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year must obtain the approval of the
Commissioner to retain its current fis-
cal year.

(e) Procedures for obtaining approval or
making a section 444 election—(1) In gen-
eral. See §1.442-1(b) for procedures to
obtain the approval of the Commis-
sioner (automatically or otherwise) to
adopt, change, or retain a taxable year.
See 8§81.444-1T and 1.444-2T for quali-
fications, and 1.444-3T for procedures,
for making an election under section
444,

(2) Special rules for electing S corpora-
tions. An electing S corporation that
wants to adopt, change to, or retain a
taxable year other than its required
taxable year must request approval of
the Commissioner on Form 2553,
“Election by a Small Business Corpora-
tion,”” when the election to be an S cor-
poration is filed pursuant to section
1362(b) and §1.1362-6. See §1.1362-
6(a)(2)(i) for the manner of making an
election to be an S corporation. If such
corporation receives permission to
adopt, change to, or retain a taxable
year other than its required taxable
year, the election to be an S corpora-
tion will be effective. Denial of the re-
quest renders the election ineffective
unless the corporation agrees that, in
the event the request to adopt, change
to, or retain a taxable year other than
its required taxable year is denied, it
will adopt, change to, or retain its re-
quired taxable year or, if applicable,
make an election under section 444.

(f) Effective date. The rules of this sec-
tion are applicable for taxable years
ending on or after May 17, 2002.

[T.D. 8996, 67 FR 35024, May 17, 2002]

SECTION 1374 BEFORE THE TAX REFORM
ACT OF 1986

§1.1374-1A Tax
capital gains.

imposed on certain

(a) General rule. Except as otherwise
provided in paragraph (c) of this sec-
tion, if for a taxable year beginning
after 1982 of an S corporation—

(1) The net capital gain of such cor-
poration exceeds $25,000, and

(2) The net capital gain of such cor-
poration exceeds 50 percent of its tax-
able income (as defined in paragraph
(d) of this section) for such year, and
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(3) The taxable income of such cor-
poration (as defined in paragraph (d) of
this section) for such year exceeds
$25,000,
section 1374 imposes a tax (computed
under paragraph (b) of this section) on
the income of such corporation. The
tax is imposed on the S corporation
and not on the shareholders.

(b) Amount of tax. The amount of tax
shall be the lower of—

(1) An amount equal to the tax, de-
termined as provided in section
1201(a)(2), on the amount by which the
net capital gain of the corporation for
the taxable year exceeds $25,000, or

(2) An amount equal to the tax which
would be imposed by section 11 on the
taxable income of the corporation (as
defined in paragraph (d) of this section)
for the taxable year were it not an S
corporation.

No credit shall be allowable under part
IV of subchapter A of chapter 1 of the
Internal Revenue Code of 1954 (other
than under section 34) against the tax
imposed by section 1374(a) and this sec-
tion. See section 1375(c)(2) and §1.1375—
1(c)(2) for a special rule that reduces
the amount of the net capital gain of
the corporation for purposes of this
paragraph (b) in cases where a net cap-
ital gain is taxed as excess net passive
income under section 1375. See section
1374(c)(3) and paragraph (c)(1)(ii) of this
section for a special rule that limits
the amount of tax on property with a
substituted basis in certain cases.

(c) Exceptions to taxation—(1) New cor-
porations and corporations with election
in effect for 3 immediately preceding
years—(i) In general. If an S corporation
would be subject to the tax imposed by
section 1374 for a taxable year pursuant
to paragraph (a) of this section, the
corporation shall, nevertheless, not be
subject to such tax for such year, if:

(A) The election under section 1362(a)
which is in effect with respect to such
corporation for such year has been in
effect for the corporation’s three im-
mediately preceding taxable years, or

(B) An election under section 1362(a)
has been in effect with respect to such
corporation for each of its taxable
years for which it has been in exist-
ence, unless there is a net capital gain
for the taxable year which is attrib-
utable to property with a substituted
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basis within the meaning of paragraph
(c)(1)(iii) of this section.

