion allowable to the shareholdechanged by the shareholder or shareholc
under section 469; under subtitle A of the Internal Revenueers, then the gain on the sale or exchanc

(viii) The corporation’s tax-exempt in- Code as to which a limitation is imposed.of the property recognized by the corpora
come. For purposes of subchapter S, tax- (i) Example The provisions of para- tion is not treated as a capital gain.
exempt income is income that is permagraph (a)(5)(i) of this section are illus- (3) Exception for contribution of cap-
nently excludible from gross income in alltrated by the following example: ital loss property.If an S corporation is
circumstances in which the applicable Example In 1999, Corporation M, a calendarformed or availed of by any shareholde!
provision of the Internal Revenue Codgear S corporation, purchases and places in servied group of shareholders for a principal
applies. For example, income that is exsection 179 property costing $10,000. Corporatiopurpose of selling or exchanging con-
cludible from gross income under sectiom elects to expense the entire cost of the propertitibuted property that in the hands of the
101 (certain death benefits) or section 108hareholder A owns 50 percent of the stock of Coishareholder or shareholders would hav
(interest on state and local bonds) is taxoration M. Shareholder As pro rata share of thiproduced capital loss if sold or ex-
exempt income, while income that is exitem after Corporation M applies the section 179(bghanged by the shareholder or share
cludible from gross income under sectiomnmitations is $5,000. Because the aggregate amouholders, then the loss on the sale or e»
108 (income from discharge of indebtedef Shareholder A's pro rata share and separately achange of the property recognized by
ness) or section 109 (improvements byuired section 179 expense may not exceed $19,0bhe corporation is treated as a capita
lessee on lessor’s property) is not tax-eXthe aggregate maximum cost that may be taken intoss to the extent that, immediately be-
empt income; account under section 179(a) for the applicable tafore the contribution, the adjusted basis

(iX) The corporation’s adjustments de-able year), Shareholder A may elect to expense up @f the property in the hands of the share
scribed in sections 56 and 58, and iten 4,000 of separately acquired section 179 propertyolder or shareholders exceeded the fa
of tax preference described in section 5#hat is purchased and placed in service in 1999, sumarket value of the property.
and ject to the limitations of section 179(b). (c) Gross income of a shareholdef1)

(x) Any item identified in guidance (in- (b) Character of items constituting proln generd. Where it is necessary to de-
cluding forms and instructions) issued byata share—(1) In general Except as termine the amount or character of the
the Commissioner as an item required tprovided in paragraph (b)(2) or (3) of thiggross income of a shareholder, the shar
be separately stated under this paragragkction, the character of any item of inholder’s gross income includes the share
@)(2). come, loss, deduction, or credit describekolder’s pro rata share of the gross in:

(3) Nonseparately computed income om section 1366(a)(1)(A) or (B) and paracome of the S corporation. The
loss. Each shareholder must take into aggraph (a) of this section is determined foshareholder’s pro rata share of the gros
count separately the shareholder’s prthe S corporation and retains that characiacome of the S corporation is the amoun
rata share of the nonseparately computeer in the hands of the shareholder. Faf gross income of the corporation used ir
income or loss of the S corporation. Foexample, if an S corporation has capitaderiving the shareholder’s pro rata shar
this purpose, nonseparately computed imain on the sale or exchange of a capitaf S corporation taxable income or loss
come or loss means the corporation’asset, a shareholder’s pro rata share @ihcluding items described in section
gross income less the deductions allowethat gain will also be characterized as 4366(a)(1)(A) or (B) and paragraph (a) of
to the corporation under chapter 1 of theapital gain regardless of whether théhis section). For example, a shareholde
Internal Revenue Code, determined bghareholder is otherwise a dealer in thas required to include the shareholder’s
excluding any item requiring separateaype of property. Similarly, if an S corpo-pro rata share of S corporation gross in
computation under paragraph (a)(2) ofation engages in an activity that is not focome in computing the shareholder’s
this section. profit (as defined in section 183), a sharggross income for the purposes of deter

(4) Separate activities requiremenAn holder’s pro rata share of the S corporanining the necessity of filing a return
S corporation must report, and eaclion’s deductions will be characterized agsection 6012(a)) and the shareholder’
shareholder must take into account in theot for profit. Also, if an S corporation gross income derived from farming (sec-
shareholder’s return, the shareholder’makes a charitable contribution to an ortions 175 and 6654(i)).



(2) Gross income for substantial omis-sources and any other sources), the shathis section (limiting losses and deduc-
sion of items—(i) In general. For pur- holder separately takes into account thigons) by taking into account only in-
poses of determining the applicability ofshareholder’s pro rata share of the deducreases in basis under section 1367 (a)(1
the 6- year period of limitation on assesgions of the corporation that are not attribfor the taxable year and decreases in bas
ment and collection provided in sectiorutable to a trade or business and combinasder section 1367(a)(2)(A), (D) and (E)
6501(e) (relating to omission of morethis amount with the shareholder’s nonrelating to distributions, noncapital,
than 25 percent of gross income), a sharbusiness deductions from any othenondeductible expenses, and certain oi
holder’s gross income includes the sharesources. The shareholder also separatepnd gas depletion deductions) for the tax
holder’s pro rata share of S corporatiotakes into account the shareholder’s prable year. In so determining this loss lim-
gross income (as described in sectiorata share of the gross income of the coitation amount, the shareholder disregard
6501(e)(1)(A)(i)). In this respect, theporation not derived from a trade or busidecreases in basis under sectiot
amount of S corporation gross incom@ess and combines this amount with th&367(a)(2)(B) and (C) (for losses and de-
used in deriving the shareholder’s pro ratshareholder’s nonbusiness income frorductions, including losses and deduction:
share of any item of S corporation in-all other sources. See section 172 and tipeeviously disallowed) for the taxable
come, loss, deduction, or credit (as inregulations thereunder. year. However, if the shareholder has ir
cluded or disclosed in the shareholder’s (f) Cross-reference For rules relating effect for the taxable year an election
return) is considered as an amount db the consistent tax treatment of subchapmder §1.1367-1(g) to decrease basis b
gross income stated in the shareholdertsr S items, see section 6037(c). items of loss and deduction prior to de-
return for purposes of section 6501(e). 81.1366-2 Limitations on deduction oftreasing basis by noncapital, nonde-

