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without regard to extensions) for the
succeeding three taxable years; and

(2) For a transaction described in
paragraph (a)(2) of this section, by the
transferee S corporation on or before
the due date for the transferee corpora-
tion’s returns (determined without re-
gard to extensions) for the succeeding
three taxable years.

(c) Basis adjustments. Appropriate ad-
justments to the basis of inventory are
to be made to reflect any amount in-
cluded in income under this section.

(d) Effective dates. (1) The provisions
of paragraph (a)(1) of this section apply
to S elections made after December 17,
1987. For an exception, see section
10227(b)(2) of the Revenue Act of 1987.

(2) The provisions of paragraph (a)(2)
of this section apply to transfers made
after August 18, 1993.

[T.D. 8567, 59 FR 51106, Oct. 7, 1994]
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§1.1366-1 Shareholder’s share of items
of an S corporation.

(a) Determination of shareholder’s tax
liability—(1) In general. An S corpora-
tion must report, and a shareholder is
required to take into account in the
shareholder’s return, the shareholder’s
pro rata share, whether or not distrib-
uted, of the S corporation’s items of in-
come, loss, deduction, or credit de-
scribed in paragraphs (a)(2), (3), and (4)
of this section. A shareholder’s pro
rata share is determined in accordance
with the provisions of section 1377(a)
and the regulations thereunder. The
shareholder takes these items into ac-
count in determining the shareholder’s
taxable income and tax liability for the
shareholder’s taxable year with or
within which the taxable year of the
corporation ends. If the shareholder
dies (or if the shareholder is an estate
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or trust and the estate or trust termi-
nates) before the end of the taxable
year of the corporation, the share-
holder’s pro rata share of these items is
taken into account on the share-
holder’s final return. For the limita-
tion on allowance of a shareholder’s
pro rata share of S corporation losses
or deductions, see section 1366(d) and
§1.1366-2.

(2) Separately stated items of income,
loss, deduction, or credit. Each share-
holder must take into account sepa-
rately the shareholder’s pro rata share
of any item of income (including tax-
exempt income), loss, deduction, or
credit of the S corporation that if sepa-
rately taken into account by any
shareholder could affect the share-
holder’s tax liability for that taxable
year differently than if the shareholder
did not take the item into account sep-
arately. The separately stated items of
the S corporation include, but are not
limited to, the following items—

(i) The corporation’s combined net
amount of gains and losses from sales
or exchanges of capital assets grouped
by applicable holding periods, by appli-
cable rate of tax under section 1(h), and
by any other classification that may be
relevant in determining the share-
holder’s tax liability;

(if) The corporation’s combined net
amount of gains and losses from sales
or exchanges of property described in
section 1231 (relating to property used
in the trade or business and involun-
tary conversions), grouped by applica-
ble holding periods, by applicable rate
of tax under section 1(h), and by any
other classification that may be rel-
evant in determining the shareholder’s
tax liability;

(iii) Charitable contributions,
grouped by the percentage limitations
of section 170(b), paid by the corpora-
tion within the taxable year of the cor-
poration;

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

(v) Each of the corporation’s separate
items involved in the determination of
credits against tax allowable under
part 1V of subchapter A (section 21 and
following) of the Internal Revenue
Code, except for any credit allowed
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under section 34 (relating to certain
uses of gasoline and special fuels);

(vi) Each of the corporation’s sepa-
rate items of gains and losses from wa-
gering transactions (section 165(d));
soil and water conservation expendi-
tures (section 175); deduction under an
election to expense certain depreciable
business expenses (section 179); med-
ical, dental, etc., expenses (section 213);
the additional itemized deductions for
individuals provided in part VII of sub-
chapter B (section 212 and following) of
the Internal Revenue Code; and any
other itemized deductions for which
the limitations on itemized deductions
under sections 67 or 68 applies;

(vii) Any of the corporation’s items
of portfolio income or loss, and ex-
penses related thereto, as defined in
the regulations under section 469;

(viii) The corporation’s tax-exempt
income. For purposes of subchapter S,
tax-exempt income is income that is
permanently excludible from gross in-
come in all circumstances in which the
applicable provision of the Internal
Revenue Code applies. For example, in-
come that is excludible from gross in-
come under section 101 (certain death
benefits) or section 103 (interest on
state and local bonds) is tax-exempt in-
come, while income that is excludible
from gross income under section 108
(income from discharge of indebted-
ness) or section 109 (improvements by
lessee on lessor’s property) is not tax-
exempt income;

(ixX) The corporation’s adjustments
described in sections 56 and 58, and
items of tax preference described in
section 57; and

(X) Any item identified in guidance
(including forms and instructions)
issued by the Commissioner as an item
required to be separately stated under
this paragraph (a)(2).