(ii) Amount of tax on net capital gain
attributable to property with a substituted
basis. If for a taxable year of an S cor-
poration either paragraph (c)(1)(i) (A)
or (B) of this section is satisfied, but
the S corporation has a net capital
gain for such taxable year which is at-
tributable to property with a sub-
stituted basis (within the meaning of
paragraph (c)(1)(iii) of this section),
then paragraph (a) of this section shall
apply for the taxable year, but the
amount of tax determined under para-
graph (b) of this section shall not ex-
ceed a tax, determined as provided in
section 1201 (a), on the net capital gain
attributable to property with a sub-
stituted basis.

(iii) Property with substituted basis.
For purposes of this section, the term
property with a substituted basis means:

(A) Property acquired by a corpora-
tion (the acquiring corporation) during
the period beginning 36 months before
the first day of the acquiring corpora-
tion’s taxable year and ending on the
last day of such year;

(B) The basis of such property in the
hands of the acquiring corporation is
determined in whole or in part by ref-
erence to the basis of any property in
the hands of another corporation; and

(C) Such other corporation was not
an S corporation throughout the period
beginning the later of:

(1) 36 months before the first day of
the acquiring corporation’s taxable
year, or

(2) The time such other corporation
came into existence,

and ending on the date such other cor-
poration transferred the property, the
basis of which is used to determine, in
whole or in part, the basis of the prop-
erty in the hands of the acquiring cor-
poration. An S corporation and any
predecessor corporation shall not be
treated as one corporation for purposes
of this paragraph (c) (1).

(iv) Existence of a corporation. For
purposes of this section, a corporation
shall not be considered to be in exist-
ence for any month which precedes the
first month in which such corporation
has shareholders or acquires assets or
begins business, whichever is first to
occur.
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(v) References to prior law included.
For purposes of this paragraph (c), the
term S corporation shall include an
electing small business corporation
under prior subchapter S law, and the
term election under section 1362 (a) shall
include an election under section 1372
of prior subchapter S law.

(iv) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. M Corporation was organized
and began business in 1977. M subsequently
made an election under section 1362 (a) which
was effective for its 1984 taxable year. If such
election does not terminate under section
1362 for its taxable years 1984, 1985, and 1986,
M is not subject to the tax imposed by sec-
tion 1374 for its taxable year 1987, or for any
subsequent year for which such election re-
mains in effect, unless it has, for any such
year, an excess of net long-term capital gain
over net short-term capital loss attributable
to property with a substituted basis. If there
is such an excess for any such year, and the
requirements of paragraph (a) of this section
are met, M will be subject to the tax for such
year. If there is no such excess for any year
after 1986, M will not be subject to the tax
for any such year even though the require-
ments of paragraph (a) of this section are
met.

Example 2. N corporation was organized in
1983, and was an S corporation for its first
taxable year, N is not subject to the tax im-
posed by section 1374 for 1983, or for any sub-
sequent year for which its orginal election
under section 1362 (a) has not terminated
under section 1362(d), unless, for any such
year, it has an excess of net long-term cap-
ital gain over net short-term capital loss at-
tributable to property with a substituted
basis and the requirements of paragraph (a)
of this section are met.

(2) Treatment of certain gains of options
and commodities dealers—(i) Exclusion of
certain capital gains. For purposes of
this section, the net capital gain of any
options dealer or commodities dealer
shall be determined by not taking into
account any gain or loss (in the normal
course of the taxpayer’s activity of
dealing in or trading section 1256 con-
tracts) from any section 1256 contract
or property related to such a contract.

(i) Definitions. For purposes of this
paragraph (c)(2)—

(A) Options dealer. The term options
dealer has the meaning given to such
term by section 1256(g)(8).

(B) Commodities dealer. The term com-
modities dealer means a person who is
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actively engaged in trading section 1256
contracts and is registered with a do-
mestic board of trade which is des-
ignated as a contract market by the
Commodities Futures Trading Commis-
sion.

(C) Section 1256 contracts. The term
section 1256 contracts has the meaning
given to such term by section 1256(b).

(iii) Effective dates—(A) In general.
Except as otherwise provided in this
paragraph (c)(2)(iii), this paragraph
(c)(2) shall apply to positions estab-
lished after July 18, 1984, in taxable
years ending after such date.