(i) Example The following example passthrough items of an S corporation tauctible expenses and certain oil and ga
illustrates the provisions of paragraphts shareholders. depletion deductions, the shareholder als
(c)(2)(i) of this section: (a) In general—(1) Limitation on disregards decreases in basis under se

Example. Shareholder A, an individual, owns 25l0sses and deductionsThe aggregate tion 1367(a)(2)(D) and (E). This basis
percent of the stock of Corporation N, an S corpormmount of losses and deductions takdimitation amount for stock is determined
tion that has $10,000 gross income and $2,000 taxaileto account by a shareholder undeat the time prescribed under §1.1367-
income. A reports only $300 as A's pro rata share 1.1366-1(a)(2), (3), and (4) for any tax4(d)(1) for adjustments to the basis of
N’s taxable income. A should have reported $500 e8ble year of an S corporation cannot exstock.

As pro rata share of taxable income, derived from Aceed the sum of— (ii) Indebtedness portion A share-
pro rata share, $2,500, of N's gross income. Because (i) The adjusted basis of the shareholder determines the shareholder’s ad
As return included only $300 without a disclosureholder’s stock in the corporation (as dejusted basis in indebtedness of the corpo
meeting the requirements of section 6501(e)(1)(A)(ifermined under paragraph (a)(3)(i) of thisation for purposes of paragraphs
describing the difference of $200, A is regarded asection); and (@)(1)(ii) and (2) of this section (limiting
having reported on the return only $1,500 ($300/$500 (ii) The adjusted basis of any indebtedlosses and deductions) without regard tc
of $2,500) as gross income from N. ness of the corporation to the shareholdemy adjustment under section

(d) Shareholders holding stock subjecfas determined under paragraph (a)(3)(i367(b)(2)(A) for the taxable year. This
to community property lawslf a share- of this section). basis limitation amount for indebtedness
holder holds S corporation stock that is (2) Carryover of disallowance.A is determined at the time prescribed unde
community property, then the shareshareholder’s aggregate amount of loss&4.1367-2(d)(1) for adjustments to the
holder’s pro rata share of any item oand deductions for a taxable year in exsasis of indebtedness.
items listed in paragraphs (a)(2), (3), andess of the sum of the adjusted basis of (4) Limitation on losses and deductions
(4) of this section with respect to thathe shareholder’s stock in an S corporallocated to each itemlf a shareholder’s
stock is reported by the husband and wiféon and of any indebtedness of the S copro rata share of the aggregate amount ¢
in accordance with community propertyporation to the shareholder is not allowetbsses and deductions specified in
rules. for the taxable year. However, any disal§1.1366-1(a)(2), (3), and (4) exceeds the

(e) Net operating loss deduction oflowed loss or deduction retains its characsum of the adjusted basis of the share
shareholder of S corporationFor pur- ter and is treated as incurred by the corptrolder’s stock in the corporation (deter-
poses of determining a net operating logsition in the corporation’s first succeedingnined in accordance with paragraph
deduction under section 172, a shardaxable year, and subsequent taxabl@)(3)(i) of this section) and the adjusted
holder of an S corporation must take intgears, with respect to the shareholder. Fbasis of any indebtedness of the corpora
account the shareholder’s pro rata shareles on determining the adjusted bases tbn to the shareholder (determined in ac-
of items of income, loss, deduction, ostock of an S corporation and indebtedeordance with paragraph (a)(3)(ii) of this
credit of the corporation. See sectiomess of the corporation to the shareholdesection), then the limitation on losses anc
1366(b) and paragraph (b) of this sectiosee paragraphs (a)(3)(i) and (ii) of thigleductions under section 1366(d)(1) mus
for rules on determining the character o$ection. be allocated among the shareholder’s pr
the items. In determining under section (3) Basis limitation amourt-(i) rata share of each loss or deduction. Th
172(d)(4) the nonbusiness deductions aBtock portion A shareholder generally amount of the limitation allocated to any
lowable to a shareholder of an S corporaletermines the adjusted basis of stock fémss or deduction is an amount that bear
tion (arising from both corporation purposes of paragraphs (a)(1)(i) and (2) dhe same ratio to the amount of the limita-



tion as the loss or deduction bears to thender paragraph (b)(4) of this section. Ifion. Where the acquiring corporation is &
total of the losses and deductions. Fa shareholder disposes of a share of sto€k corporation, a post-termination transi-
this purpose, the total of losses and dexior to the close of the last day of thdion period arises the day after the last da
ductions for the taxable year is the sum giost-termination transition period, the adthat an S corporation was in existence an
the shareholder’s pro rata share of loss@ssted basis of that share is its basis as tife rules provided in paragraph (b) of this
and deductions for the taxable year, antthe close of the day of disposition. Anysection apply with respect to any share
the losses and deductions disallowed anndsses and deductions in excess of laolder of the acquired S corporation tha
carried forward from prior years pursuanshareholder’s adjusted stock basis are pas- also a shareholder of the acquiring C
to section 1366(d)(2). manently disallowed. For purposes otorporation after the transaction. See th

