(Filed by the Office of the Federal Register oriThe public hearing will be held in roominformation is required in order for a
August 18, 1998, 8:45 a.m., and published in theg15 |nternal Revenue Building, 1111shareholder in an S corporation to prop-
issue of the Federal Register for August 19, 1998, S - . L .
F.R. 44416) onstitution Avenue, NW, Washington,erly compute its tax liability. This infor-
DC. mation will be used to determine whether
the amount of tax has been computed cor-
FOR FURTHER INFORMATION CON- rectly. Responses to this collection of in-

Notice of Proposed Rulemaking

and Notice of Public Hearing TACT. Concerning the regulations undeformation are mandatory for shareholders
section 1366, Deane M. Burke or Terri Ain S corporations. The likely respondents
Pass Through of Items of an S Belanger, (202) 622-3070; concerning thgre individuals and businesses or other

Corporation to its Shareholders regulations under sections 1367 and 136pr-profit institutions.
Brenda Stewart, (202) 622-3120; con- The reporting burden contained in

REG-209446-82 cerning submissions and the hearingg1.1366—-1 is reflected in the burden of
Michael Slaughter, (202) 622-7180 (notorm 1040, U.S. Individual Income Tax
toll-free numbers). Return, and Form 1120S, U.S. Income

Tax Return for an S Corporation.
SUPPLEMENTARY INFORMATION: .
ACTION: Notice of proposed rulemak- Newly designated §1.1367-1(g) does

ing and notice of public hearing. Paperwork Reduction Act not impose a new collection of informa-
tion. The election in newly designated
SUMMARY: This document contains pro-The collection of information containedg1.1367—1(g), previously contained in
posed regulations relating to the pasg this notice of proposed rulemaking hag1.1367-1(f), was approved by OMB
through of items of an S corporation to ityeen submitted to the Office of Manageunder OMB Control Number 1545—1139.
shareholders, the adjustments to the basigent and Budget for review in accor- An agency may not conduct or sponsor,
of stock of the shareholders, and the treggance with the Paperwork Reduction Acand a person is not required to respond to,
ment of distributions by an S corporationgs 1995 (44 U.S.C. 3507(d)). Comments collection of information unless the col-
Changes to the applicable law were madg, ihe collection of information should belection of information displays a valid
by the Subchapter S Revision Act of 198%5yt 15 theoffice of Management and  control number.
the Tax Reform Act of 1984, the Tax Rep, yqet Attn: Desk Officer for the De-  Books or records relating to a collec-
forlrln Act of 1986, the Techfmcal and M'Sr']partment of the Treasury, Office of Infor-tion of information must be retained as
CS:?nZIrI]eB?JusSinzsegiggePﬁ)iLc(;)tiolngsgt, O"’;nldgé ation and Regulatory Affairs, Washingdong as their contents may become mater-
These proposed regulations provide th on, DC 20503, Wit_h copies to theial in the administration of any internal
public with guidance needed to complyFntemal Revenue SgrwceAttn: IRS Re- revenue Ia_lw. Generally, tax returr?s and
orts Clearance Officer, OP:FS:FP, Washax return information are confidential, as

ith the applicable | d will affect S_p )
\évcl)rporatiorﬁjs :':md theziirwsr?grer\:\gldgrs CTh ngton, DC 20224. Comments on the colrequired by 26 U.S.C. 6103.
' ction of information should be received

document also contains a notice of publi
P by October 19, 1998. Comments ar&ackground

hearing on these proposed regulations. - )
specifically requested concerning: This document contains proposed

DATES: Written comments must be re- Whether the proposed collection of in4mendments to the Income Tax Regula-
ceived by November 16, 1998. Outlinesormation is necessary for the proper pekigns (26 CFR part 1) under sections
of topics to be discussed at the publiormance of the functions of the Internah 366, 1367, and 1368 of the Internal Rev-
hearing scheduled for Tuesday, Decemb®evenue Service, including whether th@nye Code of 1986 (Code). Sections
15, 1998, at 10 a.m. must be received ljiformation will have practical utility; 1366, 1367, and 1368 were added by the
Tuesday, November 24, 1998. The accuracy of the estimated burdeRypchapter S Revision Act of 1982 (1982

ADDRESSES: Send submissions togssociat_ed with the proposed collection glct) (Public Law 97-354, 96 Stat. 1669,
CC:DOM:CORP:R (REG_209446_82),lnformanon (See_ bek)"f): . 1697). Section 1366 was amended by the
room 5226, Internal Revenue Service, oW the quality, utility, and clarity of Tax Reform Act of 1984 (Public Law 98-
POB 7604, Ben Franklin Station, Wash:[he information to be collected may be eng69, 98 Stat. 844, 985), the Tax Reform
ington, DC 20044. Submissions may bganced; , , Act of 1986 (Public Law 99-514, 100
hand delivered between the hours of g8 How the burden of complying with the Stat. 2085, 2277, 2343), the Technical and
a.m. and 5 p.m. to: CC:DOM:CORP:RProposed collection of information mayMiscellaneous Revenue Act of 1988
(REG-209446-82), Courier's Desk, InJe minimized, including through the ap{Public Law 100-647, 102 Stat. 3406),
ternal Revenue Service, 1111 ConstitutioRlication of automated collection tech-and the Small Business Job Protection Act
Avenue, NW, Washington, DC. Alterna-niques or other forms of information tech-of 1996 (1996 Act) (Public Law 104-188,
tively, taxpayers may submit comment$ology; and 110 Stat. 1755).

electronically via the Internet by selecting Estimates of capital or start-up cost and Sections 1367 and 1368 were amended
the “Tax Regs” option on the IRS Homecosts of operation, maintenance, and puby the Technical Corrections Act of 1982
Page, or by submitting comments directlghase of service to provide information. (Public Law 97-448, 96 Stat. 2365,
to the IRS Internet site at http://www.irs. The collection of information in this 2399-2400), the Tax Reform Act of 1984
ustreas.gov/prod/tax_regs/comments.htmproposed regulation is in §1.1366—1. ThigPublic Law 98—-369), and the Tax Reform
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Act of 1986 (Public Law 99-514). Finalrelevant to the shareholder in the compallow taxpayers to avoid the immediate
regulations conforming the regulations tdation of the shareholder’s tax liability re-adverse tax consequences that could otl
these amendments were published in thelting from the sale or exchange of capierwise result from the inclusion of income
Federal Registeron January 3, 1994. Thetal assets or assets described in sectifmom discharge of indebtedness. The de
proposed amendments would conform th&231(b), tax-exempt income, sectiorferral of income excluded under section
regulations to amendments made to seit70(c) charitable contributions, certainl08(a)(1) by reducing the basis of prop-
tions 1367 and 1368 by the 1996 Act. foreign taxes, items used in determiningrty or other tax attributes is one methoc
certain credits, certain itemized deducef achieving this purpose. For example
tions, items of portfolio income or lossthe legislative history of section
Determination of Shareholder’s Tax and related expenses qnder sect_ion 46908(a)(1)(D_) provides that the exclusio_n
Liability and_ the corporafuon’s z_id_justments In comfrom gross income for discharge of quali-

puting alternative minimum tax underfied real property business indebtednes

Under section 1363, an S corporatiosections 56 and 58 and any items of taxicome simply defers income to the
generally computes its taxable income ipreference under section 57. All items oghareholders of an S corporation and doe
the same manner as an individual, subjegtcome, loss, and deduction that are neiot result in an adjustment to the basis o
to certain modifications. Thus, for examseparately stated must be combined the stock of the corporation. See H.R
ple, an S corporation is not entitled to @&ompute the nonseparately computed irRep. No. 111, 103d Cong., 1st Sess. 62
dividends received deduction under sesome or loss of the S corporation undef1993); H.R. Conf. Rep. No. 213, 103d
tion 243. section 1366(a)(1)(B). Cong., 1st Sess. 555 (1993).

