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corporation with respect to the share-
holder. Such allocation shall be made 
according to any reasonable method, 
including a method based on the rel-
ative fair market value of the share-
holder’s stock in the distributing and 
controlled corporations immediately 
after the distribution, a method based 
on the relative adjusted basis of the as-
sets in the distributing and controlled 
corporations immediately after the dis-
tribution, or, in the case of losses and 
deductions clearly attributable to ei-
ther the distributing or controlled cor-
poration, any method that allocates 
such losses and deductions accordingly. 

[T.D. 8852, 64 FR 71646, Dec. 22, 1999] 

§ 1.1366–3 Treatment of family groups. 

(a) In general. Under section 1366(e), if 
an individual, who is a member of the 
family of one or more shareholders of 
an S corporation, renders services for, 
or furnishes capital to, the corporation 
without receiving reasonable com-
pensation, the Commissioner shall pre-
scribe adjustments to those items 
taken into account by the individual 
and the shareholders as may be nec-
essary to reflect the value of the serv-
ices rendered or capital furnished. For 
these purposes, in determining the rea-
sonable value for services rendered, or 
capital furnished, to the corporation, 
consideration will be given to all the 
facts and circumstances, including the 
amount that ordinarily would be paid 
in order to obtain comparable services 
or capital from a person (other than a 
member of the family) who is not a 
shareholder in the corporation. In addi-
tion, for purposes of section 1366(e), if a 
member of the family of one or more 
shareholders of the S corporation holds 
an interest in a passthrough entity 
(e.g., a partnership, S corporation, 
trust, or estate), that performs services 
for, or furnishes capital to, the S cor-
poration without receiving reasonable 
compensation, the Commissioner shall 
prescribe adjustments to the pass-
through entity and the corporation as 
may be necessary to reflect the value 
of the services rendered or capital fur-
nished. For purposes of section 1366(e), 
the term family of any shareholder in-
cludes only the shareholder’s spouse, 
ancestors, lineal descendants, and any 

trust for the primary benefit of any of 
these persons. 

(b) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. The stock of an S corporation is 
owned 50 percent by F and 50 percent by T, 
the minor son of F. For the taxable year, the 
corporation has items of taxable income 
equal to $70,000. Compensation of $10,000 is 
paid by the corporation to F for services ren-
dered during the taxable year, and no com-
pensation is paid to T, who rendered no serv-
ices. Based on all the relevant facts and cir-
cumstances, reasonable compensation for 
the services rendered by F would be $30,000. 
In the discretion of the Internal Revenue 
Service, up to an additional $20,000 of the 
$70,000 of the corporation’s taxable income, 
for tax purposes, may be allocated to F as 
compensation for services rendered. If the 
Internal Revenue Service allocates $20,000 of 
the corporation’s taxable income to F as 
compensation for services, taxable income of 
the corporation would be reduced by $20,000 
to $50,000, of which F and T each would be al-
located $25,000. F would have $30,000 of total 
compensation paid by the corporation for 
services rendered. 

Example 2. The stock of an S corporation is 
owned by A and B. For the taxable year, the 
corporation has paid compensation to a part-
nership that rendered services to the cor-
poration during the taxable year. The spouse 
of A is a partner in that partnership. Con-
sequently, if based on all the relevant facts 
and circumstances the partnership did not 
receive reasonable compensation for the 
services rendered to the corporation, the In-
ternal Revenue Service, in its discretion, 
may make adjustments to those items taken 
into account by the partnership and the cor-
poration as may be necessary to reflect the 
value of the services rendered. 

[T.D. 8852, 64 FR 71648, Dec. 22, 1999] 

§ 1.1366–4 Special rules limiting the 
passthrough of certain items of an 
S corporation to its shareholders. 

(a) Passthrough inapplicable to section 
34 credit. Section 1.1366–1(a) does not 
apply to any credit allowable under 
section 34 (relating to certain uses of 
gasoline and special fuels). 

(b) Reduction in passthrough for tax 
imposed on built-in gains. For purposes 
of § 1.1366–1(a), if for any taxable year 
of the S corporation a tax is imposed 
on the corporation under section 1374, 
the amount of the tax imposed is treat-
ed as a loss sustained by the S corpora-
tion during the taxable year. The char-
acter of the deemed loss is determined 
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