(5) Nontransferability of losses and de-section 1366(d)(3)(B) and this paragrapBpecial rules under section 1377 for the
ductions. Any loss or deduction disal- (b)(2), the basis of stock in a corporatiomvailability of the post-termination transi-
lowed under paragraph (a)(1) of this seacquired by gift is the basis of the stockion period if the acquiring corporation is
tion is personal to the shareholder anthat is used for purposes of determining C corporation.
cannot in any manner be transferred to atess under section 1015(a). (2) Corporate separations to which
other person. If a shareholder transfers (3) Limitation on losses and deductionsection 368(a)(1)(D) applieslf an S cor-
some but not all of the shareholder’s stocéllocated to each itemlf the aggregate poration transfers a portion of its asset
in the corporation, the amount of any disamount of losses and deductions treatembnstituting an active trade or business t
allowed loss or deduction under this sea@s incurred by the shareholder under paranother corporation in a transaction tc
tion is not reduced and the transferee dogsaph (b)(1) of this section exceeds thevhich section 368(a)(1)(D) applies, and
not acquire any portion of the disallowedadjusted basis of the shareholder’s stodknmediately thereafter the stock and se
loss or deduction. If a shareholder transdetermined under paragraph (b)(2) of thisurities of the controlled corporation are
fers all of the shareholder’s stock in thesection, the limitation on losses and dedistributed in a distribution or exchange
corporation, any disallowed loss or deductions under section 1366(d)(3)(B}o which section 355 (or so much of sec
duction is permanently disallowed. must be allocated among each loss or dden 356 as relates to section 355) applie:

(6) Basis of stock acquired by gifEor duction. The amount of the limitation al-any loss or deduction disallowed undel
purposes of section 1366(d)(1)(A) andocated to each loss or deduction is aparagraph (a) of this section with respec
paragraphs (a)(1)(i) and (2) of this secamount that bears the same ratio to the a shareholder of the distributing S cor-
tion, the basis of stock in a corporatioramount of the limitation as the amount oporation immediately before the transac
acquired by gift is the basis of the stoclkeach loss or deduction bears to the total tibn is allocated between the distributing
that is used for purposes of determiningll the losses and deductions. corporation and the controlled corpora-
loss under section 1015(a). (4) Adjustment to the basis of stocktion with respect to the shareholder. Sucl

(b) Special rules for carryover of disal- The shareholder’s basis in the stock of thallocation shall be made according to an
lowed losses and deductions to post-tecorporation is reduced by the amount akeasonable method, including a methoc
mination transition period described inlowed as a deduction by reason of thibased on the relative fair market value o
section 1377(B}(1) In general If, for paragraph (b). For rules regarding adjusthe shareholder’s stock in the distributing
the last taxable year of a corporation foments to the basis of a shareholder’s sto@nd controlled corporations immediately
which it was an S corporation, a loss oin an S corporation, see §1.1367-1. after the distribution, a method based ol
deduction was disallowed to a share- (c) Carryover of disallowed losses andthe relative adjusted basis of the assets
holder by reason of the limitation in paradeductions in the case of liquidations, rethe distributing and controlled corpora-
graph (a) of this section, the loss or desrganizations, and divisiors(1) Liqui- tions immediately after the distribution,
duction is treated under sectiordations and reorganizationdf a corpora- or, in the case of losses and deduction
1366(d)(3) as incurred by that shareholddion acquires the assets of an 8learly attributable to either the distribut-
on the last day of any post-terminatiortorporation in a transaction to which secing or controlled corporation, any method
transition period (within the meaning oftion 381(a) applies, any loss or deductiothat allocates such losses and deductior
section 1377(b)). disallowed under paragraph (a) of thigccordingly.

(2) Limitation on losses and deduc-section with respect to a shareholder 1.1366-3 Treatment of family groups.
tions The aggregate amount of lossethe distributor or transferor S corporation (@) In general. Under section 1366(e),
and deductions taken into account by & available to that shareholder as a sharié-an individual, who is a member of the
shareholder under paragraph (b)(1) of thisolder of the acquiring corporation.family of one or more shareholders of ar
section cannot exceed the adjusted basitius, where the acquiring corporation i§ corporation, renders services for, or fur
of the shareholder’s stock in the corporaan S corporation, a loss or deduction of aishes capital to, the corporation without
tion determined at the close of the last daghareholder of the distributor or transferoreceiving reasonable compensation, th
of the post-termination transition period.S corporation disallowed prior to or dur-Commissioner shall prescribe adjust-
For this purpose, the adjusted basis of iag the taxable year of the transaction iments to those items taken into accour
shareholder’s stock in the corporation isreated as incurred by the acquiring S coby the individual and the shareholders a
determined at the close of the last day gforation with respect to that shareholdemay be necessary to reflect the value ¢
the post-termination transition periodif the shareholder is a shareholder of thihe services rendered or capital furnishec
without regard to any reduction requiredacquiring S corporation after the transad-or these purposes, in determining the



reasonable value for services rendered, dered to the corporation, the Internal Revenue Sening on or after

capital furnished, to the corporation, convice, in its discretion, may make adjustments tgAugust 18, 1998.