Section 1366(a)(1) and the propose Other specific rules apply to the dis-
regulations provide rules under which charge of indebtedness of an S corpors
shareholder of an S corporation takes into The proposed regulations define taxtion. See section 108(d)(7). The legisla
account the shareholder’s pro rata shargxempt income as income that is permdive history of section 108(d)(7)(A)
as defined under section 1377, of the cofrently excludible from the gross incomeProvides that in order to treat all share-
poration’s items of income, loss, deducpf an S corporation and its shareholders folders in the same manner, the exclusio
tion, or credit. A shareholder’s share of)| circumstances in which the relevan®f income arising from discharge of in-
these items is determined for the sharezode section applies. For example, taxiebtedness and the corresponding redu
holder’s taxable year in which the taxabl@xempt income includes proceeds of liféions in tax attributes (including losses
year of the S corporation ends. If a sharénsurance contracts that are payable Bjiat are not allowed by reason of any
holder dies before the end of the corporgeason of an individual’s death and thaghareholder’s basis limitation) are made
tion’s taxable year, the shareholder’s prgre excludible from gross income undeft the corporate level. See H.R. Rep. Nc
rata share of these items is taken into agection 101, and interest on state and loc4B2, 98th Cong., 2d Sess., pt. 2, 1640-4
count in the shareholder’s final tax returnponds that is excludible from gross in{1984). Furthermore, the legislative his-
If a shareholder is an estate or trust, ansbme under section 103. tory of section 108 indicates that any can
the estate or trust terminates before the However, income that is excludiblecellation of indebtedness income re-
end of the corporation’s taxable year, thecom gross income pursuant to a provimaining after the reduction of the S
shareholder’s pro rata share of these itemggon of the Code that might have the efcorporation’s tax attributes does not resul
is taken into account in the shareholder’fect of deferring income to the S corporain income or have other tax conse-
final tax return. tion or its shareholders is not tax-exempyuences. See S. Rep. No. 1035, 96t

In the case of most items that must bsicome. For example, income from im-Cong., 2d Sess. 2 (1980). Thus, the ak
separately stated by an S corporation, thigovements by a lessee on a lessorgence of a stock basis increase for incom
provisions by which an S corporation acproperty that is excludible from gross in-0f an S corporation excluded under sec
counts to its shareholders for tax purpose®me under section 109 is not tax-exemton 108(a) is consistent with the legisla-
under section 1366 closely parallel théencome because, for example, the lesstive history of section 108 (and its pur-
provisions for a partnership accounting tevould recognize the value of the im-pose to avoid the immediate adverse ta
its partners under section 702. The prgrovements as income when the propersgonsequences that could otherwise resu
posed regulations provide rules outlinings sold by the lessor. Similarly, incomefrom the inclusion of income from dis-
this general pass-through scheme for fom the discharge of indebtedness that harge of indebtedness) and the specifi
corporations to their shareholders. excludible from gross income under secrules that apply to the discharge of indebt

Under section 1366(a)(1)(A), an S cortion 108 does not constitute tax-exempgdness income of S corporations.
poration’s items of income, loss, deducincome because the attribute reduction Finally, even though a partner is enti-
tion, and credit must be separately statgstovisions of section 108(b) have the eftled to an increase in the basis of the par
if their separate treatment on any shardect of deferring the recognition of suchner’s interest for income from discharge
holder’s income tax return could affecincome in some circumstances while pemf indebtedness of a partnership that is ex
the shareholder’s tax liability. These sepmanently excluding it, in whole or in part,cluded under section 108(a), a share
arately stated items include, but are nah other circumstances. holder of an S corporation is not entitled
limited to, short-term and long-term capi- Treasury and the IRS believe that Corto an increase in stock basis under simila
tal gain or loss, other items that may bgress intended that section 108 wouldircumstances. This difference is appro:

Explanation of Provisions

dentification of Tax-exempt Income
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priate because the principal provisions ofome to a shareholder for federal incomductions are personal to that shareholde
section 108 are applied at the corporatax purposes. Thus, where it is necessaand cannot be transferred. Moreover, if a
level in the case of an S corporation but @ determine the amount or character cfhareholder transfers all of the share-
the partner level in the case of a partnethe gross income of a shareholder, thieolder’s stock in an S corporation, any
ship. See section 108(d)(6). A basis inshareholder’s gross income includes théisallowed loss or deduction is perma-
crease in the partner’s interest in the parshareholder’s pro rata share of the grosently disallowed.
nership is necessary in order to applincome of the S corporation. This amount The proposed regulations provide spe-
these provisions at the partner level bas the amount of gross income of the coreial rules for a shareholder to carry over
cause, for example, the income may progporation used to derive the shareholderdisallowed losses and deductions to any
erly be excluded by some partners and irpro rata share of S corporation taxable irpost-termination transition period. Those
cluded by others, and in order to offset theome or loss. See Rev. Rul. 87-12%pecial rules generally follow the limita-
basis reduction that will occur under secf1987-2 C.B. 217). tion rules provided in the proposed regu-
tion 752(b) as the result of the deemed, = | . lations for years in which the S corpora-
distribution arising out of the decrease iffiMitation on Losses and Deductions . alection is in effect, except that the
t_he partner’s sha_re of _partnership liabili- general, section 1366(d)(1) and th&mount of losses and deductions that may
ties. These considerations are not presefifonosed regulations provide that th&€ taken into account is limited to the ad-
in the case of an S corporation. amount of losses and deductions takdHsted basis of the shareholder’s stock
~ Accordingly, Treasury and the IRS bejn 4ccount by a shareholder for any taxather than stock and debt) in the corpo-
lieve that income excluded by an S corposp|e year may not exceed the sum of tH&tion determined at the close of the post-
ration pursuant to section 108 is not t@%shareholder’s adjusted bases in the stodgrmination transition period. See section
exempt income for purposes of Sectiof¢ ihe s corporation and in any indebtedl366(d)(3)(B).
1366 whether or not the application 0f,e55 of the S corporation to the share- Finally, the proposed regulations pro-
section 108 in a particular circumstancgq|qer  Moreover, any loss or deductioiide rules regarding the carryover of dis-
results in the permanent exclusion, ifyr the taxable year not taken into accouritllowed losses and deductions in the
whole or in part, of income. See aNel- |, 5 shareholder by reason of the basgyent of certain corporate reorganizations.
son v. Commissioned10 T.C. 114 |initation rule is treated under sectiorif @ corporation acquires, in a transaction
(1998). 1366(d)(2) and the proposed regulationt® Which section 381(a) applies, the asset:
Pass Through of Character and Gross 25 incurred by the corpor.ation with reof another S corporation _for which disal-
Income spect to that shareholder in the corpordowed losses and deductions would carry
tion’s first succeeding taxable year, an@Vver with respect to a shareholder under
Consistent with the adoption of parallesubsequent taxable years. For purposgsction 1366(d)(2), except for the reorga-
operational rules between sections 70@f the basis limitation rule in sectionnization, the losses and deductions will be
and 1366, the items of an S corporatiof366(d), the basis of stock acquired bgvailable to that shareholder. Where the
are generally characterized in the samgift is the basis of the stock for determinacquiring corporation is an S corporation,
manner that partnership items are charaing loss under section 1015. The basi§e losses and deductions will be treatec
terized. The partnership rules provideules under section 1015 operate to minRs incurred by the acquiring S corporation
that the character of a partnership item renize the loss recognized by a donee upd#ith respect to that shareholder. Where
ported by a partner is generally deterthe sale or exchange of the loss stock athe acquiring corporation is a C corpora-
mined at the entity level under a conduituired by gift. Therefore, the basis limi-tion, the proposed regulations provide
rule. The proposed regulations provide tation rule limits a donee shareholder'special rules for a shareholder to carry
similar conduit rule under which the charpass-through items of loss or deduction tever disallowed losses and deductions to
acter of a corporate item that is passettie basis used for determining loss upoany post-termination transition period
through to and reported by a shareholdéhe sale or exchange of the stock acquirathder section 1377 if the shareholder is a
is generally determined at the corporatby gift. shareholder of the C corporation after the
level. However, exceptions to the general The proposed regulations provide thatransaction.
rule apply for contributions of either non-if a shareholder’s aggregate pro rata shareln the case of an S corporation that
capital gain property or capital loss propef the items of loss and deduction exceedgansfers a part of its assets constituting ar
erty if an S corporation is formed orthe sum of the shareholder’s adjustedctive trade or business to another corpo-
availed of by any shareholder or sharebases in stock and debt, the limitation oration in a transaction to which section
holders for a principal purpose of sellindosses and deductions must be allocatét68(a)(1)(D) applies, and immediately
or exchanging the property to alter themong the shareholder’s pro rata share tdfereafter the stock and securities of the
character of the gain or loss. The charaeach loss or deduction. This allocation isontrolled corporation are distributed in a
ter of the gain or loss will be the same adetermined by taking the proportion thatistribution or exchange to which section
it would have been if the property were ireach loss or deduction bears to the total 865 (or so much of section 356 as relates
the hands of the shareholder or shareholdH losses and deductions, including those section 355) applies, any disallowed
ers at the time of the sale or exchange. previously disallowed. loss or deduction with respect to a share-
Section 1366(c), like section 702(c), Also under the proposed regulations, holder of the distributing corporation im-
provides for the pass through of gross irshareholder’s disallowed losses and denediately before the transaction is allo-
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cated between the distributing corporatioposed on an S corporation under sectiarorporation was a C corporation and ex:
and the controlled corporation with re-1374 or section 1375. penses related to income that is exemg
spect to the shareholder. This allocation . from tax); (3) decreases for certain oil anc
is made in proportion to the fair markef diustments to Basis of Stock gas depletion deductions; (4) decrease
value of the shareholder’s stock of the Section 1367(a) and §1.1367—1 pref_or items of loss or deduction; and (5) the
distributing corporation and the shareggipe adjustments required by subchapt@ﬁem of certain redemptions.