(3) Nonseparately computed income or
loss. Each shareholder must take into
account separately the shareholder’s
pro rata share of the nonseparately
computed income or loss of the S cor-
poration. For this purpose, nonsepa-
rately computed income or loss means
the corporation’s gross income less the
deductions allowed to the corporation
under chapter 1 of the Internal Rev-
enue Code, determined by excluding
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any item requiring separate computa-
tion under paragraph (a)(2) of this sec-
tion.

(4) Separate activities requirement. An
S corporation must report, and each
shareholder must take into account in
the shareholder’s return, the share-
holder’s pro rata share of an S corpora-
tion’s items of income, loss, deduction,
or credit described in paragraphs (a)(2)
and (3) of this section for each of the
corporation’s activities as defined in
section 469 and the regulations there-
under.

(5) Aggregation of deductions or exclu-
sions for purposes of limitations—(i) In
general. A shareholder aggregates the
shareholder’s separate deductions or
exclusions with the shareholder’s pro
rata share of the S corporation’s sepa-
rately stated deductions or exclusions
in determining the amount of any de-
duction or exclusion allowable to the
shareholder under subtitle A of the In-
ternal Revenue Code as to which a lim-
itation is imposed.

(ii) Example. The provisions of para-
graph (a)(5)(i) of this section are illus-
trated by the following example:

Example. In 1999, Corporation M, a calendar
year S corporation, purchases and places in
service section 179 property costing $10,000.
Corporation M elects to expense the entire
cost of the property. Shareholder A owns 50
percent of the stock of Corporation M.
Shareholder A’s pro rata share of this item
after Corporation M applies the section
179(b) limitations is $5,000. Because the ag-
gregate amount of Shareholder A’s pro rata
share and separately acquired section 179 ex-
pense may not exceed $19,000 (the aggregate
maximum cost that may be taken into ac-
count under section 179(a) for the applicable
taxable year), Shareholder A may elect to
expense up to $14,000 of separately acquired
section 179 property that is purchased and
placed in service in 1999, subject to the limi-
tations of section 179(b).

(b) Character of items constituting pro
rata share—(1) In general. Except as pro-
vided in paragraph (b)(2) or (3) of this
section, the character of any item of
income, loss, deduction, or credit de-
scribed in section 1366(a)(1)(A) or (B)
and paragraph (a) of this section is de-
termined for the S corporation and re-
tains that character in the hands of the
shareholder. For example, if an S cor-
poration has capital gain on the sale or
exchange of a capital asset, a share-
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holder’s pro rata share of that gain will
also be characterized as a capital gain
regardless of whether the shareholder
is otherwise a dealer in that type of
property. Similarly, if an S corporation
engages in an activity that is not for
profit (as defined in section 183), a
shareholder’s pro rata share of the S
corporation’s deductions will be char-
acterized as not for profit. Also, ifan S
corporation makes a charitable con-
tribution to an organization qualifying
under section 170(b)(1)(A), a share-
holder’s pro rata share of the S cor-
poration’s charitable contribution will
be characterized as made to an organi-
zation qualifying under  section
170(b)(1)(A).

(2) Exception for contribution of non-
capital gain property. If an S corpora-
tion is formed or availed of by any
shareholder or group of shareholders
for a principal purpose of selling or ex-
changing contributed property that in
the hands of the shareholder or share-
holders would not have produced cap-
ital gain if sold or exchanged by the
shareholder or shareholders, then the
gain on the sale or exchange of the
property recognized by the corporation
is not treated as a capital gain.

(3) Exception for contribution of capital
loss property. If an S corporation is
formed or availed of by any share-
holder or group of shareholders for a
principal purpose of selling or exchang-
ing contributed property that in the
hands of the shareholder or share-
holders would have produced capital
loss if sold or exchanged by the share-
holder or shareholders, then the loss on
the sale or exchange of the property
recognized by the corporation is treat-
ed as a capital loss to the extent that,
immediately before the contribution,
the adjusted basis of the property in
the hands of the shareholder or share-
holders exceeded the fair market value
of the property.