sideration will be given to all the facts andhose items taken into account by the partnershifg) Elective ordering rule.

circumstances, including the amount thatnd the corporation as may be necessary to refleft) Examples.

ordinarily would be paid in order to ob-the value of the services rendered. (i) [Reserved]

tain comparable services or capital from §1.1366-4 Special rules limiting the(j) Adjustments for items of income in re-
person (other than a member of the fanpassthrough of certain items of an S corspect of a decedent.

ily) who is not a shareholder in the corpoporation to its shareholders. ok Rk

ration. In addition, for purposes of sec- () Passthrough inapplicable to section Par. 4. Section 1.1367-1 is amended a
tion 1366(e), if a member of the family of34 credit. Section 1.1366-1(a) does nofollows:

one or more shareholders of the S corp@pply to any credit allowable under sec- 1. The paragraph heading and intro-
ration holds an interest in a passthroughion 34 (relating to certain uses of gasoductory text of paragraph () are revised.
entity (e.g., a partnership, S corporatioriine and special fuels). 2. Paragraphs (f) and (g) are redesig
trust, or estate), that performs services for, (b) Reduction in passthrough for taxnated as paragraphs (g) and (h), respe
or furnishes capital to, the S corporatiofimposed on built-in gainsFor purposes tively.

without receiving reasonable compensef 81.1366-1(a), if for any taxable year of 3. New paragraph (f) is added.

tion, the Commissioner shall prescribéhe S corporation a tax is imposed on the 4. The first and second sentences o
adjustments to the passthrough entity argprporation under section 1374, thevewly designated paragraph (g) are re
the corporation as may be necessary to ramount of the tax imposed is treated asased.

flect the value of the services rendered dess sustained by the S corporation during 5. Newly designated paragraph (h) is
capital furnished. For purposes of sectiothe taxable year. The character of thamended as follows:

1366(e), the ternfiamily of any share- deemed loss is determined by allocating a. The heading foExample lis re-
holder includes only the shareholder’'éhe loss proportionately among the nefised.

spouse, ancestors, lineal descendants, digg¢ognized built-in gains giving rise to the b, Example 2andExample 3are redes-
any trust for the primary benefit of any oftax and attributing the character of eaclynated as£xample 3andExample 4re-

these persons. net recognized built-in gain to the allocaspectively.

(b) Examples. The provisions of this ble portion of the loss. c. NewExample 4s added.
section may be illustrated by the follow- () Reduction in passthrough for tax d. The heading of newly designated
ing examples: imposed on excess net passive incomexample 4s revised.

Example 1 The stock of an S corporation is FOr purposes of §1.1366-1(a), if for any e. Example Ss added.
owned 50 percent by F and 50 percent by T, thiaxable year of the S corporation a tax is 6. Paragraph (i) is added and reserve:
minor son of F. For the taxable year, the corporatioinposed on the corporation under sectioand paragraph (j) is added.
has items of taxable income equal to $70,000. Cord-375, each item of passive investment in- The additions and revisions read as fol-
pensation of $10,000 is paid by the corporation to €0me shall be reduced by an amount thgws:
for services rendered during the taxable year, and iears the same ratio to the amount of thg1.1367-1 Adjustments to basis of share
compensation is paid to T, who rendered no servicelaX as the amount of the item bears to thgolder’s stock in an S corporation.
Based on all the relevant facts and circumstanceftal net passive investment income for * * *
reasonable compensation for the services rendertfaat taxable year. (e) Ordering rules for taxable years be-
by F would be $30,000. In the discretion of the In81.1366-5 Effective date. ginning before January 1, 1997 or any
ternal Revenue Service, up to an additional $20,000 Sections 1.1366-1 through 1.1366-4axable year of a corporation beginning
of the $70,000 of the corporation’s taxable income2Pply to taxable years of an S corporatiopefore January 1, 1997, except as pro
for tax purposes, may be allocated to F as compendd€ginning on or after August 18, 1998. vided in paragraph (g) of this section, the
tion for services rendered. If the Internal Revenue Par. 3. Section 1.1367-0 is amended iadjustments required by section 1367(a

Service allocates $20,000 of the corporation’s taxhe table as follows: are made in the following order—

able income to F as compensation for services, tax- 1. The entries for §1.1367-1(e) through * * * x

able income of the corporation would be reduced b(Q) are revised. (f) Ordering rules for taxable years be-

$20,000 to $50,000, of which F and Teachwould be 2. The entries for §1.1367-1(h)ginning on or after August 18, 199&or

allocated $25,000. F would have $30,000 of totdhrough (j) are added. any taxable year of a corporation begin-

compensation paid by the corporation for services The additions and revisions read as fohing on or after August 18, 1998, except

rendered. lows: as provided in paragraph (g) of this sec:
Example 2 The stock of an S corporation is 8§1.1367-0 Table of contents. tion, the adjustments required by sectior

* k k k%

owned by Aand B. For the taxable year, the corpc- 1367(a) are made in the following
ration has paid compensation to a partnership th&1.1367-1 Adjustments to basis of shareyrder—

rendered services to the corporation during the tafolder’s stock in an S corporation. (1) Any increase in basis attributable to
able year. The spouse of A is a partner in that parf-* ** * the income items described in section
nership. Consequently, if based on all the relevaf€) Ordering rules for taxable years begint367(a)(1)(A) and (B), and the excess of
facts and circumstances the partnership did not réing before January 1, 1997. the deductions for depletion described in

ceive reasonable compensation for the services re(f) Ordering rules for taxable years beginsection 1367(a)(1)(C);