(B) Special rule for options on regulated
futures contracts. In the case of any op-
tion with respect to a regulated futures
contract (within the meaning of sec-
tion 1256), this paragraph (c)(2) shall
apply to positions established after Oc-
tober 31, 1983, in taxable years ending
after such date.

(C) Elections with respect to property
held on or before July 18, 1984. See
§§1.1256 (h)-1T and 1.1256(h)-2T for rules
concerning an election to have this
paragraph (c)(2) apply to certain prop-
erty held on or before July 18, 1984.

(d) Determination of taxable income—
(1) General rule. For purposes of this
section, taxable income of the corpora-
tion shall be determined under section
63(a) as if the corporation were a C cor-
poration rather than an S corporation,
except that the following deductions
shall not apply in the computation—

(i) The deduction allowed by section
172 (relating to net operating loss de-
duction), and

(if) The deductions allowed by part
VIl of subchapter B (other than the
deduction allowed by section 248, relat-
ing to organization expenditures).

For any taxable year in which a tax
under this section is imposed on an S
corporation, the S corporation shall at-
tach a Form 1120 completed in accord-
ance with this paragraph (d) and the
instructions to Form 1120S to its tax
return filed for such taxable year.

(2) Special rule for net capital gains
taxed as excess net passive income under
section 1375. See section 1375 (c) (2) and
§1.1375-1(c)(2) for a special rule that re-
duces the taxable income of the cor-
poration for purposes of section
1374(b)(2) and §1.1374-1(b)(2) in cases
where a net capital gain is taxed as ex-
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cess net passive income under section
1375.

(e) Reduction in pass-thru for tax im-
posed on capital gain. See section
1366(f)(2) for a special rule reducing the
S corporation’s long-term capital gains
and the corporation’s gain from sales
or exchanges of property described in
section 1231 for purposes of section
1366(a) by an amount of tax imposed
under section 1374 and this section.

(f) Examples. The following examples
illustrate the principles of this section
and assume that a tax will not be im-
posed under section 1375:

Example 1. Corporation M is an S corpora-
tion for its taxable year beginning January
1, 1983. For 1983, M has an excess of net long-
term capital gain over net short-term cap-
ital loss in the amount of $30,000. However,
its taxable income for the year is only $20,000
as a result of other deductions in excess of
other income. Thus, although the excess of
the net long-term capital gain over the net
short-term capital loss exceeds $25,000 and
also exceeds 50 percent of taxable income, M
is not subject to the tax imposed by section
1374 for 1983 because its taxable income does
not exceed $25,000.

Example 2. Corporation N is an S Corpora-
tion for its 1983 taxable year. For 1983, N has
an excess of net long-term capital gain over
net short-term capital loss in the amount of
$30,000, and taxable income of $65,000. Thus,
although N’s net capital gain ($30,000) ex-
ceeds $25,000, it does not exceed 50 percent of
the corporation’s taxable income for the
year (50 percent of $65,000, or $32,500), and
therefore N is not subject to the tax imposed
by section 1374 for such year.

Example 3. Assume that Corporation O, an
S corporation, is subject to the tax imposed
by section 1374 for its taxable year 1983. For
1983, O has an excess of net long-term capital
gain over net short-term capital loss in the
amount of $73,000, and taxable income within
the meaning of section 1374, which includes
capital gains and losses, of $100,000. The
amount of tax computed under paragraph
(b)(1) of this section is 28 percent of $48.00
($73,000—$25,000), or $13,440. Since this is
lower than the amount computed under
paragraph (b)(2) of this section, which is
$25,750 ($3,750+%4,500+%7,500+$10,000), $13,440 is
the amount of tax imposed by section 1374.

Example 4. Assume that in example (3) the
taxable income of O for 1983 is $35,000. This
results from an excess of deductions over in-
come with respect to items which were not
included in determining the excess of the net
long-term capital gain over the net short-
term capital loss. In such case, the amount
of tax, computed under paragraph (b)(2) of
this section, is $5,550. Since this is lower
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than the amount computed under paragraph
(b)(1) of this section, $5,550 is the amount of
tax imposed by section 1374.