(c) Gross income of a shareholder—(1)
In general. Where it is necessary to de-
termine the amount or character of the
gross income of a shareholder, the
shareholder’s gross income includes the
shareholder’s pro rata share of the
gross income of the S corporation. The
shareholder’s pro rata share of the
gross income of the S corporation is
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the amount of gross income of the cor-
poration used in deriving the share-
holder’s pro rata share of S corporation
taxable income or loss (including items
described in section 1366(a)(1)(A) or (B)
and paragraph (a) of this section). For
example, a shareholder is required to
include the shareholder’s pro rata
share of S corporation gross income in
computing the shareholder’s gross in-
come for the purposes of determining
the necessity of filing a return (section
6012(a)) and the shareholder’s gross in-
come derived from farming (sections
175 and 6654(i)).

(2) Gross income for substantial omis-
sion of items—(i) In general. For pur-
poses of determining the applicability
of the 6-year period of limitation on as-
sessment and collection provided in
section 6501(e) (relating to omission of
more than 25 percent of gross income),
a shareholder’s gross income includes
the shareholder’s pro rata share of S
corporation gross income (as described
in section 6501(e)(1)(A)(i)). In this re-
spect, the amount of S corporation
gross income used in deriving the
shareholder’s pro rata share of any
item of S corporation income, loss, de-
duction, or credit (as included or dis-
closed in the shareholder’s return) is
considered as an amount of gross in-
come stated in the shareholder’s return
for purposes of section 6501(e).

(ii) Example. The following example
illustrates the provisions of paragraph
(c)(2)(i) of this section:

Example. Shareholder A, an individual,
owns 25 percent of the stock of Corporation
N, an S corporation that has $10,000 gross in-
come and $2,000 taxable income. A reports
only $300 as A’s pro rata share of N’s taxable
income. A should have reported $500 as A’s
pro rata share of taxable income, derived
from A’s pro rata share, $2,500, of N’s gross
income. Because A’s return included only
$300 without a disclosure meeting the re-
quirements of section 6501(e)(1)(A)(ii) de-
scribing the difference of $200, A is regarded
as having reported on the return only $1,500
($300/$500 of $2,500) as gross income from N.

(d) Shareholders holding stock subject
to community property laws. If a share-
holder holds S corporation stock that
is community property, then the share-
holder’s pro rata share of any item or
items listed in paragraphs (a)(2), (3),
and (4) of this section with respect to
that stock is reported by the husband
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and wife in accordance with commu-
nity property rules.

(e) Net operating loss deduction of
shareholder of S corporation. For pur-
poses of determining a net operating
loss deduction under section 172, a
shareholder of an S corporation must
take into account the shareholder’s pro
rata share of items of income, loss, de-
duction, or credit of the corporation.
See section 1366(b) and paragraph (b) of
this section for rules on determining
the character of the items. In deter-
mining under section 172(d)(4) the non-
business deductions allowable to a
shareholder of an S corporation (aris-
ing from both corporation sources and
any other sources), the shareholder
separately takes into account the
shareholder’s pro rata share of the de-
ductions of the corporation that are
not attributable to a trade or business
and combines this amount with the
shareholder’s nonbusiness deductions
from any other sources. The share-
holder also separately takes into ac-
count the shareholder’s pro rata share
of the gross income of the corporation
not derived from a trade or business
and combines this amount with the
shareholder’s nonbusiness income from
all other sources. See section 172 and
the regulations thereunder.

(f) Cross-reference. For rules relating
to the consistent tax treatment of sub-
chapter S items, see section 6037(c).

[T.D. 8852, 64 FR 71645, Dec. 22, 1999]

§1.1366-2 Limitations on deduction of
passthrough items of an S corpora-
tion to its shareholders.

(a) In general—(1) Limitation on losses
and deductions. The aggregate amount
of losses and deductions taken into ac-
count by a shareholder under §1.1366-
1(@) (2), (3), and (4) for any taxable year
of an S corporation cannot exceed the
sum of—

(i) The adjusted basis of the share-
holder’s stock in the corporation (as
determined under paragraph (a)(3)(i) of
this section); and

(ii) The adjusted basis of any indebt-
edness of the corporation to the share-
holder (as determined under paragraph
(a)(3)(ii) of this section).

(2) Carryover of disallowance. A share-
holder’s aggregate amount of losses
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