(2) Any decrease in basis attributable t8003, A has a basis of $3 per share in the origingpect of a decedent. For the determine
a distribution by the corporation de-block of 50 shares ($6 + $3 - $1 - $2 - $3) and #ion of items realized by an S corporation

scribed in section 1367(a)(2)(A); basis of $5 per share in the second block of 10gonstituting income in respect of a dece
(3) Any decrease in basis attributablehares ($8 + $3 - $1 - $2 - $3). dent, see sections 1367(b)(4)(A) and 69
to noncapital, nondeductible expenses d&-* ** * and applicable regulations thereunder

scribed in section 1367(a)(2)(D), and the Example 4. Effects of section 1377(a)(2) electiofor the determination of the allowance of
oil and gas depletion deduction describeahd distribution on basis of stock for taxable yearq deduction for the amount of estate ta:
in section 1367(a)(2)(E); and beginning before January 1, 1997 * attributable to income in respect of a
(4) Any decrease in basis attributable to Example 5. Effects of section 1377(a)(2) electiodecedent, see section 691(c) and applic:
items of loss or deduction described imnd distribution on basis of stock for taxable yearple regulations thereunder.
section 1367(a)(2)(B) and (C). beginning on or after August 18, 1998) The facts Par. 5. §1.1367-3 is revised to read a
(9) Elective ordering rule.A share- are the same as Example 4 except that all of the follows:
holder may elect to decrease basis undevents occur in 2001 rather than in 1994 and exceftl.1367-3 Effective date and transition
paragraph (e)(3) or (f)(4) of this sectionas follows: On June 30, 2001, B sells 25 shares ¢fjle.
whichever applies, prior to decreasinger stock for $5,000 to D and 25 shares back to Cor- Except for §1.1367-1(f), (Hrxample 2
basis under paragraph (e)(2) or (f)(3) oforation S for $5,000. Under section 1377(a)(2)(Band Example 5 and (j), 881.1367-1 and
this section, whichever applies. If aand §1.1377-1(b)(2), B and C are affected sharet.1367-2 apply to taxable years of the
shareholder makes this election, anfolders because B has transferred shares to Corpogrporation beginning on or after January
amount described in paragraph (e)(2) dron S. Pursuant to section 1377(a)(2)(A) and,, 1994. Section 1.1367-1(f), (Exam-
(H(3) of this section, whichever applies81.1377-1(b)(1), B and C, the affected shareholderple 2andExample 5and (j) apply only to
that is in excess of the shareholder’s bas#sd Corporation S agree to treat the taxable yegaxable years of the corporation beginning
in stock and indebtedness is treate@001 as if it consisted of two separate taxable yeagn or after August 18, 1998. For taxable
solely for purposes of this section, as afer all affected shareholders for the purposes sgtears beginning before January 1, 1994
amount described in paragraph (e)(2) dprthin §1.1377-1(b)(3)(i). and taxable years beginning on or afte
(f)(3) of this section, whichever applies, (i) On June 30, 2001, B and C, pursuant to thdanuary 1, 1997, and before August 18
in the succeeding taxable year. * ** ordering rules of paragraph (f)(1) of this section, in1998, the basis of a shareholder’s stoc
(h) * kK crease the basis of each share by $60 ($6,000/189ust be determined in a reasonable mair
Example 1. Adjustments to basis of stock for tasshares) for the nonseparately computed incomeier, taking into account the statute anc
able years beginning before January 1, 1997* Then B and C reduce the basis of each share by $1fyislative history. Except for §1.1367-
Example 2. Adjustments to basis of stock for tax$12,000/100 shares) for the distribution. Finally, Bl (f), (h) Example 2and Example 5 and
able years beginning on or after August 18, 1498. and C decrease the basis of each share by $¢f), return positions consistent with
On December 31, 2001, A owns a block of 50 shard$4,000/100 shares) for the separately stated dedu§§1.1367-1 and 1.1367-2 are reasonabl
of stock with an adjusted basis per share of $6 ifon item. for taxable years beginning before Janu
Corporation S. On December 31, 2001, A purchases (iii) The basis of the stock of B is reduced fromary 1, 1994. Return positions consisten
for $400 an additional block of 50 shares of stock120 to $20 per share ($120 + $60 - $120 - $40Wwith §1.1367-1(f), (hExample 2andEx-
with an adjusted basis of $8 per share. Thus, Rrior to accounting for the separately stated dedugimple 5 and (j) are reasonable for taxable
holds 100 shares of stock for each day of the 200%n item, the basis of the stock of C is reduced fronyears beginning on or after January 1
taxable year. For S’s 2002 taxable year, A's pro raf80 to $20 ($80 + $60 - $120). Finally, because th#997, and before August 18, 1998.
share of the amount of items described in sectioperiod from January 1 through June 30, 2001 is Par. 6. Section 1.1368-0 is amended il
1367(a)(1)(A) (relating to increases in basis ofreated under §1.1377-1(b)(3)(i) as a separate tafie table as follows:
stock) is $300, A's pro rata share of the amount dible year for purposes of making adjustments to the 1. The entry for §1.1368-1(e) is re-
the items described in section 1367(a)(2)(B) (relabasis of stock, under section 1366(d) and §1.136&ised and entries for 81.1368-1(e)(1) anc
ing to decreases in basis of stock attributable t&(a)(2), C may deduct only $20 per share of the r2) are added.
items of loss and deduction) is $300, and A's pro rat@aining $40 of the separately stated deduction item, 2. The entry for §1.1368-2(a)(4) is re-
share of the amount of the items described in secti@d the basis of the stock of C is reduced from $20ised.
1367(a)(2)(D) (relating to decreases in basis of stodker share to $0 per share. Under section 1366 and3. An entry for §1.1368-2(a)(5) is
attributable to noncapital, nondeductible expense$§)L.1366-2(a)(2), C's remaining separately stated dexdded.
is $200. S makes a distribution to A in the amour@uction item of $20 per share is treated as having 4. The entry for §1.1368-2(d) is re-
of $100 during 2002. been incurred in the first succeeding taxable year gfised.
(i) Pursuant to the ordering rules of paragraph (fForporation S, which, for this purpose, begins on The additions and revisions read as fol
of this section, A first increases the basis of eacfuly 1, 2001. lows:
share of stock by $3 ($300/100 shares) and then de- (i) [Reserved] 81.1368-0 Table of contents.
creases the basis of each share by $1 ($100/100(j)) Adjustments for items of income inx * * * *
shares) for the distribution. A next decreases theespect of a decedenfThe basis deter- §1.1368-1 Distributions by S corpora-
basis of each share by $2 ($200/100 shares) for tReined under section 1014 of any stock ifions.
noncapital, nondeductible expenses and then dé&n S corporation is reduced by the portion* * * *
creases the basis of each share by $3 ($300/108 the value of the stock that is attribut{e) Certain adjustments taken into ac:
shares) for the items of loss. Thus, on January @ble to items constituting income in recount.