holder’s stock of the controlled corporas tg the basis of a shareholder’s stock in Consistent with the proposed amend:
tion, determined immediately after they, g corporation and the manner in whicents to 81.1367-1, the proposed regule
transaction. those adjustments are made. Sectidins amend 81.1368-2 to provide that fol

1.1367-1 requires a shareholder in an tgxable years of the corporation begin.ning
corporation to adjust the basis of th@n or after August 18, 1998, the adjust
In general, the proposed regulationshareholder’s stock for items of incoménents to the AAA are made in the same
provide for the reallocation of items of theand loss for any taxable year before ad¥fder as the adjustments to the basis of
corporation among family members undejusting the basis for distributions. share of stock under §1.1367-1 of the
certain conditions. Section 1366(e) re- Section 1309 of the 1996 Act amende@roPosed regulations. For purposes of de
quires a determination of whether an indisection 1368 to require that in the case ¢grmining the amount of any distribution
vidual family member who renders serany distribution made during any taxablénade from the AAA, decreases to the
vices for or provides capital to the Syear, the adjusted basis of the stock is deté?AA to reflect distributions are made
corporation has received reasonable cormined with regard to the adjustments pradithout taking into account any net nega-
pensation. The proposed regulations proided in section 1367(a)(1) for the taxablé!Ve adJustme_nts as defined in sectior
vide that in determining a reasonable alear. Thus, the adjustments for distribul368(€)(1)(C)(ii).
lowance for services rendered for, otions made by the S corporation during the Section 1311(a) of the 1996 Act gener-
capital furnished to, the S corporation, aflaxable year are taken into account befordly eliminated the S corporation earnings
the facts and circumstances are consi@pplying the loss limitation for the year. ~ and profits of a corporation accumulatec
ered, including the amount that ordinarily The proposed regulations amendn those taxable years beginning before
would be paid in order to obtain compara§1.1367—1 to provide that for taxableJanuary 1, 1983, for which the corpora-
ble services or capital from a person whyears of the corporation beginning on ofon was an electing small business corpo
is neither a member of that family nor efter August 18, 1998, adjustments to theation under the provisions of subchapte
shareholder in the corporation. basis of a share of stock are made in tH Of the Code as then in effect, if the cor:
For purposes of section 1366(e), simifollowing order: (1) increases for incomePoration was also an S corporation for its
lar rules apply to services rendered, dgtems and the excess of deductions for déirst taxable year beginning after Decem-
capital furnished, to an S corporation by gletion over the basis of the property subPer 31, 1996. Several provisions of the
pass-through entity in which a member oject to depletion; (2) decreases for distribeXisting final regulations under subchap-
a shareholder’s family holds an interestitions; (3) decreases for noncapitalter S, which were adopted before the 199
The proposed regulations provide that ihondeductible expenses, and certain ofict amendments, refer separately to ¢
the pass-through entity does not receivend gas depletion deductions; and (4) deorporation earnings and profits and C
reasonable compensation for the servicgseases for items of loss or deduction. ~ corporation earnings and profits. See

rendered or capital furnished, the Comy i ents Required Bef e.g., 81.1368-1(f)(2)(iii). Treasury and
missioner may prescribe adjustments tB justments kequired oeiore the IRS specifically request comments or

the pass-through entity and the Corpora_etermmlng Tax Effect of Distribution  the extent, if any, to which these regula-

tion as necessary to reflect the value of section 1368 provides rules for deterio"'S Should be amended in view of the
the services rendered or capital furnishegnining the source of a distribution mad@€neral elimination of S corporation earn-

1 C
Special Rules by an S corporation with respect to it§r:gs and profits. Treasury :ni the IR.“
P stock and the tax effect of the distributiorf*'>° request comments on whether sectig

Under §1.1368— _1311(a) of the _1996 Act applies_, to quali-
ied casualty insurance electing small

Treatment of Family Group

Section 1366(f) and the proposed regwn the shareholders.
lations provide special rules limiting thethe determination whether a distributio : : = .
pass through of certain items of an S cois made out of the accumulated adjus QUSINESS corpqrqtlons and quahﬂed oil
poration to its shareholders. Sectioments account (AAA) or earnings andfPrPorations, within the meaning of sec-
1366(f)(1) and the proposed regulationgrofits is made only after the AAA hastio" 6(C) of the 1982 Act.
prov_ide that the pass_—throu_gh rules_ unde_kreen adj_usted to reflect: (1) increases f_‘F‘roposed Effective Date
section 1366(a) are inapplicable with reincome items (other than income that is
spect to any credit allowable under seexempt from tax) and the excess of the The regulations under section 1366 an
tion 34 (relating to certain uses of gasodeductions for depletion over the basis dhe amendments to the regulations unde
line and special fuels). In addition,the property subject to depletion; (2) desections 1367 and 1368 are proposed t
section 1366(f)(2) and (3) and the proereases for noncapital, nondeductible exse effective for taxable years of the cor-
posed regulations provide for a reductiopenses (other than federal taxes attribuporation beginning on or after August 18,
in the pass through of items for tax im-able to any taxable year in which thel998.
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Special Analyses deadline for receiving outlines hagy2)
assed. Copies of the agenda will be

. . . p
It has been determined that this noticg jjaple free of charge at the hearing. (d)
of proposed rulemaking is not a significant
(e)

regulatory action as defined in EO 12866Drafting Information
Therefore, a regulatory assessment is not o
The principal authors of these proposed
regulations are Deane M. Burke, Terri N

required. It has also been determined that
section 553(b) of the Administrative Pro-

ice of Chief Counsel (Passthroughs an

Gross income for substantial omis-
sion of items.

Shareholders holding stock subject
to community property laws.

Net operating loss deduction of
shareholder of S corporation.
Cross-reference.

cedure Act (5 U.S.C. chapter 5) does ndtélanger, and Brenda Stewart of the O%1.1366—2 Limitations on deduction of

apply to these regulations. It is hereby cefl
tified that the collection of information in
these regulations will not have a signifi-vice. However, other personnel from the

cant economic impact on a substantidRS and Treasury Department partici{a)
number of small entities. This certifica-P2t€d in their development. 1)
tion is based upon the fact that these regu- . % % x % (2)
lations do not impose a collection of infor- (_3)
mation that is not already required by th@roposed Amendments to the Regulatior(®

underlying statute or the current regula- Accordingly, 26 CFR part 1 is pro'?z?)

tions and reflected in the appropriat%osed to be amended as follows:
forms. Therefore, a Regulatory Flexibility

Analysis under the Regulatory Flexibility PART 1—INCOME TAX
Act (5 U.S.C. chapter 6) is not required.
Pursuant to section 7805(f) of the Interna - ’
Revenue Code, this notice of proposef@'t 1 continues to read in part:
rulemaking will be submitted to the Chief Authority: 26 U.S.C. 7805 ***
Counsel fqr _Advo_cacy of the Small B“?‘i'§§1.1366—1 and 1.1366-2 [Removed]
ness Administration for comment on its
impact on small business.

®)

| Paragraph 1. The authority citation fol6)
(b)

Par. 2. Sections 1.1366-1 an(ﬁl)
1.1366-2 are removed. ()
Par. 3. Sections 1.1366-0 througl@

Before these proposed regulations are1366-5 are added to read as follows: @)

adopted as final regulations, considera§1_1366_0 Table of contents. (©)
tion will be given to any written com-

ments that are submitted timely (a signed The following table of contents is pro-
original and eight (8) copies) to the IRSvided to facilitate the use of §§l.1366—J(1)
All comments will be made available forthrough 1.1366-5: )
public inspection and copying. , )

A public hearing has been scheduled fopl.1366-1 Shareholders share of items
Tuesday, December 15, 1998, at 10 a.m. ff @ S corporation.
room 2615, Internal Revenue Building(a)
1111 Constitution Avenue NW, Washing-
ton, DC. Because of access restrictiona)
visitors will not be admitted beyond the(z)
Internal Revenue Building lobby more
than 15 minutes before the hearing starts(3)

The rules of 26 CFR 601.601(a)(3)
apply to the hearing.

Persons that wish to present oral co
ments at the hearing must submit written
comments (a signed original and eight (%)
copies) by November 16, 1998. The out-
line of topics to be discussed at the hea 1)
ing must be received by Tuesday, Noverrtz)
ber 24, 1998.

A period of 10 minutes will be allotted 3)
for each person for making comments.

An agenda showing the scheduling o c)
the speakers will be prepared after thEL)

Comments and Public Hearing

Determination of shareholder’s tax(a)

In general.

loss, deduction, or credit.

loss.

Separate activities requirement. (@)
Aggregation of deductions or exclu-
sions for purposes of limitations.
Character of items constituting pro
rata share. (©
In general.

capital gain property.
loss property.

Gross income of a shareholder.
In general.
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g : ass-through items of an S corporation to
Special Industries), Internal Revenue Sefts shareholders.