Example 5. Corporation P, an S corpora-
tion, for its taxable year 1983 has an excess of
net long-term capital gain over net short-
term capital loss in the amount of $65,000
and has taxable income of $80,000. P’s elec-
tion under section 1362 has been in effect for
its three Iimmediately preceding taxable
years, but P, nevertheless, is subject to the
tax imposed by section 1374 for 1983 since it
has an excess of net long-term capital gain
over net short-term capital loss (in the
amount of $20,000) attributable to property
with a substituted basis. The tax computed
under paragraph (b)(1) of this section, $11,200
(28 percent of $40,000 ($65,000 —$25,000)), is less
than the tax computed under paragraph
(b)(2) of this section, $17,750. However, under
the limitation provided in paragraph (c) of
this section which is applicable in this fac-
tual situation, the tax imposed by section
1374 for 1983 may not exceed $5,600 (28 percent
of $20,000, the excess of net long-term capital
gain over net short-term capital loss attrib-
utable to property with a substituted basis).

[T.D. 8104, 51 FR 34201, Sept. 26, 1986; 52 FR
9162, Mar. 23, 1987. Redesignated and amend-
ed by T.D. 8419, 57 FR 22653, May 29, 1992.
Further redesignated by T.D. 8579, 59 FR
66462, Dec. 27, 1994]

COOPERATIVES AND THEIR PATRONS

Tax Treatment of Cooperatives

§1.1381-1 Organizations to which part
applies.

(a) In general. Except as provided in
paragraph (b) of this section, part I,
subchapter T, chapter 1 of the Code, ap-
plies to any corporation operating on a
cooperative basis and allocating
amounts to patrons on the basis of the
business done with or for such patrons.

(b) Exceptions. Part | of such sub-
chapter T does not apply to:

(1) Any organization which is exempt
from income taxes under chapter 1 of
the Code (other than an exempt farm-
ers’ cooperative described in section
521);

(2) Any organization which is subject
to the provisions of part Il (section 591
and following), subchapter H, chapter 1
of the Code (relating to mutual savings
banks, etc.);

(3) Any organization which is subject
to the provisions of subchapter L (sec-
tion 801 and following), chapter 1 of the
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Code (relating to
nies); or

(4) Any organization which is en-
gaged in generating, transmitting, or
otherwise furnishing electric energy, or
which provides telephone service, to
persons in rural areas. The terms rural
areas and telephone service shall have
the meaning assigned to them in sec-
tion 5 of the Rural Electrification Act
of 1936, as amended (7 U.S.C. 924).

[T.D. 6643, 28 FR 3153, Apr. 2, 1963]

insurance compa-

§1.1381-2 Tax on certain farmers’ co-
operatives.

(@) In general. (1) For taxable years
beginning after December 31, 1962,
farmers’, fruit growers’, or like asso-
ciations, organized and operated in
compliance with the requirements of
section 521 and §1.521-1, shall be sub-
ject to the taxes imposed by section 11
or section 1201. Although such associa-
tions are subject to both normal tax
and surtax, as in the case of corpora-
tions generally, certain special deduc-
tions are provided for them in section
1382(c) and §1.1382-3. For the purpose of
any law which refers to organizations
exempt from income taxes such an as-
sociation shall, however, be considered
as an organization exempt under sec-
tion 501. Thus, the provisions of section
243, providing a credit for dividends re-
ceived from a domestic corporation
subject to taxation, are not applicable
to dividends received from a coopera-
tive association organized and operated
in compliance with the requirements of
section 521 and §1.521-1. The provisions
of section 1501, relating to consolidated
returns, are likewise not applicable.

(2) Rules governing the manner in
which amounts paid as patronage divi-
dends are allowable as deductions in
computing the taxable income of such
an association are set forth in section
1382(b) and §1.1382-2. For the tax treat-
ment, as to patrons, of amounts re-
ceived during the taxable year as pa-
tronage dividends, see section 1385 and
the regulations thereunder.

(b) Cross references. For tax treatment
of exempt cooperative associations for
taxable years beginning before January
1, 1963, or for taxable years beginning
after December 31, 1962, with respect to
payments attributable to patronage oc-
curring during taxable years beginning
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