(1) Taxable years beginning before JantAugust 18, 1998 For any taxable year of expenses is not taken into account by

ary 1, 1997. the corporation beginning on or after Aushareholder under 81.1367-1(g) (relating
(2) Taxable years beginning on or aftegust 18, 1998, paragraphs (c) and (d) @b the elective ordering rule). The AAAis
August 18, 1998. this section are applied only after takingalso decreased by the entire amount ©
*okok ok k into account— any loss or deduction even though a por
81.1368-2 Accumulated adjustments ac- (i) The adjustments to the basis of théon of the loss or deduction is not taken
count (AAA). shares of a shareholder’s stock describaéato account by a shareholder under sec
(@ *** in section 1367(a)(1) (relating to in-tion 1366(d)(1) or is otherwise not cur-
(4) Ordering rules for the AAA for taxable creases in basis of stock) for the S corpaently deductible under the Internal Rev-
years beginning before January 1, 1997.ration’s taxable year; and enue Code. However, in any subsequer

(5) Ordering rules for the AAAfor taxable (ii) The adjustments to the AAA re-taxable year in which the loss, deduction
years beginning on or after August 18quired by section 1368(e)(1)(A) (butor noncapital, nondeductible expense is
1998. without regard to the adjustments for distreated as incurred by the corporatior
*okok ok k tributions under §1.1368-2(a)(3)(iii)) forwith respect to the shareholder under sec
(d) Adjustment in the case of redempthe S corporation’s taxable year. Any netion 1366(d)(2) or 81.1367-1(g) (or in
tions, liquidations, reorganizations, andegative adjustment (as defined in sectiowhich the loss or deduction is otherwise
divisions. 1368(e)(1)(C)(ii)) for the taxable yearallowed to the shareholder), no further ad-
*okok ok k shall not be taken into account. justment is made to the AAA.
Par. 7. Section 1.1368-1 is amended by* * * * *okok ok k
revising paragraphs (d)(1) and (e) to read Par. 8. Section 1.1368-2 is amended as (4) Ordering rules for the AAA for tax-
as follows: follows: able years beginning before January 1,
8§1.1368-1 Distributions by S corpora- 1. Paragraphs (a)(1) and (a)(3)(ii), and997. For any taxable year beginning be-
tions. the paragraph heading and introductorfore January 1, 1997, the adjustments t
*okok ok k text of paragraph (a)(4) are revised. the AAA are made in the following
(d) S corporation with earnings and 2. Paragraph (a)(5) is added. order—
profits—(1) General treatment of distrib- 3. The paragraph heading for para- *****
ution. Except as provided in paragraptgraph (d) is revised. (5) Ordering rules for the AAA for tax-
(d)(2) of this section, a distribution made The additions and revisions read as folable years beginning on or after August
with respect to its stock by an S corporaows: 18, 1998.For any taxable year of the S
tion that has accumulated earnings angll.1368-2 Accumulated adjustments aaorporation beginning on or after August
profits as of the end of the taxable year afount (AAA). 18, 1998, the adjustments to the AAA are
the S corporation in which the distribution (a) Accumulated adjustmentsmade in the following order—
is made is treated in the manner provideaccount—(1) In general The accumu- (i) The AAA is increased under para-
in section 1368(c). See section 316 andted adjustments account is an account gfaph (a)(2) of this section before it is de-
81.316-2 for provisions relating to the althe S corporation and is not apportionedreased under paragraph (a)(3)(i) of thi:
location of earnings and profits amongmong shareholders. The AAA is relesection for the taxable year;
distributions. vant for all taxable years beginning on or (ii) The AAA is decreased under para-
*okok ok k after January 1, 1983, for which the corgraph (a)(3)(i) of this section (without
(e) Certain adjustments taken into acporation is an S corporation. On the firstaking into account any net negative ad-
count—(1) Taxable years beginning be-day of the first year for which the corpojustment (as defined in section
fore January 1, 1997 For any taxable ration is an S corporation, the balance df368(e)(1)(C)(ii)) before it is decreased
year of the corporation beginning beforeghe AAAis zero. The AAAis increased inunder paragraph (a)(3)(iii) of this section;
January 1, 1997, paragraphs (c) and (d) tie manner provided in paragraph (a)(2) (iii) The AAA is decreased (but not
this section are applied only after takingf this section and is decreased in thelow zero) by any portion of an ordinary
into account— manner provided in paragraph (a)(3) oflistribution to which section 1368(b) or
(i) The adjustments to the basis of th¢his section. For the adjustments to thé)(1) applies;
shares of a shareholder’s stock describedAA in the case of redemptions, liquida- (iv) The AAA is decreased by any net
in section 1367 (without regard to sectiottions, reorganizations, and corporate sepegative adjustment (as defined in sectiot
1367(a)(2)(A) (relating to decreases atarations, see paragraph (d) of this sectiod368(e)(1)(C)(ii)); and