In general.

Limitation on losses and deductions.
Carryover of disallowance.

Basis limitation amount.

Stock portion.

Indebtedness portion.

Limitation on losses and deductions
allocated to each item.
Nontransferability of losses and de-
ductions.

Basis of stock acquired by gift.
Special rules for carryover of disal-
lowed losses and deductions to post-
termination transition period de-
scribed in section 1377(b).

In general.

Limitation on losses and deductions.
Limitation on losses and deductions
allocated to each item.

Adjustment to the basis of stock.
Carryover of disallowed losses and
deductions in the case of liquida-
tions, reorganizations, and divisions.
Liguidations and reorganizations.
Corporate separations to which sec-
tion 368(a)(1)(D) applies.

81.1366—3 Treatment of family groups.

In general.
Examples.

Separately stated items of income§1.1366—4 Special rules limiting the
pass through of certain items of an S
Nonseparately computed income ocorporation to its shareholders.

Pass through inapplicable to section
34 credit.

Reduction in pass through for tax
imposed on built-in gains.

Reduction in pass through for tax im-
posed on excess net passive income.

Exception for contribution of non- §1.1366-5 Effective date.

Exception for contribution of capital §1.1366-1 Shareholder’s share of items
of an S corporation.

(a) Determination of shareholder’s tax
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liability—(1) In general. An S corpora- by the percentage limitations of section (3) Nonseparately computed income or
tion must report, and a shareholder is rek70(b), paid by the corporation within thdoss. Each shareholder must take into ac
quired to take into account in the sharetaxable year of the corporation; count separately the shareholder’s pr¢
holder’s return, the shareholder’s pro rata (iv) The taxes described in section 901ata share of the nonseparately compute
share, whether or not distributed, of the $hat have been paid (or accrued) by th@come or loss of the S corporation. Folr
corporation’s items of income, loss, deeorporation to foreign countries or to posthis purposenonseparately computed in-
duction, or credit described in paragraphsessions of the United States; come or lossneans the corporation’s
(a)(2), (3), and (4) of this section. A (v) Each of the corporation’s separatgross income less the deductions allowe
shareholder’s pro rata share is determinetems involved in the determination ofto the corporation under chapter 1 of the
in accordance with the provisions of seceredits against tax allowable under parinternal Revenue Code, determined by
tion 1377(a) and the regulations thereurlV of subchapter A (section 21 and fol-excluding any item requiring separate
der. The shareholder takes these itent@wing) of the Internal Revenue Code, excomputation under paragraph (a)(2) of
into account in determining the shareeept for any credit allowed under sectionhis section.
holder’s taxable income and tax liability34 (relating to certain uses of gasoline and (4) Separate activities requiremenin
for the shareholder’s taxable year with ospecial fuels); S corporation must report, and eack
within which the taxable year of the cor- (vi) Each of the corporation’s separat&hareholder must take into account in th
poration ends. If the shareholder dies (dtems of gains and losses from wageringhareholder’s return, the shareholder
if the shareholder is an estate or trust antdansactions (section 165(d)); soil angro rata share of an S corporation’s item:
the estate or trust terminates) before theater conservation expenditures (sectiosf income, loss, deduction, or credit de-
end of the taxable year of the corporatiort,75); deduction under an election to exscribed in paragraphs (a)(2) and (3) of thi
the shareholder’s pro rata share of theggense certain depreciable business exgection for each of the corporation’s activ-
items is taken into account on the shargenses (section 179); medical, dentajties as defined in section 469 and the reg
holder’s final return. For the limitation etc., expenses (section 213); the addidations thereunder.
on allowance of a shareholder’s pro ratonal itemized deductions for individuals (5) Aggregation of deductions or exclu-
share of S corporation losses or deduprovided in part VIl of subchapter B (secsjons for purposes of limitatioas(i) In
tions, see section 1366(d) and 81.1366-2ion 212 and following) of the Internal general. A shareholder aggregates the
(2) Separately stated items of incomeRevenue Code; and any other itemizeshareholder’s separate deductions or e
loss, deduction, or creditEach share- deductions for which the limitations onclusions with the shareholder’s pro rata
holder must take into account separateiyemized deductions under sections 67 Ghare of the S corporation’s separatel;
the shareholder’s pro rata share of an§8 applies; stated deductions or exclusions in deter
item of income (including tax-exempt in-  (vii) Any of the corporation’s items of mining the amount of any deduction or
come), loss, deduction, or credit of the ortfolio income or loss, and expenses resxclusion allowable to the shareholder
corporation that if separately taken intdated thereto, as defined under section 468nder subtitle A of the Internal Revenue
account by any shareholder could affect (viii) The corporation’s tax-exempt in- Code as to which a limitation is imposed.
the shareholder’s tax liability for that tax-come. For purposes of subchapter S, tax-(jiy Example. The provisions of para-
able year differently than if the shareexempt income is income that is permagraph (a)(5)(i) of this section are illus-
holder did not take the item into accounhently excludible from gross income in alkrated by the following example:
separately. The separately stated items cifrcumstances in which the applicable _
the S corporation include, but are not limprovision of the Internal Revenue COdeio:XSm?ﬁélsneiQ:r?é C;‘I’;F;eratifnsgbi‘igssggggﬁ7
|teo! to, the followmg. items— . appl]es. For example, income that is g)%ror;erty costing $10,000. Corporation M elects to
(i) The corporation’s combined netcludible from gross income under sectiolypense the entire cost of the property. Sharehold
amount of gains and losses from sales d01 (certain death benefits) or section 108 owns 50 percent of the stock of Corporation M.
exchanges of capital assets grouped by afinterest on state and local bonds) is taxghareholder As pro rata share of this item after Cor-
plicable holding periods, by applicableexempt income, while income that is exPoration M applies the section 179(b) limitations is
rate of tax under section 1(h), and by angludible from gross income under sectiorﬁs'ooo' Because the aggregate amount of Shar
e . . . . older A's pro rata share and separately acquire
other classification that may be relevant i108 (income from discharge of indebtedzqiion 179 expense may not exceed $19,000 (th
determining the shareholder’s tax liability;ness) or section 109 (improvements byggregate maximum cost that may be taken into ac
(if) The corporation’s combined netlessee on lessor’s property) is not tax-exount under section 179(a) for the applicable taxabls
amount of gains and losses from sales empt income; year), Shareholder A may elect to expense up
exchanges of property described in sec- (ix) The corporation’s adjustments de$14:000 of separately acquired section 179 propert
. . . . . . . that is purchased and placed in service in 1999, sut
tion 1231 (relating to property used in thescribed in sections 56 and 58, and itemg; o the limitations of section 179(b).
trade or business and involuntary conveof tax preference described in section 57;
sions), grouped by applicable holding peand (b) Character of items constituting pro
riods, by applicable rate of tax under sec- (x) Any item identified in guidance (in- rata share—(1) In general. Except as
tion 1(h), and by any other classificatiorcluding forms and instructions) issued byrovided in paragraph (b)(2) or (3) of this
that may be relevant in determining thehe Commissioner as an item required teection, the character of any item of in-
shareholder’s tax liability; be separately stated under this paragragbme, loss, deduction, or credit describe
(iii) Charitable contributions, grouped(a)(2). in section 1366(a)(1)(A) or (B) and para-
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graph (a) of this section is determined foof gross income of the corporation used ishareholder of S corporationFor pur-
the S corporation and retains that charaderiving the shareholder’s pro rata sharposes of determining a net operating loss
ter in the hands of the shareholder. Faf S corporation taxable income or lossleduction under section 172, a share-
example, if an S corporation has capitglincluding items described in sectionholder of an S corporation must take into
gain on the sale or exchange of a capital366(a)(1)(A) or (B) and paragraph (a) oficcount the shareholder’s pro rata share
asset, a shareholder’s pro rata share this section). For example, a shareholdaf items of income, loss, deduction, or
that gain will also be characterized as & required to include the shareholder’'sredit of the corporation. See section
capital gain regardless of whether thero rata share of S corporation gross int366(b) and paragraph (b) of this section
shareholder is otherwise a dealer in thaiome in computing the shareholder’$or rules on determining the character of
type of property. Similarly, if an S corpo-gross income for the purposes of detethe items. In determining under section
ration engages in an activity that is not fomining the necessity of filing a return172(d)(4) the nonbusiness deductions al-
profit (section 183), a shareholder’s prgsection 6012(a)) and the shareholder®wable to a shareholder of an S corpora-
rata share of the S corporation’s dedugyross income derived from farming (section (arising from both corporation
tions will be characterized as not fotjons 175 and 6654(j)). sources and any other sources), the share
profit. Also, if an S corporation makes a (2) Gross income for substantial omis-holder separately takes into account the
charitable contribution to an organizatiorsion of items—(i) In general. For pur- shareholder’s pro rata share of the deduc
qualifying under section 170(b)(1)(A), aposes of determining the applicability oftions of the corporation that are not attrib-
shareholder’s pro rata share of the S cofhe 6-year period of limitation on assessutable to a trade or business and combine
poration’s charitable contribution will be ment and collection provided in sectiorthis amount with the shareholder’s non-
characterized as made to an organizatiggs01(e) (relating to omission of morebusiness deductions from any other
qualifying under section 170(b)(1)(A).  than 25 percent of gross income), a sharseurces. The shareholder also separatel
(2) Exception for contribution of non- ho|der’s gross income includes the shareakes into account the shareholder’s pro
capital gain property.If an S corporation ho|der’s pro rata share of S corporatiomata share of the gross income of the cor-
is formed or availed of by any shareholdegross income (as described in sectioporation not derived from a trade or busi-
or group of shareholders for a principagsng(e)(1)(A)(i)). In this respect, theness and combines this amount with the
purpose of selling or exchanging conymouynt of S corporation gross incomehareholder’s nonbusiness income from
tributed property that in the hands of theiseq in deriving the shareholder’s pro ratall other sources. See section 172 and th
shareholder or shareholders would nafpare of any item of S corporation integulations thereunder.
have produced capital gain if sold or xzome |oss, deduction, or credit (as in- (f) Cross-reference.For rules relating
changed by the shareholder or sharehold,qeq or disclosed in the shareholder® the consistent tax treatment of subchap:

ers, then the gain on the sale or exchanggy ) is considered as an amount dér S items, see section 6037(c).

of the property recognized by the corporag, s income stated in the shareholder’s
tion is not treated as a capital gain. return for purposes of section 6501(e). 81.1366-2 Limitations on deduction of

(3) Exception for contribution of capital (i) Example. The following example pass-through items of an S corporation to
loss property. If an S corporation is illustrates the provisions of paragrapﬂts shareholders.
formed or availed of by any shareholder O(C)(Z)(i) of this section: o
group of shareholders for a principal pur- (a) In generai—(1) Limitation on
pose of selling or exchanging contributed Example. Shareholder A, an individual, owns 25losses and deductionsThe aggregate
property that in the hands of the sharepercent of the stock of Corporation N, an S corpor@mount of losses and deductions taker

holder or shareholders would have prot_|0n that has $10,000 gross income and $2,000 tanto account by a shareholder under

. . able income. A reports only $300 as A's pro rat - _
duced capital loss if sold or exchanged by, e of n's taxable income. Ashould have report;gl-l%ﬁ 1(a)(2), (3), and (4) for any tax

the shareholder or shareholders, then ti3€o0 as As pro rata share of taxable income, derivéd|€ YEar of an S corporation cannot ex-
loss on the sale or exchange of the properigm $2,500 of N's gross income. Because As reCee_d the sum of— _
recognized by the corporation is treated dn included only $300 without a disclosure meet- (i) The adjusted basis of the share-

a capital loss to the extent that, immedind the requirements of section 6501(e)(1)(A)(ii) deholder’s stock in the corporation (as de-

ately before the contribution, the adjusteﬁg\'/?:]”gg :Zigr'?eeéegf]e t?:jfg& rAn 'SO ;‘T}?aﬁ‘?goﬁermined under paragraph (a)(3)(i) of this

basis of the property in the hands of thgz00/5500 of $2,500) as gross income from N. sec"tion); and_ ) )
shareholder or shareholders exceeded the (i) The adjusted basis of any indebted-
fair market value of the property. (d) Shareholders holding stock subjechess of the corporation to the shareholdel
(c) Gross income of a shareholdef1) to community property lawslf a share- (as determined under paragraph (a)(3)(ii)
In general. Where it is necessary to de-holder holds S corporation stock that if this section).
termine the amount or character of theommunity property, then the share- (2) Carryover of disallowance.A
gross income of a shareholder, the sharbelder’s pro rata share of any item or itemshareholder’s aggregate amount of losse:
holder’s gross income includes the shardisted in paragraphs (a)(2), (3), and (4) ond deductions for a taxable year in ex-
holder’s pro rata share of the gross inthis section with respect to that stock is rezess of the sum of the adjusted basis o
come of the S corporation. Theported by the husband and wife in accothe shareholder’s stock in an S corpora-
shareholder’s pro rata share of the groskance with community property rules.  tion and of any indebtedness of the S cor-
income of the S corporation is the amount (e) Net operating loss deduction ofporation to the shareholder is not allowed
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for the taxable year. However, any disallosses and deductions specified ion the last day of any post-termination
lowed loss or deduction is treated as in§1.1366-1(a)(2), (3), and (4) exceeds theansition period (within the meaning of
curred by the corporation in the corporasum of the adjusted basis of the shareection 1377(b)).
tion’s first succeeding taxable year, antholder’s stock in the corporation (deter- (2) Limitation on losses and deduc-
subsequent taxable years, with respect toined in accordance with paragraptions. The aggregate amount of losses
the shareholder to the extent that th&)(3)(i) of this section) and the adjustednd deductions taken into account by «
shareholder’s adjusted basis of stock dyasis of any indebtedness of the corporahareholder under paragraph (b)(1) of thi
indebtedness exceeds zero. For rules tion to the shareholder (determined in acsection cannot exceed the adjusted bas
determining the adjusted bases of stock @brdance with paragraph (a)(3)(ii) of thisof the shareholder’s stock in the corpora:
an S corporation and indebtedness of theection), then the limitation on losses antlon determined at the close of the last da
corporation to the shareholder, see pardeductions under section 1366(d)(1) musif the post-termination transition period.
graphs (a)(3)(i) and (i) of this section.  be allocated among the shareholder’s pigor this purpose, the adjusted basis of .
(3) Basis limitation amourt-(i) Stock rata share of each loss or deduction. Tlehareholder’s stock in the corporation is
portion. A shareholder generally deter-amount of the limitation allocated to anydetermined at the close of the last day o
mines the adjusted basis of stock foloss or deduction is an amount that beathe post-termination transition period
purposes of paragraphs (a)(1)(i) and (2) dhe same ratio to the amount of the limitawithout regard to any reduction required
this section (limiting losses and deduction as the loss or deduction bears to thender paragraph (b)(4) of this section. |
tions) by taking into account only in-total of the losses and deductions. Fa shareholder disposes of a share of stoc
creases in basis under section 1367(a)(this purpose, the total of losses and derior to the close of the last day of the
for the taxable year and decreases in basiactions for the taxable year is the sum gfost-termination transition period, the ad-
under section 1367(a)(2)(A), (D) and (E}he shareholder’s pro rata share of loss@ssted basis of that share is its basis as «
(relating to distributions, noncapital,and deductions for the taxable year, anithe close of the day of disposition. Any
nondeductible expenses, and certain dihe losses and deductions disallowed aidsses and deductions in excess of
and gas depletion deductions) for the taxcarried forward from prior years pursuanshareholder’s adjusted stock basis are pe
able year. In so determining this loss limito section 1366(d)(2). manently disallowed. For purposes of
tation amount, the shareholder disregards (5) Nontransferability of losses and de-section 1366(d)(3)(B) and this paragrapt
decreases in basis under sectioductions. Any loss or deduction disal- (b)(2), the basis of stock in a corporation
1367(a)(2)(B) and (C) (for losses and delowed under paragraph (a)(1) of this seacquired by gift is the basis of the stock
ductions, including losses and deductiongon is personal to the shareholder anthat is used for purposes of determining
previously disallowed) for the taxablecannot in any manner be transferred to afess.
year. However, if the shareholder has inther person. If a shareholder transfers (3) Limitation on losses and deductions
effect for the taxable year an electiorsome but not all of the shareholder’s stocéllocated to each itemlf the aggregate
under 8§1.1367-1(f) (proposed to be rede# the corporation, the amount of any disamount of losses and deductions treate
ignated as §1.1367-1(g)) to decrease basilowed loss or deduction under this sea@s incurred by the shareholder under pare
by items of loss and deduction prior to detion is not reduced and the transferee dogsaph (b)(1) of this section exceeds the
creasing basis by noncapital, nondenot acquire any portion of the disallowedadjusted basis of the shareholder’s stoc
ductible expenses and certain oil and gdsss or deduction. If a shareholder transdetermined under paragraph (b)(2) of this
depletion deductions, the shareholder alders all of the shareholder’s stock in thesection, the limitation on losses and de:
disregards decreases in basis under sectioorporation, any disallowed loss or deductions under section 1366(d)(3)(B)
1367(a)(2)(D) and (E). This basis limita-duction is permanently disallowed. must be allocated among each loss or de
tion amount for stock is determined at the (6) Basis of stock acquired by gifEor duction. The amount of the limitation al-
time prescribed under §1.1367-1(d)(1) fopurposes of section 1366(d)(1)(A) andocated to each loss or deduction is al
adjustments to the basis of stock. paragraphs (a)(1)(i) and (2) of this secamount that bears the same ratio to th
(ii) Indebtedness portionA share- tion, the basis of stock in a corporatioramount of the limitation as the amount of
holder determines the shareholder’s adcquired by gift is the basis of the stoclkeach loss or deduction bears to the total c
justed basis in indebtedness of the corpdhat is used for purposes of determiningll the losses and deductions.
ration for purposes of paragraphdoss. (4) Adjustment to the basis of stock.
(@)(1)(ii) and (2) of this section (limiting  (b) Special rules for carryover of disal- The shareholder’s basis in the stock of the
losses and deductions) without regard ttowed losses and deductions to postzorporation is reduced by the amount al
any adjustment under section 1367 (b)termination transition period described inlowed as a deduction by reason of this
(2)(A) for the taxable year. This basissection 1377(b}-(1) In general. If, for paragraph (b). For rules regarding adjust
limitation amount for indebtedness is dethe last taxable year of a corporation foments to the basis of a shareholder’s stoc
termined at the time prescribed undewhich it was an S corporation, a loss oin an S corporation, see §1.1367-1.
81.1367-2(d)(1) for adjustments to theleduction was disallowed to a share- (c) Carryover of disallowed losses and
basis of indebtedness. holder by reason of the limitation in paradeductions in the case of liquidations, re-
(4) Limitation on losses and deductionggraph (a) of this section, the loss oprganizations, and divisiors(1) Liqui-
allocated to each itemlf a shareholder’s deduction is treated under sectiomlations and reorganizationsf a corpora-
pro rata share of the aggregate amount &866(d)(3) as incurred by that shareholddgion acquires the assets of an S
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corporation in a transaction to which sec81.1366—3 Treatment of family groups. $25,000. F would have $30,000 of total compensa-