tributable to distributions not includible in* * * * * (v) The AAAis adjusted (whether neg-
income)) for the S corporation’s taxablg3) * * * ative or positive) for redemption distribu-
year; and (i) Extent of allowable reductionThe tions under paragraph (d)(1) of this sec-

(i) The adjustments to the AAA re- AAA may be decreased under paragraption.
qguired by section 1368(e)(1)(A) (but(a)(3)(i) of this section below zero. The* * * * *
without regard to the adjustments for disSAAA is decreased by noncapital, nonde- (d) Adjustment in the case of redemp-
tributions under §1.1368-2(a)(3)(iii)) forductible expenses under paragraptions, liquidations, reorganizations, and
the S corporation’s taxable year. (a)(3)(1))(C) of this section even though alivisions* * *

(2) Taxable years beginning on or aftemportion of the noncapital, nondeductibles * * * *



Par. 9. Section 1368-3 is amended dke nondeductible, noncapital expenses is $1.60. (ii) The AAA is increased from $2,000 to $4,000

follows: Under section 1367(a)(2)(B) and (C), As basis pefor the $2,000 of income earned during the 2001 tax
1. The heading foExample lis re- share is further decreased by $2 ($20 items deble  year. ~Because under section
vised. scribed in section 1367(a)(2)(B) and (C)/10 shares).368(e)(1)(C)(ii)and 81.1368-2(a)(ii), the net nega-

2.Example 3hroughExample @are re- However, basis may not be reduced below zerdive adjustment is not taken into account, the AAA is
designated aExample 6throughExam- Therefore, the basis of each share of As stock is relecreased from $4,000 to $2,000 for the portion o

ple 9 respectively. duced to zero. As of January 1, 2002, A has a badise losses ($2,000) that does not exceed the incon
3. Example 2s redesignated d8xam- of $0 in his shares of S stock. Pursuant to secticzarned during the 2001 taxable year. The AAAs re
ple 3 1366(d)(2), the $.40 of loss in excess of A's basis iduced from $2,000 to zero for the portion of the dis-
4. The heading for newly redesignatedach of his shares of S stock is treated as incurred tijbution to B ($2,000) that does not exceed the
Example 3s revised. the corporation in the succeeding taxable year witAAA. The AAAis decreased from zero to a negative
5. NewExample 2Example 4andEx- respecttoA. $1,500 for the portion of the $3,500 of loss that ex-
ample Gare added. Example 3. Distributions by S corporations withceeds the $2,000 of income earned during the 200
The revisions and additions read as fole corporation earnings and profits for taxable yearsaxable year.
lows: beginning before January 1, 1997* * (iii) Under §1.1367-1(c)(1), the basis of a share-
§1.1368-3 Examples_ Example 4. Distributions by S corporations withholder’s share in an S corporation stock may not b
kKKK earnings and profits and no net negative adjustmeméeduced below zero. Accordingly, as of Decembe

Example 1. Distributions by S corporationsfor taxable years beginning on or after August 1831, 2001, B's basis per share in his stock is zero ($2
without C corporation earnings and profits for tax-1998.(i) Corporation S, an S corporation, has accu+ $20 income - $20 distribution - $35 loss). Pur-
able years beginning before January 1, 1997* mulated earnings and profits of $1,000 and a balanseant to section 1366(d)(2), the $15 of loss in exces

Example 2. Distributions by S corporationsin the AAA of $2,000 on January 1, 2001. S's solef B's basis in each of his shares of S stock is treate
without earnings and profits for taxable years beginshareholder B holds 100 shares of stock with a basis incurred by the corporation in the succeeding tax
ning on or after August 18, 1998i) Corporation S, ©0f $20 per share as of January 1, 2001. On April Bble year with respect to B.
an S corporation, has no earnings and profits as 8001, S makes a distribution of $1,500 to B. B's prd * * * *

January 1, 2001, the first day of its 2001 taxabléata share of the income earned by S during 2001 RBar. 10. 8§1.1368-4 is revised to read a
year. S's sole shareholder, A, holds 10 shares of$2,000 and B’s pro rata share of S's losses is $1,50llows:

stock with a basis of $1 per share as of that date. &@r the taxable year ending December 31, 2001, 81.1368-4 Effective date and transition
March 1, 2001, S makes a distribution of $38 to Adoes not have a net negative adjustment as definedle.