tion 381(a) applies, any loss or deduction tion paid by the corporation for services rendered.
disallowed under paragraph (a) of this (a) In general_ Under section 1366(3)' Example 2. The stock of an S corporation is

. . if an individual, who is a member of theowned by Aand B. For the taxable year, the corpo-
section with respect to a shareholder df |1']ation has paid compensation to a partnership tha

the distributor or transferor S corporatioﬂam'ly of one or more Shargholders of Wendered services to the corporation during the tax-
is available to that shareholder as a share-corporation, renders services for, or fulsyje year. The spouse of Ais a partner in that part
holder of the acquiring corporation.”'Shes capital to, the corporation withouhership. Consequently, if based on all the relevant
Thus. where the acquiring corporation iéeceiving reasonable compensation, thfects and circumstances the partnership did not re:
an s corporation, a loss or deduction of gommissioner shall prescribe adjustgelve reasonable compensation for the services ren

L . . red to the corporation, the Internal Revenue Ser
shareholder of the distributor or transferofents to those items taken into accoursl'r::& in its discretion, may make adjustments to

S corporation disallowed prior to or durPy the individual and the shareholders g§gse items taken into account by the partnershig
ing the taxable year of the transaction ig1ay be necessary to reflect the value @hd the corporation as may be necessary to reflec
treated as incurred by the acquiring S cofhe services rendered or capital furnishethe value of the services rendered.
poration with respect to that shareholderor these purposes, in determining th _ : —
if the shareholder is a shareholder of theeasonable value for services rendered, gé'sljt?ﬁoj ﬁ g?ifgt;?:]ei?;?;tggarz
acquiring S corporation after the transaccapital furnished, to the corporation, conpor oratior?to its shareholders
tion. Where the acquiring corporation is &ideration will be given to all the facts and°'P '
C corporation, a post-termination transicircumstances, including the amount that (3) pass through inapplicable to sec-
tion period arises the day after the last degrdinarily would be paid in order to ob-tion 34 credit. Section 1.1366-1(a) does
that an S corporation was in existence aridin comparable services or capital from got apply to any credit allowable under
the rules provided in paragraph (b) of thiperson (other than a member of the famsection 34 (relating to certain uses of
section apply with respect to any sharely) who is not a shareholder in the Corpogyasoline and special fuels).
holder of the acquired S corporation thatation. In addition, for purposes of sec- (b) Reduction in pass through for tax
is also a shareholder of the acquiring @on 1366(e), if a member of the family ofinposed on built-in gainsFor purposes
corporation after the transaction. See thene or more shareholders of the S corpef §1.1366—1(a), if for any taxable year of
special rules under section 1377 for theation holds an interest in a pass-througipe s corporation a tax is imposed on the
availability of the post-termination transi-entity (e.g., a partnership, S corporatiorborporation under section 1374, the
tion period if the acquiring corporation istrust, or estate), that performs services fogmount of the tax imposed is treated as
a C corporation. or furnishes capital to, the S corporatiofyss systained by the S corporation during
(2) Corporate separations to whichwithout receiving reasonable compensahe taxable year. The character of the
section 368(a)(1)(D) appliedf an S cor- tion, the Commissioner shall prescrib@eemed loss is determined by allocating
poration transfers a portion of its assetadjustments to the pass-through entity angle |oss proportionately among the recog-
constituting an active trade or business tthe corporation as may be necessary to rgized built-in gain items giving rise to the
another corporation in a transaction tdlect the value of the services rendered Qax and attributing the character of each
which section 368(a)(1)(D) applies, ancapital furnished. For purposes of sectiofscognized built-in gain item to the allo-
immediately thereafter the stock and set366(e), the ternfamily of any share- ¢gple portion of the loss.
curities of the controlled corporation areholder includes only the shareholder’s (c) Reduction in pass through for tax
distributed in a distribution or exchangespouse, ancestors, lineal descendants, ahshosed on excess net passive income
to which section 355 (or so much of secany trust for the primary benefit of any ofror purposes of §1.1366-1(a), if for any
tion 356 as relates to section 355) applietese persons. taxable year of the S corporation a tax is
any loss or deduction disallowed under (b) Examples. The provisions of this imposed on the corporation under sectior
paragraph (&) of this section with respecection may be illustrated by the follow-1375 each item of passive investment in-
to a shareholder of the distributing S COfing examples: come shall be reduced by an amount tha

poration immediately before the transac- bears the same ratio to the amount of the

tion is allocated between the distributing Example 1. The stock of an S corporation is -
corporation and the controlled cor ora%Wned 50 percent by F and 50 percent by T, thX as the amount of the item bears to th
’ p ) POras inor son of F. For the taxable year, the corporatiototal passive investment income for that
tion with respect to the shareholder. Thg

- ! "has items of taxable income equal to $70,000. Compgxaple year.

amount of disallowed loss or deductiorpensation of $10,000 is paid by the corporation to F

allocated to the distributing (or con-for service§ reqdergd during the taxable year, aqd ®1.1366-5 Effective date.

trolled) corporation with respect to thecompensation is paid to T, who rendered no services.

shareholder is an amount that bears ﬂl?@sed on all the relevant facts and circumstances, Sections 1.1366—1 through 1.1366-4

. . . reasonable compensation for the services render ;

same ratio to each item of disallowed los P o &bply to taxable years of an S corporation

: F would be $30,000. In the discretion of the In; ™" 7 f 998

or deduction as the \{alge qf the shargemal Revenue Service, up to an additional $20,003€9INNINg on or after August 18, 1998.

holder’s stock in the distributing (or con-of the $70,000 of the corporation’s taxable income, Par. 4. Section 1.1367-0 is amended ir

trolled) corporation bears to the totafor tax purposes, may be allocated to F as compengite table as follows:

value of the shareholder’s stock in the disg—gg (‘;‘gosef“t’;]ces 'e”de{?d-, 't”hilse_“"ce a”tocl";‘tes 1. The entries for §1.1367-1(e)
. . . . s [0} € corporation’s taxable income to .

tributing and controlled_ corp_oratlon_s, |ncompensation for services, taxable income of tr'a:gnrzough ﬁg) are re_zwsefd. )

each case as determined immediatelyporation would be reduced by $20,000 to 2- 1he entries for §1.1367-1(h)

after the distribution. $50,000, of which F and T each would be allocatetrough (j) are added.

September 8, 1998 32 1998-36 |.R.B.



The additions and revisions read as foldjustments required by section 1367(ehare of the amount of the items described in sectio

lows: are made in the following order— 13§7(a)(2)(D) (relating_to decreases iq basis of stocl

attributable to noncapital, nondeductible expenses

§1.1367—0 Table of contents. R is $200. S makes a distribution to A in the amount
. of $100 during 2002.