The balance in Corporation S's AAA is $100. Forin section 1368(e)(1)(C). S does not make the elec- Except for §81.1368-1(e)(2), 1.1368-
S’s 2001 taxable year, A's pro rata share of th#on under section 1368(e)(3) and §1.1368-1(f)(2) t@(a)(5), and 1.1368-Example 2 Exam-
amount of the items described in section 1367(a)(Histribute its earnings and profits before its AAA.  ple 4, and Example 5 §§1.1368-1,
(relating to increases in basis of stock) is $50. A's (i) The AAA is increased from $2,000 to $4,0001.1368-2, and 1.1368-3 apply to taxable
pro rata share of the amount of the items describd@r the $2,000 of income earned during the 2001 tayears of the corporation beginning on ol
in sections 1367(a)(2)(B) through (D) (relating toable year. The AAA is decreased from $4,000 tafter January 1, 1994. Section 1.1368
decreases in basis of stock for items other than di$2,500 for the $1,500 of losses. The AAA is ded(e)(2), §1.1368-2(a)(5), and 81.1368-:
tributions) is $26, $20 of which is attributable tocreased from $2,500 to $1,000 for the portion of thExample 2 Example 4 andExample 5
items described in section 1367(a)(2)(B) and (Clistribution ($1,500) to B that does not exceed thapply only to taxable years of the corpora
and $6 of which is attributable to items described iRAA. tion beginning on or after August 18,
section 1367(a)(2)(D) (relating to decreases in basis (i) As of December 31, 2001, B's basis in his1998. For taxable years beginning befor
attributable to noncapital, nondeductible expenses)stock is $10 ($20 + $20 ($2,000 income/100 shareslanuary 1, 1994, and taxable years begir

(i) Under section 1368(d)(1) and §1.1368- $15 ($1,500 distribution/100 shares) - $15 ($1,500ing on or after January 1, 1997, and be
1(e)(1) and (2), the adjustments to the basis of A®ss/100 shares). fore August 18, 1998, the treatment of
stock in S described in sections 1367(a)(1) are made Example 5. Distributions by S corporations withdistributions by an S corporation to its
before the distribution rules of section 1368 are agearnings and profits and net negative adjustment fa8hareholders must be determined in a re:
plied. Thus, A's basis per share in the stock is $6.0@xable years beginning on or after August 18, 19980nable manner, taking into account the
($1 + [$50/10]) before taking into account the distri{i) Corporation S, an S corporation, has accumulategtatute and legislative history. Except
bution. Under section 1367(a)(2)(A), the basis ofarnings and profits of $1,000 and a balance in th&ith regard to the deemed dividend rule
A's stock is decreased by distributions to A that aréAA of $2,000 on January 1, 2001. S's sole sharednder §1.1368-1(f)(3), §1.1368-1(e)(2),
not includible in A's income. Under §1.1367-holder B holds 100 shares of stock with a basis §1.1368-2(a)(5), and 8§1.1368Eample
1(c)(3), the amount of the distribution that is attrib$20 per share as of January 1, 2001. On April 2, Example 4andExample Sreturn posi-
utable to each share of A's stock is $3.80 ($38 distrR001, S makes a distribution of $2,000 to B. B's prdions consistent with §81.1368-1, 1.1368-
bution/10 shares). Thus, As basis per share in tH@ta share of the income earned by S during 20012 and 1.1368-3 are reasonable for taxabl
stock is $2.20 ($6.00 - $3.80), after taking into ac$2,000 and B’s pro rata share of S's losses is $3,50pears beginning before January 1, 1994
count the distribution. Under section 1367(a)(2)(D)For the taxable year ending December 31, 2001, Return positions consistent with
the basis of each share of A's stock in S after takin@@s a net negative adjustment as defined in secti®@81.1368-1(e)(2), 1.1368-2(a)(5), anc
into account the distribution, $2.20, is decreased b}368(€)(1)(C). S does not make the election undér.1368-3Example 2Example 4 andEx-
$.60 ($6 noncapital, nondeductible expenses/10§€ection 1368(e)(3) and §1.1368-1(f)(2) to distributémple 5Sare reasonable for taxable years
Thus, A's basis per share after taking into accourits earnings and profits before its AAA. beginning on or after January 1, 1997, an



before August 18, 1998. amended by adding the entry for 1.1366-1 Jonathan Talisman,

to the table as follows: Acting Assistant Secretary
PART 602—OMB CONTROL 8§602.101 OMB Control numbers. of the Treasury.
NUMBERS UNDER THE * ok ok kK
PAPERWORK REDUCTION ACT (b) * * * (Filed by the office of the Federal Register on De-
. o cember 21, 1999, 8:45 a.m., and published in the

Par. 11. The authority citation for part Robert E Wenzel, issue of the Federal Register for December 22, 199¢
602 continues to read as follows: Deputy Commissioner of ¢, - o 71641)

Authority: 26 U.S.C. 7805. Internal Revenue.

Par. 12. In §602.101, paragraph (b) is
Approved December 13, 1999.

CFR part or section where Current OMB
identified and described control No.

* k kK k%

LUABB6-1 . .ottt 1545-1613
* k kK k%

Section 1397E.—Credit to
Holders of Qualified Zone
Academy Bonds

What is the 2000 qualified zone academy bond
national limitation for each State, the District of Co-
lumbia, and the possessions of the United States?
See Rev. Proc. 2000-10, page 287.
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