* ok ok x * (f) Ordering rules for taxable years be- (i) pursuant to the ordering rules of paragraph (f)

ginning on or after August 18, 199&o0r of this section, A first increases the basis of eact

§1.1367-1 Adjustments to basis of any taxable year of a corporation beginshare of stock by $3 ($300/100 shares) and then d

shareholder’s stock in an S corporation. Ning on or after August 18, 1998, excepf©2°¢s the basis of each share by $1 ($100/1(

as provided in paragraph (g) of this se shares) for the distribution. A next decreases the
p paragraph (g Gasis of each share by $2 ($200/100 shares) for tt

tion, the adeStme!"tS reqUired. by sectioRoncapital, nondeductible expenses and then de
(e) Ordering rules for taxable years bel367(a) are made in the following order—creases the basis of each share by $3 ($300/1C

ginning before January 1, 1997. (1) Any increase in basis attributable tehares) for the items of loss. Thus, on January 1

. the income items described in sectioﬁoo& A has a basis of $3 per share in the origina
(f) Ordering rules for taxable years be lock of 50 shares (§6 + $3 — $1 — $2 — $3) and

* * *x % %

ginning on or after 1367(a)(1)(A) and (B), and the excess Qg of g5 per share in the second block of 10
August 18, 1998. the deductions for depletion described iBnhares (38 + $3 - $1 — $2 — $3).
(9) Elective ordering rule. section 1367(a)(1)(C); ook ok w
(h) Examples. (2) Any decrease in basis attributable to c od e f section 1377(2)(2) elect
. H H H H _ Xample 4. ects of section a electior
(') [Rgserved] . . . a d_|str|put|on_ by the corpora.tlon de and distribution on basis of stock for taxable years
(i) Adjustments for items of income inscribed in section 1367(a)(2)(A); beginning before January 1, 1997+ *

respect of a decedent. (3) Any decrease in basis attributable Example 5. Effects of section 1377(a)(2) electior

to noncapital, nondeductible expenses dend distribution on basis of stock for taxable years
scribed in section 1367(a)(2)(D), and th&eginning on or after August 18, 1998) The facts

Par. 5. Section 1.1367-1 is amended @il and gas depletion deduction describe[® e same as Example 4except that all of the
events occur in 2001 rather than in 1994 and excey

* * *x * %

follows: . . in section 1367(a)(2)(E); a_nd . as follows: On June 30, 2001, B sells 25 shares ¢
1. The heading and introductory text of (4) Any decrease in basis attributable t@er stock for $5,000 to D and 25 shares back to Cor
paragraph (e) are revised. items of loss or deduction described iporation S for $5,000. Under section 1377(a)(2)(B)
2. Paragraphs (f) and (g) are redesigection 1367(a)(2)(B) and (C). ﬁ“% §1-é377—1(bE);(ﬁ)' B a“df c zrehaﬁeCtEdCShafe

_ H H _ olders because as transferred shares to Corpor

qated as paragraphs (g) and (h), respec-(g) Elective ordering rule.A shgre tion S. Pursuant to section 1377(a)(2)(A) and
tively. _ holder may elect to decrease pa5|s ‘?”d?f.1377-1(b)(1), B and C, the affected shareholders
3. New paragraph (f) is added. paragraph (e)(3) or (f)(4) of this sectionand Corporation S agree to treat the taxable yes

4. The first and second sentences ofhichever applies, prior to decreasin@001 as if it consisted of two separate taxable year

i i d h 2 f)(3) ofer all affected shareholders for the purposes se
newly designated paragraph (g) are redasis under paragraph (e)(2) or (f)(3) oforth in 11377 10)3)0).

vised. . _thls section, Wh|cheve.r applle_s. If a (i)) On June 30, 2001, B and C, pursuant to the
5. Newly designated paragraph (h) ishareholder makes this election, anyyering rules of paragraph (f)(1) of this section, in-
amended as follows: amount described in paragraph (€)(2) Qfrease the basis of each share by $60 ($6,000/1(
a. The heading foExample 1is re- (f)(3) of this section, whichever appliesshares) for the nonseparately computed income
vised. that is in excess of the shareholder’s bas[§en B and C reduce the basis of each share by $1.

; ; ; $12,000/100 shares) for the distribution. Finally, B
b. Example 2andExample 3are redes- in stock and indebtedness is treate(gl‘nd C decrease the basis of each share by $

ignated asExample 3andExample 4re- solely for purposes of this section, as a4 000100 shares) for the separately stated dedu

spectively. amount described in paragraph (e)(2) afon item.
c. NewExample 4s added. (f)(3) of this section, whichever applies, (i) The basis of the stock of B is reduced from
d. The heading of newly designatedn the succeeding taxable year. ** * $120 to $20 per share ($120 + $60 — $120 — $40)

. Prior to accounting for the separately stated deductio

* k%

Example 4s revised. () item, the basis of the stock of C is reduced from $8(
e. Example s "_a‘d_ded' Example 1.Adjustments to basis of stock for tax- 0 $20 ($80 + $60 — $120). Finally, because the pe
6. Paragraph (i) is added and reservegle years beginning before January 1, 1997. * « = fiod from January 1 through June 30, 2001 is treate

and paragraph (j) is added. Example 2. Adjustments to basis of stock for taxnder 81.1377-1(b)(3)(i) as a separate taxable ye
The additions and revisions read as fokble years beginning on or after August 18, 1ggg. '°f PUrPoses of making adjustments to the basis o
lows: On December 31, 2001, A owns a block of 50 sharé%OCk' under section 1366(d) and §1.1366— ?(_a)(Z), (
' of stock with an adjusted basis per share of $6 /2y deduct only $20 per share of the remaining $4(
§1.1367-1 Adjustments to basis of Corporation S. On December 31, 2001, Apurchasé’é the separately_stated deduction item, and the bas
hareholder: Ki . for $400 an additional block of 50 shares of stoci! i€ stock of C is reduced from $20 per share to $
shareholder’s stock in an S corporation. with an adjusted basis of $8 per share. Thus, Rer share. Under section 1366 and §1.1366—-2(a)(2

o e e w holds 100 shares of stock for each day of the 20&'3 remaining separately stated deduction item of $2(

taxable year. For S's 2002 taxable year, A's pro rafaer share is treated as having been incurred in the fir

(e) Ordering rules for taxable years be-share of the amount of items described in sectio?#,Cceeding tag(aple yea; Olf Ciorzpé)(;?tion S, which, fo
ginning before January 1 1997For any 1367(a)(1)(A) (relating to increases in basis of IS purpose, begins on July L, '

bl f . beainni stock) is $300, A's pro rata share of the amount of . d
taxable year of a corporation eglnnlngEhe items described in section 1367(a)(2)(B) (relat- (I) [Reserve ]

before January 1, 1997, except as Proyg to decreases in basis of stock attributable to (i) Adjustments for items of income in
vided in paragraph (g) of this section, th@ems of loss and deduction) is $300, and As pro rattespect of a decedenfThe basis deter-
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mined under section 1014 of any stock in (a) Accumulated adjustments accountAugust 18, 1998For any taxable year of
an S corporation is reduced by the portion r x x x % the corporation beginning on or after Au-
of the value of the stock that is attribut- gust 18, 1998, paragraphs (c) and (d) of
able to items constituting income in re- (4) Ordering rules for the AAAfor tax- this section are applied only after taking
spect of a decedent. For the determingble years beginning before January Into account—

tion of items realized by an S corporatiord997. (i) The adjustments to the basis of the
constituting income in respect of a dece- (5) Ordering rules for the AAAfor tax- shares of a shareholder’s stock described
dent, see sections 1367(b)(4)(A) and 69able years beginning on or after Augush section 1367(a)(1) (relating to in-

and applicable regulations thereunded.8, 1998. creases in basis of stock) for the S corpo-
For the determination of the allowance of X % x % % ration’s taxable year; and
a deduction for the amount of estate tax (i) The adjustments to the AAA re-

attributable to income in respect of a_(d) Adjustment in the case of redempgireq by section 1368(e)(1)(A) (but
decedent, see section 691(c) and applicHons. liquidations, reorganizations, andyithout regard to the adjustments for dis-

ble regulations thereunder. divisions. tributions under §1.1368—2(a)(3)(iii)) for
Par. 6. The first sentence of §1.1367-3 x x kK % the S corporation’s taxable year. Any net

is removed and two sentences are addedPar 8 Section 1.1368—1 is amendelgdative adjustment (as defined in section
in its place to read as follows: e : N ii
p by revising paragraphs (d)(1) and (e) to368(e)(1)(C)(||)) for the taxable year

81.1367-3 Effective date and transition read as follows: Shall not be taken into account.

e §1.1368-1 Distributions by S . _

Except for §1.1367—1(ffExample 2 corporations. Par. 9. Section 1.1368-2 is amended as
and Example 5of §1.1367-1(h), and follows: )
§1.1367-1(j), §§1.1367—1 and 1.1367-2 e 1. Paragraphs (a)(1) and (a)(3)(ii), and

apply to taxable years of the corporation (d) S corporation with earnings and the heading and introductory text of para-
beginning on or after January 1, 1994profits—(1) General treatment of distrib- 9r@Ph (2)(4) are revised.

Section 1.1367-1(ffExample 2and Ex- ution. Except as provided in paragraph 2. P"J“"'J‘g"apf_1 (2)(5) is added. _
ample 50f §1.1367-1(h), and §1.1367—d)(2) of this section, a distribution made 3 The heading for paragraph (d) is re-

1(j) apply only to taxable years of the corwith respect to its stock by an S corporaised. .
poration beginning on or after August 18tion that has accumulated earnings and 1€ additions and revisions read as fol-

1998. *** _ profits as of the end of the taxable year dPWS:
Par. 7. Section 1.1368-0 is amended e S corporation in which the distributiong; 1358_5 Accumulated adjustments
the table as follows: is made is treated in the manner provideg..,nt (AAA).

1. The entry for 81.1368-1(e) is rein section 1368(c). See section 316 and
vised and entries for §1.1368-1(e)(1) ang1.316-2 for provisions relating to the al- (a) Accumulated adjustments ac-
(2) are added. location of earnings and profits amongount—(1) In general. The accumulated

2. The entries for §1.1368-2(a)(4) andjstributions. adjustments account is an account of the S
(d) are revised.

) r o+ x % % corporation and is not apportioned among
3. An entry for §1.1368-2(a)(5) is shareholders. The AAA s relevant for all
added. o (e) Certain adjustments taken into actaxable years beginning on or after Janu-
The additions and revisions read as fokount—(1) Taxable years beginning be-ary 1, 1983, for which the corporation is
lows: fore January 1, 1997.For any taxable an S corporation. On the first day of the
§1.1368-0 Table of contents. year of the corporation beginning beforgjrst year for which the corporation is an S
January 1, 1997, paragraphs (c) and (d) ebrporation, the balance of the AAA is
L A this section are applled Only after takinQero_ The AAA is increased in the man-
§1.1368-1 Distributions by S into account— . ner provided in paragraph (a)(2) of this
corporations. (i) The adjustments to the basis of theection and is decreased in the manner
shares of a shareholder’s stock describgfovided in paragraph (a)(3) of this sec-
* ok ok ok % in section 1367 (without regard to sectioflion. For the adjustments to the AAA in
(e) Certain adjustments taken into act367(@)(2)(A) (relating to decreases aithe case of redemptions, liquidations, re-
count. _trlbutable to distributions not_|nclud|ble iNorganizations, and corporate separations,
(1) Taxable years beginning befordncome)) for the S corporation's taxablesee paragraph (d) of this section.
January 1, 1997. year;and c r % % x
(2) Taxable years beginning on or after (i) The adjustments to the AAA re-
August 18, 1998. quired by section 1368(e)(1)(A) (but (3) Decreases to the AAA* *

without regard to the adjustments for dis- (i) Extent of allowable reductionThe
tributions under §1.1368-2(a)(3)(iii)) for AAA may be decreased under paragraph
81.1368-2 Accumulated adjustments  the S corporation’s taxable year. (@)(3)(i) of this section below zero. The
account (AAA). (2) Taxable years beginning on or afterAAA is decreased by noncapital, nonde-
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ductible expenses under paragraptions under paragraph (d)(1) of thiscse scribed in section 1367(a)(2)(B) and (C)/10 shares)
(@)(3)(i)(C) of this section even though dion. Howeve, basis may not be reduc‘ed beloyv zero.
portion of the noncapital, nondeductible Therefore, the basis of each shafe\s stock is re-

. L ok ok ox ok duced to zeroAs of January 1, 2002 has a basis
expenses is not taken into account by a . . of $0 in his shares of S stock. Pursuant to sectio
shareholder under §1.1367-1(g) (relating (d) Adjustment in the case ofredemp-13g6(d)(2), the $.40 of loss in exce$#e basis in
to the elective ordering rule)TheAAAis  tions, liquidations, rearganizations, andeach of his shares of S stock is treated as incurred k

also decreased by the entire amount @'v|s|ons* * the corporation in the succeeding taxable year witt

any loss or deduction even though a por- * ok k% & respectoA.

tion of the loss or deduction is not taken *oxok Kk

: Par. 10. Section 1.1368-3 is amended

into account by a shareholder under sec- ;

tion 1366(d)(1))/ or is otherwise not cur-2S follows: . . 4 e T:e ﬂc;St sentence of §1'132?j_
iy deductt] der the Int IR 1. The heading foExample 1is re- 4 1S removed and two sentences are add

rently deductible under the Internal Reve. o in its place to read as follows:

enue Code. Howerein any subsequent vise

taxable year in which the loss, deduction 2. _Example 2through Example 6are 81.1368-4 Effective date and transition
redesignated sExample 3through Exam-

or noncapital, nondeductible expense is : rule.
treated as incurred by the corporatior[?Ie 7, respective) .
) 3. Nav Example 2is added. Except for §81.1368-1(¢e)(2), 1.1368-
with respect to the shareholder under sec- . -
tion 1366(d)(2) or §1.13671(g) (or in The revision and addition read as fol2(a)(5), ard Example 20of §1.1368-3,
' lows: 8§81.1368-1, 1.1368-2, and 1.1368-:

which the loss or deduction is otherwise
allowed to the shareholder), no further adg1.1368-3 Examples.
justment is made to ¢hAA.

apply to taxable years of the corporatior
beginning on or after January 1, 1994
x ok kK x Sections 1.1368-1(e)(2), 1.1368-2(a)(5

I T R _
Example 1. Distributions by S corporationsarxj Example 20f §1.1368-3 apply Only

(4) Ordering rules for the AAA for tax-without C corporation earnings and profits for tax- tq taxable years of the corporation begin
able years beginning befce January 1,able years beginning befce January 1, 1997* ~ ning on or afte August 18, 1998. ***
1997 For any taxable year beginning be- Example 2. Distributions by S corporations .

; without earnings and profits for taxable years begin- MichaelP. Dolan,
fore January 1, 1997} the adJUStme_ntS rrﬁng on or after August 18, 1998i) Corporation S, Deputy Commissioner of
the AAA are made in the following an s corporation, has no earnings and profits as of Internal Revenue
order— January 1, 2001, the first day of its 2001 taxable ’
yed. S_S sole shareholdeA, holds 10 shares of S Filed by the Gfice of the Federal Register on
stock with a basis of $1 per share as of that date. Cgmjgust 17, 1998, 8:45 a.m., and published in the

(5) Ordering rules for the AAA for tax- March 1, 2001, S makes a distribution of S8\ issue of the Federal Register faugust 18, 1998, 63
L For Ss 2001 taxable yeaAs pro rata share of the F.R. 44181)
able years beginning on or afte August amount of the items described in section 1367(a)(1)

18, 1998 For any taxable year of the cor-relating to increases in basis of stock) is $58s
poration beginning on or afteéAugust 18, pro rata share of the amount of the items described

1998, the adjustments toeMAA are in sections 1367(a)(2)(B) through (D) (relating to
made in the following order— decreases in basis of stock for items other than dis-

. L tributions) is $26, $20 of which is attributable to
(i) The AAA s !ncrea§ed under Para-items described in section 1367(a)(2)(B) and (C)
graph (a)(2) of this section before it is deand $6 of which is attributable to items described in

creased under paragraph (a)(3) of this segsction 1367(a)(2)(D) (relating to decreases in basis
tion for the taxable year; attributable to noncapital, nondeductible expenses).

.. . (ii) Under section 1368(d)(1) and 8§81.1368—
(“) The AAA is decreased (bUt not 1(e)(1) and (2), the adjustments to the basdid®

below zero) by any portion of an ordinarystock in s described in sections 1367(a)(1) are made
distribution to which section 1368(b) orbefore the distribution rules of section 1368 are ap-
(c)(1) applies (without taking into accountplied. Thus As basis per share in the stock is $6.00

anv net negative adjustment (as defined 1_+ [$50/10]) befor_e taking into account the di_stri—
se():/tion 1328((9)(1)(](:)(”)) befE)re it is de- ution. Under section 1367(a)(2)(A), the basis of

. As stock is decreased by distributionsAtthat are

creased under paragraph (a)(3)(i) of thisot includible h A's income. Under §1.1367-

section; 1(c)(3), the amount of the distribution that is attrib-
(iii) The AAAis decreased under para- utable to each sharef &'s stock is $3.80 ($38 distri-

- : . bution/10 shares) Thus As basis per share in the
graph (a)(3)()(C) and (D) of this section tock is $2.20 ($6.00 — $3.80), after taking into ac-

before it is decreased under paragrapfyynt the distribution. Under section 1367(a)(2)(D),

(@)(3)())(A) and (B) of this section; the basis of each sharé &s stock in S after taking
(iv) The AAAis decreased under para- into account the distribution, $2.20, is decreased by
graph (a)(3)(i)(A) and (B) of this section;$-60 ($6 non_capital, nondeductibl_e egpenses/lO).
and Thus A's basis per share aff[er taking into gccount
. . the nondeductible, noncapital expenses is $1.60.

(v) The AAAis adjusted (whether neg- ynder section 1367(a)(2)(B) and (GYs basis per
ative or positive) for redemption distribu-share is further decreased by $2 ($20 items de-

* * *x % %
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